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EXECUTIVE SUMMARY

Public-private partnerships (PPPs) have been
used to address the need for the implemen-
tation of huge investment programs and to
bridge the infrastructure gap that exists in
Latin American and Caribbean (LAC) coun-
tries. As is explained throughout this paper,
under certain circumstances, PPPs represent
animportant tool to help governments imple-
ment their investment programs, thereby
benefiting not only from private invest-
ment (which often includes foreign invest-
ment) but also from the various advantages
that are typically associated with the PPP
model. However, the need to secure financ-
ing for investment needs, especially in a sit-
uation of scarce public resources and fiscal
constraints, should not be the only reason for
choosing the PPP model.

The objective of this paper is to highlight
that the PPP model can be a valuable tool
for undertaking public projects in an effi-
cient and innovative manner and that it can
provide more efficient and innovative public
services in certain circumstances as well. In
addition, when correctly used, it can gener-
ate public savings and create the fiscal space
that LAC countries need to carry out their
investments. However, this tool cannot be

regarded as a “magic bullet” suitable for all
projects and in all circumstances. It is empha-
sized that any decision regarding PPP imple-
mentation should be supported by a robust,
rigorous, and transparent screening process,
as well as by a transparent and accurate fis-
cal affordability analysis, taking into account
the public capacity to bear the costs of PPPs,
not only in the short-term but also over a lon-
ger period.

This paper also intends to highlight some
specific characteristics of the PPP model
which indicate that this model would only be
valuable to a country when it is used in the
appropriate manner. The PPP model is based
on outputs rather than inputs. As a result,
the most important task to perform during
the preparation phase of a PPP! is the def-
inition of the outputs that the private part-
ner must achieve and how much should be
paid for them. This is because the risks, ulti-

T The preparation phase is of primary importance for
the success of the PPP, since it is the phase when the
PPP model is evaluated as to whether it is the best
model for the specific project. It is also when all the
conditions are established that must be met in order
to ensure that the PPP will represent Value for Money
over its lifetime.
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mately, remain the responsibility of the pri-
vate partner. The price to be paid for the
outputs should be consistent with the project
risk matrix, which, in turn, should be drafted
taking into consideration the risk allocation
between the parties that best maximizes the
Value for Money of the PPP (meaning that
each risk has a price and should be allocated
to the party that is able to bear it in a more
efficient way).

This paper therefore highlights the
importance of the design phase of a PPP.
This is the phase during which the contrac-
tual terms and the risk matrix are prepared
(which are interrelated?) and when the basis
for a valuable PPP contract is created. PPPs
are exposed to information asymmetries, to
the potential inadequate alignment of inter-
ests between the parties, and also to possi-
ble incidents of corruption (particularly when
transparency and public disclosure mech-
anisms do not work properly). As a result,
the standardization of both the PPP con-
tract and the risk matrix is a way of reduc-
ing the probability of the occurrence of these
risks. In addition, standadization is a neces-
sary step for improving the transparency, the
efficiency, and the effectiveness of a PPP. It
helps ensure that PPP contracts are drawn
up in such a way as to appropriately reflect
the best risk allocation for each project in an
objective, predictable, rigorous, and trans-
parent manner.

The main objective of this paper is there-
fore to emphasize the importance of harmo-
nized guidelines as a necessary condition to
ensure that PPPs are rigorously prepared,
which implies that risks are efficiently allo-
cated, and that the PPP contract is well
drafted. Only under these circumstances can

the Value for Money of a PPP be achieved dur-

ing its useful life. Even when there are no con-
ditions that call for the formal adoption of the
standardization of the PPP contract, it is cru-
cial to work on the standardization and har-
monization of principles and procedures. This
is to ensure that all PPP implementation pro-
cesses (carried out either by central or local
governments) are conducted in a transpar-
ent, consistent, efficient, effective, and rig-
orous way. In addition, it will ensure the best
possible delivery of public services, proper
accountability in public accounts (consid-
ering present and future impacts, as well as
contingent ones), and an adequate and clear
risk distribution between the parties. This
thereby avoids the potential for corruption or
future contract renegotiation (which is often
a route to the elimination of value).

Prior to any standardization or har-
monization process, a sound PPP institu-
tional framework must be developed, with
clear ownership responsibilities. This is in
order that PPP stakeholders are fully aware
of the exact structure and responsibilities
of all parties under the PPP. A strong insti-
tutional framework, with a clear and sound
governance system, and very well-defined
ownership of each responsibility, is a condi-
tion precedent to any standardization pro-
cess. Centralized PPP Units can function as
a way of not only ensuring the centralization
and ownership of the standardization pro-
cess, but also of accumulating the technical
capabilities, lessons learned, and experience
needed to internalize PPP structuring skills.

2 The risk matrix, which should be the result of a
sound, balanced, and rigorous risk allocation process
between the parties, must always be accurately and
unequivocally reflected in the contractual terms.
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These Units may also minimize overreliance

on the work of external consultants, with its
associated risk of subverting the develop-
ment of critical analysis capacity within the
public sector.

Throughout this paper, we try to high-
light how the issues of governance, transpar-
ency, the impact of PPPs on public accounts,
and the adequate distribution of risks within
PPP contracts are considered crucial in
order for PPPs to be part of the solution to
the investment needs in LAC countries. It
will also be stressed that standardization (at
least of principles and guidelines) can have
an important role.

This paper is particularly focused on
the situation in Brazil, which was analyzed
in order to understand the bottlenecks that
already occur in that country in the PPP field,
and it looks closely at how best practices can
be adopted. However, the lessons learned,
and the key messages of this paper, can be
applied to LAC countries as a whole.

Brazil was selected for the purposes of
this paper because of its long tradition of
PPPs and the relevance of its PPP experi-
ence to the total LAC PPP market.® Brazil has
relied heavily on PPPs to close its infrastruc-
ture gap: it has a range of types of assets and
services that have been delivered by the PPP
model, and it has seen extensive participation
by subnational governments in the develop-
ment of PPP projects. Among the challenges
Brazil is facing is the need to increase the par-
ticipation of commercial banks in PPP financ-
ing (which requires a suitable risk allocation
mechanism between private and public part-
ners), as well as to increase the development
of technical capacity at the subnational level
(Infrascope, 2017).

With regard to the topics covered in
this paper, Chapter 2 highlights the role that
PPPs have played in bridging the infrastruc-
ture gap, particularly in LAC countries where
the implementation of investment programs
has been increasingly conducted using the
PPP model. Chapter 3 defines what a PPP is
and what its potential advantages are, ana-
lyzing also the crucial importance of both
the PPP contract and risk matrix as instru-
ments for achieving potential PPP benefits.
Chapters 4 and 5 present the UK and Por-
tuguese models, which can be considered
best practice examples in terms of both the
PPP regulatory framework and the imple-
mentation of the contract and risk matrix
drafting rules (although each has different
approaches to PPP standardization issues).
Chapter 6 analyzes the Brazilian PPP model,
namely the framework that is in place there
and the current state of the risk matrix and
PPP contracts in Brazil. It discusses the main
challenges identified and some recommen-
dations for improvement. Chapter 7 presents
some conclusions about the crucial role of
the PPP contract design phase and the most
efficient process for risk allocation. It also
highlights the importance of a standardized
approach (centralized on a specialized unit)
for both the risk matrix and the PPP contract,
in order to achieve a more transparent, effi-
cient, and effective PPP program.

3 Brazil is the country with the largest market share, in
terms of the number of PPPs, in Latin America (for the
period 1995 and 2017). It has more than 20 years’ expe-
rience in PPPs, first in economic infrastructure and later
in social infrastructure, with the law on public-private
partnerships being published in 2004. Brazil has been
perfecting its PPP framework, both nationally and sub-
nationally, although it still displays some lack of techni-
cal capacity, especially at the subnational level.
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INTRODUCTION

There is a broad consensus that, to ensure
the adequate and sustainable development of
any country, there is a need for good-quality
basic infrastructure. A country’s infrastructure
network is usually regarded as a proxy for its
level of economic and social development.

There are many examples of essential
infrastructure which have a bearing on the
functioning of a country, such as transport
and urban mobility networks, logistical and
energy networks, communications, infra-
structure for water supply, sanitation and
waste treatment, as well as social infrastruc-
ture, such as hospitals, schools, and prisons,
amongst others.

Infrastructure investment is thus an
engine and an accelerator of a country’s eco-
nomic and social development, generating
direct and indirect benefits through a multi-
plier effect that is mirrored in the dynamism,
competitiveness, and productivity of the
country’s overall economy.

Although this crucial role of infrastruc-
ture investment in promoting economic
growth is recognized, the capacity to imple-
ment such investment is limited and is sub-
ject to the public resources available to each
government for this purpose. This poses a

great challenge to the governments of differ-
ent countries, especially of developing coun-
tries. There is a need to manage scarce public
resources, and the fiscal space that is avail-
able at each moment, without destroying
their future capacity to close the infrastruc-
ture gap which hinders economic growth
and development.

This challenge is even more critical given
that, despite the investment programs that
have been carried out, infrastructure needs in
LAC countries remain considerable. Accord-
ing to some available estimates, in order to
cope with the long-acknowledged infrastruc-
ture gap in Latin America and the Caribbean,
it would be necessary for these countries to
invest an amount in infrastructure equivalent
of at least 5 percent of their GDP over a long
period of time, representing a clearly more
ambitious objective in terms of investment
than has occurred so far, which has been in
the order of 2 to 2.5 percent of GDP (Prats,
2016).

According to Infralatam data, between
2008 and 2015, public investment in infra-
structure represented on average 2.6 per-
cent of GDP (Figure 1), which is well below
the estimate threshold of 5 percent of GDP

INTRODUCTION -



FIGURE 1. PUBLIC INFRASTRUCTURE INVESTMENTS IN LAC AS A PERCENTAGE OF GDP, PER YEAR,
2008-2015
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Source: Author-prepared, based on Infralatam? data (covering 19 countries), the infrastructure database prepared by CAF, CEPAL
and the IADB, available at: http:/www.infralatam.info.

2 Infralatam reports investment in economic infrastructure (defenses against floods, energy, irrigation, telecommunications,
transportation, and water and sanitation), aggregating data from three government levels (national, regional and local) and from
State-Owned Enterprises in 19 countries of Latin America.

FIGURE 2. GOVERNMENT INVESTMENT AS A PERCENTAGE OF GDP
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Source: Author-prepared, based on OECD data available at: http://www.oecd.org/latin-america/data/public-sector.htm.
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FIGURE 3. PPPS IN LAC, 1995-2017
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Source: Author-prepared, based on World Bank PPI Database, available at: https://ppiworldbank.org/.

mentioned above, and also below the OECD
figures (Figure 2). According to the OECD,
public investment in LAC countries has been
low, especially considering that this is a
developing region (OECD, 2016).

Given this context, one of the great chal-
lenges the governments of LAC countries are
facing is the need to secure the financing for
these vast investment needs, especially in a
situation of scarce public resources and fis-
cal constraints. Moreover, governments are
also faced with the need to ensure that these
investments are implemented efficiently and
for the
achievement of the objectives intended and

effectively, which is fundamental
for the realization of the full benefits associ-
ated with infrastructure investments.

[t is in this context that PPPs have increas-
ingly maintained their position as an important

tool in the implementation of the investment
programs of LAC countries in particular. In
these countries, the PPP market, although
more recently established and in some cases
still somewhat immature, has grown consider-
ably (Figure 3). It seems consensual that the
use of PPPs can serve not only as a method
of attracting private funding for public invest-
ment, but also as a way of achieving the
desired results in a more efficient manner.
Considering the immediate budgetary
benefit of using the PPP model, the choice of
this model often tends to be justified, mainly,
or even solely, on the inability of the pub-
lic authorities to finance the necessary pub-
lic investments, due to a lack of fiscal space.
It is important, therefore, to point out that
this should not be the only (not even the
main) objective guiding the decision-making

INTRODUCTION H



process of a public authority regarding the
launching of a PPP. In fact, the PPP model
should be regarded as one model of public

procurement amongst others. Governments
should bear in mind that before decid-
ing whether or not to use the PPP model,
there should be a rigorous process of anal-
ysis of the investment on its own merits, in
the context of an accurate cost benefit anal-
ysis exercise. The PPP model option should
be adopted, within the context of the pub-
lic procurement model decision, only after
the decision to proceed with the investment
has been taken. At that stage, the use of the
PPP model should be analyzed, but any deci-
sion about the selection of this model should
always be preceded by a rigorous process
of studies on the effective advantage of the
PPP model, in terms of Value for Money, ver-
sus alternative forms of public procurement
for the particular investment in question.
Additionally, any decision about PPP imple-
mentation should be preceded by a rigorous
fiscal affordability analysis: it is very impor-
tant that the decision-making process takes
into consideration the fiscal impact of PPPs
(in terms of both public debt and the future
public budget), considering, in particular, the
future contingencies that could arise during
the PPP lifecycle and their impact on a coun-
try’s fiscal position. It is not possible to pro-
ceed with the implementation a PPP without
previously analysing, in a rigorous way, all
the implications that could arise in the future
from the impact of that PPP on the public
accounts (PPPs are not a magic solution for
implementing an investment program when
there is not the fiscal space for it).

Taking the aforementioned premise into
consideration, this document aims to contrib-

ute to the discussion, reflection, and decision-
making process regarding the merits of the
risk matrix and PPP contract standardization
in LAC countries, by presenting an assessment
of the PPP environment in Brazil, the biggest
PPP market in LAC, as well as a description
and comparative analysis between the situ-
ation in Brazil and that of some mature PPP
markets in terms of PPP contract and risk
matrix standardization. Brazil, Mexico, Colom-
bia, Peru and Argentina are the countries with
the largest market share in terms of the num-
ber of PPPs in Latin America (Figure 4).

Despite the PPP’s contribution, and even
considering private investment, in the period
between 2008 and 2015, the average value of
total investment (public and private) in infra-
structure remained at around 3.51 percent of
GDP, which is still below the advisable 5 per-
cent threshold referred to above (Figure 5).

In terms of distribution by country, how-
ever, the situation in Latin America is quite
heterogeneous: in some countries, such as
Honduras, the investment as a percentage of
GDP is well above the average; in others, the
weight of investment in infrastructure in rela-
tion to GDP is very small, especially in Brazil.

Despite being the main country in Latin
America in terms of income and size, as well
as the leader in terms of PPP numbers, Bra-
zil stands out as one of the countries in the
region with the lowest investment in infra-
structure as a percentage of GDP. By con-
trast, Honduras, one of the smaller Latin
American countries with lower income, is
notable as one of the countries with the larg-
est investment in relation to GDP, with a
value of investment in infrastructure of 4.9
percent in the period 2008-2015, above the
LAC average of 3.5 percent.
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FIGURE 4. NUMBER OF PPP IN LAC: DISTRIBUTION BY COUNTRY, 1995-2017
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Source: Author-prepared based on World Bank PPI Database, available at: https:/ppiworldbank.org/.

FIGURE 5. PUBLIC AND PRIVATE INFRASTRUCTURE INVESTMENTS AS A PERCENTAGE OF GDP, IN
LATIN AMERICA, BY COUNTRY, 2018-2015
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Source: Author-prepared, based on Infralatam data (covering 19 countries), the infrastructure database prepared by CAF, CEPAL and

the IADB, available at: http:/www.infralatam.info.
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As stated before, PPPs have been recog-

nized as a valuable instrument in providing
public services and infrastructure, in an effi-
cient and innovative manner, and, when cor-
rectly used, can generate public savings and
the fiscal space that LAC countries need for
their investments. It is very important, how-
ever, that investments carried out using PPPs
can be implemented while maintaining the
fiscal sustainability of LAC countries*. There-
fore, there is only one way to achieve such a
goal: by preserving the advantages of PPPs
and ensuring that their Value for Money® is
always properly measured and protected, not
only from the commencement of the PPPs’
implementation, but also throughout their
entire lifecycle. This is only possible if the
PPPs are adequately structured and the con-
tracts are properly drawn up. To achieve this
goal, it is necessary to establish clear rules
regarding the government’s ability to accept
risks and the design of PPP contract clauses.

The process of designing and structur-
ing the PPP contractual framework for a spe-
cific project is a tough, time-consuming job,
demanding technical capabilities and spe-
cific skills that, in some cases, the govern-
ment authorities do not have. This lack of
technical capacity, particularly in the case of
subnational governments in LAC countries,
is a huge obstacle to the adoption of best
practices in the PPP implementation pro-
cess. Without clear rules on contract design,
it is very difficult to ensure the transparency
needed to avoid allocating excessive risks to
the public partner. Despite this, the defini-
tion of contract clauses is a preliminary and
necessary step for the minimization of future
litigation between the parties and for the
avoidance of potential renegotiations (with

their associated negative fiscal impacts),
both of which sometimes occur during the
contract lifecycle.

This document aims, therefore, to con-
tribute to the recognition of the importance
of correctly predefining: the PPP risk matrix
(always taking into consideration that each
risk has a price and therefore should be allo-
cated to the party that can better manage
it, this risk allocation being on the basis of
the remuneration/penalization scheme); and
contract clauses, which should in turn reflect
(and be the result of) the risk allocation pro-
cess. The final objective of this paper is to
define some guidelines to help LAC govern-
ments structure PPP processes in a quicker
and more transparent and efficient manner.

4 PPPs are a way of financing infrastructure invest-
ment and are consequently a way of overcoming the
scarcity of public resources and of improving the fis-
cal space available at the time of project implementa-
tion. However, it should be taken into consideration
that the PPP has a cost that is borne by the public sec-
tor during the life of the PPP contract (which is usu-
ally very long-term). Therefore, it is important not only
that this cost (as well as the potential contingencies)
should be reflected in the public accounts (PPP debt
should be accounted for, on an accruals basis), but
also that the annual cash flows associated with public
sector payments during the life of the contract should
also be accounted for in annual budgets. It is advis-
able, every year, that the government analyse the pro-
jected cash flows associated with the PPP and adjust
the liability associated with it.

5 |t is important to mention that the Value for Money
concept should be present in any government decision
that involves the use of scarce public resources, which
means that any public decision should always respect
the principles of economy, efficiency, and effectiveness.
The principle of economy requires that the resources be
made available in a timely manner, in the appropriate
quantity and quality, and at the best price. The principle
of efficiency implies that the best relationship between
resources employed and results achieved is ensured.
The principle of effectiveness implies the achievement
of the specific objectives and desired results.

ASSESSMENT OF CURRENT SITUATION OF RISK MATRIX AND PPP CONTRACTS IN BRAZIL



For the purposes of this report, the

example of Brazil was selected, as this
country has a long tradition of PPP imple-
mentation and has demonstrated a strong
commitment to PPP framework improve-
ment. Brazil, Mexico, and Colombia are the
countries with the most PPPs implemented
in LAC (Figure 4).

In order to have a reference for com-
parison with Brazil, this document presents
the examples of the UK and Portugal, which

could be considered two models of best
practice, albeit with different approaches.
In relation to these two countries, the fol-
lowing is set out: i) the PPP framework and
regulation; ii) the definition of a PPP; iii)
the PPP structuring and procurement pro-
cess; iv) the monitoring of PPPs; v) the risk
matrix; and vi) the PPP contractual frame-
work (including the approach to stan-
dardization and the treatment of the main
contractual clauses).
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PPP CONTRACTS

Taking into consideration the importance
of PPPs in the context of public investment
implementation, it is essential to understand
what a PPP is and what its main attributes
are. In terms of definition, there is no single
worldwide PPP definition. Different defini-
tions are used across the countries that are
already applying and benefiting from this
tool. Therefore, and for the purposes of this
document, the PPP Reference Guide defini-
tion is being adopted, which defines a PPP
as a “a long-term contract between a private
party and a government entity, for providing
a public asset or service, in which the private
party bears significant risk and management
responsibility, and remuneration is linked to
performance” (PPP Reference Guide, 2017).
According to this definition, a PPP may
be understood as an instrument through
which a government authority transfers
the responsibility and risks inherent in the
implementation and execution of a partic-
ular investment in public service infrastruc-
tures to a private partner. This partner, in
turn, assumes the responsibility for achieving
the previously-defined outputs in return for
a remuneration over a period of time that is
sufficient to compensate it for its investment,

with the public assets reverting, at the end of
this period, to the public partner.
PPPs can

important tool for governments to implement

effectively constitute an

their investment programs and improve the
infrastructure gap that is present in LAC
countries. They thereby benefit not only from
private investment (which often includes
foreign investment), but also from the various
advantages that are typically associated with
the PPP model, namely:

® Greater predictability of public sector
expenditures throughout the duration
of the partnership, particularly in cases
where the public entity can accurately
estimate those costs. When a PPP con-
tractis correctly prepared (with a precise
risk matrix), the public sector party can
estimate, from the outset and in a trans-
parent manner, the costs inherent in the
operation and maintenance of the infra-
structure on a whole-of-life basis, based
on the contractually-established private
partner remuneration mechanism®;

6 However, this would be not the case when “the pub-
lic sector seeks to radically innovate on public service

PPP CONTRACTS n



Greater efficiency in the management

and allocation of resources, through the
possibility of allocating the risks to the
party most capable of managing them,
and of allocating each of the responsi-
bilities to the party most qualified to
assume them in the most efficient man-
ner possible. An efficient allocation of
risk constitutes a clear method of ensur-
ing that the desired results are achieved
at the lowest possible cost (there is
always a price for bearing a risk);

The guarantee of a high standard of
quality in the service provided, either
by virtue of the contractual obligations
established or by indexing the remuner-
ation mechanism to quality standards
(through the penalties’ mechanism pro-
vided). This is expected to promote a
clear alignment of interests between the
parties, which is considered essential in a
long-term relationship such as that exist-
ing in a partnership agreement;

Greater incentive for innovation: since
the objectives of the private partner
are essentially defined in terms of the
desired output, and considering the
strict and ambitious quality standards
demanded of the same, there is a nat-
ural incentive for innovation in terms of
means and processes; and

Greater incentive and focus on achiev-
ing results and efficiency in the provision
of services, insofar as the remunera-
tion mechanism provided for in the PPP
contract, and the associated payment
deductions mechanism, permits not only
the control of the overall performance of
the private partner but also ensures an
interdependence between this perfor-

mance and the private partner’s remu-
neration system’.

There could in fact be a number of
advantages associated with the choice of
a PPP model for implementing a specific
project. However, the use of the PPP model
should always be preceded by a rigorous
process of studies (a screening process) that
should prove the real Value for Money of the
PPP model for each specific investment.

This concern, of guaranteeing the Value
for Money as a prerequisite to the launching
of a PPP contracting process, must always
be present in the decision-making process of
any government, since, although the effec-
tive achievement of Value for Money for a
PPP only occurs during the execution phase
of the contract, it depends unequivocally
on the appropriate definition of the operat-
ing rules of the partnership, implicit in the
PPP contract design and in its risk matrix.

provision or to introduce new services where it lacks
the knowledge or expertise to anticipate the impact
of the innovative design/procedure/technology on
the cost of operations. PPPs are less likely to deliver
efficiency gains for highly innovative and complex
services where risks are high and it is difficult for the
public authority to commit to transfer such high risks
to the private sector” (lossa and Martimort, 2012).

7 This can be an advantage of the PPP model, but it re-
quires that, at the very beginning, the contract should
be well drafted, and the risks very well addressed and
balanced according to a rigorous risk matrix that should
be built in a comprehensive manner. Furthermore, all of
the procurement process should be transparent and it
should be easy to identify what the potential benefits
of the PPP are in order to verify (in the future, during
the operational phase) that they have been effectively
achieved. When PPP contracts are not well drafted, or
the risks are not well identified/allocated, PPPs can have
huge contingencies/cost overruns that could overcome
the potential benefits identified at the beginning (as has
been the case in LAC countries).
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Considering that any contractual relation-

ship between the public sector and the pri-
vate sector is coupled with a certain “agency
cost”, due not only to the inevitable informa-
tion asymmetries that exist, but also to the
potentially inadequate alignment of inter-
ests between the parties, it is necessary at
the start of the process of defining the PPP
contract to identify and define, in a clear and
objective manner, the quality requirements
to be met by the private partner, as well as
the results to be achieved.

The PPP model is based on outputs
rather than on inputs,® which means that
when preparing the PPP contract, the public
partner should define not only the amount of
the output that has to be achieved (the ser-
vice to be delivered by the private partner)
but also the service standards that the pri-
vate partner must meet. It should simultane-
ously define the risk allocation between the
parties (that maximizes the Value for Money
of the PPP), creating the appropriate incen-
tives to align the interests of both parties
(hamely through the payments/deductions
mechanism).

Therefore, one can identify two critical
aspects in the context of PPP implementa-
tion: the risk allocation process and the def-
inition of the PPP contract clauses (both
being interconnected). Given the importance
of these two aspects, it is fundamental to
include some risk mitigation features in the
PPP framework governance model in order
to address the possibility of these aspects
not being adequately addressed by the pub-
lic partner when drafting the PPP contract.
The lack of inclusion of such features could
translate into future problems, litigation, and
increased costs and, consequently, in the

undermining of the Value for Money of the
PPP.

Recognizing these issues, some coun-
tries (like, for example, Portugal, the UK,
Australia, Belgium, Korea, and Ireland) have
decided to implement specialized PPP Units,
which in some cases are those ultimately
engaged in PPP contract preparation. This
constitutes an accumulation of the techni-
cal capabilities and experience needed to
internalize PPP structuring skills, or, at least,
a minimizing of the risk of overreliance on
external consultants’ work (or even on pri-
vate sector work) which may result in a lack
of any critical analysis capacity being built up
in the public sector.

There are, however, other countries
where the public sector’s technical expertise
is still in the process of consolidation, and
where recourse to external consultants, or
even, in some cases, to unsolicited propos-
als® is essential, as a form of guaranteeing the
preparation and structuring of PPP contracts.
Although recourse to external expertise may
be a solution to address the government’s

8 Under the PPP model, the public partner defines the
outputs that it wants the private partner to achieve,
namely the services to be provided by the private
partner. This differs from the traditional manner of
contracting works, where the public entity defines
how the service is to be delivered (the inputs).

9 “An unsolicited proposal (USP) is a proposal made
by a private party to undertake a PPP project, sub-
mitted at the initiative of the private firm, rather than
in response to a request from the government. By
managing USPs appropriately, governments may ben-
efit from this approach while reducing potential risks.
However, unsolicited proposals may also create chal-
lenges that risk providing poor value for money, par-
ticularly if the government chooses to negotiate a PPP
directly with the project proponent; and they may risk
diverting scarce financial resources to non-priority
projects” (PPP Reference Guide, 2017).
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lack of technical capacity, it is still important

to ensure that the public authorities are able
to guide or critically review the work of these
consultants (EPEC, 2015).

The lack of technical capacity that still
exists in some LAC countries, especially in
subnational entities, represents a major lim-
itation to guaranteeing the success of PPPs
in achieving the resolution of the infrastruc-
ture gap and the promotion of economic
development. Indeed, the inadequate tech-
nical preparation of public teams, coupled
with a lack of clear rules regarding the prin-
ciples to be followed when drawing up PPP
contracts, can lead to an increase in the likeli-
hood of poor contractual specification, a con-
sequent increase in transaction costs, and a
potential dilapidation of the Value for Money
anticipated under the partnership. In addition,
it may create greater scope for possible inci-
dents of corruption, given the less transpar-
ent process.

In this sense, the development of stan-
dardized approaches to PPP contracts (as
established, for example, in France and in
the United Kingdom) can function as part of
the solution to the problem of poor PPP con-
tract preparation. This standardization can
serve as a method of improving the qual-
ity of contractual documents, guaranteeing
consistency between the different projects,
improving the transparency of the market,
reducing the time and costs of the prepara-
tion and launch of PPPs, and minimizing the
potential for future conflicts between the
parties through greater clarity and objec-
tivity in the definition of contractual clauses
(EPEC, 2015).

Nevertheless, it should be noted that such
advantages associated with the standard-

ization of PPP contracts will always depend
on the technical and institutional capacity
of governments to draw up, implement, and
put into practice the standardization process
itself, and also on their institutional capacity
to create the conditions for all stakeholders
to comply with the approved PPP rules and
standards. Hence, any standardization pro-
cess implies that, as a prior condition, public
agents have accumulated enough knowl-
edge and experience to take into account
the lessons learned, both within their coun-
try and externally. It also implies that, on the
basis of these, they are able to perceive the
best practices to be implemented, consid-
ering their specific situation, so as to avoid
standardization based on the wrong prac-
tices (which may jeopardize the safeguarding
of both the PPP’s Value for Money and the
public interest). Moreover, and as a condition
precedent to the implementation of a stan-
dardization process for PPP contracts and
their risk matrices, governments must estab-
lish an adequate institutional framework that
creates the necessary conditions to ensure
the standardization of PPP contracts and
their implementation.

An appropriate PPP institutional frame-
work must always establish: (i) the defini-
tion of the PPP process, that is, the steps
that the PPP structuring process must con-
tain (defining the studies and analyses to be
carried out and the respective methodol-
ogy); (ii) the clear allocation of the responsi-
bilities and institutional roles of the different
actors involved in the implementation and
management of PPPs throughout their life-
cycle; and (iii) the creation of structures or
centres of technical competence (PPP Units)
capable of developing and accumulating
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the necessary skills and expertise to ensure

the success of the country’s PPP program.
Only after properly implementing the PPP
institutional framework is a country able to
successfully proceed to a standardization
process.

PPP Implementation: The
Importance of PPP Contracts

Given the investment needs of LAC coun-
tries, and in view of the scarcity of their public
resources, there is a consequent and inevi-
table need to ensure that these investments
are carried out in the most efficient way pos-
sible, in order to obtain the expected results
and maximize their public utility, with the
public resources available. It is therefore fun-
damental that governments, for each invest-
ment, evaluate the best contracting option
based on the objective of maximizing Value
for Money, that is, the value added brought
about by the said option in terms of the net
benefit to the public sector.

However, before assessing how a par-
ticular public investment should be achieved
and financed, it is important that an in-depth
and robust analysis of the merits and added
value of the investment in question is under-
taken in advance, taking into account its
associated costs and always with the objec-
tive of guaranteeing an efficient allocation
of resources. Thus, international good prac-
tice recommends that any investment deci-
sion be preceded by a cost benefit analysis,
which should be the first step in any deci-
sion-making process for a public investment.
Therefore, before anything else, any govern-
ment must carry out a diagnosis and hierar-
chy of needs process, as well as the planning

for an investment program that assertively
responds to those needs.

A cost benefit analysis thus constitutes
an essential tool in the decision-making
process of any government, since it allows
the real added-value associated with a
given investment project to be estimated.
This is done by carrying out a process of
identification, quantification, and comparison
of the project’s costs and benefits (including
not only economic and financial costs and
benefits, but also social and environmental
ones, amongst others).

Considering that these are public
projects, financed in a context of scarce
resources, this type of preparatory analysis
assumes even greater importance, it being
fundamental that any investment decision be
analyzed in advance and are appropriately
justified. This is in order to ensure that, on
the one hand, the resources are applied
in the sense of creating value, and, on the
other hand, that, in order to satisfy a certain
essential need, the alternative that maximizes
the net benefit to the public purse is chosen.

Once the investments to be carried out
have been chosen and justified, then the
manner of their implementation and financ-
ing should be evaluated. In this respect, two
possibilities are identified: the choice of a tra-
ditional contracting model; or the choice of a
PPP model.

In a context of scarce public resources
and a lack of fiscal space, PPPs have natu-
rally become a model widely used by gov-
ernments to implement their pipeline of
infrastructure projects. There is the possibil-
ity that they may introduce a greater tempo-
ral dilution on the cost of public investment,
and have a consequently lower fiscal impact
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(at least in the short-term)©. The use of the

PPP model is thus often justified by the need
for governments to attract private fund-
ing for large public investments, given their
inability to cover these investments solely
with scarce public resources’.

Besides the possibility of attracting pri-
vate investment, it is relatively consensual
that the use of the PPP model can bring sev-
eral benefits to society, in terms of promot-
ing efficiency and innovation in the provision
of public services and, consequently, poten-
tially maximizing social well-being. Moreover,
intraditional models, the risks associated with
the project (both in the construction phase
and in the operation phase) are all assumed
by the public sector, so costs are often higher
than expected, with slippages often occur-
ring in relation to the investment values bud-
geted. By allowing for greater risk-sharing
with the private sector, PPPs have the advan-
tage of ensuring a greater predictability of
charges for the public sector by transferring
to the private sector the burden of maintain-
ing that investments are carried out within
the estimated time and cost.

However, the PPP model should not be
seen as the model for any public investment,
as it is not always the option that presents
the greatest value. In fact, the PPP model
should only be chosen where it proves to be
the most advantageous, that is, when it max-
imizes Value for Money for the public sector
and for the end users of the public service
concerned (EPEC, 2011).

Thus, the option of the PPP model should
be adopted only when it appears to be the
most appropriate to achieve the desired ends
of economy, efficiency, and effectiveness in
the allocation of public resources. Only in

this case will it represent effective added-
value for the public purse compared with
other alternatives (that is, a higher Value for
Money).

As pointed out by McKinsey, “PPPs are a
tool for financing infrastructure projects that
work well when particular conditions exist:
the project makes economic sense; there is a
clear and efficient process to select a partner;

1© However, governments should forecast (and ac-
count for) the long-term costs of PPPs. When a de-
cision is taken, all the costs associated with the PPP
(during its contract life) should be determined, and
the public authority should conduct a fiscal affordabil-
ity analysis in order to decide whether to carry out the
project, based on its capacity to bear the costs, not
only in the short-term but also over a longer duration.
In addition, the time-cost effect on PPP cash outflows
should be calculated in order to effectively compare
the PPP with other alternatives, in terms of total cost
(and benefit). Compared to a traditional contracting
model, in the PPP model, there is usually no upfront
payment for the investment. The investment cost is
paid during the life of the PPP contract. However, the
government should calculate the present value of fu-
ture cash flows associated with the PPP (associated
with its payments to the contractor), in order to cal-
culate the impact of the PPP on public debt. In most
cases, governments do not calculate the effect of
this debt, but only account for annual payments on
the PPP contract. This is not best practice, since it is
important to bear in mind all the expected payments
associated with the PPP (including an estimation of
contingencies), in order to effect an efficient decision-
making process.

T A PPP can be a complementary and useful tool
for implementing government investment programs
(particularly when it is important to attract private
investment and/or when it is advisable to utilize the
technical capacity of private partners). However, it
is always advisable that governments invest in insti-
tutional capacity, in order to build an efficient public
capacity to implement and deal with the necessary
investment programs (to address the infrastructure
gap). Even when a PPP model is used, to ensure that
the Value for Money of the PPP is indeed achieved
during its life, it is crucial to develop strong public in-
stitutions with an effective capacity to monitor PPP
contracts.
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there is appropriate risk transfer between the

government and the partner; and there is a
revenue stream to provide appropriate risk-
adjusted returns.

As itis a much more complex model than
the traditional model for contracting public
services, the PPP model requires much more
care and preparation by governments in their
implementation. In the PPP model, the pub-
lic partner defines the objectives and results
that it intends to achieve, and it is up to the
private partner to decide the means through
which it intends to achieve those results and
outputs. Thus, in the case of PPPs, instead of
contracting the construction of a particular
infrastructure, the contracting authority con-
tracts the provision of a public service for a
certain period of time, with the private part-
ner being responsible for carrying out and
financing the investments necessary for the
implementation of the public infrastructure.
In addition, the private partner provides the
public service that is inherent to the oper-
ation and maintenance of the public infra-
structure during the contractual term agreed,
earning a remuneration indexed to its level of
performance.

This greater focus of PPPs on the results
to be achieved (to the detriment of the
means) is a potential advantage of the PPP
model, since it allows the public partner to
design a remuneration system through which
it only pays for the services actually rendered
(not taking responsibility for any operational
deficits of the project) and provided that
they are rendered according to the condi-
tions it has contracted. In other words, when
well-structured, a PPP allows for greater
effectiveness, that is, a greater capacity to
meet the (specific) objectives and achieve

the expected results (in terms of public ser-
vice). However, the results and objectives
that the contracting authority expects of
the PPP, although defined at the time of the
studies and when structuring the contract,
can only be truly proven at the contract exe-
cution phase, when it is possible to observe
the actual results achieved and to measure
to what extent these are in line with the initial
expectations underlying the decision of the
public partner to contract the PPP.

This specificity of the PPP model cre-
ates a context of uncertainty for the public
authority, since this entity chooses the PPP
model based on the conviction that it will
provide a higher Value for Money, that is, a
superior benefit (in relation to the traditional
contracting option); however, the material-
ization of these benefits can only be dem-
onstrated ex-post, in the execution phase of
the contract, and always depending on the
behaviour and performance of the private
partner.

As a result, the PPP model has an asso-
ciated agency cost for the public entity,
derived from the inevitable asymmetries of
information that exist between the parties'?,
but also mainly from the misalignment of
interests between the parties™. It is therefore
crucial, right from the earliest stages of the

2. Of course, during the execution phase of the PPP
contract, the private partner has greater and better
access to information, and is better able to observe
the contracted services that are being provided and
the extent to which the results are being achieved.

3 The objectives of the public entity, of maximizing
citizens’ well-being and guaranteeing their needs with
certain standards of quality, may not necessarily be
in line with the interests of the private partner, which
is governed, a priori, by the principle of shareholder
value maximization.
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PPP contract process, to identify the quality
requirements to be met, and the results to be
achieved, by the private partner, and to cre-
ate a remuneration and penalties mechanism
that maximizes the alignment of the inter-
ests of the parties. Consequently, in order to
achieve the benefits associated with the PPP,
and given the existing agency costs referred
to, itis essential that the PPP contract be well-
constructed, with its clauses clearly defining
and quantifying the results and objectives
to be achieved by the contracted party, as
well as there being a mechanism included
to ensure that the private partner achieves
them. For this, a Key Performance Indicators
(KPIs) system could be used, with an associ-
ated penalties regime, which would be capa-
ble of incentivizing the desired alignment of
interests between the parties.

The KPIs should be defined and detailed
immediately upon the initial structuring of the
contract, and they should: (i) be designed in
such a way as to enable the actual objectives
of the public authority to be properly cap-
tured, taking into account the specificities of
the project in question; ii) be adjustable over
the contract period, not only on the basis of
a logic of continuous improvement, but also
in view of the changes that may occur in the
services provided (granting contractual flex-
ibility); and iii) be easily quantifiable and con-
trollable.

The PPP remuneration mechanism also
assumes a key role here, since it is through
this that the enforceability of the perfor-
mance indicators is ensured. As is stated
by EPEC, “A sound payment mechanism is,
together with risk allocation, at the heart of
the PPP contract” and “the payment mech-
anism should incentivize the private part-

ner to deliver the right level of performance”
(EPEC, 2014).
However, it is not sufficient to clearly

foresee the obligations and the conse-
guences of non-compliance with these obli-
gations. It is also necessary to ensure that
the contractual clauses ensure the appropri-
ate operation of the PPP management mech-
anisms, creating the necessary conditions for
the public authority to exercise, throughout
the life of the contract, its contractual super-
visory and monitoring role. This oversight
and monitoring of the contract - be it super-
vising the provision of the services in ques-
tion, or anticipating problems, or keeping
the private partner perfectly in line with the
obligations entailed in the contract and the
application of penalties where necessary - is
essential to ensure the effectiveness of the
PPP, so as to achieve the desired results. But,
for this to be possible, at the drafting stage of
the PPP contract, it is also necessary to intro-
duce reporting obligations by the private
entity that permit the public partner, during
the life of the contract, to have access to rel-
evant, timely, and sufficient information so as
to be able to evaluate the performance of the
private partner and the strict fulfilment of its
obligations. The reporting of information is
a necessary condition to reduce information
asymmetries between the parties, to mini-
mize agency costs, and to ensure the effec-
tive materialization of the Value for Money
expected from the PPP.

As is stated by EPEC, “Without relevant
information, the Authority will be unable to
make sound decisions, monitor the private
partner’s performance, comply with its con-
tractual obligations or manage project-spe-
cific risks.” It is up to the public authority to
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verify that the information is accurate and
consistent (EPEC, 2014).
As mentioned above, in addition to the

PPPs allowing for greater effectiveness,
another of the advantages usually associated
with the PPP model is the greater efficiency
that this model permits in the use of pub-
lic resources throughout the lifecycle of pub-
lic projects. When well-structured, the private
partner remuneration mechanism and the risk
matrix allow the PPP costs for the public sec-
tor to be more predictable and stable (com-
pared with the traditional contracting model),
since it is possible to estimate, with some reli-
ability, the future budgetary impacts asso-
ciated with the PPP. Since the construction,
operation, and maintenance risks are generally
transferred into the private partner’s sphere of
control, when contracts are well-structured,
the public partner assumes no responsibility
for any deviations in the costs or operational
efficiency of the private partner. This is con-
trary to the situation in the case of traditional
contracting, where, in addition to there often
being difficulties in estimating the future costs
of operating the investment (as only the bud-
getary impacts of the infrastructure’s con-
struction are estimated), the actual risk of
operating inefficiencies remains with the pub-
lic sector, with possible deviations only later
reflected in future public budgets.

This transfer of the operation and main-
tenance risk to the private partner means
that, when well-structured, the PPP creates
incentives for the private partner to optimize
the construction process of the infrastruc-
ture, in order to minimize the costs of oper-
ation and maintenance. However, to ensure
efficiency throughout the lifecycle of PPPs, it
is absolutely essential that contracts be well-

designed and that risks be allocated as thor-
oughly as possible.

The importance of the entire process of
structuring a PPP being prepared in a rigor-
ous, conscious, and cautious way, and of the
PPP contract and risk matrix being robust
and consistent, is unequivocal, since they
comprise the main tools for preserving Value
for Money during the contract execution
phase. A poorly constructed or incomplete
contract and inadequate risk allocation can
generate potential future conflicts, renegoti-
ations, and additional and unexpected costs
for the public sector.

PPPs can be a good method of over-
coming the infrastructure gap™ (at least in
certain circumstances), as they can help
decrease the cost of investment (smoothing
its budgetary impact) and improve the effi-
ciency gains. However, in order to achieve
their benefits, it is crucial that, first of all, the
project be well-selected, and then that the
PPP be well-structured; otherwise, the PPP
might result in additional fiscal contingen-
cies in the future. A good contract design (as
well as a well-designed risk matrix) is a par-
amount condition to avoiding these contin-
gencies; a well-drafted contract can align the
incentives between the parties (contributing
to the attainment of the desired objectives
and results) and mitigate the risk of future
additional costs for the public entity derived
from renegotiations and potential litigation.
Therefore, in order to maximize the benefits
of PPPs, it is necessary that their implemen-
tation follow a very robust, structured, and

14 This infrastructure gap is noted by Prats (Prats,
2016). The role of PPPs in addressing this infrastruc-
ture gap is pointed out by McKinsey (McKinsey Global
Institute, 2016).
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well-defined process: plan; evaluate; anal-

yse different options; calculate and balance
benefits and costs; structure; align incen-
tives; draft contracts’ regulating rights and
obligations; allocate risks, preserving Value
for Money and the project’s bankability; and
promote market competition through the
bidding process. It is also important that this
whole process be carried out ensuring the
principle of transparency, thereby reducing
the probability of corruption occurring and
minimizing transaction costs and the time
spent on the entire process.

Currently, one of the problems that LAC
countries face is the high rate of PPP con-
tract renegotiations, linked in part to poor
project preparation. These renegotiations,
mainly due to risk misallocation, incomplete
contracts, or regulatory weaknesses, con-
siderably alter the desired project results.
Another of the challenges facing LAC coun-
tries is the need to improve transparency and
public disclosure regarding the PPP launch
process, particularly in light of recent corrup-
tion cases (OVE, 2017).

Having recognized the potential advan-
tages of PPPs and the important contribution
they can make to the reduction of the infra-
structure gap in LAC countries, especially
in the context of large project pipelines and
limited public resources, it is important to
bear in mind some important considerations:

® PPPs are only a method of contracting
an investment. Upstream of any decision
to implement a PPP should be a pro-
cess of planning the infrastructure needs
and selecting the priorities of the coun-
try. Efficient mechanisms for project
selection, based on cost-benefit analy-

ses, should be implemented. Before any
investment decision is made, it is essen-
tial that governments select appropriate
projects, ensuring that only good proj-
ects are undertaken and that there is
appropriate project prioritization among
sectors. PPPs often tend to be seen as
a “free” means of implementing invest-
ments, so there is not always an align-
ment between PPP policy and national
infrastructure plans;

PPPs should not be seen as a way of
managing public budgets, but rather
as a form of procurement that in some
cases is more efficient and presents
higher Value for Money. Hence, govern-
ments must, in the first instance, imple-
ment robust methodologies for each
project, in order to evaluate whether the
PPP model is the one that generates a
greater net benefit for the public sector;
and

PPPs are a much more complex and
time-consuming contracting model, in
terms of implementation, than the tra-
ditional contracting model. The signing
of a PPP contract implies the assump-
tion by governments of long-term finan-
cial commitments with a private entity.
This relationship between the pub-
lic and private partners, in addition to
being long-term (implying, therefore,
greater uncertainty about the future),
has, underlying it, a number of asym-
metries of information and possible mis-
alignments of interests. It is therefore
vital that PPP contracts be very well
prepared (in order to ensure that the
results are achieved, future tax contin-
gencies are minimized, and renegotia-
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tions and litigation between the parties

are avoided) and that the commitment
made by governments is that which gen-
erates greater efficiency (greater Value
for Money). To this end, it is also funda-
mental that the procurement process is
sufficiently competitive (attracting many
interested investors) and conducive of
this efficiency.

Considering the complexity associ-
ated with the implementation of a PPP pro-
gram, it is clear that: (i) on the one hand,
public officials must have sufficient techni-
cal capacity and experience to be able to
properly assess and safeguard the public
interest in all the phases of a PPP process,
retaining the bargaining power of the pub-
lic sector; and ii) on the other hand, there is
a strong and stable political commitment to
PPPs and institutional, legal, and regulatory
frameworks are implemented that favour
and support the whole process inherent in
the PPP lifecycle.

In fact, in order for PPPs to be an effi-
cient and effective means of solving the
infrastructure gap problem, and for gov-
ernments to take advantage of the benefits
associated with this contracting model, it is
important that, prior to the implementation
of a PPP program, governments ensure the
development of an adequate legal and reg-
ulatory framework (which defines the rules
and guiding principles of the PPP universe),
as well as an institutional framework (which
supports the process and allocates specific
responsibilities). The existence of a clear,
adequate, stable, and politically-supported
framework is a necessary (although not suf-
ficient) condition to ensuring the success of

any PPP program, granting credibility and
boosting the attraction of foreign investors.

although the
framework is essential, it is not in itself suffi-

However, institutional
cient, since it is still necessary to ensure that
the public actors involved in the entire PPP
process have the technical capacity and skills
to accurately carry out all the necessary pro-
cesses throughout the lifecycle of the PPPs
(EPEC, 2015).

The technical capacity of the public
agents is crucial, as they are the ones who
put into practice the rules and procedures
defined in the PPP framework. They also
ensure the effective implementation of PPPs,
including contract drafting, the definition of
the risk matrix, and the management and
monitoring of contracts. As the public sector
is much more fragmented and disorganized
than the private sector, this is a major chal-
lenge facing countries. That is why, accord-
ing to the conclusions of Infrascope, in LAC
countries “there is still an important gap
between legislation (what is on the books)
and the maturity of the sector in terms of
PPP projects implemented (what occurs in
practice). Countries may score high in “Regu-
lations” and “Institutions” but still lag behind
in “Maturity”.” Thus, a great challenge fac-
ing these LAC countries is to successfully
implement their project pipeline (Infrascope,
2017). This lack of capacity of the public
agents in the LAC countries is especially evi-
dent in some countries at the subnational
governments’ level (such as in Brazil).

Despite the governments of LAC coun-
tries having attempted to mitigate this short-
coming of technical capacity, through the
use of both external consultants and unso-
licited proposals, this cannot be seen as the
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solution to the problem. This is because,

although recourse to the private sector may
be necessary and useful, it is always essen-
tial to ensure that public agents have criti-
cal analytical capacity. This is the only way to
avoid asymmetry of information, resources,
and technical capacity between public and
private partners which may result in poor
project preparation and misallocation of risks
between the partners. When this occurs, it
frequently leads to contract renegotiations
and to fiscal contingencies.

Therefore, it is important to develop,
within the public sector, the know-how and
technical capacity needed to support the
structuring and launch process of PPPs (the
ability to develop and apply rigorous technical
methodologies and criteria). It is also impor-
tant to develop the decision-making process of
governments, the ability to have control over
the fiscal outcome of PPPs, and an improved
capacity to accumulate experience, assess les-
sons learned, and implement better solutions.

Considering the diversity of contracting
authorities that usually exist within a coun-
try (at national and subnational authorities),
even when there is a single framework, the
risk of inconsistency in the practices followed
by these entities is high. There is also the risk
of a higher probability of occurrences of cor-
ruption, primarily when transparency and
public disclosure mechanisms do not work
properly. Thus, in order to ensure consistency
in the application of best practices, to avoid
deviant behaviour, and to make processes
more efficient and expeditious, it is advisable
to create technical expertise centres within
the public sector capable of accumulating
the skills, know-how, and experience neces-
sary to ensure the implementation and man-

agement of PPP programs throughout the
project lifecycle.

As stated by EPEC, “A central source of
technical expertise, such as a PPP Unit, can
support policymakers and procuring author-
ities in acquiring a clear understanding of
capacity requirements from the beginning.
Such central expertise may also be able to
develop strategies to help build up the depth
of the advisory market itself and capitalize
on lessons learnt” (EPEC, 2015).

Portugal is an example of the success-
ful implementation of a PPP Unit (as bet-
ter explained in chapter 5). In 2012, Portugal
implemented a new PPP framework, which
included ambitious legal and structural
reform, as well as the creation of the UTAP,
the Ministry of Finance’s PPP Unit. One of
the key objectives of this PPP reform was the
reinforcement of the participation of the Min-
istry of Finance in all phases of the contracts’
lifecycle, in order to enhance its capacity
to control the fiscal outcome of PPPs. The
PPP Unit assumed responsibilities for PPP
project appraisal, structuring and tender-
ing, reporting, contract renegotiation, legal
and financial technical support to govern-
ment members and other public institutions,
budget process support, and PPP know-how
development. The PPP Unit started to take
a very active role in the PPP structuring and
launch processes. Although there is no for-
mal PPP standardization framework in Por-
tugal, the existence of a PPP Unit has greatly
contributed to the standardization of the
principles used in contract drafting.

PPP Units can, in fact, contribute very
positively to public sector capacity build-
ing, which is essential to ensure the efficient
implementation of PPPs. The centralization
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of knowledge and experience in a compe-

tency centre, such as in a PPP Unit, can be a
way of responding to poor contract and risk
matrix preparation, the lack of transparency
involved in the PPP implementation process,
and the lengthy process of PPP implementa-
tion, given the huge amount of time spent in
designing and negotiation the PPP contract.

In this respect, the situation in LAC
countries is quite heterogeneous. There are
countries (such as Chile or Peru) which have
already introduced PPP Units, which have a
prominent role throughout the project lifecy-
cle, and there are other countries where the
process is more decentralized, with a broad
set of entities involved in the PPP process,
structuring, launch, and management (Prats,
2016).

Despite this heterogeneity, common
problems have been identified in these coun-
tries, such as the inadequate preparation of
public procurement contracts, often due to
the lack of capacity of public agents, as well
as a high proportion of renegotiations, often
resulting from poor allocation of risks or ill-
defined contractual clauses. In view of the
foregoing, it is evident that the PPP contract
is undoubtedly the key factor of any PPP pro-
gram, and the most valuable tool in guar-
anteeing the preservation of value and the
advantages that are usually associated with
this contracting model.

As mentioned, the advantages associ-
ated with PPPs are unequivocal. It is consen-
sual that this contracting model allows public
entities not only to boost their investments
and to cope with the infrastructure gap (ben-
efiting from private investment and thus bet-
ter managing their budgetary resources),
but also to obtain greater advantages. These

may be either in terms of improved social
well-being (because, under certain condi-
tions, the PPP allows for better service, with
increased quality and greater innovation), or
in terms of lower costs for the public purse,
through the sharing of risks with the private
partner. There is also greater control over,
and predictability of, the budgetary impacts
throughout the life of the contract.

However, PPPs are not always the solu-
tion to the problem. Even when a PPP seems
to be the best solution, it should be borne
in mind that this is a much more complex
model, the implementation of which requires
adequate prior preparation by governments.
Its success is not guaranteed, with it depend-
ing on a set of conditions that must be
ensured by public authorities, namely: i) the
creation of a robust and well-structured reg-
ulatory and institutional environment; and ii)
the existence of technical capacity within the
public sector®.

Last, but not least, it is necessary to
point out that this complexity associated
with the PPP model often creates the risk of
corruption. There is the danger that the pub-
lic interest will not be safeguarded, either
during the preparation of contracts or dur-
ing their execution phase, and this may not
be evident, at least at first sight. Thus, ensur-
ing transparency throughout the process can
act as a deterrent to the risk of any deviant

5 The Portuguese and UK models are good examples
of how the PPP framework should be addressed in
order to ensure a robust and well-structured regu-
latory environment, that allows a capacity-building
process within the public sector. The existence of a
PPP Unit, or an entity that concentrates knowledge,
public technical capacity, and experience (in order
to implement the lessons learned) is of utmost im-
portance.

PPP CONTRACTS n



behaviour, such as corruption. Transparency
clearly improves control over the results of
PPPs, making the costs associated with PPPs
and the quality of the services provided
explicit and, therefore, less subject to devi-
ations or corruption. Public disclosure is the
tool to ensure transparency, for which reason
public entities should always, as far as pos-
sible, make all documents public, reporting
not only how the PPPs are structured and the
documents that support the decision-making
process but also the bidding documents and
the signed contracts, as well as the results
of the PPP monitoring process by the public
entity throughout the PPP’s lifecycle.

During the PPP structuring stage, while
it is more difficult to ensure public disclosure
(taking into account the secrecy of some
phases of the public tender), public author-
ities may be able to create ways to minimize
the occurrence of deviant behaviour. The
existence of centralized PPP Units with func-
tions throughout the entire lifecycle of the
PPPs, the adoption of a PPP contract stan-
dardization process, and the development
and publication of clear guidelines and prin-
ciples to guide the PPP process for the study
and preparation of contracts are, undoubt-
edly, examples of mechanisms that can con-
tribute to the promotion of transparency.
They allow for greater clarity and predict-
ability in the structuring and drafting process
of the risk matrix and contracts. In addition,
they facilitate the monitoring of the entire
process by the supervisory authorities (such
as the Court of Auditors).

When considering the structuring of
PPP contracts, one of the most controversial
aspects is the decision on whether to stan-
dardize contractual clauses. When looking

at international experience, there is no sin-

gle trend evident in this regard. There are
countries (such as the United Kingdom, New
Zealand, and the Netherlands, for example)
where contracts are standardized'®, and there
are other countries where contract drafting
is done on a case-by-case basis (such as Bra-
zil, especially at the subnational level). There
are even intermediate cases where, although
there is no standard contract, there is a set
of principles that govern the design of con-
tracts, granting consistency (as is the case in
Australia) to the contracting process. There
are also other cases where, although there is
no standardization, some specific clauses are
included in the PPP legal framework (this is
the case in Chile, where the dispute resolu-
tion mechanism is established in the Conces-
sions Law).

In view of the aforementioned complex-
ity of PPP contracts and the length of the
structuring process, the standardization of
contractual clauses can be seen as a way of
bringing efficiency to the process of struc-
turing and launching PPP contracts. In addi-
tion to reducing the length of time between
concept design and the awarding of projects,
the standardization of contracts can also act
as a form of quality assurance in the drafting
of PPP contracts. When there are clear rules
for the design of the contract, it is easier to
ensure that it is well-constructed, thereby
reducing the likelihood of future renegotia-
tions or litigation. In LAC countries, most of
the renegotiations are due to the fact that

16 According to the World Bank, “only one-third of the
economies have developed standardized PPP model
contracts”, based on 135 economies included in its
study (World Bank, 2018).

= ASSESSMENT OF CURRENT SITUATION OF RISK MATRIX AND PPP CONTRACTS IN BRAZIL



contracts are incomplete or poorly con-
structed (OVE, 2017).
On the other hand, even though rene-

gotiations may occur (because sometimes
they result from necessary changes to the
project), standardization facilitates the pro-
cess of renegotiation between the parties; it
is easier and clearer to understand the mech-
anisms included in the contract, in order to
restore the economic-financial balance, when
there is standardization. There are some-
times cases of renegotiation where it is not
even clear how compensation to the private
partner should be calculated in the event of
rebalancing, which naturally undermines the
negotiation process, delays the completion
of the renegotiation process, and can lead to
unexpected budgetary contingencies for the
public partner.

As stated by the World Bank, “The lack
of standard provisions for renegotiations for
the parties in the PPP contract could mean
that approaches to renegotiation remain ad
hoc and consistency is not preserved. This
gap may be filled by standardized PPP con-
tracts that guide parties through the rene-
gotiation process while still allowing them
flexibility to address the project’s specific
needs. However, among the countries that
consider renegotiation a contractual issue,
only 14 percent clearly use standardized con-
tracts, including India, Japan, Kazakhstan,
and South Africa” (World Bank 2018).

Another
tion is the guarantee of greater consistency

advantage of standardiza-
between different projects. This consistency
is important, not only because it enables
international investors to more easily antici-
pate and understand the rules underlying the
various public tenders, but also because it

fosters transparency and reduces the likeli-
hood of occurrences of corruption during the
PPP structuring and public procurement pro-
cess. When there are clear rules about PPP
contract drafting, it is easier to ensure that
procedures are carried out in order to safe-
guard the public interest, with the whole pro-
cess being more easily audited.

Ensuring consistency is even more diffi-
cult in large countries, with multiple govern-
ments and where there are no entities that
centralize technical expertise (such as Bra-
zil, where there is no consistency between
national and sub-national practices). In these
cases, the standardization of contracts is a
way to guarantee consistency in the con-
tracting of projects in the PPP modality.

Furthermore, there is still an inadequate
level of technical capacity of public agents,
which explains the significant recourse to pri-
vate agents in the preparation of PPP con-
tracts, whether in the form of contracting
external consultants, or in the form of unso-
licited proposals. This situation, however,
creates greater difficulty in ensuring that the
PPPs are structured in a way that safeguards
alignment with the strategic objectives of the
public authorities, and in ensuring the con-
tract serves as an effective tool for guaran-
teeing the Value for Money expected from
the PPP. Thus, and especially in these cases,
it may be useful to develop some kind of
contract standardization or at least to create
guidelines that guide these private agents in
the contract structuring and drafting work.
In this manner, it will be easier to ensure that
the structuring of contracts is done in a way
that aligns the incentives of the future pri-
vate partner with those of the public partner.
“Standardizing the PPP process helps ensure
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that all PPPs are developed in a way that is

consistent with the government’s objectives.
It also helps achieve coordination between
the various entities involved” (PPP Reference
Guide, 2017).

An additional advantage of the contract
standardization process is the reduction of
the transaction costs of both the public and
private partners related to the PPP struc-
turing and procurement process. When the
regulatory and contractual architecture is
coordinated, known, and predictable, it is
easier for the public authority to control the
work of its external consultants. It is also
easier for potential bidders to perceive the
scope of tenders and to prepare their pro-
posals, with the due diligence processes,
mainly legal, being simpler, more straightfor-
ward, and, therefore, cheaper.

As stated by McKinsey, “Greater stan-
dardization would help to attract funds into
smaller infrastructure projects, where high
due-diligence costs relative to the total
investment frequently deter investors. When
possible, governments, multilateral devel-
opment banks, and other institutions should
promote the standardization of project prep-
aration and evaluation, by, for instance, using
common risk assessment frameworks and
documentation” (McKinsey Global Institute,
2016).

In spite of the advantages associated
with the standardization process, especially
in terms of stability, consistency, and reduc-
tion of both the time spent in structuring PPP
transactions and transaction costs, it is impor-
tant to take into account the following aspects:

® Standardization, although facilitating
the PPP contract structuring process,

does not solve the problem of the lack of
technical capacity of the public agents,
since it will be these entities that will ulti-
mately ensure that the core principles
defined as standard are fulfilled in the
PPP structuring process. Even when the
technical work is carried out by external
consultants, it is essential that the public
authority be able to guide and validate
the work of these consultants. Even so,
it will naturally always be more advanta-
geous if the work of external consultants
is guided by a set of concrete and well-
defined guidelines, aimed at ensuring
that the government’s strategic objec-
tive with the project is achieved,

The process of PPP contract standard-
ization implies the existence of previous
experience in the countries in the man-
agement of PPPs, since only then will it
be possible to evaluate best practice and
incorporate the lessons learned in the
standardization process. While it is pos-
sible and even desirable to draw upon
international experience and on those
that have applied best practice in other
countries, the specificities of each coun-
try, its legal framework, and its specific
situation, should also be considered; and
As a rule, PPPs are used in several sec-
tors, with specific and different char-
acteristics. Thus, the standardization
process must safeguard these differ-
ences, and a correct balance must be
made between the advantages of stan-
dardization and the risk of limiting the
flexibility of contracts. Even within each
sector, although there is more homo-
geneity among the projects, there are,
nevertheless, specific characteristics of
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each project which must be properly

safeguarded in the design of the con-
tract. Thus, for certain aspects of the
contract, such as the definition of its
objective or the quality/service stan-
dards to be achieved by the private part-
ner, instead of defining standard clauses,
only the core principles that need to be
respected may be identified. Even at the
level of the definition of the risk matrix,
it would be very difficult, or even impos-
sible, under a standardized process to
identify and quantify all the specific risks
that each project may have.

Thus, in spite of the specificities which
should be considered in different sectors
and different PPP contracts, there are clear
advantages in the standardization of the core
principles to be considered in the structuring
of PPPs. Since the PPP structuring process is
very complex and time-consuming, and often
very dependent on the work and expertise of
external entities (external consultants), and
since the PPP contract is acknowledged as
the main tool public authorities have for the
preservation of Value for Money associated
with the PPP, it is highly desirable that the
PPP structuring process be guided by very
concrete, clear, and rigorous rules, princi-
ples, and guidelines based on good practice.
While it is difficult to ensure the complete
standardization of all contractual clauses,
with tailor-made provisions being required
to regulate some project specificities, it is
recommended that, even so, core principles
should be followed to define all the impor-
tant aspects of the contract, with the explicit
definition of the concrete terms of some
clauses that reflect common mechanisms

between the various contracts (such as con-
tract termination provisions, compensation
events, etc.).

It is essential, however, that this stan-
dardization process be integrated into a
well-defined institutional framework, which
allocates concrete responsibilities to the var-
ious agents and provides political and legal
support for the implementation and practi-
cal application of this standardization. This
would ensure that best practice is applied
consistently across all the PPP contracts of
the country, at both the national and subna-
tional levels. Furthermore, and because it is
recommended that the standardization pro-
cess benefit from the accumulated experi-
ence of the country and its lessons learned, it
is important that the standardization process
be centralized and formulated under a team
of dedicated public agents (a technical skills
centre) in order to ensure the internalization
of know-how and experience within the pub-
lic sector.

The Risk Matrix

One of the major differences between the
PPP model and the traditional contracting
model is that PPPs allow for a significant
transfer of project risk to the private partner,
so that the consequences and impacts of the
potential risks it assumes under the PPP con-
tract fall under the private partner’s sphere
of influence. Thus, the PPP model allows
both the public sector and the private sec-
tor to play the roles they are each more able
to perform in a more efficient manner. This
is particularly important in the case of infra-
structure, which generally involves very high
investment levels and a very long time hori-
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zon (of useful life). Of note among the main

risk categories are technical, construction
(including environmental and expropriation),
operation and maintenance, demand, financ-
ing, and political and regulatory risks.

Risk allocation is one of the basic
principles of a PPP, since, when carried
out efficiently, it generates value and is
responsible (along with the clauses of the
contract) for a large part of the Value for
Money associated with a PPP. Thus, one of the
conditions necessary to maximize the Value
for Money of a PPP is to be able to ensure
an optimal allocation of the project risks. As
stated in OVE 2017, in PPPs, “contract design
and risk allocation are crucial for achieving
the expected benefits”.

Risk-sharing between the public and pri-
vate sectors, when accomplished properly,
can effectively contribute to increasing proj-
ect efficiency and may translate into a num-
ber of advantages, namely:

® |t allows for greater control of invest-
ment costs by attributing the respon-
sibility for meeting deadlines and the
budget to the private sector”. In the PPP
model, and when good practices are
followed, the public sector only starts
paying the agreed payments after the
completion of the construction and in
accordance with the achievement of the
contractually-established performance
standards. The public sector party may
participate in the financing of the infra-
structure (when this is necessary to
guarantee the bankability of the proj-
ect), but, even so, the contract should
normally establish thresholds for public
authority contributions, always ensuring

that the construction risk remains with
the private partner;

® The reduction of infrastructure mainte-
nance costs over the period of the PPP.
In a PPP, given that the entity that builds
the asset is also responsible for its main-
tenance, there is a natural incentive to
reduce the overall cost of the construc-
tion and maintenance of the buildings
and equipment throughout the life of
the concession. This incentive does not
occur in the case of traditional contract-
ing, in which the entities responsible for
construction and maintenance are differ-
ent; and

® |ncreased control of operating costs
through the contractual definition of the
prices to be applied, the quantity and
quality objectives to be fulfilled, and the
price revision mechanisms to be used
throughout the partnership period. As
the risk of operating the infrastructure
is transferred to the private partner, any
operational inefficiencies throughout the
PPP lifecycle are reflected only in the pri-
vate sphere, while the public authority
payments remain unchanged. This cir-
cumstance therefore allows for a signifi-
cant decrease inthe degree of uncertainty
regarding the future evolution of public
sector costs associated with the project.

7 Although in certain circumstances it may be justi-
fied for the public partner to assume part of the con-
struction risk, for example, when, due to expropriation
procedures, it is concluded that the cost of transfer-
ring this risk to the private partner is too high, thereby
destroying value, in the majority of cases, the risk of
construction is transferred to the private partner, as it
is usually the entity that has the greatest capacity to
manage it.
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The risk-sharing mechanism of a PPP can

be a source of value creation, but it may also
be a route towards value destruction, if the
risk matrix is either not well-defined or if it is
not properly reflected in the remuneration/
penalty scheme. Public authorities should
keep in mind that risk always carries a price,
since the private partner always demands a
premium for bearing a certain risk. Therefore,
the main rule for defining the risk matrix of a
PPP should be that each risk should be allo-
cated to the party that can manage that risk
in the most effective way, in order to achieve
the desired Value for Money of the PPP. At
the same time, it is also important to ensure
that the price of the PPP is well-calculated,
taking into account the cost of all the risks
and their respective allocation between the
parties.

Government entities should avoid the
temptation to allocate all risks to the private
partner, since this could imply an increase in
the overall cost of the PPP and could there-
fore jeopardize its Value for Money. On the
other hand, they should also avoid the alloca-
tion of all risks to the public partner without
a corresponding reduction in the cost of the
PPP contract to the government.

There could be some situations in which
there are strong arguments in favor of allo-
cating important risks to the public partner
(where, for example, the private partner has
no control over the circumstances related
to one particular risk or when there is huge
uncertainty about the probability of that risk
occurring). Under these circumstances, the
allocation of risks to the public partner should
be reflected in the cost of the PPP, through
the remuneration scheme of the private part-
ner, to avoid the PPP contract being used as

an instrument of rent-seeking. Furthermore,
if during the life of the PPP contract it is nec-
essary to introduce some adjustments to the
contract, the impact of those adjustments
should be calculated and taken into consid-
eration, always considering the risk matrix
defined at the beginning (which should not
be materially changed and, if it is changed
in any way, the PPP price should be adjusted
accordingly).

It is therefore not only important that the
risk allocation is well-apportioned between
the parties, but also that the risk matrix is
well-reflected within the PPP contract, in
order to avoid situations where the PPP is
overpriced (the public party should not pay
for arisk that is not borne by the private part-
ner) or where the PPP is frequently subject
to contract renegotiations.” It is important
to ensure a complete PPP contract, which,
by providing better indemnity, could help to
provide stronger incentives for operational
effort. In addition, incomplete contracts may
favor corruption (lossa and Martimort, 2016).

Within this context, it is necessary that,
during the PPP structuring process and
before defining the contractual clauses, a
rigorous evaluation and identification exer-
cise of all the risks of the project is carried
out, as well as an allocation of these risks to
the most qualified of the parties undertak-
ing the project. This process is a pre-condi-
tion for the later definition of the contractual
clauses, which should incorporate allocation
of the risks.

18 “With a more efficient risk allocation, the advantag-
es of bundling in terms of greater design effort and
lower operational costs are boosted” (lossa and Mar-
timort, 2012).
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In the PPP model, the private part-

ner generally assumes the responsibility,
not only for the construction and financing
of the infrastructure, but also for its opera-
tion and maintenance over a certain period:
it assumes responsibility for the provision
of a particular service, ensuring previously
defined specific standards of quality, avail-
ability, and use. Thus, based on the definition
of the private partner’s responsibilities and
the allocation of risks between the parties,
a remuneration model based on the perfor-
mance of the private partner is then defined,
considering the extent to which it achieves
the objectives set for it. Risk allocation
should be seen as an integral and crucially
fundamental part of the PPP contract, ensur-
ing a perfect and interdependent correspon-
dence between the contract provisions and
the risk matrix that is drawn up for the proj-
ect in question. It is not possible to design a
PPP contract without properly identifying all
the risks of the project and allocating each of
these risks to the party better able to man-
age each efficiently, that is, to better mitigate
its impacts and minimize the potential conse-
guences of the risk.

Thus, one of the central aspects in the
PPP structuring process is the construction
of the risk matrix, which must be built based
on the results of a prior exercise of identi-
fication, mitigation, and allocation of risks
between the parties. The risk matrix, once
created, should be reflected in the contrac-
tual clauses™, with it being recommended
that the risk matrix itself contain express
references to the contractual clauses that
reflect each of the risks and their alloca-
tion. This is so that, in the execution phase
of the contract, the allocation of responsibili-

ties and risks between the public and private
partners is indisputable.

A thorough and efficient allocation of
risks is one of the ingredients necessary to
ensure the success and Value for Money of
the contract, but it is not enough. It is also
important that, in addition to the risks being
well-allocated, these be well-reflected in the
risk matrix and, above all, directly reflected
in the contractual clauses. It is essential that
there be coherence and a clear correspon-
dence between the risk matrix and the con-
tractual provisions since this is the only way
to minimize the likelihood of future litiga-
tion. Moreover, even when PPP contracts are
renegotiated, it is essential that there be clar-
ity in the allocation of risks, to avoid distort-
ing the grounds of the contract and changing
the contractual equilibrium anticipated when
the PPP was launched. Where the risk matrix
is not clearly and unequivocally reflected in
the text of the contractual clauses, there is
the possibility that, in a renegotiation, there
may be misinterpretation which may lead
to a change to the initial risk allocation and
to a consequent decrease in the Value for
Money of the PPP, with possible additional
budgetary contingencies for the public sec-
tor. When the risk matrix and the contractual
clauses are not coherent and in perfect cor-
respondence, there is also a greater proba-
bility of deviant behavior, such as incidents of
corruption, which could result in more (and
unexpected) costs for the public sector.

19 Special care should be given to the alignment be-
tween the risk matrix and: i) the definition of respon-
sibilities; ii) the remuneration mechanism; and iii) the
definition of service standards and the respective
penalties system.
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The importance of ensuring consistency

between the risk matrix and the contractual
clauses being clear, it is also necessary to
ensure maximum efficiency in the risk allo-
cation process itself. The idea, sometimes
defended, by public opinion or even by pub-
lic actors, that in a PPP the risks should, as
much as possible, be transferred to the pri-
vate sector is wrong, since risk has a price
and, therefore, excessive risk always trans-
lates into unnecessary costs for the public
sector and the destruction of value for tax-
payers.

In this context, the definition of a clear
risk matrix and one that allows investors to
estimate with some degree of certainty their
risk-return binomial, seems to be decisive
in ensuring the Value for Money of any PPP.
When the project’s risk matrix allocates risks
to the private sector that it cannot correctly
quantify or mitigate, this translates unequiv-
ocally into an increase in the PPP price, even
in the context of maximum competition in the
procurement process. A misallocation of risk
generally leads to an excessive risk percep-
tion by bidders, which will therefore require
a higher rate of return. This would translate
into an increase in the PPP cost for taxpay-
ers, and a consequent reduction in the Value
for Money associated with it.

Good practices thus dictate that risks
that are difficult to quantify should be allo-
cated to the public partner, as uncertainty
always creates difficulty in establishing ade-
quate pricing by the private partner and,
inherently, results in a higher risk premium
being paid by the public partner. In addi-
tion, when risks allocated to the private part-
ner are difficult to quantify, or when it is not
possible to control for or mitigate them, this

circumstance tends to translate into lower
project bankability, or at least to an increase
in the financing cost imposed by the funders,
a situation which also results in greater costs
for taxpayers. An optimal allocation of risk
is one that ensures the maximization of the
Value for Money associated with the PPP and
should never be considered as the one that
ensures the transfer of the maximum num-
ber of risks to the private sector, since this
approach will certainly tend to bring about
an increase in project cost and destruction in
the PPP’s potential value.

Moreover, a poor allocation of risk also
tends to increase the likelihood of contract
renegotiations, very often because of diffi-
culties in implementing the partnership in the
way it was established. In LAC countries, the
rate of contract renegotiationis very highand
“risk misallocation tends to be at the heart of
renegotiation processes” (OVE, 2017).

In this context, it is important that spe-
cial attention is paid, during PPP structur-
ing, to the risk matrix construction process,
a process that must undergo several stages,
including: i) the exhaustive identification of
project risks and their potential impacts; ii)
the allocation of the identified risks to each
of the parties; and iii) the definition of the risk
matrix and the respective correspondence of
each element with the contractual clauses
(PPP Reference Guide, 2017).

The project’s risk identification exercise
should be carried out considering not only
those that are generally the main risks asso-
ciated with similar projects, but also the spe-
cific characteristics of the project in question,
so as not to underestimate or neglect any of
the risks of the project. Once the risks have
been identified, the process of allocating

PPP CONTRACTS n



these to either the private or public partner

should follow; some risks may be shared by
both parties. The allocation of risks should be
made in such a way as to ensure that each
risk is allocated to the party that has: i) the
most appropriate instruments to manage the
probability of their occurrence; ii) the greater
capacity to manage the damages that may
be caused to the project by that risk; and iii)
the greater flexibility to minimize the poten-
tial consequences (costs) of that risk (PPP
Reference Guide, 2017).

Thus, a good allocation of risks is one
that guarantees not only the lowest cost of
the project, but also the one that creates
incentives for an appropriate alignment of
the parties’ interests. The risks allocated to
the private partner should be those which
it has the greater capacity to manage, and
therefore the greater capacity to avoid their
occurrence or to reduce the severity of their
consequences. However, in some countries
there are certain risk allocations which are
already legally defined, hindering, in these
cases, a different allocation, even if this could
be justified based on efficiency.

If the probability of occurrence of a
risk, or the materiality of the potential dam-
ages arising from it, depends mainly, or even
exclusively, on public sector decisions or
actions, it should not, as a matter of princi-
ple, be transferred to the private sector. This
is because the private entity will have less
capacity to manage or mitigate such a risk
and would consequently charge a higher risk
premium to assume it.

The result of the risk allocation process
is, as a rule, transposed into a risk matrix,
which should, in turn, serve as the basis for
the definition of contractual clauses. This

will ensure consistency between the factors
anticipated in the risk matrix and the body of
the contract.

The risk matrix represents an essential
tool for analyzing and managing the part-
nership, allowing, in a simple manner, for: i)
the presentation of the main risks of the proj-
ect; ii) the itemization of those areas of the
project where such risks may have the most
impact; iii) a representation of the previ-
ously-defined risk allocation scheme; iv) the
detailing of the risk mitigation strategies allo-
cated to the public partner and the charac-
terization of the risk management capacity
allocated to the private partner; and v) the
identification (where possible) of the con-
tractual clauses where the allocation of each
of the risks is reflected.

The risk matrix should serve as a basis
for the definition of contractual clause. This
is to make sure that the various mechanisms
introduced in the contract that are aligned
to performance standards, specifically the
remuneration and penalties mechanisms, are
designed to ensure consistency and coher-
ence with the previously defined allocation
of the different risks.

The preparation of the risk matrix is a
core part of the PPP structuring process. It is
complex and time-consuming, as it includes
the identification and allocation of risks, the
quantification of the respective impacts,
and the analysis of eventual mitigation mea-
sures, as well as the transposition of the out-
put of the whole process into the contractual
clauses, always with the aim of ensuring the
consistency, clarity, and auditability of the
whole process. Due to this complexity, the
structuring process is lengthy and involves
strong technical capacity by the public
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agents. In many cases, governments assure
these tasks with recourse to external consul-
tants, this being, in some countries, the only
way to handle this. Although the complex-
ity of the subject can indeed justify the use
of specialized external consultants, this does
not obviate the need for governments to be
able to critically analyze the work of these
consultants, especially since this is central to
the success of the PPPs and to their future
sustainability in the context of the public
budget.

In order to safeguard that the PPP is a
valid and efficient instrument in implement-
ing country investment programs and in solv-
ing the infrastructure gap, it is important to
ensure that: i) this contracting model reflects
lower costs for the same service, that is, that
it represents the highest Value for Money;
and ii) the estimated costs (whether direct
or contingent in nature) of the PPP through-
out its lifecycle represent the best estimate
of their total budgetary impacts in the future,
guaranteeing their predictability and mini-
mizing the probability of the occurrence of
unforeseen future contingencies. To that end,
it is important not only to define contrac-
tual clauses correctly (as already mentioned
in the previous chapter), but also to deter-
mine a complete and efficient allocation of
risks, ensuring that this is reflected, in turn,
in the contractual clauses. When risk alloca-
tion is incomplete, or where the public sec-
tor assumes risks for which it is not the most
capacitated entity, the likelihood of addi-
tional contingencies occurring in the future
increases considerably, with, in some cases,
the budgetary impact of the PPP becoming
much higher than estimated and, possibly,
even unsustainable.

Hence, it is therefore essential that pub-

lic authorities have the capacity to be able
to identify, allocate and quantify the poten-
tial impacts of the risks remaining under their
sphere of influence during the PPP structur-
ing process. It is also important that they rig-
orously monitor the development of these
risks and their impacts throughout the life-
cycle of the PPPs, as this is the only way to
avoid unexpected budgetary impacts and
preserve the Value for Money of PPPs2°.

To guarantee this objective, it may be
justified to implement risk matrix standard-
ization mechanisms. Furthermore, this may
help avoid several eventualities: i) that the
external consultants in charge of defining the
risk matrix may not guarantee the identifica-
tion of all the risks of the project and/or the
optimal allocation of those risks; ii) that the
allocation of risks is not carried out efficiently
due to corruption; or iii) that, for similar proj-
ects, completely different risk allocation
strategies are employed. The standardiza-
tion of the risk matrix ensures that best prac-
tice solutions for each of the risk typologies
are used (at least for those risks that are rel-
atively common to the various projects). In
addition, within the context of the legal lim-
itations in force in the country in question, it
would allow the process to be more transpar-
ent (since the rules are pre-defined), which
reduces the likelihood of corruption, as well
as the time spent on these tasks, increas-
ing the efficiency of the whole process.

20 To ensure this monitoring, it is necessary, of course,
that governments introduce effective reporting sys-
tems, which should permit a full and transversal view
of current and future (including contingent) commit-
ments undertaken by the public sector, both at the
national and subnational level.
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Moreover, when standard risk matrices are
defined, it is possible to test more rigorously
to what extent the allocation regime desig-
nated for each risk does not jeopardize proj-
ect bankability and ensures market interest,
in addition to it not jeopardizing the com-
petitiveness of the procurement process or
increasing the final cost of the PPP.

As stated by EPEC, “In some PPP pro-
grammes, use is made of standardised con-
tracts to help bring greater consistency to
risk allocation across projects and, because
such contract terms are already tested in the
market, provide confidence that the alloca-
tion of risks will be both acceptable to the
market (that is, bankable) and represent
VfM” (EPEC, 2015). However, it must be con-
sidered that it is not possible to standardize
all the risks, since each project has unique
characteristics that distinguish it from others.
Thus, limiting the risk matrix to a standard-

ization exercise would naturally be reduc-

tive and incomplete, or even inaccurate,
given that in each project there are always
specific risks or risks for which the approach
must be customized. Nevertheless, it is pos-
sible, and even desirable, to standardize for
some aspects which are typically common
among the various projects. Some examples
of clauses that can be standardized are force
majeure, early termination, compensation
calculations in the event of financial rebal-
ancing, step-in rights? and other provisions
related to financing arrangements, changes
in the law, dispute resolution mechanisms,
and guarantees provided by private partners.

21 Step-in rights are the rights of one party to inter-
vene to satisfy an agreement in the event the other
party fails to perform its obligations and commits a
serious and unremedied breach of contract.
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THE UK EXAMPLE

* |n this section, details are given of the approach taken in the UK, which has been
considered a best practice example in terms of the PPP regulatory framework and
also in terms of the implementation of contract and risk matrix drafting rules.

* The UK has created a specialized entity that works as a center of expertise,
allowing for knowledge accumulation, the collation of lessons learned, and the
dissemination of best practice concepts on risk assessment and allocation (lossa
and Martimort, 2012).

* The UK was also able to implement a standardized approach to PPP contracts,
which has been regarded as a key aspect of the success of its PPP market.
Contract standardization is a key factor for ensuring transparency and stability,
which, in turn, are important ingredients for attracting investors, to ensure project
bankability, and to increase the efficiency of all PPP project lifecycles (allowing
a more efficient implementation process but also a more effective contract
monitoring process).

* The UK standardized PPP contract incorporates a risk matrix in order to identify
therisks that may arise under a specific project and to establish how they should be
shared between private and public partners. Besides appropriate risk allocation,
the standardized process allows for a more consistent approach and pricing
among similar projects, and a reduction in the time and cost of negotiation, given
the predetermined standardization (HM Treasury, 2012b).

*  Furthermore, the use of a centrally-produced guide on PPP contracts (built to
deliver best Value for Money), and the setting out of provisions to be included by
all central and local public sector bodies when drafting contracts, is also be a way
of both reducing the probability of corruption and decreasing the subjectivity
implicit in each PPP contract (lossa and Martimort, 2016).
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PPP Framework and Regulation??

Instead of a framework based on specific
legislation, the UK had developed a detailed
guidance-based framework for PPPs (PF2%)
to ensure that the key principles of fairness,
transparency and competition were pre-
served, including standardized evaluation pro-
cesses (Value for Money analysis, for example)
and contract templates. The PPP model is also
encompassed under the following:

® the ‘Green Book’ (adopted in 2003 and
updated in March 2018)—a standard guid-
ance document issued by HM Treasury?
for public sector bodies, which sets out
a framework for the appraisal and eval-
uation of proposals before committing
funds to a policy, program, or project. It
also provides guidance on the design and
use of monitoring and evaluation before,
during, and after implementation of the
policy, program, or project; and

® The ‘Treasury approvals process for pro-
grams and projects’ (November 2016)—a
guide for Treasury approval stage pro-
cesses and arrangements for the scru-
tiny and approval of major project and
program spending, also issued by HM
Treasury, since each privately financed
project is subject to the Treasury’s assur-
ance and approval arrangements.

PPP Definition

HM Treasury defines PPPs as long-term con-
tracts where the private sector designs,
builds, finances, and operates an infrastruc-
ture project (HM Treasury, 2012a). There are
several forms of PPP used in the UK, namely:

private finance initiatives (PFl and its succes-
sor, PF2, implemented in 2012/2013); conces-
sions; strategic infrastructure partnerships;
public delivery organizations; regulated asset-
based structures; direct procurement; joint
contractor-

ventures; government-owned

operated companies; and hybrid projects.

The PPP Structuring and
Procurement Process

Who Decides to Launch a New Project?

Given that the UK has no specific PPP law,
there are no general overarching provision
in law to grant all public bodies the power
to enter PPP arrangements. Powers usually
derive from a public body’s incorporation
documents or from specific legislation.

In that sense, in the UK, the procuring
authority of a PPP contract (which is respon-
sible for monitoring its implementation)
might be a central government department,
alocal government authority, or certain other
public-sector bodies.

22 |n this chapter, the example of the approach taken
in the UK is presented, focusing on the PF2 regula-
tion that was in force until the end of 2018 when the
government decided to no longer use Private Finance
Initiatives for new projects. In parallel, the Brexit de-
velopments should also be highlighted, as this may
significantly impact local law given that EU directives
may no longer apply in the future (some EU laws have
been retained after the UK exited the EU).

25 |n 1992, the Private Finance Initiative (PFI) was in-
troduced. In 2012, a revised PFI model was launched,
which the government called PF2. The PF2 model was
in place until the end of 2018.

24 HM Treasury is the UK government’s economic
and finance ministry, maintaining control over public
spending, setting the direction of the UK’s economic
policy, and working to achieve strong and sustainable
economic growth.
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Following the implementation of PF2,

national level procurement agencies for
some sectors (such as, for example, the Edu-
cation and Skills Funding Agency) have been
established by the government to centralize
PPP procurement. Other government agen-
cies may conduct their own programs, if
there is consistency with a standard central-
ized approach, such as PF2.

In connection with procurement related
to the strategic roads network in England, the
procuring body would be either the Depart-
ment for Transport or Highways England, a
government company responsible for oper-
ating, maintaining, and improving England’s
motorways and major A roads. In addition to
the procuring authorities listed above, there
is a specialized government entity that facili-
tates the PPP program, the Infrastructure and
Projects Authority (the IPA), the UK govern-
ment’s center of expertise for infrastructure
and major projects. It is responsible for over-
seeing major government projects, includ-
ing those procured under the PF2 initiative. It
was formed by the merger of Infrastructure
UK and the Major Projects Authority, and
reports to both the Cabinet Office?®> and HM
Treasury.

The choice of whether to use the PPP
model in a particular project is made by the
procuring authority and there is no standard
structure or approach to apply when pro-
curing a project. In the UK, PFI/PF2 projects
must be approved before procurement and
the framework for approval usually entails
the following steps:

® the Cabinet Office must approve the
procurement route and the IPA must
operate a staged assurance process that

the project must go through before pro-
curement; and

®* HM Treasury must approve the “strate-
gic outline case” at the beginning of the
project, the “outline business case” at the
pre-market stage, and the “final business
case” before any final negotiations begin.

Each procuring authority must follow its
relevant approval process, and local govern-
ment bodies and other public bodies usually
require sign-off from their sponsoring central
government department. Irrespective of the
procurement procedure, the EU directives
lay down clear requirements for the equal
treatment of all bidders, the transparency of
the procurer’s requirements, the decision-
making processes for bidders, and non-dis-
crimination. Common practice in the UK for
PPPs has oscillated over the years between
the negotiated procedure and the competi-
tive dialogue procedure. Between 2006 and
2015, competitive dialogue was the most
common procedure for PPP tenders, which
enabled negotiations with the various bid-
ders until the submission of final tenders, fol-
lowing which some negotiation is still allowed
but only if there is no material modification.

The Treatment of Unsolicited Proposals

Unsolicited proposals are not allowed in the
UK and are therefore not considered in its
legal framework.

25 The Cabinet Office is a department of the Govern-
ment of the United Kingdom, responsible for supporting
the Prime Minister and ensuring the effective running of
the government. The Cabinet Office is also the corporate
headquarters for government, in partnership with HM
Treasury, and takes the lead in certain critical policy areas.
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The Role of External Advisors

The Public Contracts Regulations 2015 allows
contracting authorities to obtain advice from
independent experts or authorities, or from
market participants, in the planning and con-
duct of the procurement procedure. In this
regard, it is recognized by HM Treasury that
the early appointment of suitably qualified
advisors by the public sector is crucial to the
success of PFI/PF2 projects. The appointed
advisers should use the PF2 Guidance as the
basis for the development of the project con-
tract.

Criteria for Bidder’s Evaluation and
Selection Process

The evaluation criteria should be defined at
the outset in the procurement documents
and are intended to identify the ‘most eco-
nomically advantageous tender’. This will be
identified based on the price or cost and may
include the best price-quality ratio, consider-
ing the relative weighting attributed to each
of the criteria.

Transparency

Procuring authorities are subject to free-
dom of information laws?¢, and prepared
contracts are usually published, with access
to commercially sensitive information being
restricted in line with the confidentiality
restrictions set down in the final contract.
The scope of the information to be treated
as commercially sensitive is agreed between
the contract parties.

There are also a significant number of
measures required by the government to cre-

ate transparency for PF2 arrangements, such
as. achieving project transparency through
public sector co-investment; publishing pri-
vate sector equity rates of return (actual and
forecast); increasing transparency of the
government’s business case approval pro-
cess; improving transparency of off-balance
sheet liabilities; and increasing the accessibil-
ity and usability of project information.

PPP Monitoring

PF2 Guidance and the standardized con-
tracts recommend a substantial element of
monitoring, with the right approach depend-
ing on each specific project. Monitoring
should occur at three levels:

® a systematic monitoring by the con-
tractor through a quality management
system measuring availability and per-
formance;

® areview of the quality management sys-
tem of the contractor by the authority,
with certain planned and random spot
checks (with the ability to increase mon-
itoring based on repeated failure or poor
performance); and

® the possibility for users to report failures
(e.g., doctors, teachers, and service per-
sonnel).

Since monitoring usually requires the use
of information that can only be collected with

26 The Freedom of Information Act 2000 provides
public access to information held by public authori-
ties, in two ways: public authorities are bound to
publish certain information about their activities; and
members of the public have the right to request infor-
mation from public authorities.
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the cooperation of the contractor, in many

cases such monitoring is self-assessed by the
contractor (at its expense) and is subject to
periodic audit procedures by the procuring
authority which has the right to investigate
complaints.

The procuring authority is required to
have a contract management team which
should be brought into the procurement pro-
cess from the project planning stage. There
are examples of the authority using members
of its own day-to-day personnel or appoint-
ing an external advisor to carry out contract
management.

Under PF2 contracts, there must be a
mechanism to enable the authority to mon-
itor the contractor’s performance against
the payment mechanism so that the pay-
ment mechanism can operate effectively.
The authority should also be able to iden-
tify other performance problems so that any
other remedies for poor performance can be
pursued, if necessary.

Risk Matrix

Risk allocation is made on a case-by-case
basis and PPP arrangements should provide
cost-effective and efficient risk management
through risk transfer and sharing. The objec-
tive is the optimal allocation of risk, and not
the maximum transfer of risk, it being recog-
nized that not all risks can be transferred.
There are, however, certain risks that are
managed by the public sector to improve the
Value for Money of the projects, including:

® the risk of additional capital expenditure
being required as a result of an unfore-
seeable general change in law occurring

during the operational period of a proj-
ect;

® the contracting authority demonstrat-
ing good title to any property which it
employs, and providing expert consul-
tants’ reports on contamination and
ground conditions;

® the utilities’ consumption risk, subject to
a two-year handover test, and the utili-
ties’ tariff risk; and

® the risk-sharing of mandatory core insur-
ances during the operational phase of
projects, to allow the procuring author-
ity to take on a more appropriate share
of the risk and thus reduce the contrac-
tor’'s need to build up reserves against
increases in insurance premiums.

It is also not usual for the contrac-
tor to take on demand risk in PFI/PF2 proj-
ects, although in certain projects this may be
appropriate.

Regarding risks related to supervening
events: (i) the contracting authority usually
retains risks related to compensation events
and changes in law; (ii) the contractor nor-
mally manages risks associated with relief
events?’; and (iii) both parties retain the risk
of occurrence of force majeure events.

To ensure transparency throughout the
entire risk allocation process, in the UK, a
detailed risk matrix is prepared during the
design phase (not only following the cen-
tral guidelines but also taking into consid-
eration the specific project characteristics).

27 Relief events are generally events with an external
cause which have a negative impact upon the project
company’s capacity to perform its obligations under
the project agreement and which are beyond the con-
trol of the project company.
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It describes every project risk and how it is
allocated between the private and public
partners. This risk matrix is then appended
to the PPP contract, which ensures transpar-
ency throughout the life of the PPP, but also
facilitates the monitoring of the contract dur-
ing the operational phase. Describing all the
risks and how they are allocated facilitates
the monitoring of the contract and eases the
resolution of any disputes between the par-
ties.

Standardization

Inthe UK, PPP contracts used in PFI/PF2 proj-
ects have been standardized by HM Treasury
in ‘Standardisation of PF2 Contracts’ (PF2
Guidance)?®, a guidance on the main issues
that arise in privately financed PPP projects
carried out by HM Treasury (HM Treasury,
2012b). This sets out drafting provisions to
be used by public sector bodies when draft-
ing contracts. These drafting provisions are
to be included in PF2 contracts either on a
mandatory basis (where exact wording must
be used), or on a recommended basis, to

encourage the attainment of commercially

balanced contracts and deliver the best
Value for Money.

Application of the PF2 Guidance is man-
datory for all PF2 projects in England, and
its derogations for approved sector-specific
contracts?® are only made in exceptional cir-
cumstances on project-specific grounds and
must be approved by the IPA.

28 |ssued in December 2012, the PF2 Guidance applies
to all PF2 contracts in England (except to ICT - infor-
mation and communications technology - projects).
This version of standard wording and guidance is to
be used by public sector bodies when drafting PF2
contracts, reflecting the current model of contracting
for projects for the delivery of infrastructure and ser-
vices using public-private partnerships. It replaces the
‘Standardisation of PFI Contracts’ (version 4), issued
in March 2007, which was applicable to all PFI con-
tracts in England and Wales (except for IT projects).
29 Some PPP contracts consider the PF2 Guidance
as a starting point but use their own specific stan-
dard documents, as is the case for some of the Edu-
cation and Skills Funding Agency and the Ministry
of Defence project agreements, for example. The
Ministry of Defence and the Department for the En-
vironment, Food & Rural Affairs have implemented
model contracts that include all the contractual
documentation required for implementing the PPP
structure.
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THE PORTUGUESE EXAMPLE

* In this section, details are given of the approach taken in Portugal towards PPPs,
which can be considered an interesting example of how prospects within the
PPP environment can be significantly enhanced through an improvement or
change in the PPP regulatory framework. The Portuguese example shows that
the establishment of an adequate institutional framework is in fact a condition
precedent to the implementation of a standardization process for PPP contracts
and their risk matrices.

* In Portugal, although there is no formal PPP standardization as yet, the
establishment of a centralized PPP Unit is an effective way of implementing the
principles of standardization on contract drafting (including the risk matrix). It is
also a way of increasing the depth of technical analysis carried out to support any
PPP implementation or any PPP renegotiation (the PPP Unit also participates in
PPP renegotiations).

* Until the establishment of the PPP Unit, there was a lack of clear ownership of
specific PPP issues on the public sector side in Portugal. This lack of ownership
was one of the main reasons why the implementation of a number of PPPs without
a clear Value for Money analysis became problematic (resulting in renegotiations
and contingencies). The establishment of a new institutional framework and
the PPP Unit (which was created at the same time) led to a strong increase in
public sector technical capacity and to an improvement in and standardization of
contract drafting.

* Moreover, there has been an improvement in transparency surrounding the PPP
model, with not only the contracts being made public, but also the forecast annual
costs of PPPs during their whole life, including the contingencies associated with
them.
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PPP Framework

PPP Regulation

In 2012, a new PPP legal framework was
established, with the publication of a new
directive, Decree-Law no. 111/2012, of 23 May
(DL 111/2012), that revoked Decree-Law no.
86/2003, the first directive to transversally
regulate PPPs in Portugal. In the context of
this new PPP framework, a central role was
given to the Ministry of Finance in the imple-
mentation of PPPs right from the first stages
of the process, with the Ministry having a cru-
cial role in terms of project appraisal, struc-
turing, and the tendering process.

Decree-Law no. 111/2012 has as its objec-

tive to define general rules applicable to the
intervention of the government in the differ-
ent stages of the formation and execution of
the PPP contract: definition, design, prepara-
tion, launch, award, amendment, supervision,
and overall monitoring of PPPs*°. It is, there-
fore, the main decree consolidating the reg-
ulation of PPPs under the Portuguese legal
system.

However, the PPP regime should not be
reduced to this single directive, on the one
hand, due to the history of the subject and its
regulation in law under this legal system, and,

30 As per article 1 of DL 111/2012.

FIGURE 6. THE MAIN LEGAL DIRECTIVES RELATED TO PORTUGUESE PPP CONTRACTS

Date

Legal Document Main features

2001

Law no. 91/2001

Budgetary Framework Law. This was the first directive to mention

public-private partnerships and to establish that the partnerships should
demonstrate their associated Value for Money.

2002

Decree-Law no. 185/2002

Established the legal regime for health partnerships with private

management and financing, which set the theme for partnerships
contracted as from that date.

2003

Decree-Law no. 86/2003

First PPP Law. This was the first PPP legal initiative, with a transversal

scope in the PPP universe in Portugal. This directive aimed to enhance

the public sector’s ability to take advantage of the private sector’s
management capabilities, improving the quality of public services rendered
and generating savings in the use of public resources.

2006

Decree-Law no. 141/2006

Amended the PPP Law. This directive introduced several amendments in

two main areas: in the procedural part of the preparation of PPP processes;
and in respect of the rules for the execution of the respective contracts.

2008

Decree-Law no. 18/2008

Public Procurement directive. This decree specifically regulates the

contractual procedures of PPPs, namely the decision to undertake
contracts, the power to appoint a tender evaluation panel, and the rules
regarding the execution and modification of PPP contracts.

2012

Decree-Law no. 111/2012

This directive revised the PPP legal framework in Portugal (revoking

Decree-Law no. 86/2003) and created the PPP Unit (UTAP), under the
Ministry of Finance’s tutelage.

2017

Decreto-lei no. 111-B/2017

This revision of the Public Procurement edict entered into force in 2018.

Source: Author prepared.
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on the other hand, because of the limitations

of the application of this directive®.

Briefly, it can be said that the first initia-
tive, with a transversal aspiration®?, in the PPP
universe in Portugal corresponds to Decree-
Law no. 86/2003, of 26 April. This directive
aimed, in the first instance, “to enhance the
public sector’s ability to take advantage of
the private sector’'s management capabilities,
improve the quality of public services ren-
dered and generate savings in the use of pub-
lic resources”ss.

Subsequently, Decree-Law no. 141/2006,
of 27 July, introduced several amendments,
in two main areas: in the procedural part of
the preparation of PPP processes; and in
respect of the rules for the execution of the
respective contracts.

The decrees that regulate and regu-
lated the PPP’s legal regime in Portugal
had, initially, a common purpose, that is, to
strengthen the tutelage of the public finan-
cial interest, through the rules, assump-
tions, procedures, and powers of the entities
involved. This aspect is clearly more visible in
DL 111/2012, the objective of which was to put
into effect the objectives and measures pro-
vided for in the Financial Assistance Program
agreed with the European Union, the Interna-
tional Monetary Fund, and the European Cen-
tral Bank. More specifically, about Portugal’s
obligation to introduce into the legal system
a strengthened legal and institutional frame-
work within the scope of the national Ministry
of Finance, the aim was to allow for the effec-
tive and rigorous control of public liabilities
(both direct and contingent liabilities), as well
as control of the risks associated with PPPs.

The objective of reinforcing control
over the fiscal impact of PPPs was detailed

in several of the legislative options set out
in DL 111/2012, the particulars of which will
be explored further below. The following
amendments and reinforcements were intro-
duced by this decree-law:

a. The internal organization of the pub-
lic sector, through the clarification of
the competencies of each of the enti-
ties involved, and, principally, the cre-
ation of a central unit to assume a role
in the preparation, development, execu-
tion, and especially in the overall moni-
toring of PPP processes. This unit would
provide the State and other public enti-
ties with the necessary specialized tech-

31 DL 111/2012 revoked: (i) Decree-Law no. 86/2003,
of 26 April, without prejudice to the enforcement of
Order no. 13208/2003, published in the 2nd series
of the Didrio da Republica (Government Gazette),
of 7 July 2003, until the determination of a new dis-
counting rate to be used in the evaluation of part-
nership projects, based on a proposal from the PPP
Unit (UTAP); (ii) articles 3, 4, 6, 7, 11 through 13, 18,
no. 3 of article 19, articles 20 through 23, 32, 33, no.
4 of article 35 and articles 37 and 38 of Decree-Law
no. 185/2002, of 20 August. The application of DL
111/2012 neither resulted in changes to the partner-
ship contracts already in force, nor derogations from
the rules established therein, nor modifications to
partnership procedures launched up until the date of
its entry into force.

32 |t should be recalled that, with a purely secto-
rial scope, Decree-Law no. 185/2002, of 20 August,
had already established a few years earlier the legal
regime for health partnerships with private manage-
ment and financing, which set the theme for the part-
nerships contracted as from that date. This decree
was subsequently amended and partially repealed,
with this legislative technique not being exempt from
criticism inasmuch as it gave rise to doubts as to which
regime was effectively applicable, particularly as re-
gards matters of a substantive nature in PPP contracts
in the health sector.

33 As per Preamble of Decree-Law no. 111/2012.
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BOX 1. INSTITUTIONAL ARRANGEMENT OF PPPS IN PORTUGAL: BEFORE AND
AFTER THE NEW PPP LAW

Portugal was one of the most active European countries in the PPP market from the 1990s until
2011. PPP activity was mainly manifested in motorways and the health sector. During the finan-
cial crisis that began in 2008, a number of PPPs were put into action in Portugal in these two
sectors (in the road sector alone, 8 PPPs were launched).

Until 2012, despite there being specific regulations for PPPs in Portugal, the PPP institu-
tional framework still suffered from weaknesses and problems. The PPP structuring process was
led by sectoral ministries, relying fundamentally on the use of external consultants and lacking
a coordinated and centralized public effort, given the lack of a centralized unit of expertise and
know-how (a PPP Unit).

The public teams involved in the PPP structuring process were under-sized and/or poorly
prepared, which lead, in some cases, to projects being launched without the necessary stud-
ies having been carried out to justify either the project (cost-benefit analysis) and the use of
the PPP model. This circumstance led to some projects being initiated without adequate prep-
aration and with an inappropriate sharing of risks between the public and private partners. The
absence of a Public Sector Comparator in some cases, and the use of inadequate methodolo-
gies in different studies in other cases, jeopardized the quality of public decision-making. Some
audit reports from the Court of Auditors provide clear evidence of this problem.

Moreover, the reduced capacity of the Ministry of Finance lead, in some cases, to it neglect-
ing to carry out long-term budget planning, fiscal affordability, and Value for Money analyses
on the projects. In addition, there was poor control of the risks and associated contingent lia-
bilities affecting long-term budget planning, and a lack of effective analysis of the contractual
performance of the private party. In addition, there was poor contract supervision (both by line
ministries and the Minstry of Finance), with weak control of the fulfilment of the contract con-
ditions (UTAP, 2015).

Indeed, and for a long time, PPPs were often seen as a way of overcoming budget con-
straints. In this context, projects for which there was no budgetary affordability were transferred
to the PPP model (without this being the result of a rigorous Value for Money analysis), on the
assumption that the liabilities with these PPP projects would not be recorded in the public debt.

In 2011, due to the economic and financial crisis faced by the Portuguese economy, a Mem-
orandum of Understanding on Specific Economic Policy Conditionality (“MoU”) was signed
between Portugal and the Troika (the European Commission, the International Monetary Fund,
and the European Central Bank). At that time, it was clear that Portugal would not be able to
meet the commitments it had made to the different private partners. Although several projects
were launched between 2008 and 2011, notably in the road sector, in many of which the public
partner payments had not yet been initiated, it was anticipated that these would be unsustain-
able in light of the country’s situation at that time. The need to renegotiate the PPP contracts
was thus evident, especially the road sector projects which imposed the greatest burden on the
public budget.

(continued on next page)
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BOX 1. INSTITUTIONAL ARRANGEMENT OF PPPS IN PORTUGAL: BEFORE AND
AFTER THE NEW PPP LAW (continued)

Under the MoU signed with the Troika, and given the unsustainability of the PPPs, the Por-
tuguese government agreed not to launch any new PPP contracts before completing both the
revision of the existing PPPs and the legal and institutional reforms that had become imperative.

In this context, a change in the legal and institutional framework of PPPs was envisaged, in
order to ensure the strengthening of the role of the Ministry of Finance in the assessment of the
ex-ante fiscal risks associated with the PPPs and in the monitoring of their execution. Improve-
ments were also planned for the PPP reporting process (allowing for the identification of the
budgetary impacts of these contracts).

The reform of the PPP regime provided for in the agreement with the Troika was thus imple-
mented through the publication of DL 111/2012 (which revoked the previous PPP Law), which
introduced the following changes in the Portuguese PPP framework:

®* The establishment of a PPP Unit (UTAP) directly supervised by the Ministry of Finance.
The objective behind the creation of a specialized PPP Unit was to generate internal PPP
capacity within the public sector (accumulating data, experience, and know-how). This
would provide both quality control and specialized technical assistance to the public
entities, thereby reducing the Public Administration’s dependence on external consultants
and, consequently, reducing costs. The UTAP was also intended to contribute to the
development and effective application of more rigorous technical methodologies and
criteria in structuring and launching PPP projects. In addition, it would improve the drafting
of PPP contracts, which would minimize the room for unilateral decisions by public partners
(and the associated contingencies);

®* Reinforcement of the Ministry of Finance’s role (through the UTAP) throughout the PPP
lifecycle. The strengthening of the financial and fiscal control capacity of the Ministry of
Finance would enable it to perform ex-ante analyses concerning PPP risks, as well as to
conduct monitoring. An objective was to implement some fiscal control measures, even in
the early stages of PPP implementation; and

®* Improved PPP transparency, with the adoption of greater principles of disclosure. The
new decree introduced obligations on the UTAP in relation to information gathering and
reporting, as well as in respect of the publication of all relevant documents and data in an
electronic platform under its management (including PPP contracts and annexes). The fiscal
affordability analysis, performed during the structuring phase of any PPP project, must be
published (including a sensitivity analysis). Additionally, the UTAP assumed the obligation
to issue quarterly and annual reports regarding the cash flows and fiscal obligations of the
PPPs (including contingent liabilities that could arise from litigation processes underway).

In addition, a renegotiation program was launched. This aimed to reduce the future public
payments of PPPs (particularly in the case of motorways) and ensure their sustainability.

(continued on next page)
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BOX 1. INSTITUTIONAL ARRANGEMENT OF PPPS IN PORTUGAL: BEFORE AND
AFTER THE NEW PPP LAW (continued)

Under this institutional rearrangement, the process of structuring and launching the PPPs
was altered, in order to place more focus on the role of the Ministry of Finance, which, through
the UTAP, now takes an active and leading role from the initial preparatory phases of the projects.
It also now takes responsibility (together with the respective sectoral ministries) for preparatory
studies (namely, cost benefit analysis, Value for Money analysis, affordability analysis, and market
appetite assessment), as well as for the drafting of contracts and the definition of the risk matrix.
This institutional change made it possible to concentrate the whole process of studying, preparing,
and structuring PPPs within a specialized public unit, composed of a multidisciplinary team capa-
ble of assuming all the work previously contracted out to external consultants. In this manner, it
was possible not only to reduce the cost of launching PPPs, but also to ensure greater consistency
in the drafting of contracts. The PPP Unit functions as a specialized skills centre that contributes to
the development and accumulation of knowledge, which includes the design of methodologies and
a degree of standardization in the principles underlying the main contractual clauses.

nical support (UTAP - Unidade Técnica
de Acompanhamento de Projetos)3*35;
The strengthening of monitoring, by
the national Ministry of Finance, of the
development of projects and, in partic-
ular, of PPP contracts already drawn up.
This objective was achieved through the
creation of the UTAP, under the tutelage
of the Ministry of Finance;

The introduction of mechanisms to
ensure transparency, namely through
the publication of PPP contracts®®; and
Greater emphasis on budgetary afford-
ability analysis, both regarding deci-
sions that are likely to generate costs,
as well as whenever a new partnership
is prepared or an existing one is modi-
fied. Additional in-depth studies are to
be conducted, both on the launching
of new partnerships, as well as in the
event of possible unilateral determina-
tions announced by partners, by carry-

ing out a sensitivity analysis, with a view
to assessing the sustainability of each
partnership in light of demand varia-

34 And, thus, “the need to improve and optimize the
technical and human resources available to the public
sector in supporting this complex form of contracting
justifies, as in many European Union countries and in the
rest of the world, the concentration in a single unit of
a remarkable set of responsibilities and competencies,
thus eliminating the dispersion of multiple tasks through
different public entities” (Preamble of DL 111/2012).

35 |t should be recalled, and emphasized, that there
was no single entity in the State to carry out this mis-
sion within the PPP area. Procedural and execution
management was excessively dispersed between sec-
tors and between public and private entities (includ-
ing consultants, essentially focused on financial and
legal aspects, that externalized the know-how ac-
quired over time outside of the State). This was all to
the detriment of the public interest, of the standard-
ization of documentation, of knowledge acquired by
the public sector, and, in particular, of coordinated
and integrated management of this contractual mo-
dality in the public sector.

36 Please see Box 4 where it is explained which docu-
ments are publicly disclosed.
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tions and macroeconomic changes. In

addition, there will be the clear introduc-
tion of best practice concepts (includ-
ing from the European Community),
already noted as being of fundamen-
tal importance, such as the use of cost-
benefit analysis and the preparation of
a risk matrix which clearly identifies the
types of risks to be assumed by each of
the partners, as well as the terms of their
sharing and allocation®”.

However, DL 111/2012 contains limits in
its applicability. If the scope of the decree is
extended to contracts of public companies
and their incorporated entities, with these
being considered public partners for the
purposes of the directive, it is to be empha-
sized that the decree’s applicability does not
extend to®e:

a. Partnerships involving, in provisional
terms, and for the entire duration of the
partnership, a gross cost to the public
sector of less than Euros 10 million and
an investment of less than Euros 25 mil-
lion. These values are discounted to the
instant prior to the decision to launch
the partnership, in accordance with the
discounting rate set by the Minister of
Finance covering the evaluation of this
type of project®?;

b. Concessions of multi-municipal water
supply systems for human consumption,
wastewater sanitation, and urban solid
waste management; and

c. Concessions attributed by the State,
through legal decree, to entities of a
public nature or with exclusively public
capital.

PPP Definition

From DL 111/2012, the definition of a PPP is
as follows: a “contract or a union of contracts
by means of which private entities, desig-
nated as private partners, are obliged, on a
long-lasting basis, before a public partner,
to ensure, against consideration, the devel-
opment of an activity tending to satisfying
a collective need, in which the responsibility
for the investment, financing, operation, and
associated risks lies, wholly or in part, with
the private partner” (article 2).

In detail, breaking down the specifics of
the clause, PPPs can be defined by the fol-
lowing elements:

a. A contract or a union of contracts“°;
By means of which a private partner is
obliged to ensure the development of
an activity tending to satisfy a collective
need (provision of public services);

c. On along-lasting basis*;

d. For a public partner*?;

37 As per Preamble of DL 111/2012.

38 As per no. 5 of article 2 of DL 111/2012.

39 The maintenance, conservation, repair and replace-
ment costs of the assets allocated to the partnership
are considered investment for this purpose.

40 |n the health sector, the partnership model implicit
in contracts currently in force implies the existence
of two private partners: one responsible for the infra-
structural part and another responsible for the provi-
sion of clinical services. Although there are two PPPs
with different objects, they are regulated by a union of
contracts (two contracts in one).

4 DL 111/2012 does not set a minimum or maximum
duration for PPPs, defining only that the duration be
appropriate to the specific circumstances and char-
acteristics of each project, taking into account the
repayment period of the financing, the scheduling of
payments from the public partner, and the useful life
of the corresponding infrastructure.

42 As per no. 2 of article 2.
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e. Forremuneration*’; and

f.  In which the responsibility for the invest-
ment, financing, operation, and asso-
ciated risks lies, wholly or in part, with
the private partner (including, for exam-
ple, the mode of the conception and allo-
cation of revenue, the investment, the
start-up costs, the remuneration, and
extraordinary expenses, amongst others).

However, it should be noted that this
definition suffers from the insufficiency of
being solely for these purposes under the
present directive. This means that another
contract may qualify as a PPP (such as a con-
cession with a local authority or an autono-
mous region), but not be subject to the DL
111/2012 regime, at least not directly.

Indeed, in these cases and in others, the
above-mentioned defining elements of the
PPP may be fulfilled, with these cases tak-
ing the form of PPP contracts, not from the
strictly legal definition (which derives from
the applicability of the decree), but in the
context of a PPP definition that is broader
and more comprehensive. This broader defi-
nition covers the project both in practice and,
above all, by the contractual conditions and
the terms of the allocation and management
of the risks under the partnership in question.

The definition of risk allocation envisioned
by the national legislator, as being the typi-
cal arrangement regarding the risks of a PPP
contract between the two partners involved,
should be revisited. Thus, for the fulfillment of
a PPP contract, it should be incumbent upon:

a. the public partner to monitor, evaluate,
and control the execution of the object
of the partnership; and

b. the private partner to exercise and man-
age the activity contracted, under the
terms and conditions agreed, as well as
its financing (wholly or in part)+4.

The PPP Structuring and
Procurement Process

Project Prioritization: Who Decides
to Launch a New Project

It could be said that the skills associated with
launching a new project are shared between
Minister of Finance and the Line Minister (e.g.
public works, health, internal administration,
maritime, amongst others), it being up to the
latter to initiate the process.

In detail, in the context of the PPPs
covered by DL 111/20124—that exclude, as
mentioned, other PPP contracts or conces-
sions such as those instigated at the initia-
tive of municipalities or autonomous regions,
at least based on a strict application of the
decree—it is up to the public service of the
public authority (a ministry or other entity)
to present a duly substantiated proposal to
the government member responsible for

43 |t should be noted that the concept of remunera-
tion established in section 1 of article 2 does not nec-
essarily have to consist of a direct financial responsi-
bility for the public partner, in that it can be reflected
in the configuration of the contractual relationship.
For example, it could relate to the period of opera-
tion, to the attribution of certain revenues, or even
to the development of certain activities. Thus, in the
specific case, although these benefits do not repre-
sent a direct financial charge for the public partner,
they nevertheless have an intrinsic economic-finan-
cial value that is appropriated by the private partner
as consideration.

44 As per article 5 of DL 111/2012.

45 As per articles 9 of DL 111/2012.
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the respective area, indicating: the object

of the partnership; the objectives intended
to be achieved; the economic rationale; and
the financial viability of the partnership. It is
then up to the government member respon-
sible for the area of the project in question to
decide on whether to begin the studies and
prepare the partnership. If the said member
decides that this should proceed, the gov-

ernment member responsible for the finance
area must be notified with a view to setting
up a project team.

To complete this first step of the launch,
the UTAP is involved by the government
member responsible for the finance area and
is responsible for completing the procedures
for the constitution of the project team, typ-
ically formed of members of this unit and

BOX 2. THE PORTUGUESE PPP FRAMEWORK: THE ROLE OF THE UTAP IN THE PPP
LIFECYCLE

In 2012, a new PPP legal framework was established and, within that new environment, a central
role was given to the Ministry of Finance in the implementation of PPPs from the initial stages of
the process. The Ministry of Finance currently has a crucial role in the PPP appraisal, structuring,
and tendering process.

With the publication of the new PPP regulation, a specialized PPP Technical Unit (the UTAP)
was created, to which was delegated the Ministry of Finance’s obligations within the PPP area.
The creation of the UTAP contributed to the reinforcement of the Ministry’s intervention at an
even earlier stage of the instigation of a PPP, enhancing its role in the oversight and control of
PPP projects throughout their lifecycle.

The UTAP, holding administrative autonomy and being directly supervised by the Secretary
of State for Finance, is the specialized unit that concentrates all the knowledge and expertise
acquired within the PPP universe in Portugal. The UTAP is involved in the PPP implementation
process from the start; members of the UTAP lead the teams (composed of both UTAP mem-
bers and appointed line ministry members) that are appointed to carry out the study, structur-
ing, and launch process of each PPP, as well as to lead the teams appointed for PPP contract
renegotiations.

Under this “governance” structure, it is guaranteed that the Ministry of Finance is not only
involved in all the phases of the process of launching a PPP, but also in assessing and measuring
the fiscal risks on an ex-ante basis (before governmental commitment to PPP liabilities).

The main responsibilities of the PPP Unit include: i) providing technical (financial/fiscal
and legal) support with the launch, tender, execution, monitoring and evaluation of PPPs; ii)
informing the Ministry of Finance on the economic and financial state of PPPs; iii) participating
in PPP renegotiation processes, iv) providing advisory services to the government and other
public entities on PPP matters; and v) producing annual and quarterly reports on PPP financial
commitments and costs borne by the public sector.

(continued on next page)
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BOX 2. THE PORTUGUESE PPP FRAMEWORK: THE ROLE OF THE UTAP IN THE PPP
LIFECYCLE (continued)

The UTAP is therefore involved in the entire lifecycle of the PPP, its mandate being essentially
based on four pillars:

®* Technical support: it provides in-house technical and specialized advisory services to
support the government’s decision-making process. This has permitted a reduction
in governmental dependence on external consultants in PPP matters, concentrating
knowledge within the public sector;

®* Capacity building: being a centre of technical expertise in PPP matters, the UTAP contributes
to the improvement of the government’s bargaining powers in its relations with private
partners;

®* Best practice implementation: the UTAP has a very active role, not only in the structuring
process of PPPs (including contract drafting and risk matrix definition), but also in
renegotiation processes during the contract’s life, which allows it to implement a certain
level of (informal) standardization on PPP contracts so as to conform to best practice.
Furthermore, the UTAP contributes to the implementation of appropriate transparency,
ensuring the disclosure of PPP contracts and the evolution of the fiscal burden of PPPs
through its periodic reports; and

o Budgetary impact: the UTAP participates in the budgeting process, preparing a multi-
annual budget for PPPs (based on the inputs from different public authorities), which
provides a global picture of the government’s commitments under PPP contracts over
their life. Additionally, the UTAP also reports the contingent liabilities that could arise from
litigation processes involving public and private partners.

The UTAP’s Organizational Structure
The UTAP has a multidisciplinary team composed of a staff of 10 members which includes both
financial/fiscal and legal experts. Technical expertise lies with the line ministry teams that are
responsible for the day-to-day management of the PPPs. When necessary, these teams work
closely with UTAP members in project-specific appointed teams.

The UTAP has a Coordinator (appointed by the Ministry of Finance government member), who
leads the team of 9 technical members, divided into three levels of seniority: level 1 consultants
(the most senior consultants); level 2 consultants; and level 3 consultants (the junior consultants).

The PPP Launch Process

Under the new PPP legal framework, line ministries are responsible for the preliminary studies
of new PPP projects and also for defining which projects should be launched (project planning
and selection). Once this stage has been completed, the project structuring process is allocated
to a team appointed by the UTAP Coordinator, including members from line ministries as well
as the UTAP, where the UTAP members are in the majority. Under this process, the Ministry of
Finance (through the UTAP) is involved in the entire PPP launch process.

(continued on next page)
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BOX 2. THE PORTUGUESE PPP FRAMEWORK: THE ROLE OF THE UTAP IN THE PPP
LIFECYCLE (continued)

The appointed team is responsible for performing all the studies and calculations (including
the Public Sector Comparator) needed to evaluate whether the project should be structured
as a PPP. For each project, the team performs a strategic analysis (in order to justify the scope
of the project and the needs that project should address), a cost benefit analysis, a Value for
Money analysis, and a fiscal affordability assessment of the PPP project, as well as a market-
sounding exercise (in order to test the bankability of the PPP). The team is also responsible for
drafting all the bidding documents to support the tender process and the risk matrix that is
included in the bidding documentation.

After finalizing its work, the team prepares a final report, where it presents the conclusions
of the studies performed, determining whether and why the project should be launched as a
PPP (according to the results of the Value for Money methodology). In the final report, the team
also justifies all the options that it has selected for the drafting of the PPP contract clauses (the
contract duration, scope, and payment and deduction mechanisms) and the risk matrix. After
completing its work, the team submits the report, with its conclusions and with a recommen-
dation in terms of an action plan, to both the Ministry of Finance and the respective line minis-
try for joint approval.

Execution of PPP Contracts

Besides the PPP launch process, the UTAP is also responsible for supervising and monitoring
the execution of PPP contracts (but not for the contract’s daily management), including an anal-
ysis of the financial performance of the PPPs and of the contingencies associated with the con-
tracts.

Moreover, any PPP contract renegotiations are led by the UTAP, even if they are due to
financial rebalancing events caused by unilateral changes by the public entity. Renegotiation
teams are appointed by the UTAP Coordinator and include line ministry-appointed members as
well as UTAP members. The functioning of the renegotiation teams is similar to that of the teams
appointed to prepare, structure, and launch the PPPs. Under a renegotiation process, the team
leads the negotiations with the private partner and prepares a final report to submit to govern-
ment members (in both the line ministry and the Ministry of Finance) in which the team explains
the merits of the renegotiation process and proposes a final decision.

Reporting System
The UTAP’s reporting system comprises quarterly and annual reports (which are publicly dis-
closed on the UTAP’s website). Under its reporting system, the UTAP is also responsible for the
public disclosure of the financial flows, contingencies, and multiannual expenses associated
with PPPs, with the aim of providing transparent, up-to-date, and accurate information on PPPs.
In its reports, the UTAP presents the financial performance and fiscal results of each PPP
contract, comparing the actual fiscal burden of the PPPs with the forecasts published in the
National Budget. The UTAP reports also present the potential fiscal risks identified and the
relevant events that occurred during the reporting period.
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of members appointed by the government

member responsible for the area of the proj-
ect in question.

The Treatment of Unsolicited
Proposals

Given the legal framework established by DL
111/2012, which provides for a specific proce-
dure for the development of the partnership
contracting process, unsolicited proposals
are not permitted. Likewise, even in cases
not covered by the scope of DL 111/2012, the
process of launching a project, or the elab-
oration of a contract of a public-administra-
tive nature, presupposes compliance with a
set of procedural steps that must observe
the applicable legal regime, namely, the pro-
visions deriving from the Administrative
Procedure Law (“Cddigo de Procedimento
Administrativo”) and the Public Procurement
Law (“Cdédigo dos Contratos Publicos™). This
is under penalty of them being invalid and of
being contested by a wide range of interloc-
utors (competitors, other entities, the Court
of Auditors, amongst others).

The PPP Structuring Process - Who
is Who

As expounded upon above, one of the main
objectives of the legislative reform promoted
in the PPP sector in Portugal is specifically
related to the creation of the Unidade Téc-
nica de Acompanhamento de Projetos (the
Technical Project Oversight Unit, or UTAP),
the PPP Unit.

The creation of a unit with the charac-
teristics of the UTAP is related to the two pri-
mary objectives of the “new” way of thinking

about public projects in general and PPPs,
which are as follows: (i) to strengthen finan-
cial control of public projects; and (ii) to
concentrate, in a single public authority,
the competencies related to the develop-
ment of the partnership contracting process
and its launch. This includes any renego-
tiation, if justified during the period of the
contract, as well as the monitoring of the
contract’s execution, given the various vicis-
situdes associated with contracts that are
typically long-term and that involve consid-
erable complexity. The creation of the UTAP
was therefore intended to respond to the
previous environment that involved the dis-
tribution of responsibilities through multiple
entities, and to the lack of a coherent and
integrated vision for, and management of,
public contracts.

In greater detail, at its origin, the follow-
ing are the competencies attributed to the
UTAP#® which, as can be seen, are very broad:

a. To participate in the preparation, devel-
opment, execution, and overall follow-
up of partnership processes, as well as
to provide technical support to the Min-
istry of Finance and other entities;

b. Toensurethat the experience and knowl-
edge acquired by the public sector in
matters related to partnerships remain,
in general, in the public sector, and, in
particular, in the UTAP, thereby making
such knowledge available to other pub-
lic entities;

46 As per article 35 of DL 111/2012, and without preju-
dice to the competencies legally attributed to other
entities, these are to inspect, as well as to control the
execution and audits of, the partnerships.

ﬂ ASSESSMENT OF CURRENT SITUATION OF RISK MATRIX AND PPP CONTRACTS IN BRAZIL



To prepare the studies for, and launch

processes of, PPPs;

To provide technical support to national
government members and to other pub-
lic entities, within the field of PPPs*7;

To carry out the overall monitoring of
partnerships in respect of economic and
financial matters;

To assign the project teams for the study,
preparation, and launch of partnerships,
as well as the teams to oversee the ini-
tial stage of the execution of partnership
contracts, alongside the public repre-
sentatives responsible for the area of the
project in question;

To appoint members for juries and nego-
tiating committees related to partner-
ship processes;

To provide technical and administra-
tive support to project teams, juries, and
commissions;

To present quarterly, annual, and other
PPP monitoring reports, as well as other
studies requested of it in relation to part-
nerships;

To issue the opinions requested of it and
execute the tasks assigned to it by the
government member responsible for the
finance area within the scope of the part-
nerships;

To assume the role of partnership con-
tract manager;

To monitor arbitration proceedings
related to partnerships, making available
the technical support requested by the
representatives of the public partner;

To inform the government member
responsible for the finance area of the
economic and financial situation of the
partnership contracts and their evolution;

n. To identify situations likely to contribute
to a possible worsening of the financial
standing of the public sector;

o. To gather, process, and centralize eco-
nomic/financial and risk-sharing infor-
mation related to partnership contracts
already in effect or those yet to be
launched;

p. To prepare document templates and
present recommendations that may be
useful to the various entities that are
involved in both establishing partner-
ships, as well as in their management
and monitoring;

9. Topromote the publication, on an appro-
priate site, of matters of interest related
to partnership processes;

r. To organize and manage training activ-
ities, in particular those aimed at the
technical staff of public entities that par-
ticipate in partnership processes;

s. To optimize the technical resources
available in the public sector, contribut-
ing to the reduction of recourse to exter-
nal consulting; and

t.  To monitor international experiences in
the field of partnerships, establishing
relations with European Community and
international entities that operate in this
area.

These may be considered the natu-
ral competencies of the UTAP. However, the
UTAP’s activities may assume an ad hoc char-

47 The UTAP provides technical support and advice
mainly to the national government, but, when required,
it can also provide advice to regional or local govern-
ments (as was the case in respect of regional PPP rene-
gotiations, in which UTAP members participated, con-
tributing their skill and accumulated experience).
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FIGURE 7. STRUCTURING AND LAUNCH PROCESS OF A PPP: ROLES AND RESPONSIBILITIES
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acter in cases where, by ministerial decision,

it isrequested to provide technical supportin
the development, contracting, and monitor-
ing of major infrastructure projects that are
not necessarily covered by the concept of a
PPP under DL 111/2012, but which are likely to
be financed by the public sector or to gener-
ate charges for the same“,

The Role of External Advisors

The context which led to the creation of the
UTAP, especially the budgetary constraints
and the use of external consultants (largely
specified by the Financial Assistance Pro-
gram), determined that, in its formation, the
UTAP would accumulate within itself all the
material and human resources that could pro-
vide the technical support that was expected
of this new unit.

The UTAP had (and has), in this manner,
the challenge both of internalizing the know-
how associated with the field of PPPs and of
replacing the growing tendency of making
the public partner excessively dependent
on external consultants. For this reason, the
UTAP must include, in the formation of its
teams, professionals with the technical com-
petence, aptitude, professional experience,
and training appropriate to the areas of attri-
bution of the unit, most specifically legal and
financial professionals.

The UTAP does not rely on external con-
sultants in practice and its existence has
allowed public entities involved in these mat-
ters to obtain, without encumbrance or cost,
specialized technical support, reducing the
external consultants’ bill.

This framework does not, however, pre-
vent public entities, especially sectorial ones,

from involving advisors specialized in the
development of the respective tasks. It should
be recalled, for example, that it is the respon-
sibility of the ministry of the area of the proj-
ect in question, or of the entity that assumes
the role of public partner, to define the tech-
nical specifications to be included in the parts
of the respective tender procedure to be
launched for the selection of the private part-
ner. The development of such specifications
may justify the involvement of external con-
sultants specialized in the sector in question,
the contracting and costs of which are exclu-
sively assigned to the head of the sectorial
body that contracts the consultancy.

The Procurement Process of a PPP
in Portugal

According to the new PPP framework imple-
mented in 2012, the process of structuring a
PPP is carried out by a multidisciplinary team
(“the Project Team”), integrating members of
the UTAP and the line ministry. The Project
Team is responsible for: i) preparing the nec-
essary studies to determine whether a proj-
ect should be structured as a PPP or by using
the traditional contracting model; and ii) pre-
paring the documents of the public tender if
such is the conclusion of those studies.

48 According to DL 111/2012, large projects are those
involving, “in provisional terms, for the entire dura-
tion of the partnership, a gross charge for the public
sector equal to or greater than Euros 10 million or an
investment equal to or greater than Euros 25 million,
at values discounted to the moment prior to the deci-
sion to launch the project, according to the discount-
ing rates set by the government member responsible
for the finance area for the purpose of evaluating this
type of project.” As per no. 3 and 4 of article 35 of DL
111/2012.
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After completing its work, the Project

Team submits the final report with its
proposed decision for joint approval by the
Minister of Finance and the Line Minister.
Following the Ministers’ analysis and decision
on the procurement model and the tender
launch, the contracting authority announces
the public tender by way of publication on an
electronic platform, as well asin the European
Union Official Journal. This announcement
represents the start of the PPP process,
which, according to the Public Procurement
Law in Portugal, is always subject to a
competitive bidding process.

The PPP procurement process is reg-
ulated by the Public Procurement Law
(“Cdédigo dos Contratos Publicos™® (CCP)),
applicable to all public tenders issued by
public authorities, which defines the follow-
ing types of procedures that can be used
for public procurement: direct agreement
(“ajuste direto”); prior consultation (“consulta
prévia”); public tender (“concurso publico”)
with or without an international notice; a pre-
qualification limited tender (“concurso lim-
itado por prévia qualificacdo”); a negotiation
procedure (“procedimento de negociacao”);
or competitive dialogue (“didlogo concor-
rencial”). In the case of PPPs, as a rule, con-
sidering the value of the contract, it is not
possible to choose the direct agreement and
prior consultation procedures, and a compe-
tition-enhancing procedure is always used.

According to the CCP, each public pro-
curement process has a base price (which
represents the maximum amount payable
by the contracting authority for the services
it intends to contract), which in the case of
PPPs is established according to the Public
Sector Comparator.

In general terms, and according to both
DL 111/2012 and the CCP, the PPP procure-
ment procedure should have the following
phases (when considering a public tender):

e Joint approval by the Finance Minis-
ter and the Health Minister of i) the pro-
curement model; ii) the tender launch
(“decisdo de contratar”); and iii) the bid-
ding documents;

® Theissue of a public procurement notice
(using the electronic platform), including
an international notice, if applicable;

®  The formation of the bid evaluation com-
mittee, which in the case of PPPs is com-
posed of UTAP members (who are in the
majority) and line ministry members.
The President of the committee should
be a UTAP member;

® The publication of bidding documents,
and documents for the consultation
phase for interested bidders;

® Thesubmission (andelucidation) of ques-
tions to clarify the public procurement
documents (the procuring authority dis-
closes the questions and clarifications to
all the potential bidders);

® The correction of errors and omissions in
the technical specifications;

®  The submission of bids by competitors;

®  Publication of the list of competitors;

®  Analysis and evaluation of the propos-
als by the bid evaluation committee (the
proposals’ evaluation must be according

49 Approved by Decree-Law no. 18/2008, of 29 Janu-
ary, amended and republished through Decree-Law
no. 111B/2017, of 31 August (rectified by Rectification
Statements no. 36-A/2017, of 30 October and no.
42/2017, of 30 November).
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to the criteria specified in the bidding

documents);

® The issue of the preliminary report by
the bid evaluation committee;

® The prior hearing (after the preliminary
report has been sent to the competitors,
they have a period—exceeding 5 days—
to opine on the conclusions of the bid
evaluation committee);

®  Publication of the final report of the bid
evaluation committee. This report is
sent for joint approval by the Minister of
Finance and the Line Minister;

® The issue of the public procurement
award notice;

®  Presentation of the enabling documents
by the winning bidder;

® Provision of guarantees by the private
partner; and

® The signing of the PPP contract.

According to the CCP, the Court of Audi-
tors’ approval is a mandatory and precedent
condition for the start of public payments to
the private partner.

Criteria for Bidders’ Evaluation and
Selection Process

PPPs are contracts of a long-term nature and
with considerable complexity, requiring that
the private partner assumes a set of respon-
sibilities. These may comprise the design,
construction, management, maintenance,
and provision of services with a view to the
satisfaction, under the contract, of the sub-
jacent public interest. PPPs—as is also the
case for all public-administrative contracts—
are based on a decision made by the public

body after it has determined that the pub-

lic interest in question is more efficiently met
through an outsourcing solution.

Based on this complexity, the criterion
of price as the sole and exclusive element to
evaluate and compare proposals is insuffi-
cient and may be misleading as a factor in
the selection of the private partner. Inspired
by European Community directives, the Por-
tuguese authorities have preferred the solu-
tion of the criterion “most economically
advantageous bid”*°. This measure is based
on an analysis of the best quality-price rela-
tion which, in addition to price and cost con-
siderations, evaluates additional relevant
factors related to the execution of the con-
tract to be drawn up. These factors include,
amongst others, the technical, aesthetic,
or functional quality of the project, and the
organization, qualifications, and experience
of the staff appointed to carry out the proj-
ect, as well as other related aspects, such as
how the private partner proposes to provide
the service.

The PPP Auditing Process

The Court of Auditors has a key role in the
context of the audit and supervision of PPPs,
both in respect of contracts of this nature
that fall within the applicable scope of DL
111/2012, as well as other PPP contracts, con-
cessions, and public-administrative contracts
in general. The Court of Auditors super-
vises the legality and conformity of public
revenues and expenditures, appraises the
financial management for soundness, and
enforces the penalties for financial infrac-
tions, having powers of jurisdiction and

50 As per article 74 of the CCP.
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BOX 3. THE PPP PUBLIC PROCUREMENT PROCESS: THE CASE STUDY OF HOSPITAL
LISBOA ORIENTAL

Following a long period without new “greenfield” PPPs, the process of launching a new PPP was
recently started, related to a healthcare project in Lisbon, Hospital Lisboa Oriental.

As better explained in Box 11, Hospital Lisboa Oriental is an infrastructural PPP, the object
of which is the construction, operation, and maintenance of the hospital building over a period
of 30 years.

The project was analysed and structured by a Project Team appointed for the purpose
by the UTAP Coordinator, as provided for in DL 111/2012 (as explained in Figure 7). The Team
concluded that the PPP model presented Value for Money in this case, and recommended
to the government members (responsible for the areas of health and finance) the launch of
an international public tender for the award of the respective PPP. The Project Team report
included (in accordance with PPP Law): i) the analysis of the options that determined the project
configuration; ii) a description of the project and its mode of financing; iii) the demonstration of
its being in the public interest; iv) the justification of the option for the partnership model (the
Value for Money analysis); v) the analysis of the conformity of the partnership project with the
launch assumptions provided for in DL 111/2012; and vi) the minutes of the bidding documents
(“procedure program” (programa do procedimento) and “technical specifications” (caderno de
encargos)) to be adopted to set up the partnership contract (decision no.10268/2017, published
in Didrio da Republica (Government Gazette) no. 228/2017, Series Il of 2017-11-27).

In its final report, the Project Team concluded that the construction of the new hospital
would permit significant savings in terms of public sector charges by concentrating, in a single
hospital, the hospital supply currently dispersed over 6 older hospitals scattered across the
city of Lisbon. It also determined that it would provide an improvement in accessibility and the
quality of care.

In November 2017, after analysing the Project Team’s final report, the Assistant Secretary
of State and of Finance, together with the Secretary of State for Health, approved: i) the launch
of the PPP; ii) the launch of the public tender procedure, with international notices issued,
to choose the private partner; and iii) the selection of the members and the president of the
bid evaluation committee. At the same time, through a Resolution of the Council of Ministers,
authorization was granted to incur the expenses inherent in the preparation of the PPP contract
for the Hospital Lisboa Oriental.

Subsequently, in December 2017, the public tender for the PPP was announced, and the
international tender notice was issued. The PPP contract for Hospital Lisboa Oriental has not
yet been signed, since the tender process is still ongoing (it is in the submission of proposals
stage). According to the bidding notice, the contracting authority granted the potential bidders
a period of 180 days to submit their bids. This period was then extended by a further 180 days.
During that period, the bidders could submit questions to clarify the public procurement notice.
The procurement model chosen for this PPP does not include any pre-qualification stage. The
contracting authority always has an option on whether to include a pre-qualification phase.

(continued on next page)
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BOX 3. THE PPP PUBLIC PROCUREMENT PROCESS: THE CASE STUDY OF HOSPITAL
LISBOA ORIENTAL (continued)

The inclusion of this phase allows the public authority, through objective financial and technical
criteria, to select the shortlist of potential competitors that may submit a proposal in the next
phase.

In the case of Hospital Lisboa Oriental, the criteria defined for evaluating the bidders
(specified in the tender documents) was based both on price and on the project’s technical
quality. In terms of price, the highest evaluated bidder is the one that presents a lower amount
of public authority availability payments. According to the CCP, only the technical quality of the
proposals can be evaluated during the bidding process and not the technical capacity of the
bidder (since this is only possible in a pre-qualification phase).

The financing of the projectis the responsibility of the future private partner, and the winning
bidder must submit a firm financing proposal before signing the PPP contract. Also before
signing the contract, the winning bidder must present a financial model prepared in accordance
with the assumptions contained in the bidding documents (“technical specifications” (caderno
de encargos)).

After the competitors’ proposals have been presented, the bid evaluation committee will
evaluate them according to the defined bid evaluation criteria, selecting, for the negotiation
phase, two or three competitors and submitting their preliminary report. This report may be
reviewed by all the competitors (“prior hearing” (audiéncia prévia)) over the subequent 10 days.
Following that analysis, the bid evaluation committee will send the final report to the members
of the government who will approve the selection of the competitors for the negotiation phase,
with the competitors being notified of this decision.

The negotiation phase of the tenders follows, and will focus on all the elements of the
bids submitted by the bidders. Minutes of the negotiation sessions will be produced (which
will not be made public during the negotiation phase), and all competitors will be given equal
opportunity to propose, accept, and counter-propose modifications to their proposals during
the negotiation sessions.

When the bid evaluation committee considers the negotiation has concluded, it will notify
all competitors to submit their final proposal within a specified period. Once the final proposals
are submitted, the bid evaluation committee will evaluate them, producing a new preliminary
report, subject to the prior hearing of the competitors, and then a new final report.

The bid evaluation committee’s report shall be sent to the members of the government
responsible for the areas of finance and health, who will study the report and issue a joint decision
within a period of 30 days from its receipt. The contract award notice is then communicated to
the competitors.

The winning bidder will then be required to present the enabling documents and the
respective security deposit, with the PPP contract being then signed and sent for appraisal
by the Court of Auditors. Only after its respective approval by the Court of Auditors will the
contract take effect.
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financial control under the Portuguese legal

system, both nationally and abroad. It has its
headquarters in Lisbon, and there are two
regional departments in each of the autono-
mous regions.® The universal character of the
Court of Auditors is emphasized by the cov-
erage of its jurisdiction, with contracts sub-
ject to its authority and powers of financial
control being those incurring public expendi-
ture that are initiated by a diverse set of enti-
ties>2.

Briefly, as regards public contracts such
as PPPs, the intervention of the Court of Audi-
tors may occur after the contract has been
signed, before the contract enters into force,
or during its subsequent duration. Initially, a
prior inspection may be imposed, the pur-
pose of which is to verify whether the acts,
contracts, or other instruments that gener-
ate expenditure or represent direct or indi-
rect financial liabilities, are in conformity with
the laws in force, and whether the respec-
tive charges are contemplated in a specific
budget line entry®s. The rule regarding sub-
mission to prior inspection by the Court of
Auditors applies both to the original initiation
of the PPP contract, as well to its amendment
during its subsequent period of validity, pro-
vided any alteration constitutes an objec-
tive modification of a certified contract that
would result in a worsening of the respective
financial charges or financial liabilities.

As regards the effects of the prior
inspection®, it is important to note that
PPP contracts that exceed Euros 950,000
(which will all be covered by DL 111/2012) do
not produce any effects prior to their certi-
fication or declaration of conformity. There-
fore, in these cases, after the PPP contract
is signed, the contract must be submit-

ted to the Court of Auditors and can only
enter into force following the Court of Audi-
tors’ approval (“Visto”). Until approval is
obtained, the public authority’s payment
obligations are not enforceable. As part of
its analysis, the Court of Auditors evalu-
ates whether all the required procedures to
implement the PPP have been carried out
correctly (such as completion of a Value
for Money analysis) and that an adequate
affordability assessment (and budget allo-
cation) has been made for the project.

The intervention of the Court of Audi-
tors in respect of PPPs may arise, and has
frequently arisen, in the context of a con-
comitant inspection, that is through audits
initiated by the Court of Auditors of the exe-
cution of the certified public contracts. More
importantly, however, intervention may
arise in the context of a successive inspec-
tion®¢, under the purview of which the Court
of Auditors verifies the private entities’
accounts, assesses their respective inter-
nal control systems, appraises the legality,
economy, efficiency, and effectiveness of
their financial management, and ensures the
inspection of the national co-participation in
European Community funds, as well as the
application of financial resources from the
European Union. In the context of its periodic
inspections of the State’s direct public debt,
the Court of Auditors inspects whether the

51 As per the Court of Auditors Organization and Pro-
cess Law (“Lei de Organizac¢édo e Processo do Tribunal
de Contas” - CAOPL), in particular, articles 1 through
6.

52 As per article 2 of the CAOPL.

53 As per articles 44 of the CAOPL.

54 As per article 45 of the CAOPL.

55 As per article 49 of the CAOPL.

56 As per article 50 of the CAOPL.
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debt limits and other general conditions laid

down in respect of each financial year were
observed.

Regulatory Agencies

Typically, it is the private partner that
executes the contract and carries out the
activity (construction of works, provision of
public services, or other) under the terms and
in accordance with the applicable legislation
in force at any specific time. The contract’s
monitoring and supervision is carried out by
the contracting authority, which is the entity
responsible for determining and applying the
penalties on the private partner in the event
of non-fulfiiment of the service standards
determined in the PPP contract. On a periodic
basis, the contracting authority reports the
monitoring indicators to the UTAP, which is
the entity responsible for the disclosure of
these results.

Given this context, the regulatory
agencies do not assume any counterparty
role in PPP contracts, and do not regulate
them directly. They only regulate the sector
in which the execution of the PPP is to be
integrated and, in that sense, they touch on
the sphere of management and execution of
the PPPs in question. Regulatory agencies
have no direct role in relation to PPPs.

Transparency

Among the various amendments introduced
by this new PPP regime, the adoption of mea-
sures aimed at making PPP processes more
transparent are also worth noting. The imme-
diate effect of this objective was to make it
obligatory to publicize various documents

related to PPPs and to endow the PPP Unit
with the means and powers to that effect.

Under DL 111/2012, the UTAP has its own
on-line site for the publication of all doc-
uments that are deemed useful related to
partnership processes, with it being manda-
tory to publish the following>’:

a. Quarterly reports, once approved by the
government member responsible for the
finance area;

b. The composition of the project teams,
procedure juries, negotiation commit-
tees, and monitoring teams for the initial
stages of contract execution;

c. Theprocedures program,technical spec-
ifications, and corresponding annexes
for partnerships covered by DL 111/2012;

d. The final evaluation reports on the
partnership proposals covered by DL
11/2012;

e. PPP contracts already in effect and their
respective annexes, as well as amend-
ments to existing PPP contracts, in all
cases except when they contain legally
protected material, in which case their
disclosure must be made in a censored
or partial manner; and

f. The identity of experts appointed for
arbitration proceedings.

PPP Monitoring

Contract management is, generally, and
in the first instance, carried out by the ser-
vices (designated for this purpose) of the line
ministry. It should be noted, however, that
the UTAP may be called upon, in some spe-

57 As per articles 32 and 33 of DL 111/2012.
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BOX 4. TRANSPARENCY MEASURES INCLUDED IN THE NEW PPP FRAMEWORK

The new PPP regime includes several provisions aimed at improving the transparency of the
sector. For instance, in order to ensure more transparency in the awarding, management, and
negotiation of PPPs, it is now mandatory to publish all relevant documents and data concerning
this type of contract on an electronic platform managed by the UTAP (www.utap.pt). All contracts
are disclosed, as are the contract annexes, notwithstanding that no confidential commercial or
industrial information is revealed. The limits for disclosure are set by national legislation and, in
order to assess the extent of the information to be published, the UTAP consults with the private
partners regarding their PPP contracts and those annexes containing commercially-sensitive
material, aiming to maximize the amount of publicly disclosed contractual information.

Another transparency measure is the disclosure of periodic information regarding the
financial state and fiscal implications of PPP contracts, using the UTAP’s quarterly and annual
reports (also published on its website). Although this was in place before the entry into force of
DL 111/2012, the UTAP has reformed this reporting system in order to make the documents more
accessible, transparent, and detailed. Additionally, the UTAP issues occasional technical notes
on specific subjects in order to clarify aspects of a legal and financial nature linked to PPPs.

It should be stressed that promoting competition in PPP tenders was also an objective of
the 2012 PPP sector reform in Portugal. In fact, DL 111/2012 issued a new compulsory step before
the tender launch, which is the compulsory “sounding of the private sector” regarding the
availability of private parties willing to engage in a potential project. Indeed, the more thorough
the process of disclosing project objectives is, and the more transparent and open the tender
is, the higher the chances are of attaining a high level of competition among qualified bidders,
thereby enhancing the probability of achieving higher Value for Money.

cific circumstances, to execute the role of
contract manager®®, although typically nei-
ther the UTAP nor, in general, the Ministry of
Finance assume this function, as this is not
their most direct purpose.

As regards the overseeing and monitor-
ing of PPP contracts over their duration, the
role of Contract Manager in the most recent
version of the Public Procurement Law has
been reinforced, in line with European Com-
munity trends in public procurement and
concessions directives. The Public Procure-
ment Law determined in its most recent
version that the “public contractor shall des-

ighate a contract manager, with the function
of permanently monitoring the execution of
same” and, in the case of PPPs, given that
these are contracts with special characteris-
tics of technical or financial complexity and
are long-lasting, that manager shall “draw up
appropriate quantitative and qualitative per-
formance indicators for each type of con-
tract, which allow, inter alia, to measure the
co-contractor’s performance levels, [and]
the financial, technical and material perfor-

58 To date, the UTAP has not been involved in the con-
tract management of any PPP.
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mance of the contract” (article 290-A of the

CCP). In addition, as is also required of the
UTAP®?, such a manager is required to signal
to the public partner as soon as any devia-
tion, defect, or anomaly in the execution of
the contract is detected, proposing, if nec-
essary, the appropriate corrective measures
for each case.

It should be noted that the national legis-
lator is very aware of the importance of mon-
itoring and of the need for prior notice by
the entities that are most directly in contact
with the day-to-day oversight of the con-
tract. Therefore, a general rule in the man-
agement of public contracts was made that
if the public partner, or the entity represent-
ing the public contractor in the execution of
a PPP contract, “take[s] cognizance of sit-
uations likely to create additional charges
for the public partner or the State, namely
those arising from delays attributable to pub-
lic entities involved in the respective imple-
mentation or execution” (article 339 of the
CCP), it has the duty to report these facts to
the Minister responsible for the finance area
and the line minister in question, indicating,
whenever possible, the estimated amounts
involved.

As is clear from these provisions, the fact
that an extremely important monitoring and
oversight function has been centralized in
the UTAP (as per articles 26 through 30 of
DL 111/2012 and 34 et seq. of the same law)
has not exempted the remaining entities—
and especially those entities that are closer
to the execution of the PPP contract in their
day-to-day activities—from the duty to sig-
nal and quantify unfavorable impacts which
require a public partner to take a position. It
should also be pointed out that DL 111/20126°

created a monitoring function, with what
appears to be a more temporary nature, for
the initial phase of the project, whenever the
complexity, the value, or the public interest
of the partnership warrants it, with the mem-
bers of this functional group being jointly
appointed by those responsible for the areas
of finance and for the project in question.

One final note on this matter is that over-
sight and monitoring can also be supported
by (second line, independent) audits carried
out by the Court of Auditors in a subsequent
inspection of the contracts or of the public
entities responsible for the expenditure asso-
ciated with those contracts. These kinds of
second line inspections are made when these
public entities consider them necessary. In
any event, every year the Court of Auditors
produces a report on the fiscal liabilities of
the government, in which it comments on
PPP commitments.

Risk Matrix

The mandatory existence of a risk matrix in
the contracting and management process of
PPPs assumes special emphasis under the DL
111/2012°" regime. Clearly aware of the impor-
tance of having a document outlining the
risk allocation between the private and pub-
lic partners in a more schematic form, and
of it being influenced by best practice, pri-
marily at the European Community level, the
national legislator designated a risk matrix
as an integral part of PPP contracts. It was
determined that it would be “in table format

59 As per articles 26 and 34 of DL 111/2012.
60 Article 19.
61 As per article 7 of DL 111/2012.
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or another of a similar nature”®? and describe

a summary of the risks, clearly identifying the
type of risks to be assumed by each of the
partners.

From a legal perspective, this solution
has two principal advantages. The first relates
to the ability to overcome some of the lacu-
nae arising from the contractual clauses. By
laying down in a schematic manner whether
a particular risk is assumed by one or other
partner or is shared, and on what terms, it will
certainly help the interpretation of the con-
tract and the clearer identification of the will
of the parties (and of the public partner, in
particular) at the time of the launch of the
procedure for the preparation of the contract.

Secondly, by making the risk matrix one
of the documents annexed to the Technical
Specifications included in the bidding docu-
mentation, the measure has a very positive
impact; at the time of the launch of the pro-
cedure, for all intervening parties and for the
market in general, it makes clear the spe-
cific risk that is expected to be assumed by
or shared with the private partner. However,
the advantages of this approach are even
greater, in terms of transparency, contract
management, and risk-sharing management,
both by the private partner and, mainly, by
the public partner.

In drawing up the risk matrix, in the con-
text of the legal framework, in particular DL
111/2012%3, and of the Portuguese experience,
consideration should be given to the follow-
ing:

a. the risk matrix is mandatory, resulting
from law;

b. itisanintegral part of the contract to be
drawn up (and, at the same time, of the

technical specifications included in the
bidding documents);

c. it should mirror exactly the contractual
clauses, presenting the risks and their
allocation between the partners in a
schematic and logical manner;

d. itis possible for it to be standardized, or
for there to be a combination of aspects
that are common across all PPP con-
tracts. Therisks can be grouped together
with respect to their subject (public
works contract, public service provision,
or other) or the sector in question (there
will be a tendency for the contracts of
each sector—health, internal administra-
tion, infrastructures, amongst others—to
have a very similar risk matrix). The stan-
dardization thus becomes a gain both for
the management of the contract by the
public authorities responsible for mon-
itoring its execution, as well as for the
most productive application of the prin-
ciple of “lessons learned” by the public
manager;

e. the allocation of different risks inherent
under the partnership must be based on
a criterion related to the ability of each
of the partners to manage those risks,
and the establishment of the partnership
must imply a significant and effective
transfer of risk to the private sector®?;

62 As per article 7 of DL 111/2012.

63 As per articles 6 and 7.

64 This aspect is intended to avoid all the risks being
borne by the public partner. There should be an effec-
tive risk transfer to the private partner, notwithstand-
ing the preservation of the criterion related to the abil-
ity to manage the risks (balancing the risk premium to
be paid by the risk transfer and the benefit obtained
through the bundling of the design and operation of
the project).
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f. the risk of the partnership being finan-

cially unsustainable, for reasons not
attributable to the public partner or the
situation of force majeure, must, to the
extent permissible, be transferred to the
private partner; and

g. inthecases where, withinthe tender doc-
uments, proposals are submitted with
variations based on different assump-
tions from those on which the environ-
mental impact statement is based, all the
risks inherent in those variations must be
borne solely by the private partner.

The CCP also provides, with incisiveness,
that in the public contracts for public works
or public services, the contractual framework
allows for a “significant and effective transfer
to the concessionaire of the operational risk of
those works or services, which translates into
the risk linked to the demand or the supply,
or both™®>. To that end, it presents two indica-
tions that help determine whether the conces-
sionaire assumes the operational risk, namely:
a. Under normal operating conditions,

there is no guarantee that it will recover

the investments made or the expenses
incurred in the scope of the operation of
the works or services that are the object
of the concession; or

b. The part of the risk transferred to the
concessionaire involves a real expo-
sure to the unpredictability of the mar-
ket, implying that any potential losses
incurred by the concessionaire are not
merely nominal or insignificant.

On nearing the completion of this anal-
ysis of the relevance of a risk matrix in PPP

contracts, it should be emphasized that the
risk matrix should follow the dynamics of the
contract itself, changing when the contract
is amended or when there is a circumstance
that results in a weighting of the risk that is
different from that originally allocated and/
or described. The risk matrix should also be
reviewed during the period the contractis in
force if, for any reason, it is believed that new
risks have arisen, affecting one or other part-
ner, that may require new contractual mod-
elling and, at the same time, a new matrix.
Lastly, the Portuguese experience has
also revealed as essential the regulation of
the counterweight to risk, that is the exis-
tence of benefits. Thus, as required under
the law, it is common to specify in PPP con-
tracts that, in the event of an abnormal and
unpredictable increase of financial benefits
to the private partner, which has not been
derived from its efficient management and
the opportunities it alone created, those ben-
efits are allocated between the two partners
in an equitable manner. This is achieved either
through a price revision, or through the pri-
vate partner’s assumption of the obligation to
provide the public partner with the amount
corresponding to the increase in revenue or
to the decrease in charges anticipated dur-
ing the execution of the contract, or through
another form permissible and agreed by the
parties when the contract®® is drawn up.

Standardization of PPP Contracts

The practice of PPP contract standardiza-
tion does not exist in Portugal. However,

65 As per article 413 of the CCP.
66 As per article 341 of the CCP and articles 21 and 45
of DL 111/2012.
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one of the objectives of the creation of the
PPP Unit was precisely to centralize in a sin-
gle entity the structuring of PPP contracts
to guarantee consistency among different
PPP contracts in terms of contract clauses
and the risk matrix. Although this process
of contract structuring always involves the
contribution of the representatives of line
ministries, by virtue of the UTAP leading the
process, it is possible to guarantee greater
uniformity in the treatment of the various
themes in the structuring of each of the PPP
contracts.

Despite this standardizing role of the PPP

Unit, and its contribution to increasing the effi-
ciency of the process, it is important to bear
in mind that the PPP Unit is only involved in
the structuring of the projects defined under
DL 111/2012. Therefore, several PPP contracts
are excluded from its purview, namely those
launched by the municipalities. As a result, it
is only possible to ensure informal standard-
ization of PPP contracts where the UTAP has
structuring responsibilities, with the PPP con-
tracts launched by regional and local govern-
ments being excluded from its remit.
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THE SITUATION IN BRAZIL

* |n this section, the status of the Brazilian PPP market is presented, with an
assessment of the framework as well as the current state of the risk matrix and
PPP contracts in the country. Finally, the main challenges are identified and some
recommendations are made for improvement.

* Brazil is the LAC country with the largest number of PPPs, having more than 20
years’ experience of using this contracting tool. It has been largely applied in the
country as a way of addressing investment needs, both nationally and sub-nationally.

e Although the Brazilian PPP framework has substantially improved, there are
still some challenges that should be taken into consideration in relation to PPP
contract and risk matrix standardization. These include the need to: i) increase
the participation of commercial banks in PPP financing (which requires a proper
risk allocation mechanism between private and public partners); ii) develop the
necessary technical capacity at subnational level; and iii) improve the transparency
and accountability standards for PPPs (in order to avoid incidents of corruption
such as that which affected the infrastructure market in 2016) (Infrascope, 2017).

The PPP Context

In Brazil, the legal framework in place pro-
vides for a distinction between what are called
PPPs and projects that are concessions based
on the remuneration of the private partner®’;
there is a narrower definition of a PPP than
that provided by the PPP Reference Guide.
The Brazilian PPP concept only includes con-
cession types that involve some amount of

government payments, excluding those that
are exclusively based on user payments, which
are designated as Common Concessions
(“Concessdes Comuns™). For the purposes of
this report, it was decided to use the PPP def-
inition that is included in the PPP Reference
Guide, which means that the term ‘PPP’ is not

67 This dual regime already exists in other countries,
such as Argentina and France.

THE SITUATION IN BRAZIL H



BOX 5. THE PPP GOVERNANCE MODEL IN BRAZIL

Brazil presents a decentralized model, where the process of structuring, deciding, launching,
and monitoring PPPs is dispersed over several entities with, for example, there being no federal
PPP unit that centralizes such competencies at the national level. At the federal level, there is a
PPP unit (the Special Secretariat of the Investment Partnerships Program) that is involved in the
planning, disclosure, and approval of projects, and which also issues good practice guidelines.
However, this unit is not charged with the structuring of projects, which continues to be carried
out by sector entities. These very often rely on external consultants.

The unit responsible for PPPs at the federal level has authority in respect of federal
projects, but does not have jurisdiction over projects developed (independently) by subnational
governments, except when federal government resources are required for their development.
Under normal circumstances, the central government cannot veto or interfere in the preparation,
contracting, or execution of projects undertaken by governments at the subnational level.

At the subnational level, some states also have their own PPP units (such as, for example, in
the State of S&o Paulo or in the State of Minas Gerais) which have independent and autonomous
structures to carry out their own PPP projects, and to define their own rules and guidelines.

Thus, in terms of PPP governance, Brazil (like Colombia and Mexico) has an open model in
which the contracting authority is the primary entity responsible for promoting the respective
PPP and for structuring it, without the specialized support of a centralized unit created for
that purpose. This model is characteristic of countries with a federal system, where subnational
governments have their own jurisdiction and autonomy (Prats, 2016).

The fact that Brazil is a federation with 26 states, 5,570 municipalities, and one federal
district introduces a potential problem in ensuring transparency and consistency in terms
of PPP implementation, particularly in a context where there are many different rules for
structuring and implementing the same kind of projects within a single country. This lack of
coordination and centralization of the procedures and governance framework of PPPs creates
some constraints in terms of: i) the harmonization of the principles followed throughout the
PPP lifecycle; ii) developing and accumulating the necessary capacity and expertise to deal
with such a sophisticated contracting model (a prerequisite to benefitting from the experience
curve provided by previous projects); iii) designing the PPP contracts well, which is a necessary
condition to avoid renegotiations, litigation, and the consequent dissipation of the Value for
Money envisaged at the start; iv) monitoring and controlling the direct and contingent liabilities
associated with all the Brazilian PPPs (since there is no centralized process for data gathering);
and v) attracting foreign investors, given their difficulties in understanding the (different) legal
PPP frameworks in Brazil.

In this context, considering that most of the PPP projects are carried out by different local
governments, and although there are some PPP units in some Brazilian states, there are no
guidelines or common procedures to ensure consistency in implementation. It would be most
advisable to have a standardized approach to PPP matters in Brazil.
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used here in the same way as in the Brazilian

PPP definition but in a broader sense.
Although there is a federal-level legal

framework for PPPs in Brazil, based on national

laws applicable to all governments (federal,
state, and local governments) with different
rules for Common Concessions and for PPPs,
each state or municipal government can pro-
duce its own specific legislation, institutional
environment, and project prioritization. As

a result, there is no standard PPP practice

appliedin a transversal way within the country.
Under the current framework, in Brazil

there are three kinds of partnerships between
the public and private sectors, although only
two of these are considered PPPs under Bra-
zilian law:

a. Common Concessions (“Concessodes
Comuns”), which are governed by Fed-
eral Law no. 8987/1995 (the Concessions
Law) and are not considered PPPs under
the Brazilian legal framework;

b. Sponsored Concessions (“Concessdes
Patrocinadas”), one of the two types
of PPPs covered by the Brazilian legal
system, governed by Federal Law no.
11079/2014 (the PPP Law); and

c. Administrative Concessions (“Concessdes
Administrativas”), the other type of PPP
covered under Brazilian law, governed by
the same law as in b).

The difference between these models is
mainly related to the remuneration of the pri-
vate partner. Whereas in Common Conces-
sions the remuneration scheme is based solely
on user payments with no commitment from
the public budget®®, in the other two conces-
sions, that jointly constitute the Brazilian PPP

model, there is always a payment from the
granting authority. In the case of Sponsored
Concessions, although it is possible to col-
lect tariffs from users, these are insufficient to
make the project viable, and, therefore, there
is a mixed payment structure that involves
both user and public payments. In the case
of Administrative Concessions, the granting
authority is the (direct or indirect) user and
therefore the remuneration of the private part-
ner is exclusively based on public payments.
Furthermore, while in the case of Common
Concessions the only contingent liability the
public sector can have is related to the com-
pensations that must be paid in the event of
early termination (since the project risks are all
passed on to the private partner), in the case
of Administrative and Sponsored Concessions
there could be many more contingent liabili-
ties, given the allocation of risks between the
parties allowed under the PPP Law.

Common Concessions were the first type
of concessions to appear in the country, in
1995, and were, for almost 10 years, the only
form of partnership existing in Brazil. The Con-
cessions Law constituted the first step taken
to promote the private financing of public
investments, introducing both the possibility
of long-term contracts being signed between
public and private partners®® and the introduc-
tion of risk allocation into the contract struc-

68 |n this case, the only payment from the contract-
ing authority to the private partner occurs in the event
of early termination of the contract, when, according
to the Concessions Law, the private partner is entitled
to receive a compensation based on the book value
of the assets (the amount of the investments not yet
amortized).

69 Until that point, contracts between public and pri-
vate parties were limited to a maximum period of 5
years, according to Federal Law 8666/1993.
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ture. However, this legal framework did not

permit any payments by the granting authority
to the concessionaire, it being, therefore, only
suitable for the development of financially via-
ble projects, and, as a result, it excludes any
social infrastructure partnerships.

The PPP legislation was first introduced in
the State of Minas Gerais (with the publication
of State Law 14868/2003) in 2003, and then
in the State of Sdo Paulo in 2004 (with the
publication of State Law 11688/2004). Also in
2004, a framework was finally created for the
bidding and contracting of PPPs in the coun-
try, through the publication of Federal Law no.
11079/2014, which enabled all levels of govern-
ment (federal, state, and municipal) to imple-
ment PPPs involving government payments.

The PPP Law was introduced at that time
because it was recognized that the country
needed to further stimulate private investment
to address its infrastructure needs. The PPP
Law was regarded as a method of promoting
some investments that were not self-sustain-
able, and which were, therefore, not possible
to implement under the Concessions Law. The
PPP Law opened the possibility of the par-
ticipation of private investors expanding into
sectors where user payments are insufficient
to ensure the financial viability of projects, or
are even impossible to collect, and where pay-
ments by the granting authority are the only
(or almost the only) type of remuneration of
the private partner (as is the case with social
infrastructure projects).

This law introduced specific rules gov-
erning the institutional framework of PPPs
and defined the role of the different entities
across the several phases of the lifecycle of
the PPP contract. For the first time, there was
also an obligation, in the contract, to objec-

tively allocate to each partner all the risks
involved in the performance of the project.

Some Features about the PPP Law
in Brazil’®

PPP Definition

The current legal framework includes in the
concept of PPPs both Sponsored Conces-
sions and Administrative Concessions, but
excludes Common Concessions, which are
not regulated by PPP Law but only by the
Concessions Law.

Limitations

The PPP Law defines limitations on the appli-
cation of the framework and is not used
when:

a. thecontractis for anamount less than 10
million Reais;

b. the contract duration is less than 5 years
or more than 35 years; or

c. the contract scope is limited to the con-
tracting of manpower, the supplying of
equipment, or the execution of civil works.

Requirements to be Observed in a
Public-Private Partnership

In a PPP, the following must be observed:

a. The efficiency of the allocation of public
resources must be guaranteed,;

70 Taking into consideration its successive amend-
ments, introduced by various laws, namely Law no.
12766, of 2012, Law no. 13137, of 2015 and Law no.
13529, of 2017.
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b. The government cannot delegate its

regulatory or jurisdictional activities, or
even its exercise of police powers;

c. The PPP procedures must be carried out
in a transparent manner and the fiscal
responsibility of awarding and executing
the PPP contracts must be maintained;

d. The project risks must be correctly allo-
cated between the parties; and

e. The financial sustainability and socio-
economic value of the PPP must be
demonstrated.

What Should be Included in a PPP
Contract

Under PPP Law, several issues are defined
that should be included in PPP contract

clauses. Nevertheless, the law does not state
how these issues should be considered, which
allows for different solutions and approaches
to be followed for the same issue.

In terms of scope, the PPP Law not only
regulates all federal PPPs (both Sponsored
Concessions and Administrative Concessions)
but also sets out general rules for the PPPs
of states and municipalities. Notwithstanding
this wide coverage of the application of the
PPP Law, some states have decided to initiate
their own PPP laws, which results in greater
complexity and an increased struggle for for-
eign investors to understand the PPP uni-
verse and environment in Brazil and compare
different projects within the country.

By introducing the possibility of partner-
ships incorporating a grantor-payment remu-

THE CLAUSES OF PUBLIC-PRIVATE PARTNERSHIP CONTRACTS? SHALL DEFINE®:

1 The contract duration, which shall be in line with the amortization of the investments to be made by the private
partner, being no shorter than 5 (five) and no longer than 35 (thirty-five) years, including possible extensionss;

2 The penalties applicable to the public administration and to the private partner in the event of non-
compliance with the contractual obligations, which shall always be determined proportionately to the
maghnitude of the offence committed and to the obligations assumed,;

3 The sharing of risks among the parties, including those that refer to acts of God, force majeure, acts of state,

and unforeseeable events;

4 The types of remuneration and adjustments of contractual values;

The mechanisms to ensure the service provision is updated and adjusted to needs;

6 The factors that trigger public sector payment default, the means and terms for reestablishing the payment

stream and, if applicable, the form whereby guarantees are enforced;

The objective criteria for evaluating the performance of the private partner;

8 The provision by the private partner of performance guarantees compatible with the responsibilities

and risks involved, subject to the limits established in Federal Law 8666/1993 (the “Public Procurement
Law”), and also subject to the provisions of Federal Law 8987/1995 (the “Concessions Law”), in the case of
Sponsored Concessions;

9 The economic gains of the private partner to be shared with the public administration that result from the
reduction of credit risk related to funding contracted by the private partner; and
10 The inspection and due diligence of the assets to be transferred to the public sector, which shall enable

the public authority to withhold payments to the private partner, in the amount necessary to remedy any
irregularities that may be detected.

(continued on next page)
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CLAUSES THAT HAVE TO BE INCLUDED IN CONTRACTS FOR ADMINISTRATIVE CONCESSIONS,
SPONSORED CONCESSIONS, AND COMMON CONCESSIONS®:

n

The object, area, and period of the concession;

12 The procedure, form, and conditions for rendering services;

13 The criteria, indicators, formulae, and parameters defining the quality of the service;

14 The tariffs to be charged to users and the criteria for the adjustment and revision thereof;

15 The rights, guarantees, and obligations of the parties, including those related to the foreseeable need
for future changes and expansion of the service, and the consequent modernization, improvement, and
expansion of equipment and facilities;

16 The rights and duties of users to obtain and use the service;

17 The form of supervision to be carried out on installations, equipment, methods, and the manner of service
execution, as well as indicating the relevant competent bodies to execute this;

18 The contractual and administrative penalties to which the concessionaire is subject and their application;

19 The conditions for the contract’s termination;

20  The revertible assets;

21 The criteria for the calculation and definition of the respective forms of remuneration due to the
concessionaire, when applicable;

22  The conditions for the contract’s extension;

23 The obligation, method, and periodicity of concessionaire reporting to the granting authority;

24  The requirement for the concessionaire to publish periodic financial statements; and

25 The jurisdiction and the means for settling out-of-court disputes in connection with the contract.

IN ADDITION, ADMINISTRATIVE CONCESSIONS AND
SPONSORED CONCESSIONS CONTRACTS MAY PROVIDE FORe:

26  Step-in-rights conditions in favor of financial institutions, with the objective of promoting the financial
restructuring of the Special Purpose Vehicle (SPV) and ensuring the continuity of the service provision;

27 The possibility that public-sector payments may be made directly to project lenders; and

28 The possibility of compensation for early termination of the contract, as well as payments by funds and

state-owned enterprises acting as guarantors of public-private partnerships being paid directly to the

project lenders.

@ These contracts include both Administrative Concessions and Sponsored Concessions.
> According to what is stated in PPP Law.
¢ Even after considering a potential extension, the final contract duration cannot be longer than 35 years.

9 According to what is stated in both PPP Law and Concessions Law.

¢ According to the PPP Law, these provisions are not mandatory, but can be included in the contract.

neration system, the PPP Law has widened
the possibility of the partnership concept
also being implemented at the subnational
level. In the case of municipalities, it is more
difficult to ensure the feasibility of projects
solely based on user tariffs. As a result, pub-

lic-partner payments, only permitted follow-
ing the introduction of the PPP Law, are more
necessary. At the federal level, the scenario is
different, with the potential for the develop-
ment of self-sustaining projects. This, natu-
rally, explains why, to date, it has been almost
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FIGURE 8. PROJECTS STARTED BETWEEN 2006 AND 2017
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exclusively Common Concessions’' that have
been implemented at this level, that is part-
nerships where the remuneration of the pri-
vate sector consists solely of tariffs collected
from users.

The introduction of the PPP Law, in
2004, thus led to the spread of the use of
the PPP concept with payments from the
grantor (Sponsored and Administrative Con-
cessions), especially at the state and munic-
ipal levels. Between 2006 and 2014 of the
total PPP projects developed, 39 percent
were under municipal responsibility and 55
percent were initiatives by states (Siqueira
Moraes and Reyes-Tagle, 2017).

In addition to using the specificities of
their own legal frameworks, municipalities do
not yet have the necessary technical capac-
ity to develop and structure PPPs. Therefore,
the dominant contribution of local govern-

ments in terms of total PPPs implemented has
resulted in huge diversity in both the assess-
ment and the allocation of risks between the
public and private partners, as well as in the
defining of PPP contract clauses, even in
cases where projects are similar.

It is important to mention, moreover,
given the local governments’ lack of capacity,
that the proliferation of local PPPs occurred
mainly using the “Expression of Interest Pro-
cedure” (“Procedimento de Manifestacao de
Interesse” or EIP)”?, which is a mechanism like
the model for unsolicited proposals used in
other LAC countries. In both cases (EIP and
unsolicited proposals), studies prior to the

71 The only PPP with public payments implemented
at federal level (under the PPP Law) was Datacenter,
a PPP jointly contracted by Banco do Brasil S.A. and
Caixa Econémica Federal in 2010.

72 Regulated by Decree no. 8,428/2015.
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FIGURE 9. PROJECTS STARTED BETWEEN 2006 AND 2017 (UNDER EIP AND PUBLIC INITIATIVE)
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launch of a PPP bidding process are carried
out by the private sector and the costs of
these studies are not supported by the pub-
lic administration (in the case of EIPs, the
costs are borne by the future concessionaire)
(Sigueira Moraes and Reyes-Tagle, 2017).

However, the two models (the EIP and
the unsolicited proposals) differ in the fol-
lowing:

a. Under the EIP, the initiative to carry
out the project is not taken by the pri-
vate entity, but is a formal request from
the Public Administration, which gives
authorization for the presentation of
projects, defining the characteristics of
the project from the start. Thus, unlike
with unsolicited proposals, in the case of
the EIP, there is no freedom for the pri-
vate partner to propose projects; and

b. With EIPs, there is competition between
the various entities that can submit pro-
posals, and in the bidding process on
the selection of the concessionaire for
the project (Siqueira Moraes and Reyes-
Tagle, 2017).

Given the lack of technical capacity for
structuring projects and the difficulty of con-
tracting external consultants (due to the
rules of the Public Procurement Law), the
EIP mechanism has been the main method of
structuring projects, especially in the case of
municipalities (Figure 9). Of the total of 993
projects initiated in Brazil between 2006 and
2017, over half were under the EIP methodol-
ogy. At the same time, federal public banks
have also participated in the structuring of
the projects, specifically BNDES and Caixa,
with the Brazilian governments also benefit-
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BOX 6. THE EXPRESSION OF INTEREST PROCEDURE (“PROCEDIMENTO DE
MANIFESTAGAO DE INTERESSE”)

In accordance with international good practice, any investment decision must be preceded by
a thorough and robust analysis of the merits and value added of the investment in question,
taking into account the associated costs, always with a view to ensuring an efficient allocation
of resources.

The process of implementing an infrastructure investment program is usually quite complex
and time-consuming, requiring a strong technical capacity from public entities. This is because,
in the case of public resources, the decision-making process requires a set of rigorous technical
analyses and complex studies in order to identify the aforementioned merits and added value.

The infrastructure decision-making and implementation process on the part of public
entities is thus composed of several stages, as follows:

Selection of method
of delivering the
investment Contract
(Value for Money preparation
analysis/ affordability/ and drafting
risk allocation/
bankability)

Assessment of
Investment different options -
Project’s selection
and definition
(cost-benefit
analysis)

Procurement
process (bidding
and selection
process and
contract awarding

Contract
management

Once the project is selected, and when choosing the method of implementation, Brazilian
governments have, essentially, two alternative models for contracting their projects: the “tradi-
tional” contracting model (as provided for in the Public Procurement Law), which is the model
generally used to acquire the assets (the infrastructure), but not provide the services associ-
ated with the same; and the concession/PPP model, where the government not only contracts
the acquisition of the asset, but also the associated service provision (operation). In the case of
concessions, the contracting model can take three different forms according to the remunera-
tion model applied by the private entity: Common Concession (regulated by the Concessions
Law); Administrative Concession; and Sponsored Concession (the latter both primarily regu-
lated by the PPP Law).

The PPP model is much more complex than the traditional contracting model, requiring
greater technical capacity and skill from the public teams than in the case of traditional

(continued on next page)
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BOX 6. THE EXPRESSION OF INTEREST PROCEDURE (“PROCEDIMENTO DE
MANIFESTACAO DE INTERESSE”) (continued)

contracting, especially in terms of the preparation and structuring of the project, in the design
of the contract (including selection of a proper risk allocation, so as to protect the public interest
but not jeopardize project bankability), and in the management of the procurement process.

In order to handle the structuring of PPPs, Brazilian governments have three options:
(i) carrying out the PPP preparation and structuring work internally; ii) contracting external
consultants to complete the work (on the terms provided for in the Public Procurement Law); or
iii) resorting to the Expression of Interest Procedure mechanism.

The EIP is a mechanism that allows for the studies and preparatory projects necessary for
the structuring of PPPs to be carried out by companies and consultants, at their own cost (which
may be reimbursed in the future to the winning bidder). At the federal level, the EIP has its
legal basis in article 21 of the Concessions Law and article 2 of the PPP Law. This allows private
entities to request permission from public entities to carry out projects, studies, surveys, or
investigations to be used in the structuring process of PPPs which have already been identified
as priorities by the government. These are regulated by Decree 8,428/2015 (which revoked
Decree 5,977/2006), although there are also other decrees that apply at state or municipal level.

In essence, Decree 8,428/2015 provides that the EIP is composed of three stages:

1.  the procuring authority issues the public call for proposals;

2. the procuring authority issues the authorization to present projects, surveys, investigations,
and studies; and

3. the procuring authority assesses and evaluates the studies presented by the private parties,
and decides whether to proceed with a competitive procurement procedure in order to
choose a concessionaire (if the decision is not to proceed, this stops the process).

If the public authority decides to implement the project, it proceeds to the bidding process,
after having made any necessary adjustments to the bidding documents resulting from the
public consultation process. Even if the EIP mechanism is used, the awarding of the PPP contract
is preceded by a competitive bidding process.

The private entities participating in the EIP are only reimbursed if their studies are approved
(and in the respective proportion of the approval), with the payment of these costs being the
responsibility of the future private partner that signs the PPP contract with the procuring
authority. In general, private entities participating in the EIP may also participate in the PPP
bidding process, except when expressly prohibited under the EIP public call for proposals.

Among the various characteristics of the EIP mechanism, the following stand out: i) non-
exclusivity in the authorization for the presentation of studies, with the possibility of studies
being presented by several entities. This makes it difficult for the public sector to analyse the
proposal and reduces private individuals’ potential interest in participating, given the risk

(continued on next page)
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BOX 6. THE EXPRESSION OF INTEREST PROCEDURE (“PROCEDIMENTO DE
MANIFESTACAO DE INTERESSE”) (continued)

of not being reimbursed the costs of the studies if they are not selected; (ii) the EIP can be
initiated by private individuals, but the public call for proposals must still be published so
that other private individuals may submit proposals; and iii) there is no obligation on the
procuring authority to carry through with the bidding process after the completion of the EIP;
the project may be cancelled, in which case the project’s author(s) will not be reimbursed for
their preparatory work.

Although Brazil currently stands out as one of the leading Latin American countries
(together with Colombia, Chile, Mexico, and Peru) with more experience in PPPs, be it by
volume or years’ of experience, the country does not yet have the technical capacity required
to appraise and structure PPP projects, especially at the local level, where the PPP market
has been most active (Infrascope, 2017). In this context, and in order to accelerate the
implementation process of their investments, Brazilian governments have relied significantly
on the Expression of Interest Procedure mechanism, and the number of EIPs has grown over
the years, with 570 of the projects registered in the last 10 years having been initiated through
the EIP mechanism.
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ting from the support of development banks
(namely the IADB and the IFC).

The use of the EIP mechanism has
gained popularity and importance in the
implementation of the country’s investment
program, especially at the state and munici-
pal levels, given that it has been accepted as
a method of overcoming some of the prob-
lems that governments have faced, such as:
i) the lack of technical capacity to carry out
preparatory studies and the structuring of
PPPs; ii) the greater difficulty public entities
have (in relation to private entities) in con-
tracting consultants under the Public Pro-
curement Law; and iii) the fact that these
allow for the costs associated with the stud-
ies and structuring of PPPs to be passed on
to the winning bidder (IFC, 2015).

According to the opinions of differ-
ent stakeholders involved in PPP matters,
although the EIP mechanism has been widely
used, it has, in fact, brought disadvantages
and potential problems, namely:

a. The absence of clear guidance and
guidelines for structuring projects has
in some cases led to poorly structured
contracts, with the public authority often
not having the critical capacity to eval-
uate the different proposals under the
scope of the EIP;

b. Since it is not certain that the pri-
vate entity that presents an EIP will be
reimbursed its costs, and given that
it is possible that several entities pres-
ent proposals, not all of which can be
selected, the quality and effort applied
in the execution of the studies by the
private entities is not always as desired,
increasing the likelihood that poorly

structured PPP contracts may result;

and

c. The fact that the EIP allows for the pre-
sentation of several proposals means that
this mechanism does not translate into a
reduction in time taken by the public sec-
tor parties in analyzing the projects and
making decisions before the bidding pro-
cess. As a result, a high EIP project mor-
tality rate has been observed.

The mortality rate of the projects in Bra-
zil has been high. According to data from
RadarPPP73, in 2017, of the 281 initiatives to
launch new projects, only 3 were successful
and resulted in signed contracts. In 2016, the
situation had been similar, with only 13 proj-
ects realized out of 183 initiatives’.

As shown in the following figure,
between 2013 and 2017, of the total EIPs
initiated, less than half reached the public
consultation stage and only a very small per-
centage resulted in signed contracts.

The PPP Law, introduced in 2004
(together with the subsequent amendments
made to this law), implied a real change in
the infrastructure market paradigm in Brazil.
Compared with the previous scenario, which
only allowed for Common Concessions, there
were changes in several aspects, namely:

a. The introduction of the possibility that
the remuneration of private partners
may include payments from the grantor
and not just the collection of tariffs from

73 An independent consultancy company in Brazil,
which collects data about the PPP universe.

74 Information available at: https://www.valor.com.br/
brasil/5239665/ppps-tem-recorde-de-projetos-mas-
apenas-tres-avancam
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FIGURE 10. MORTALITY RATES OF EIPS BETWEEN 2013 AND 2017
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users of the infrastructure. This aspect,
in turn, allowed for the expansion of
partnerships to sectors where recourse
to private investment was not possible
until 2004, due to a lack of viability;

b. The proliferation of PPPs at the state and
municipal levels, due to the expansion of
the PPP concept to projects that are not
self-sustaining;

c. Theintroduction of risk-sharing between
the private and public partners, and
the consequent appearance of the con-
cept of contingent liabilities for the Pub-
lic Administration. Until the appearance
of the PPP Law, the existing partner-
ships were only those regulated by the
Concessions Law, which provides that
the risks are fully allocated to the pri-
vate partner, and, therefore, there are
no financial responsibilities for the pub-
lic partner, except for the possible need

to pay the value of the investments not
amortized in the event of early termina-
tion of the contract;

The contribution of the public partner to
the financing of part of the concession-
aire’s investments, through the mech-
anism of “contribution of resources”
(“aporte de recursos”); and

The emergence of the contracting
authority’s need to provide guarantees
to the private partner. The entry into
force of the PPP Law, which envisaged
the possibility that the remuneration of
private partners may be based on pay-
ments from the grantor, led to the need
for the introduction of state guarantees,
to mitigate the credit risk associated with
Brazilian governments (federal and sub-
national governments), to which the pri-
vate partners of the Administrative and
Sponsored Concessions are exposed.
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The need for the provision of state

guarantees in the case of PPPs is a specificity
of the Brazilian market (and some other
LAC countries) which is not found in other
jurisdictions, such as, for example, Portugal,
the United Kingdom, France, or Australia.
This need for state guarantees has often
been a great obstacle to the successful
implementation of projects, especially
considering the history of noncompliance of
some of the public entities in administrative
contracts and the difficulty involved in the
enforcement of these guarantees (Werneck
and Saadi, 2018).

The awarding of contracts is an additional
issue in the Brazilian market. Although the
legal framework allows bidder selection to be
made based on price and technical criteria,
the practice has been to only consider the
price criterion (based on the lowest price or
on the highest offers). This is a peculiarity
of the Brazilian market which differs, for
example, from the practice in Portugal and in
most European countries. In some cases, this
may lead to difficulties in capturing the value
associated with increased innovation and the
efficiency that the private partner may bring
to the project. Furthermore, the use of a price-
only criterion implies that bidding documents
(specifically regarding the definition of
service standards) must be well-constructed,
given that the private sector is not given the
opportunity to improve on these standards.

Another of the characteristics of the
Brazilian market relates to the issue of
PPP financing. Traditionally, and until 2016,
infrastructure financing in Brazil was mainly
provided by BNDES, as its cost of funding
was subsidized by the Brazilian Treasury.
This made it incomparably cheaper than

the funding of any private bank and meant
that the long-term financing of projects
was virtually always secured by BNDES.
Commercial banks only participated
in the granting of bridge loans (usually
covered by corporate guarantees from the
shareholders of the SPV participating in
the PPP contract), which would eventually
be repaid after achieving financial and
technical completion, at which time BNDES
was able to commit itself to the long-term
financing.

This feature of the Brazilian market
ended up hampering the development of
the project finance market’® in Brazil. Thus,
in contrast to other countries with a strong
PPP tradition, such as the United Kingdom,
Australia, Portugal, and France, in Brazil, few
PPPs were financed using a project finance-
type structure (Sdo Paulo Metro Line 4 is
one of the few examples of PPPs financed
through project finance in Brazil).

The financing of a PPP using a project
finance structure (which is financing with
solely project guarantees), although more
costly, could be an important and useful way
of aligning the interests of the private part-
ner throughout the useful life of the PPP.
Through a rigorous risk assessment exer-
cise carried out by banks before the financial
close (with the usual requests being for inde-
pendent technical, legal, market, and finan-
cial due diligence), banks have an important

75 This is a non-recourse-type of finance, designed
specifically to fund a project, without any recourse to
the SPV shareholders, and in which the debt service
payment is ensured solely by the cash flow generation
capacity of the project itself (usually not involving cor-
porate guarantees, but only collateral related to the
assets of the SPV itself).
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BOX 7. THE SAO PAULO METRO LINE 4

With a view to extending the coverage of the Sdo Paulo metro network, and in particular
to catering for connections between important commercial (Paulista and Faria Lima) and
residential (Higianapolis, Pinheiros and Vila Sdnia) areas of the city, the State of Sdo Paulo
decided to construct a new line, Line 4, with connections to the remaining metro lines already
in operation and to five bus terminals being constructed by the State of Sdo Paulo. To this end,
over 2005 and 2006, the state government launched a public open international tender for the
commercial operation of the metro line for a period of 32 years.

As a result, the concession of Line 4 of the Sdo Paulo metro was awarded to the consortium
ViaQuatro, and the bid from the only other consortium competing (consisting of the Brazilian
construction companies Odebrecht, OAS, and Queiroz Galvdo) was rejected. The concession
included the payment of financial compensation to the concessionaire by the state; the winning
bid was determined based on the level of payments required of the grantor (75 m $R in the case
of ViaQuatro).

Line 4 was designed to accommodate a capacity of 970,000 passengers/day, connecting
the Historical Centre to the commercial and financial areas of Avenida Paulista and Faria Lima,
as well as to more residential areas, such as Morumbi and Butanta. The Line was to be extended
by a total length of 12.5 km and include 11 new stations. The implementation of the project was
structured in two phases:

o Phase 1: the construction of 6 stations (Luz, Republica, Paulista, Faria Lima, Pinheiros, and
Butantd) which were planned to be fully operational in June 2011; and

*  Phase 2: the construction of the remaining 5 stations (Higiendpolis, Oscar Freire, Fradique
Coutinho, Morumbi, and Vila Séni) four years after the start of the phase 1 operation, and
the introduction of between 5 and 15 new trains. After this phase, the concessionaire would
also transport passengers by bus on the route between Vila Sénia and Tabudo da Serra.

According to the concession contract, the concessionaire was entrusted with the acquisition,
installation, and operation of the carriages and control systems, with the public authority being
responsible for the construction works and the installation of the railway infrastructure. In this
context, the project was exposed to interface risk, since the installation of the equipment and
the start of operations by the concessionaire could only happen after the public authority had
completed the construction phase under its responsibility.

In order to mitigate possible delays by the public authority in the construction of the metro
line, the concession contract provided that the concession term could be extended to 35 years
in order to guarantee the minimum operation period of 30 years, counting from the start of the
commercial operation of the first phase.

The project was structured as a Sponsored Concession, as it involved the collection of user
tariffs and payment by the grantor of a monetary counterpart.

(continued on next page)
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BOX 7. THE SAO PAULO METRO LINE 4 (continued)

The remuneration of the private partner was structured according to the following
components:

®*  User payments: calculated based on the number of Line 4 users and the base fare (defined
in the contract). Two types of passengers have been envisioned: ‘exclusive’ passengers,
who will only use this metro line, and ‘integrated’, who use Line 4 together with other
transport options within the overall Sdo Paulo transport network. The defined base fare
(2.14 $R, at 2006 prices) was to be updated until the 15th year of operation, applying an
updating rate with 50 percent being determined by the IPC-Fipe (Consumer Price Index
of the Municipality of Sdo Paulo (Indice de Precos ao Consumidor do Municipio de Sdo
Paulo)) and 50 percent by the IGP-M (General Price Index). After the 15th year of operation,
the fare would be adjusted based solely on the IPC-Fipe. The amount of revenue related to
user payments thus depends on the type of passenger: for each exclusive passenger, the
concessionaire is entitled to the full fare and, for each integrated passenger, it receives 50
percent of that value. These revenues are subject to penalties based on the concessionaire’s
performance. According to the concession contract, deductions would be applied to the
fare whenever the performance of the concessionaire was lower than expected, in terms
of service quality and the quality of infrastructure maintenance, and penalties could reach
a maximum of 20 percent of the fare. The measurement of the quality of both service and
maintenance was based on performance indicators defined in the contract;

* Advance payments: the ViaQuatro consortium proposal provided for a governmental
contribution of 75m $R to finance investments. The contract defined that this contribution
would be paid in two stages: 24 instalments of 1.56m $R after the start of commercial
operation of phase 1, and another 24 instalments after the start of operation of phase 2. The
amounts of the instalments were indexed to inflation, according to a mechanism similar to
that adopted to update user fares; and

* Ancillary revenues: the concession contract provided for the possibility of the private
partner deriving other revenues, namely related to advertising and the rental of commerecial
spaces.

Investment in the project was initially expected to be 392m $USD for phase 1, having been
financed by shareholders’ equity and senior debt in a proportion of 20:80. The project was
not considered eligible for BNDES long-term financing, as the metro carriages were purchased
outside of Brazil. Thus, the construction of the tunnels (the public investment) was financed by
the World Bank and the Japan Bank for International Cooperation, while the financing of the
private investment was assured by the IADB together with commercial banks, in an A/B Loan
structure (the A Loan being provided by the IADB and the B Loan by commercial banks), under
a project finance regime.

(continued on next page)
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BOX 7. THE SAO PAULO METRO LINE 4 (continued)

One of the possible obstacles to the financing of the project was that the concession
contract obliged the private partner to operate two phases; however, given the uncertainties
regarding the second phase, it was not possible to close the financing for the two phases at
the outset. This risk was, however, mitigated as: i) the IADB immediately approved the A loan
for the two phases; and ii) the shareholders pledged to cover the financing needs if the B loan
could not be guaranteed for the second phase. Furthermore, the concession contract provided
that, in the event of contract expiration caused by the private partner failing to guarantee the
financing for the second phase, the public authority would undertake to pay compensation in
the amount of the financing.

This project was a success in financing terms, since it was possible, through the appropriate
allocation of risks, to ensure project bankability. The main risks of the project, and their respective
mitigations, were as follows:

i Demand/revenue risk: the concession contract provided a mechanism for the sharing of
this risk with the public authority, it being defined that variations in traffic exceeding 10
percent would generate public partner compensations or the sharing of the revenue with
the public partner;

ii. Interface risk during the construction phase: with the construction being the responsibility
of the public partner, the project was exposed to the risk of delays by the grantor. In order
to mitigate this risk, a sponsor-support agreement was drawn up, whereby shareholders
committed to providing additional funds in the event of any cash flow shortage until the
start of operations; and

iii. Exchange rate risk: this risk stemmed from the fact that the receipts are in Reais and the
debt service is in US Dollars. The mitigation was by a sharing mechanism with the public
partner (the public partner has undertaken to support 50 percent of the exchange rate
differences up to a limit of 40 percent of the debt), as well as the drawing up of a hedging
mechanism.

role in impeding private partners from taking
inappropriate risks, as well as in incentiviz-
ing the implementation of diverse risk miti-
gation. Ultimately, banks always try to ensure
that the private partner has the capabilities
to deal appropriately with the risks assumed
under the PPP contract (lossa & Martimort,
2012).

One example of best practice (in terms
of risk management) that is the norm in

project finance arrangements is to request
that construction contracts be structured as
turnkey contracts, to pass the construction
risk on to a third party that is better prepared,
than the concessionaire, to deal with this
risk. In Brazil, construction contracts are not
commonly drawn up as turnkey contracts, as
would be desirable, which has often resulted
in overrunning both cost budgets and
deadlines.
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Furthermore, it is important to mention

theimportance of banksinproject monitoring.
Usually, banks are better than governments
at monitoring projects, which contributes
to PPP value improvement (Martimort and
Menezes, 2015).

The strong economic and fiscal crisis
that plagued Brazil from 2015 made it unten-
able for the government to continue the pol-
icy of subsidizing BNDES'’s financing. There
was a need to reduce BNDES’s dominant
role in the financing of infrastructure in Brazil
and, consequently, to enhance the participa-
tion of private banks and other institutional
investors, particularly foreign investors.
From 2016, this adjustment was reflected in
a change to its financing rate’s.

Also in 2016, there was a change in the
institutional framework related to infrastruc-
ture in Brazil, with the creation of the Invest-
ment Partnerships Program (“Programa
de Parcerias de Investimento” or IPP)”.
This program was aimed at expanding and
strengthening the interaction between the
State and private initiatives, through the
development of partnership contracts par-
ticularly for the implementation of the most
critical new infrastructure needed within the
country’s.

In contrast to the PPP Law, the IPP
Law encompassed the three types of part-
nerships, that is Common Concessions,
Administrative Concessions, and Sponsored
Concessions, and created a central depart-
ment to manage these within the presidential
office (the IPP Secretariat). The IPP Secre-
tariat encourages international investment
through improved institutional stability, sup-
port for procuring authorities, and improved
technical capacity within the governments.

The IPP also aims to: strengthen the regula-
tory role of the government and the auton-
omy of State regulatory agencies; ensure the
legal stability and security of contracts; and
expand the volume of quality public infra-
structure.

Under the IPP framework, different proj-
ects can qualify to receive special prior-
ity and treatment, in legal and institutional
structure terms, to attract the private sector.
IPP entities have been recently established,
and important improvement measures have
been implemented, aimed at improving the
attractiveness of partnerships to investors,
particularly international investors. These
new measures aim to facilitate and smooth
the PPP implementation process, improve
transparency, reduce legal uncertainty (clar-
ifying and refining certain rules), and speed
up administrative processes. Examples of
specific measures implemented by the IPP
include: i) the publication of tender doc-

76 BNDES ceased to apply the TJLP, and started ap-
plying the TLP, in January 2018. The TJLP was the rate
at which BNDES granted its financing, being set by
the government every 3 months based on the inflation
target for the year, and incorporating a subsidy from
the Brazilian State, in order to encourage economic
growth. The TLP is based on the 3-month average of
the real interest rate of the 5-year public bond NTN-B
and a smooth transition from the TJLP to the TLP over
the next 5 years is planned.

77 Through Federal Law no. 13334/2016 (the IPP Law).
78 With the establishment of the IPP, two new enti-
ties were created in the Federal Administration: the
IPP Council and the IPP Secretariat. “The Council is
the collegiate body that evaluates and recommends
to the President of the Republic the projects that in-
tegrate the IPP, deciding, also, on the issues related to
the execution of the contracts of partnerships and de-
statizations. The Secretariat, linked to the Presidency
of the Republic, acts in support of Ministries and Reg-
ulatory Agencies for the Execution of Program Activi-
ties” (published at https://www.ppi.gov.br/about-the-
program).
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BOX 8. INVESTMENT PARTNERSHIPS PROGRAM (“PROGRAMA DE PARCERIAS DE
INVESTIMENTO?”)

In 2016, the Brazilian government converted Provisional Measure 727 into Federal Law
13,334/2016 (“The IPP Law”), thus creating the Investment Partnerships Program. Its main
objective is to improve interaction between the government and private investors, in order to
accelerate the implementation of public infrastructure projects, specifically through PPPs. The
IPP Law aimed to facilitate the planning and implementation of infrastructure projects through
the creation of a centralized monitoring mechanism with a central department for PPPs within
the presidential office (the IPP Secretariat). Projects that qualify under the scope of the IPP are
now considered national investment priorities.

The objectives of the IPP are therefore to:

* “Expand investment and employment opportunities and stimulate technological and
industrial development, in harmony with the country’s social and economic development
goals;

o Ensure the expansion, with quality, of the public infrastructure, with tariffs appropriate to
the users;

®* Promote open and fair competition in the celebration of partnerships and the provision of
services;

®* Ensure legal stability and security of contracts, with the guarantee of minimal intervention
in business and investment; [and]

* Strengthen the regulatory role of the state and the autonomy of state regulatory entities”
(https://www.ppi.gov.br/about_the_program).

The publication of this Law brought about a reorganization of the institutional framework
of PPPs within the country, and two new structures were created in the Federal Administration:
the IPP Council, and the IPP Secretariat. In addition to the two main bodies of the IPP, its struc-
ture is also composed of a group of entities with capacity for intervention in the program:

Investment

Partnership
Program

PP Council IPP Secretariat Main Bodies of IPP
L Line ¢ i o P o . | Regulatory : Other relevant
. Ministries :  BNDES : Caixa . agencies - entities for IPP

(continued on next page)
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BOX 8. INVESTMENT PARTNERSHIPS PROGRAM (“PROGRAMA DE PARCERIAS DE
INVESTIMENTO?”) (continued)

The IPP Council was created to assist the Brazilian President in the decision-making process
regarding infrastructure projects, and assumes the responsibilities that were previously assigned
to the governing body of the federal PPPs (“Orgdo Gestor das PPP”). Its main duties are: i) to
consider, prior to formal deliberation by the President of the Republic, the proposals of the
Ministries for the inclusion of projects, under the IPP and within federal long-term investment
policies, using the mechanism of PPPs; and ii) to coordinate, monitor, evaluate, and supervise
the actions of the IPP and to support the sectoral actions necessary for the execution of the
projects.

The IPP Council is composed of the following permanent members:

®* The President of the Republic;

®*  The Minister of State Secretary-General of the Presidency of the Republic;
®* The Minister Chief of Staff of the President;

®*  The Minister of Finance;

®*  The Minister of Planning, Development and Management;
®*  The Minister of Mining and Energy;

o The Minister of Transportation, Ports and Civil Aviation;

®*  The Minister of the Environment;

®* The President of BNDES;

®*  The President of Caixa Econémica Federal; and

®* The President of Banco do Brasil.

Depending on the projects that are being analysed by the IPP Council, this body can also
integrate any ministers responsible for the proposals being assessed as well as the director
generals of regulatory agencies.

The IPP Secretariat is responsible for assisting the relevant authorities to bring projects
within the scope of the IPP. Its main duties include: i) receiving proposals from ministries and
structuring the agenda of IPP Council meetings; ii) advising the President of the Republic on
matters related to the IPP, drawing up opinions and studies and proposing standards, measures,
and guidelines; iii) coordinating, monitoring, evaluating, and supervising the actions of the
IPP, including supporting actions necessary for the execution of the projects by the ministries
and regulatory agencies; and iv) publicizing IPP projects and liaising with investors and other
stakeholders in the Program, including State and Municipal bodies.

Besides the main IPP bodies, its structure also includes the following entities:

®* Line ministries that: i) submit proposals and projects for IPP Council deliberation and
inclusion in the IPP; ii) promote technical and modelling studies of the projects under its

(continued on next page)
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BOX 8. INVESTMENT PARTNERSHIPS PROGRAM (“PROGRAMA DE PARCERIAS DE
INVESTIMENTO?”) (continued)

responsibility; and iii) conduct the bidding, and monitor the execution, of projects, with the
support of the IPP Secretariat and regulatory agencies;

®* Regulatory agencies that are responsible for: i) regulating economic sectors aimed at fos-
tering competition and carefully addressing the quality of the services provided by the pri-
vate agents; ii) following up on the Ministries’ technical and modelling studies upon request
and executing technical studies for the projects within their competence; iii) supervising
the execution of PPP contracts within their fields of action; and iv) promoting contractual
revisions and assessing contractual rebalance claims in partnership contracts within their
fields of competency;

°* BNDES which supports the IPP by: i) assessing the bankability of projects included in the
Program; ii) offering financing lines according to applicable credit requirements; iii) man-
aging the Partnership Structuring Support Fund, which will procure advisers for the inte-
grated structuring of IPP projects; and iv) managing the National Privatization Fund and
performing the privatization procedures of the state-owned enterprises included in the IPP;
and

®* Caixa Econdmica Federal (@ bank) also plays an important role in terms of IPP project
financing.

During the first two years of the IPP’s operation, 193 projects were classified as priority
projects, of which 106 were completed.

uments in both the Portuguese and Eng-
lish languages; ii) the structuring of hedging
mechanisms (already applied in recent air-
port concessions for Salvador, Fortaleza,
Floriandpolis, and Porto Alegre); and iii) the
increase in the notice period for bidders to
present their offers, from 45 to 100 days.

In addition to addressing concerns
regarding the launch of new projects, the IPP
also focused on solving the problems that
are evident in concessions already underway.
These relate to difficulty in obtaining financ-
ing due to the involvement of shareholders
of the concessionaires in corruption, “Ope-
racdo Lava Jato”; the economic crisis (and

consequent deterioration of demand risk);
or the need for new investment not foreseen
in the contract. In this context, Federal Law
no. 13448/2017 was published which pro-
vided for the renewal of, or re-bidding for,
contracts in force in the rail, road, and airport
sectors. Renewal (applicable only to the rail
and road sectors) is aimed at catering for the
introduction of unforeseen new investments,
considered priorities by the IPP. In the case of
re-bidding (which covers the rail, road, and
airport sectors), the objective of the law is
to allow for “friendly termination” in order to
solve problems more rapidly (in the case, for
example, of an “expiry” situation), such as the
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inability of the concessionaire to obtain the

necessary financing for the project. In this
case, the new law allows the concessionaire
to be indemnified and the concession placed
on the market for a new bidding process.

Analysis of the Current State of the
Risk Matrix and PPP Contracts in
Brazil

Due to the nature of the country and because
it is distributed over several autonomous
states, Brazil has a great diversity of
PPPs.
Throughout this section, the focus will be on

institutional environments for
the PPP framework at the federal level, while
indicating, whenever relevant, some specific
characteristics of the states, namely of the
State of S&o Paulo which has the most PPPs
(followed by Minas Gerais).

The PPP Framework and
Regulation

The PPP institutional framework in Brazil
has, over the past 10 years, been essentially
defined by two federal laws:

® The Concessions Law: this established
the concession regime and grants
permission for the provision of public
services; and

® The PPP Law: this established general
rules for public procurement and the
contracting of public-private partner-

ships within the public administration.

The PPP Law identifies some of the
themes that should be included in PPP
contracts related to the Sponsored and

Administrative Concessions, and provides
for an objective sharing of the risks of the
project between the parties. However, the
Law does not specify the details of how
this sharing should be carried out, nor how
different matters should be treated within the
contracts, leaving the definition of both the
risk matrix and the contractual clauses open.

In the case of Common Concessions,
which are regulated by the Concessions Law,
the level of statutory provision of details is
even lower, with the risk-sharing between the
parties not even being contemplated (since
the Concessions Law provides that the pri-
vate partner operates the concession at its
own risk).

Due to the federative nature of the gov-
ernment system in Brazil (which implies that
there are different autonomous state gov-
ernments), there is a great heterogeneity of
the processes and procedures involved in the
structuring of the contracts of PPPs’® in the
Brazilian market. Not only is this due to the
autonomy given to states to define their own
rules, but it also results from the different lev-
els of knowledge and technical capacity that
characterize the various state and local pub-
lic players.

There is significant information and
knowledge asymmetry in the different Bra-
zilian regions. Coupled with local-level gov-
ernments in particular tending to resort to
the expression of interest mechanism, this
makes it difficult to guarantee homogene-
ity in the practices followed for the definition
of contractual clauses and the risk matrix.

79 Considering the PPP concept assumed in the pres-
ent document, which includes all concessions (Com-
mon, Sponsored and Administrative) and not only
those the Brazilian law classifies as PPPs.

ﬂ ASSESSMENT OF CURRENT SITUATION OF RISK MATRIX AND PPP CONTRACTS IN BRAZIL



BOX 9. THE MAIN DIFFERENCES BETWEEN THE PPP LAW AND THE CONCESSIONS
LAW

Within the Brazilian legal framework, there is a narrower definition of the PPP than that provided
by the PPP Reference Guide (which is the definition assumed for the purposes of this report),
with a concession contract only being considered a PPP when at least a certain percentage
of the private partner remuneration is paid by the contracting authority. Therefore, when the
remuneration of the concessionaire is only based on user payments, that concession is not
included within the Brazilian PPP concept.

As a consequence, in Brazil, PPPs are regulated by two different laws, depending on the
private partner’s remuneration type: in Administrative and Sponsored Concessions (where
the remuneration of the concessionaire includes, or is solely composed of, public payments),
the contracts are mainly regulated by the PPP Law; in Common Concessions, the contracts
are regulated by the Concessions Law (with the PPP Law provisions not being applicable in
this case).

The Concessions Law was the first law to be issued, in 1995, followed by the ratification
of the PPP Law in 2004. The PPP Law opened up many more possibilities for structuring
PPPs in Brazil and allowed for the extension of the application of public procurement, under a
concession mode, to many more sectors. These particularly included those that could not be
structured as Common Concessions because the user payments (the only kind allowed under
the Concessions Law) were insufficient to achieve the financial equilibrium the project required
to attract private investment.

The PPP Law is regarded as a positive step in terms of attracting private investment to
major public projects in infrastructure. The PPP Law is complementary to the Concessions Law,
given that:

* |t introduced the possibility of a risk allocation mechanism between public and private
partners, while, under the Concessions Law, the risks must all be borne by the private party;

®* |t opened the possibility of user payments (in the case of economic concessions) being
complemented by public payments (in terms of either service/demand/availability
payments or advance payments) when user payments are insufficient to ensure the
financial equilibrium of the concession. Furthermore, PPP Law allowed for the extension of
the concession contracts concept to social infrastructure projects, where the remuneration
of the private partner has to be paid by the contracting authority. This introduced the
prospect of the government also benefitting from the potential increased efficiency of
the private partner in constructing and operating non-economic public infrastructure. It
should be noted that, under the PPP Law, public authorities were allowed to introduce
the advance payments mechanism for the circumstance when concessions involve a
substantial investment amount and the bankability of the financing required was difficult
to secure; and

(continued on next page)
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BOX 9. THE MAIN DIFFERENCES BETWEEN THE PPP LAW AND THE CONCESSIONS
LAW (continued)

®* PPP Law has introduced the possibility of the public partner offering guarantees to the

project financier, reducing the risks associated with financing and thus increasing the

bankability of investments. In addition, the PPP Law also introduced the concept of the

sharing of earnings between the private and the public partners, when these earnings

derive from the reduction of the credit risk of the private partner’s financing.

There are thus several novelties introduced by the PPP Law, with the following table

presenting the main differences between these two laws:

Concessions Law

Issue (Common Concessions)

PPP Law (Administrative and
Sponsored Concessions)

Concessionaire

remuneration revenues

User payments + ancillary

User payments and/or public
payments + ancillary revenues

Risk allocation

All risks are borne by the public

Risk is allocated between the parties

partner (the public party takes on some risks
but also shares some upside)
Contract duration Not defined Between 5 and 35 years

Procurement process Competitive tender

Competitive tender

Amount of investment Not defined

Cannot be less than 20 million Reais

Guarantees from the Not allowed

public sector

There are public guarantees to cover
public payments

Special Purpose Vehicle

Not mandatory by law (only when

The SPV is mandatory by law

(SPV) strictly allowed for in the bidding

documents)

Moreover, since the EIP provides that sev-
eral players may submit proposals and later
participate in the bidding process, the use of
this mechanism can generate not only het-
erogeneity, but also the possibility of biasing
the distribution of risks in favor of the private
partner. This eventuality is even more signifi-
cant given the lack of technical capacity that
still exists, especially in local governments
(that capacity being required to ensure that
different EIP proposals are critically ana-
lyzed), as it is local governments that have

been the most active entities in launching
new PPPs (Infrascope, 2017).

In 2016, with the previous legal regime
relatively unchanged, Law no. 13,334 was
published, creating the Investment Part-
nerships Program, the IPP, as well as the
two bodies responsible for its implementa-
tion: the IPP Council, and the IPP Secretar-
iat. The IPP sought to attract institutional
investors, to guarantee the successful financ-
ing of these investments, especially in a con-
text in which the state’s policy of subsidizing

ASSESSMENT OF CURRENT SITUATION OF RISK MATRIX AND PPP CONTRACTS IN BRAZIL



BNDES was being modified with the objec-
tive of gradually reducing the level of subsidy

and the weight of public bank infrastructure
financing in the country.

Withthe strategic decisionofthe Brazilian
government to reduce the participation of
BNDES as the main financier of infrastructure
projects, and to gradually reduce the level
of subsidy implicit in the rates that the bank
charged its clients, a void has been created
in the market for financing these assets that
needs to be filled, either by encouraging
greater participation by the commercial
banks, or by attracting international investors
and boosting the capital market. However,
it is relatively consensual that despite the
advances and maturation of the Brazilian
legal and institutional climate in the field of
PPPs, there are still several obstacles that
need to be addressed to promote access
to financing in ways that are closer to those
seen in other more developed countries.

It is due to the needs in this area that
the IPP bodies have been making efforts to
bring greater clarity, transparency, stability,
and legal certainty to PPP contracts, having
already issued various guidelines and recom-
mendations regarding rules to be observed
in contracting PPPs®°. To date, the IPP has
already completed 32 projects, of which 12
are on a PPP? basis (all of these being Com-
mon Concessions, there being no projects yet
completed under the Sponsored or Admin-
istrative Concessions regimes). Among the
main positive points to note in relation to the
IPP and the performance of its constituent
bodies are:

® The existence of a more centralized
selection and planning process for pri-

ority projects, at least at the federal
level;

® That the related entities form a PPP cen-
tral unit which has specialized technical
teams. These can take ownership of the
procedures for launching tender calls
for the establishment of partnerships,
counting on the support of Empresa de
Planejamento e Logistica, S.A. and the
regulatory agencies,

® The possibility of developing better
practices and ensuring their applica-
tion in a more homogeneous manner
at the federal project level, including
for all PPPs in their broadest sense. For
the first time, the creation of the IPP
has led to the integration into the same
PPP unit of the two partnership types
included under the PPP Law as well as
Common Concessions, which naturally
brings about learning economies of
scale and a greater ability to standard-
ize contracts;

® The increase in the visibility of projects
vis-a-vis international investors, through
a site where relevant information is dis-
closed, in Portuguese and English, and
the updated pipeline of priority projects
can be consulted; and

80 One of the decisions taken in the projects launched
after the creation of the IPP was the modification of
the concession model of the last airport concessions
(those of Floriandpolis, Salvador, Fortaleza, and Porto
Alegre). Of note is that Infraero was not included in
the concessionaires’ share capital, as had been the
case in previous concessions. Previously, Infraero had
had a stake of 49 percent in the share capital of the
SPV, and it had assumed a share of the investment
and, of course, part of the risk of the project.

81 Considering the PPP definition in the PPP Reference
Guide assumed in the present document, rather than
the more restricted PPP concept used in Brazil .
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® The analysis of the market carried out

by the IPP entities and the use of inter-

national benchmarking, which have
together enabled the rethinking of the
projects’ risk matrix to incorporate les-

sons learned and best practice.

However, and despite the merit of the
work that has been carried out, mainly at
federal level®?, by the IPP entities in improv-
ing PPP contracts, the need to harmonize the
different rules and practices at the federal,
state, and municipal levels persists.

In countries with a federal system such
as Brazil, the PPP governance model typ-
ically tends to be more decentralized, given
the autonomy of subnational governments.
In such a context, a greater level of contract
standardization, or at least the definition of
general principles to be considered by the dif-
ferent public players involved in the contract
structuring process, should be considered
to ensure the predictability and consistency
required by institutional investors, especially
international investors (Prats, 2016).

Evenincountrieswherethe PPPinstitutional
framework implies greater decentralization,
it is important to ensure that some functions
are centralized. It is only then that a stable
and favorable framework for the development
of projects can be created, through the
establishment of partnerships that allow not
only for the country to benefit from private
investment, but also from the maximization
of the associated Value for Money. Among
the aspects where greater centralization is
recognized is the need to issue guidelines and
principles that should guide the performance
of the different public authorities in the country
(including subnational governments) in the

structuring of their PPP contracts (Australia is
an example of this).

In addition to defining the principles and
guidelines to be followed by the various pub-
lic agents in the structuring and definition of
PPP contracts, it is also important that the
different national audit bodies (namely the
Court of Auditors®®) are in line with these
principles of good practice. If this were not
the case, the effectiveness of their implemen-
tation would eventually be reduced.

The PPP Structuring and
Procurement Process

Project Prioritization: Who Decides
to Launch a New Project

Since the introduction of the IPP, at federal
level, proposals to carry out new projects are
forwarded by the respective sectorial minis-
tries to the IPP Council which evaluates the
priority of the projects and decides whether
to include them in the IPP (where the proj-
ects included are those considered priorities
for national policy). This is then validated by
the President of the Republic.
Atthelevel of the statesand municipalities,
the governance model is not uniform; there

82 Given that only the “infrastructure projects which,
by delegation or through support from the Union, are
carried out through partnership agreements” are cov-
ered by the IPP.

83 |n Brazil, in addition to the Union Court of Auditors
(“Tribunal de Contas da Unido”), there are courts of
auditors in the different states. As a result, there is no
aligned practice between the various control bodies
of the country. For example, while the Union Court
of Auditors approves the processes before the public
tender is launched, this practice is not always followed
at the state level, because of insufficient specialized
resources.
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are specific PPP programs in states such as

Sdo Paulo, Minas Gerais, Pernambuco, and
Bahia. In Sdo Paulo, which is the state with the
most PPPs, the PPP State Program has a PPP
Management Committee (“Conselho Gestor
de Parcerias Publico-Privadas”) as the highest
decision-making body and counts on: (i) a PPP
Unit, (ii) the Paulista Partnership Company
(“Companhia Paulista de Parcerias”); and
(iii) the PPP Contract Monitoring Committee
(“Comissao de
Contratos de PPP”).
While at the federal level new projects

Acompanhamento de

can only be proposed by public entities
(although they may later be subject to an
EIP for structuring by private entities), in
Sdo Paulo any public or private entity may
submit proposals for new projects. In addition
to the EIP, there is also the PIE mechanism,
“Private Interest Expression” (“Manifestacao
de Interesse Privado”), which is similar to the
international concept of unsolicited proposals.
However, even in the case of PIEs, after a private
entity presents an idea for a future project, and
after it has been analyzed by the competent
bodies, an EIP process is initiated for the
preparation of studies and the structuring of
the project. Moreover, assuming the project
gets the go-ahead, to select the private
partner with which the PPP contract is to be
signed, a bidding process is always necessary,
guaranteeing a competitive process even when
the idea originates from a private entity.

The PPP Structuring Process - Who
is Who

At the federal level, when a project is pro-
posed by the line ministry for inclusion within
the national priorities of the IPP, the project is

analyzed and submitted for approval by the
IPP Council®4. No project can be put forward
for the bidding process before the approval
of this body.

After IPP Council approval, to structure
the PPP, the
allowed to use different strategies, such as:

contracting authority is
i) using the internal capacities of the public
administration; (ii) contracting specialized
professional technical services; (iii) opening
a public call for interested bidders (EIP); or
iv) contracting the provision of specialized
professional technical services directly from
the Partnership Structuring Support Fund.
Within  this
government recently created a Program

context, the federal
(under the administration of Caixa) to develop
the provision of technical and financial
advisory services to local governments, since,
at that level, there is insufficient technical
capacity to deal with the structuring process
of PPPs. Even if the local governments could
always outsource the structuring of contracts
(using external consultants or the EIP
mechanism), they would still need sufficient
internal technical capacity to scrutinize and
evaluate the work done by private entities, to
support the decision-making process.

The State of Sdo Paulo is a good exam-
ple of the structuring process framework,
benefiting from the accumulated expertise
of its PPP Unit. In S&o Paulo, after the sub-
mission of a project proposal (by a public or
private entity), the project documentation is
analyzed by the state’s PPP Unit, which will

84 The IPP Council is composed by different public en-
tities, namely the President of the Republic, the Presi-
dent of BNDES, the President of Caixa Econdmica
Federal, the President of Banco do Brasil and different
ministers (including the Minister of Finance).
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examine its conformity with all the necessary

requirements. Thereafter, a Preliminary Anal-
ysis Committee will present a report to the
Management Council of PPPs or Destatization
Program Board (with the management com-
mittee depending on the type of PPP project).
This Preliminary Analysis Committee is com-
posed of representatives of different entities,
such as the PPP Unit, the specific regulatory
agency, the Sdo Paulo Partnership Company,
and the State Secretariat. Following the pro-
cedure defined by current legislation, if the
report submitted by the Preliminary Analysis
Committee is approved by the management
committee, a working group is formed to
coordinate studies and to structure the pro-
posed project.

The Role of External Advisors

Given the still limited technical capacity
extant in Brazil, especially at the municipal
level, and the low number of project-struc-
turing specialists in the public sector, there is
a great need in the country to resort to exter-
nal support for the structuring of its projects.
However, unlike the situation in other coun-
tries, such as Canada, New Zealand, and the
United Kingdom, the use of external consul-
tants is not the main method of obtaining
supplementary support.

In Brazil, the contracting of external con-
sultants requires compliance with the proce-
dures provided for in the Public Procurement
Law. This is generally an inefficient process
that does not always lead to the contracting
of the most qualified professionals and can
sometimes be limited by budget restrictions.
Therefore, most of the time, Brazilian govern-
ments, especially at local level, rely mainly on

the EIP, which allows them to obtain the nec-
essary studies to carry out the PPP (with the
cost, generally, being borne by the future
concessionaire). However, this presents sev-
eral disadvantages, due to the difficulty of
aligning possibly conflicting interests®®> and
the lack of capacity of the public agents to
analyse the various proposals received in
the EIP process (implying a bidding process)
(IFC, 2015).

For project structuring activities, in addi-
tion to external consultants and the EIP, Bra-
zilian governments also benefit from the
support of development banks (namely, the
IADB and the IFC) and of BNDES and Caixa,
the latter having recently become more
involved in project structuring.

The Treatment of Unsolicited
Proposals

The concept of unsolicited proposals, as
understood internationally, does not apply
to the Brazilian market, since it is the State
that takes the initiative to decide which proj-
ects to carry out. The closest approach to
unsolicited proposals is the concept of the
PIE created by the State of Sdo Paulo. The
PIE involves a private entity being permit-
ted to independently present a project pro-
posal. The proposal still needs to be analyzed
by the competent public entities and is sub-
ject to the subsequent fulfilment of an EIP,
through a competitive process under which
other entities are called to present studies for
this project.

85 Often the private entities participating in the EIP
represent future competitors in the PPP bidding pro-
cess.
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Criteria for the Evaluation of
Bidders and the Selection Process

Within the context of the process of selecting
the winner of the tender to instigate a PPP
contract, in legal terms, it is possible for
several criteria to be used that combine the
price (translated into a lower tariff collected
from users or higher grant paid) and the
technical quality of the proposals. However,
it is also possible to rely either solely on
one of the criteria (only on price, or only on
quality for a certain fixed price) or on both
simultaneously, through the application of
weighting factors.

In the case of the price criterion, there
may be several situations, as follows: i)
in Common Concessions, criteria may be
selected based on the lowest value of the
service tariff to be collected from users (this
rule being more commonly used at the fed-
eral level), or on the highest value of the
grant (“outorga”) to be paid to the pub-
lic partner (this being the criterion used in
the Sdo Paulo state concessions); or, ii) in
Administrative Concessions, the criterion
of the lowest consideration (“contrapresta-
¢do”) payable by the public administration
to the private partner may be exclusively
used.

In practice, in public tenders for the
implementation of PPPs (considering the
three types of concessions existing in the
country), the price-only criterion has been
exclusively used. While the use of this cri-
terion is, apparently, more objective, and
easier to assess, by not considering techni-
cal or quality criteria, this does not allow for
the capture of some of the important non-
financial benefits a PPP can bring to citizens,

including the capacity for innovation by the

private entities and the incentive to maxi-
mize service quality. Furthermore, the use
of a price-only selection criterion puts more
pressure on the necessary quality compo-
nents of the tender. These must contain con-
crete and rigorous definitions of the service
to be provided by the private entity and their
respective quality levels, as it is not possi-
ble to encourage the improvement of these
aspects through a competitive process and
after the awarding of the contract.

The PPP Auditing Process

In Brazil, the supervision of PPPs is carried out
in some sectors by the regulatory agencies,
whose role in some cases is confused with
that of the contracting authority. Both these
authorities ensure the monitoring, execution,
and enforcement of the contractual
obligations of the private partners.
Furthermore, at the federal level, there
is a second line of defense, provided by the
Union Attorney General’'s Office (“Advoca-
cia Geral da Unido”), which ensures the legal
compliance of the procedure, and also a
third line of defense, provided by the Union
Court of Auditors (“Tribunal de Contas da
(Unido”)®%. In the case of federal PPPs, the
Union Court of Auditors participates in the
approval process of the bids for PPPs, which
represents a more intrusive model than is the
case in most countries (particularly European
countries); elsewhere, the intervention of the
court of auditors occurs only after both the
selection of the winning bidder and the sign-

86 The reports of the Union Court of Auditors are pub-
lished on its site (https://portal.tcu.gov.br/inicio/).
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ing of the respective PPP contract, which

results in its entry into force.

In the case of state and municipal PPPs,
the responsibility rests with the court of
auditors of the respective state. At this level,
in practice, the local courts of auditors do
not always analyse the PPP processes to be
launched before the bidding process, in some
cases because of inadequate specialized
resources to do so.

Regulatory Agencies

The regulatory agencies were created in
the 1990s, with the objective of regulating
relations between the granting authorities
and concessionaires. Currently, Brazil relies
on regulatory agencies in several sectors
(although not in all). In some sectors, these
regulatory agencies play the role of contract
manager, whichistechnically theresponsibility
of the contracting authority. Although the
contract management and enforcement
activities should be the responsibility of the
Line Ministry and the Executive Secretary, in
certain sectors, this role is passed on to the
sector’s regulatory agency.

This situation may contribute to
confusing the role of the agency (responsible
for regulation and supervision) with that
of the governments (responsible for the
execution and monitoring of the contract).
This raises the risk of the agency being
unable to properly perform its second line of
defense, that of validating the execution of
the contract and supervising the provision of
the public service. Furthermore, this lack of
independence of the regulatory agencies is,
naturally, perceived as a matter of uncertainty

and risk by international investors.

In parallel with the role of the regulatory
agency, in some PPP contracts, there is also
therole of “independent verifier” (“verificador
independente”), which consists of an entity
contracted to independently verify the
fulfilment of the PPP contract by the private
partner. Typically, the independent verifier
has the role of: (i) validating compliance
with the
the construction phase; and (ii) validating

investment milestones during
compliance with the performance indicators
during the operational phase.

The manner of contracting the
independent verifier is also not uniform within
the Brazilian territory, there being different
circumstances in terms of who contracts and
who pays the independent verifier (whether
it is the private or public partner). This
question, naturally, is not innocuous from the
perspective of the risk of a potential conflict
of interest.

In addition to the regulatory agencies
and the independent verifier, there is yet
another entity in Brazil, the “expenditure
authorizer” (“ordenador da despesa”), which
is the entity that authorizes payment by the
public sector. This body is responsible for
verifying whether the obligations assumed
by the public administration are in line with
that envisaged at budget level.

It is therefore necessary to distinguish
the three functions mentioned; they have dif-
ferent roles and do not replace each other.

Transparency

The Public Transparency Law (Federal Law
no. 12527/2011) provides that administrative
contracts must be made public by the respec-
tive competent authority. At the federal level,
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the creation of the IPP enabled an increase

in the transparency of processes associated
with PPPs, which are now published, in Por-
tuguese and English®”. In Sdo Paulo, there is
also transparency in the disclosure of con-
tract information, which is available on the
PPP Digital Platform (“Plataforma Digital de
Parcerias”)®s.

Notwithstanding the above, in Brazil, like
in many countries, there is, yet no centralized
database containing important information
regarding PPPs throughout their lifecycle. It
would be most valuable to have an organized
database, not only of the federal projects,
but also of the projects and PPPs launched
by all the states and municipalities.

Transparency and disclosure of

information are important aspects for
guaranteeing and preserving the Value
for Money of PPPs, since these allow for
better control and monitoring of the results
of PPPs. They also act as a deterrent to
behavior contrary to the public interest (such
as corruption) and as a method of reducing
agency costs that result from the fact
that there are asymmetries of information
between the public and the private partners.

Furthermore, transparency is important
to ensure the success of any PPP program,
given that it is only in the context of total
transparency in the structuring, contracting,
andexecutionof PPPcontractsthatconditions
can be created to attract private investment.
Such transparency reduces investor
uncertainty and, consequently, the return
required in relation to the risk perceived by
investors (these conditions being necessary
to guarantee the Value for Money of PPPs).
In Brazil, despite improvements, especially

in the implementation of the IPP, there is still

some way to go to promote full transparency,
especially within local governments.

In practical terms, the existence of
different public entities at a subnational level
results in there being no centralized unit in the
country to manage, consolidate, and disclose
all information regarding the PPP universe
in Brazil. It would be important to have, not
only a centralized database incorporating
the information (including PPP contracts,
risk matrices, contingencies either already
materialized or projected, and updated
projections of the public expenses and debt for
PPPs), but also a centralized expertise center.
Such a unit could accumulate experience and
incorporate lessons learned to increase the
efficiency and value for money of PPPs, and
to ensure the transparency and accountability
of all the processes involving PPPs.

PPP monitoring

PPP contract management and supervision
is usually carried out by the competent min-
istry (by a specially designated representa-
tive of the procuring authority) or regulatory
agency?®?, with the PPP contract defining the
entity responsible for its monitoring. There
is no central unit responsible for contract
management, nor is there either a gover-
nance structure or guidelines defining how
PPP contract managers should perform their
roles.

87 At https://www.ppi.gov.br/.

88 Available at http://www.parcerias.sp.gov.br/Par-
cerias/.

89 |n the case of federal highways, for example, the
monitoring of contracts is the responsibility of the Na-
tional Land Transport Agency, “Agéncia Nacional de
Transportes Terrestres”.
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In S&o Paulo,

in general, for the
management and monitoring of each PPP
contract, a management unit is created
within the respective Sector Secretariat;
however, there are no rules or principles of
action for these managers that allow for the
standardization of practices.

Moreover, in some contracts (of the Spon-
sored or Administrative Concessions-type),
an independent verifier will be contracted to
take on the responsibility of verifying compli-
ance with the performance standards by the
private partner and, eventually, of the mile-
stones of the construction phase. It should be
noted, however, that there is no established
and uniform practice as regards the existence
of the independent verifier, or even the pro-
cess used to contract it (whether this is by the
private or public authority).

The Risk Matrix

The PPP Law specifies (in article 4) that,
in the contracting of the PPP, an objective
allocation of risks between the parties should
be observed, specifically defining (in article
5) risks related to acts of God, force majeure,
unilateral decisions by the governing
authority, and extraordinary events.

In the case of the Concessions Law, risk
allocation between parties is not permit-
ted, it being defined that the provision of the
public service must be made at the risk and
expense of the private party. For this reason,
it has been the practice in the Common Con-
cessions to transfer a large part of the risk to
the private partner.

In Brazil, there is no standardized risk
matrix. However, in general, the same matrix

from previous projects tends to be used.

The PPP Contractual Framework

Standardization

In the Brazilian market, not only are there no
standardized contracts there are still multiple
institutional frameworks for PPPs in the different
states. In fact, there is a great heterogeneity in
the way the different governments act, made
possible by the existence of specificjurisdictions
for the PPPs in some states and by the great
reliance of the governments on the EIP for the
preparation and structuring of their PPPs.
Although some effort has already been
put into the standardization of contracts,
such as in the state of Minas Gerais which has
published a “Manual for the Standardization
of Key PPP Rules” (“Manual de Padronizacao
de Regras Chave de PPP”), there are still no
directives or uniform frameworks for the
treatment of PPPs within the country.

Contract Duration

The definition of the contract duration,
whether of concessions covered by the
PPP Law or of public service concessions
(regulated by the Concessions Law), is the
responsibility of the grantor. The PPP Law
only defines that the contract duration
should be compatible with the amortization
of the investments made, being never
less than five nor more than thirty-five
years (including extensions). In the case of
Common Concessions, the legal framework
does not stipulate any specific protocol for
the determination of the partnership period.

Contract Scope
There is a difference between the treat-
ment of Common Concessions and the part-
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BOX 10. ATTEMPTING TO STANDARDIZE PPP RULES: A CASE STUDY ON THE STATE
OF MINAS GERAIS

The State of Minas Gerais pioneered the implementation of a specific legal framework for PPPs,
having published, in 2003, State Law no. 14,868/2003 (one year before the publication of the
Federal PPP Law). With this law, the State of Minas Gerais defined the guidelines for its PPP
program, established the requirements and possible objectives of this contracting modality,
and defined the obligations of each of the parties involved and the means of remuneration of
the private partner.

Within the scope of its PPP Law, the government of Minas Gerais defined the PPP as a
contract between the Public Administration and a private entity. Through this partnership, under
the contractual terms, the private entity participates in the implementation and development
of a particular construction work, service, or public project, and carries out the operation and
management of the activities associated with the project, being responsible for contributing
financial, material, and human resources. In addition to ensuring the preservation of the public
interest in the development and execution of the contracts drawn up, the public partner is
responsible for the partial or full remuneration of the private partner (depending on the type of
partnership), which should be linked to the performance of the private partner, according to the
quality and service standards defined in the contract.

For the development of its PPP program, the government of Minas Gerais implemented
a PPP Unit, integrated into the State Department of Economic Development of Minas Gerais
(which has been subsequently passed to the State Department of Finance of Minas Gerais). The
Unit became responsible for the operational and coordination activities of the partnerships,
taking on, specifically, the following functions:

®* To provide technical advice on the preparation of projects and contracts;

®* To provide technical support to the PPP decision-making body, including analyses and
recommendationsregarding the design, development,and monitoring of the implementation
of the state plan for PPPs;

®* To provide technical advice regarding guarantees for the proposed projects;

* To disseminate its own methodology of PPP contracts, as well as to establish a reference
centre for information on concepts, methodology, and the procurement of PPP projects;
and

®* To coordinate and assist other entities of the Public Administration responsible for the
management and supervision of each PPP contract, according to its competence (http://
WWW.ppp.mg.gov.br/).

Since the implementation of the PPP Unit, the State of Minas Gerais has already signed 10
PPP contracts, establishing itself, together with the State of Sdo Paulo, as one of the Brazilian
states with the highest number of implemented PPPs (Werneck and Saadi, 2018).

(continued on next page)
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BOX 10. ATTEMPTING TO STANDARDIZE PPP RULES: A CASE STUDY ON THE STATE
OF MINAS GERAIS (continued)

After 10 years’ experience in the development and structuring of PPPs, the government of

Minas Gerais, through its PPP Unit, published a manual of good practices and general guidelines

on the main issues faced in PPP projects. The “Manual for the Standardization of Key PPP Rules”

is a compilation of methodologies and best practices adopted by the government of Minas

Gerais since the creation of the Public-Private Partnership State Program. Prior to its publication,

this Manual was submitted for public consultation, seeking to obtain contributions from all areas

of society, including companies, specialists in the field, and the governments of other states.
The Manual addresses issues such as the contracting of consultants, project structuring,
public consultation, public hearings, and the EIP, as well as drafting suggestions for the request

for proposal (“edital”) clauses and for the PPP contract.

nerships that Brazilian law considers PPPs.
While the PPP Law states that the scope of
the PPP contract may not consist solely of
contracting people, supplying equipment,
or implementing public works projects,
the Concessions Law does not identify any
restrictions as to the scope of the conces-
sion contract.

Investment

Not all contracts provide for additional
investment obligations over the duration
of the partnership. In the case of road
concessions, however, contracts generally
anticipate that, in addition to the initial
investments, the concessionaire will continue
to make investments when certain traffic
thresholds are reached.

The inclusion of new investments in both
concessions and PPPs is negotiated by the
contractualparties,withtherebeingnospecific
legal conditions or requirements, except for
those applicable to road, rail, and airport
sector PPPs. Federal Law no. 13.448/2017
provides that the concessionaires of road,

rail, and airport sector PPPs may benefit from
an early extension of the concession period
when carrying out investments that were not
provided for in the contractual instrument in
question. In this sense, the grantor assumes
and bears the inherent risk of investments
additional to those originally planned in the
PPP contract. However, the early extension is
subject to the following requirements: (i) for
road concessions, at least 80 percent of the
project initially planned must already have
been completed; and (ii) for rail concessions,
the private partner must have provided an
adequate service in accordance with the
terms established under the law in force. In
this context, in the event of the early extension
of the partnership period, the amended
contract must incorporate the schedule of
the mandatory investments anticipated, as
well as mechanisms that discourage defaults
or delays in the fulfilment of the obligations
by the concessionaire.

Regarding Common Concessions, the
Concessions Law does not lay down require-
ments for potential investment situations
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additional to those established during the

public tender. In fact, the requirements for
additional investment are defined on a con-
tract-by-contract basis, with a wide range of
conditions applying in these cases.

Financing Arrangements
Theriskinherentinfinancingisusuallyassumed
by the private entity, although the PPP Law
and the Concessions Law provide for different
possibilities. In Common Concessions, the law
specifically stipulates that the financing risk is
assumed in its entirety by the concessionaire,
which is obliged to raise, apply, and manage
the financial resources necessary for the
pursuance of the concession. To that end, the
Concessions Law authorizes concessionaires
to use rights arising from the concession as
guarantees, such as, for example, the cession
of revenue derived from services ceded, or
step-in rights.

In the case of partnerships covered by
the PPP Law, the financing risk rests primar-
ily with the concessionaire, although the
possibility of this risk being shared with the
grantor is provided for, in that it may make
contributions to finance the acquisition or
construction of the concession’s assets. In
this context, it should be noted that there
are limits to the contracting of financing
by the concessionaire, as only 70 percent
of the resource needs can come from pub-
lic institutions, with this limit rising to 80
percent when related to projects located
in regions with a low Human Development
Index (HDI). In addition, the combination
of financing and capital granted by finan-
cial institutions controlled by the grant-
ing authority and other public institutions,
or pension funds is also conditional. Con-

cessionaires may only be financed by pub-
lic institutions up to the limit of 80 percent
of the resource needs of the project, or 90
percent, when referring to low HDI regions.
In Brazil, the financing of PPPs has been
mainly provided by BNDES.

Refinancing

Risk-sharing between the concessionaire
and the grantor is not an issue that is clearly
set out either in the Concessions Law or in
the PPP Law. Consequently, when dealing
with concession preservation issues, there
is no legal support outlined, especially as
regards the definition of the mechanisms to
be adopted, with the management of risks
being carried out at the lowest possible cost,
at each partner’s discretion.

Nevertheless, as regards the refinancing
of PPPs, the PPP Law provides for the sharing
of economic gains inherent in the reduction
of the refinancing risk between the grantor
and the concessionaire. However, there are
no conditions and/or requirements specifi-
cally encouraging the concessionaires (the
entities primarily responsible for the raising,
application, and management of the finan-
cial resources) to search for more favorable
financing options for the project.

Environmental Authorizations

The Brazilian general regulatory framework
does not provide for the mandatory obtain-
ing of an environmental license prior to the
contracting process. In fact, the Concessions
Law does not define to whom this risk should
be allocated, emphasizing only that it is the
responsibility of the grantor to promote qual-
ity, productivity, environmental preservation,
and conservation.

THE SITUATION IN BRAZIL ﬂ



As regards the PPP Law, it determines

that the launch of the tender for the contract-
ing of the PPP is conditional on obtaining “(...)
prior environmental license or issuance of
the guidelines for the environmental licens-
ing of the enterprise, in the form of the reg-
ulation, whenever the object of the contract
so requires”. Given the foregoing, for Com-
mon Concessions projects, there is no legal
requirement to obtain a license prior to the
launch of the tender for the concession con-
tract, and there are no guidelines regarding
environmental licensing. This implies, once
again, a high level of discretion in the pro-
cess, which may give rise to the imposition
of higher prices by the concessionaires given
the difficulty and drawn-out nature of the
environmental licensing process.

Assets Included within the Contract
According to PPP Law, at the time of con-
tracting, the grantor must transfer to the
concessionaire the public asset pool neces-
sary to carry out the provision of services.
The concessionaire has the duty to man-
age and maintain these assets during the
entire period of the concession. In addition,
the concessionaire must acquire all equip-
ment and products necessary for the ade-
quate pursuance of the services. The asset
pool used during the concession shall, at the
end of the concession period, revert to being
public property.

Upon termination of the concession, all
assets and rights transferred to the conces-
sionaire by the grantor for the pursuance of
the services shall be returned to the grantor
so that it may, in turn, promote a new con-
cession process in relation to the asset pool.
The reversion of the assets and equipment at

the end of the concession contract is condi-
tional on a compensation paid of the amount
of the unamortized value of the reverted
assets.

Unlike the PPP Law, the Concessions
Law neither establishes the obligation of
the grantor to collate and transfer the assets
to the concessionaire (this obligation being
the responsibility of the latter), nor the obli-
gation to maintain an updated inventory
and register of the assets associated with
Common Concessions. It should be noted,
however, that, as with the PPP Law, after the
expiration of the public service concession,
the pool of revertible assets, rights, and
privileges held pro tempore by the conces-
sionaire must be transferred to the grantor,
as provided for in the public call notice or as
established in the contract. Considering the
foregoing, Common Concessions exhibit
greater discretion and ambiguity in attrib-
uting the responsibilities inherent in the col-
lating, management, and maintenance of
the asset and equipment pool necessary
for the concession, with these specificities
being more clearly defined under the PPP
Law.

Special Purpose Vehicle (SPV)
The PPP Law provides that, prior to the per-
formance of the contract, an SPV be incor-
porated and be assigned the obligation to
implement and manage the concession. The
public administration may not hold a major-
ity of the capital with voting rights of the
SPV, except in the event the concession-
aire defaults in its duties and the grantor is
obliged to assume control of the project.

In addition, the SPV must comply with
internal governance standards, as well as
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adopt accounting and financial statements

standardized in accordance with regulations.
At the end of the concession contract, all the
revertible assets (those related to the con-
cession) should be transferred to the pub-
lic authority, with the SPV retaining only the
non-revertible assets, if any.

Land Acquisition

In terms of land acquisition, in the Brazilian
PPP market, there is no rule on the allocation
of risk between the public authority and the
concessionaire. It is not predefined which
party should bear the land acquisition risk;
this being established in each contract.

Only the public administration has the
power to declare the public utility of land
(such as by asserting the right of eminent
domain) or to establish the right of way in a
certain area. Nevertheless, the government
can allocate to the concessionaire the obliga-
tion to negotiate with landowners, conduct
expropriation procedures, and indemnify the
owners, as part of its PPP obligations.

Construction Risk

When the concession includes public works,
the construction risk is usually borne by the
private partner, particularly in the case of
Common Concessions, where, according to
the law, the service should be provided at
the concessionaire’s risk. In the case of Spon-
sored or Administrative Concessions, the
construction risk can be shared by the pub-
lic and private partners, through the pro-
cess of “contribution of resources” (“aporte
de recursos”), which involves the public part-
ner paying some of the investment costs
incurred by the private partner.
Subcontractors

According to the law, the private partner may
subcontract its activities. This is contingent
upon it taking into consideration the limits
and conditions that should be specified in
the corresponding contract.

Ancillary Activities

There are no defined rules regarding the
sharing of revenues derived from ancillary
activities. However, the contracts usually
include the sharing of these revenues with
the public partner, through a reduction in
regular public payments.

In general, these ancillary activities
are subject to public partner approval, and
the concessionaire is not allowed to sign
contracts for the provision of these activities
with a duration longer than that of the PPP
contract. However, in some contracts, such
as for the Sdo Paulo Metro Line 6, the private
partner may sign contracts to explore these
ancillary activities for a period that goes
beyond the PPP contract term, if agreed
by the public partner. This could be a way
of improving the extraordinary revenues of
the concession by allowing the reduction
of the project cost borne by the public
partner (by reducing the public payments to
the concessionaire through a gain-sharing
mechanism).

Payment Mechanism

According to the existing legal framework in
Brazil, PPPs may imply payments from the
public partner alone (in the case of Admin-
istrative Concessions), collections from the
users alone (in the case of Common Conces-
sions), or a mix of public payments and rev-
enues collected from the market (in the case
of Sponsored Concessions). The law does not
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clarify the different possible remuneration
forms; nevertheless, the main types of remu-
neration identified from existing contracts
are as follows:

a. Availability payments: these are pay-
ments made by the public partner. They
are only dependent on the fulfilment of
performance standards set out in the
contract and are not related to the uti-
lization rate of the infrastructure. In this
case, the payment provided by the pub-
lic administration shall be preceded by
service delivery, although the public
administration may pay the private part-
ner according to the portion of the ser-
vice that is made available. As stated
in the law, this kind of payment is only
allowed in Sponsored and Administra-
tive Concessions. Examples of PPPs
where this type of remuneration was
applied are the Tamoios PPP (a road
concession in the State of Sdo Paulo)
and the PPP covering street lighting in
Belo Horizonte;

b. Public payments based on demand: in
this case, public payments are based on
the effective utilization rate of the infra-
structure. This type of remuneration is
not very common in Brazil, although it
is found in PPPs in the sanitation sector,
where the remuneration of the private
partner consists of availability pay-
ments and variable payments calculated
according to the cubic meters of sewage
treated;

c. Payments for the acquisition of certain
assets under the concession: in its orig-
inal version, the PPP Law only allowed
government payments to commence

after the start of operations of the con-

cession services, albeit proportionally.
The amendment introduced in the PPP
Law through Federal Law no. 12766/2012
allows for the sharing of the investment
by the public partner (through the mech-
anism of “advance payments”), making
way for the introduction of government
payments before the start of service
delivery. This type of remuneration was
applied, for example, in the PPP for Metro
Lines 5 and 17 of the State of S&o Paulo;
and

d. User payments: in this case, the remu-
neration of the private partner is based
on tariffs collected from infrastructure
users. In Common Concessions, this is
the only kind of remuneration available.
In Sponsored Concessions, this type of
remuneration is usually combined with
public payments in order to guarantee
the financial viability of the project. This
remuneration model was applied to all
federal road concessions, airport con-
cessions, and federal freight rail con-

cessions.

Indexation of Remuneration

Under PPP Law, the contracts should define
not only the way in which the private part-
ner is remunerated but also the methods for
payment adjustment and indexation. If the
contract allows automatic payment adjust-
ments based on mathematical indices and
formulae, there is no need for pre-approval
before applying those adjustments. The Con-
cessions Law also allows that tariffs paid by
users are adjusted based on formulae that
should be included in the contract.
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Compensation that may be Paid by the
Public Authority to the Private Partner
Compensation may be paid by the public part-

ner if there is a need for financial rebalancing
of the contract or in the event of early termi-
nation. Compensation in the case of financial
rebalancing is calculated according to two dif-
ferent methodologies: the initial IRR used by
the private partner in the bidding process; or
a specific discount rate applied to calculate
the present value of the impact of the events
that originated the right to rebalance. In recent
concessions, the government has been using
the Marginal Cash Flow (“Fluxo de Caixa Mar-
ginal”) methodology, which consists of using
a specific and pre-determined discount rate
in the financial rebalancing procedure, that is
applicable for each event, in order to calcu-
late the specific amount of negative impact
induced by that event.

Foreign Exchange Risk

In Brazil, there is no rule for assigning foreign
exchange risk, but, heretofore, this risk has
usually been allocated to the private partner.
This is a matter of uncertainty and risk for
banks when they are financing PPPs. The
IPP has recently started analyzing ways of
mitigating this risk, in order to increase the
confidence level of investors and finance
providers.

Performance Indicators
Performance indicators are defined on a
case-by-case basis.

Performance Evaluation

There is no consistency either in the way
performance evaluation is managed or
responsible for

as regards the entity

carrying this out. There are cases where the
regulatory agencies assume this role, where
the sectorial entities do this themselves, and
where a working group is constituted (as is
the case in the State of Sdo Paulo). Moreover,
whereas some contracts include the role of
independent verifier, in others this function
does not exist. The decision on who hires
this entity is also not uniform. Each contract
defines whether the position of independent
verifier should be included, as well as the
rules for the implementation of this function,
when applicable.

Reporting

The way the private partner reports its per-
formance achievements to the public partner
is defined in the contractual clauses. There is
no definitive rule on this issue.

Business Model
Thereisnoprovisionregarding the presentation
of a business model by the private partner.
Recently there has been a trend towards not
requesting the financial model of the private
partner because there is a perception that the
business plan presented at the beginning of the
concession could lead to additional litigation
and potential increased costs in the event of
financial rebalancing. The reasoning behind
this option against presenting a financial
model is that there is a perception that the
financial model freezes the IRR presented by
private partner at the outset and constrains
possible alterations to it; as a result, this could
lead to changes in the risk matrix.

Changes to the PPP Contract
The Concessions Law states that, when there
is a contract change requested by the public

THE SITUATION IN BRAZIL m



partner, the financial equilibrium of the

contract must be rebalanced.

Contract Financial Rebalancing
Ingeneral, there are two different ways in which
contracts can be financially rebalanced in
Brazil. The first method of financial rebalancing
is based on the financial model presented
by the concessionaire at the outset. In this
case, the financial impacts of the event that
originated the right for financial rebalancing
will be compensated to the necessary amount
to ensure that the current IRR (post-event)
matches the IRR presented by the private
partner at the beginning of the concession.

The second methodology for financial
rebalancing (which is now commonly used)
is to use Marginal Cash Flows (“Fluxo de
Caixa Marginal”). In this case, the cash flows
used to calculate the negative impact of the
event that originated the right for financial
rebalancing are calculated as at the moment
the event occurred (and are not necessarily
the same as those included in the financial
model of the concessionaire). The rate used
to calibrate the current IRR is a specific value
calculated as an indexed amount or a fixed
value, as stated in the contract.

Early Termination of the PPP Contract

The Concessions Law expressly establishes
that a PPP contract may be terminated in the
event of: (i) redemption (early termination due
to the public party’s interest in reassuming
the provision of services); (ii) forfeiture (due
to the concessionaire’s breach of contract);
(iii) rescission (judicial termination due to
the administration’s breach of contract); (iv)
annulment; or (v) the bankruptcy, or other
reason for dissolution, of the concessionaire.

The termination of a PPP contract
implies: (i) the transfer of the public service
to the public authority; (ii) the reversion of
all the revertible assets to the public entity;
and (iii) the application of the mechanism
for compensation for the termination of the
contract. In most cases, the compensation
is calculated based on the non-amortized
amount of revertible assets. The calculation
of compensation therefore has two issues
that have to be addressed: i) the definition of
what the revertible assets are and the specific
identification, at each moment, of those
assets, particularly taking into consideration
that the concessionaire may make other
investments in non-revertible assets that
need to be excluded; and ii) the establishment
of the rules and criteria to calculate the non-
amortized value of the assets.

Public Guarantees
With the publication of the PPP Law, a new
need has also arisen: the mitigation of the
counterparty risk to which private partners
are exposed, considering the fact that their
remuneration (at least in part) depends on
payments from public entities. The need to
mitigate this risk is, of course, due to the
credit risk of the different public players in
Brazil being at an unacceptable level for
investors, particularly foreign investors.
Recognizing this need, the PPP Law
(in article 8) allowed for the PPP contract
to stipulate that the responsibilities of
public administrations using PPPs could be
guaranteed by:

e  future revenues;
® the creation or use of special funds
established in law;
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® guarantees provided by insurance com-

panies not controlled by a government
authority;

® guarantees provided by international
organizations or by financial institutions
not controlled by the state;

® guarantees provided by a guarantee
fund or by a state-owned enterprise set
up for this purpose; or

® other mechanisms permitted by law.

Currently, the subject of guarantees is
still a major issue for investors and for the
financing banks, since the guarantees are not
very effective, and their value and their level
of enforceability are questionable. Among
the most common problems associated with
these guarantees are that their value does
not guarantee all the obligations of the public
partner during the duration of the contract
(the liguidity of the guarantee) and that it is
not clear to what extent the guaranteeing
mechanisms are effectively independent of
government actions (the effectiveness of
the guarantee as a mitigant of credit risk).
In Common Concessions, regulated by the
Concessions Law, this question does not
apply, since no regular payments are made
by the public party to the private partner.

Private Partner Guarantees

The PPP Law states that contracts should
include the provision by the private partner
of performance guarantees compatible
with the burdens and risks involved. These
guarantees should respect the limits that are
established in the Public Procurement Law,
which are 10 percent of the total contract
value for contracts that include public

works and services, both of which have high

technical complexity and execution risk, and
5 percent of the total contract value for the
remaining contracts.

In Common Concessions, there should
also exist a performance guarantee provided
by the private partner. This is compulsory in
the case of concessions that include public
works.

Step-in Rights

PPP Law allows the inclusion in contracts
of step-in rights conditions in favour of the
financial institutions, with the objective of
promoting the financial restructuring of
SPVs and ensuring the continuity of service
provision. The conditions for the exercise of
step-in rights should be defined within the
PPP contract.

The Concessions Law also allows for
the inclusion of step-in rights, requiring,
however, two conditions for the execution
of these rights by the financing institutions:
i) the enforceability of these rights should
be dependent on prior public partner
authorization; and ii) after exercising their
rights, banks must guarantee the continuity
of concession services.

The Profit-Sharing Mechanism

There is no specific rule on the profit-sharing
mechanism. However, certain contracts allow
the private partner to earn ancillary revenues
and to establish a sharing mechanism for
that revenue. In some sectors, such as
metro lines, there is a recent trend towards
the maximization of ancillary revenues.
Furthermore, according to PPP Law, the PPP
contract must anticipate the possibility of
refinancing, and, in that case, the benefits
should be shared between the parties.
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Force Majeure Risk

PPP Law regulates that PPP contracts must
contain provisions regarding risk allocation in
the event of force majeure, but the law does
not define to which party this risk should be
allocated. However, this risk is usually borne
by the public partner, particularly in cases
where the concessionaire has taken all efforts
to prevent the effects of this risk (namely by
obtaining insurance whenever possible).

Dispute Resolution Mechanisms

Arbitration is not mandatory, but PPP con-
tracts can include a private dispute resolu-
tion mechanism clause, such as arbitration. It
is up to the procuring authority to decide if
it wants to select arbitration when it designs
the contract.

Insurance

Although the PPP Law and the Concessions
Law do not include any insurance provisions,
it is common practice that PPP contracts
include this kind of obligation.

The Main Challenges and
Recommendations for
Improvement

Althoughthe public service concession model,
the current so-called Common Concessions
model, has been in use since the 1990s
(when the Concessions Law was published),
the most comprehensive concept of PPPs,
involving state payments in the form of
availability payments, was only implemented
a little over 10 years ago in Brazil.

In contrast to other countries, such as the
United Kingdom which has used the model
since the 1980s, the Brazilian experience

in PPPs is
However, Brazil, like most LAC countries,

recent.

undoubtedly more

has used the PPP model in a very intensive
manner to finance the implementation and
improvement of its infrastructure. In the last
decade, Brazil has been conspicuous among
LAC countries, as it has been responsible
for about 65 percent of the total investment
carried out in the region in the form of PPPs,
followed, albeit by a long distance, by Mexico,
with 11 percent of the region’s investment
implemented in this way (OVE, 2017).

This growth in the number of PPPs has
been accompanied by an effort to improve
the institutional and legal framework for PPPs.
However, despite this effort, there is still a way
to go to ensure that PPPs can function as an
effective instrument in the implementation
of the country’s investment program, and
thus help to bridge the infrastructure gap
and foster economic growth. In the context
of limited budget space, PPPs can function
as an effective catalyst for economic growth,
not only through private investment, but also
through the Value for Money concept.

Before taking cognizance of the
obstacles that still remain and which will have
to be addressed in order to guarantee the
Value for Money of PPPs, it is important to
state some of the specificities of the Brazilian
market with regard to PPPs:

a. Brazil has a restricted PPP concept that
excludes concessions where remuner-
ation is exclusively based on the col-
lection of user tariffs (with these being
regulated by a specific Law);

b. Given its federal structure, there are a
large number of public project promoters,
at federal, state, and local level. Although
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PPPs are regulated by federal laws, there

are states that have their own legislation
that sets specific standards, introducing
increased heterogeneity;

Contrary to other markets, especially in
Europe, in Brazil it is not possible (nor
practicable given the perceived exis-
tence of credit risk) to implement PPPs
that imply payments from the state with-
out ensuring the existence of state guar-
antees. Thus, the PPP Law itself provides
for the existence of these guarantees,
which is one of the aspects that char-
acterizes the Brazilian legal concept of
PPPs, distinguishing it from the concept
of Common Concessions;

The structuring and implementation of
the projects is ensured by each of the
contracting authorities, although PPP
Units exist in some states with respon-
sibilities for these aspects, as is the case
in the State of Sdo Paulo. However, the
practices between different govern-
ments are significantly heterogeneous
and demonstrate different levels of suc-
cess;

The preparation of preliminary studies
and the structuring of projects, especially
in the case of local governments, have
been carried out essentially through
recourse to the EIP, implying that public
agents receive several structuring
proposals. They must then analyse them
and decide on the final structure of the
project (which may include components
of different proposals);

The long-term financing of PPP projects
is not assured at the time of the awarding
of the contract. As a rule, at that stage,
the private entity takes out a bridge loan,

with corporate guarantees, which is refi-
nanced only at the end of the construc-
tion, typically after the technical and
financial completion. This is because
BNDES, still the main financier of proj-
ects, generally imposes these rules. Such
a situation implies that, when the contract
is awarded, there is no guarantee that
the private partner will be able to obtain
long-term financing. This risk has recently
resulted in the inability of some conces-
sionaires to secure this financing (in some
cases due to the involvement of their
shareholders in the “Lava Jato” scandal).
This has led to the initiation of early termi-
nation proceedings, with the state being
involved in negotiations with some of the
concessionaires for this reason;
Unlike in many countries (such as
Portugal and the United Kingdom),
project finance is not well developed
in Brazil. This is by virtue, on the
one hand, of the subsidization of the
BNDES rates over a long period of time,
which prevented the development of
commercial bank financing and, on the
other hand, because of some of the
characteristics of the Brazilian market, in
which the risks are perceived by banks
to be high and difficult to mitigate. For
example:
® Construction contracts are not usu-
ally turnkey contracts, as would be
desirable from the financier’s point
of view. This has often resulted in
both cost overruns and time delays,
with these risks being unacceptable
for banks in a financing situation
with only project guarantees (such
as project finance). On the other
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hand, it is also not easy to mitigate
this risk through a completion guar-
antee, as this product is not widely
available in the market;

There is insufficient legal certainty,
both in the contracts and in the
judicial system. There is also
insufficient transparency, as well
as delays in resolving litigation or
achieving financial rebalancing.
The role of regulatory agencies in
these processes contributes to this
perception of the market, as they
are considered too interventionist
by some players and their degree of
political autonomy is still questioned;
There is weak enforcement of state
guarantees. Banks are not normally
willing to assume the counterparty
risk of governments, so it is essential
to have guarantees that work (e.g.,
guarantees indexed to receivables),
but these are not always available;
Brazil does not yet have a tradition
of carrying out rigorous due dili-
gence processes to evaluate project
risks, with this type of information
being essential for banks to prop-
erly understand and feel comfort-
able with the risks assumed,;
Currency risk is still difficult for
banks to handle; and

The fact that

concessionaire’s

some of the
obligations are
dependent on direct action by
governments is perceived as an
increased risk for banks. Examples
of these are the process of obtaining
environmental licenses and the

process of expropriations. These both

frequently create problems, and the

concessionaire generally depends on
the state to fulfil its obligations;
h. The mortality rate of the projects is very
high; and
i. The Union
a very active role during the PPP

Court of Auditors has

implementation decision process, with
the approval process occurring before
the publication of the public call notice
(“edital”). This is unlike what takes place
in most countries where the approval of
the court of auditors occurs only after the
signing of the contract (as a second line
of defense). The procedure of the states’
court of auditors is, however, different,
which is another disturbing factor in the
perception of international investors of
the overall PPP market in Brazil.

Bearing in mind the characteristics of the
Brazilian market, the situation over the last
few years, and the lessons learned, according
to the perception of several stakeholders,
the following section identifies the main
challenges for the PPP sector (understood in
the broadest sense).

Implement Coordinated and
Standardized National PPP
Procedures

Despite all the improvements that have been
implemented, especially since 2016, in Brazil
there is still a lack of the necessary technical
capacity to generate good projects at the
national level. Although it is recognized that
it is difficult to concentrate the structuring
of all PPPs (national and subnational) in a
single entity given the country’s size, it is
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considered that it would still be desirable for

some activities to be centralized, specifically
the capacity to issue common guidelines and
procedures at the national level for project
structuring purposes, with these guidelines
then serving to guide, for example, the work
of external consultants.

“There is no nationwide framework for
planning and integrating PPP investment
projects in infrastructure at the municipal,
state, and federal levels. This lack of coordi-
nation and standardization of national PPP
procedures can be a constraint, especially for
projects crossing administrative boundaries”
(OVE, 2017).

At the federal level, the creation of the
IPP has already resulted in a breakthrough in
this sense, since the IPP Council has started
issuing guidelines of good practices that
must be followed in the process of con-
tracting new partnerships. This covers both
Administrative and Sponsored Concessions,
as well as Common Concessions. By way of
an example, in its resolution no. 1, the IPP
Council required : (i) the promotion of trans-
parency in contracting procedures, and the
publication of documents in English, where
necessary; (ii) the guaranteeing of the envi-
ronmental viability of the project, through the
issuance of a Prior License or the guidelines
for achieving environmental licensing, prior
to the bidding process; and iii) the inclusion
in the public call notice, and in the draft con-
tract, of a risk matrix, which shall include the
identification, assessment, and allocation of
risks to the party most qualified to manage
them at the lowest costs.

Nevertheless, despite this endeavor by
the federal government, given that the work
of the IPP is essentially limited to federal

projects, there is still a lack of centralization
at the national level of a framework of good
practices and guidelines on how to structure
and implement PPP contracts in order to
ensure Value for Money.

The United Kingdom is a good example of
this type of practice. In the UK, there is a guide
produced by HM Treasury on the main issues
that arise in privately financed PPP projects,
which sets out provisions to be included by
public sector bodies when drafting contracts.
These drafting provisions are to be included
in PF2 contracts either on a required basis
(where exact wording must be used), or on
a recommended basis, in order to foment
the attainment of commercially balanced
contracts and deliver best Value for Money.

In order to improve the technical
capacity of the Brazilian governments and
ensure the consistency, transparency, and
stability necessary for the success of PPPs, it
is important to focus not only on building the
capacity of the various agents involved, but
also on a greater centralization of processes
and knowledge. In particular, the following
should be achieved:

e Acentralizedcollectionofcomprehensive
and detailed information on existing
projects, so that it is possible not only for
investors to understand the PPP market
as a whole, but also to incorporate
lessons learned into future procedures;

® The preparation of guidelines and

to be

different governments, regardless of

principles followed by the
their autonomy in the management and
implementation of partnerships; and

® The harmonization of different practices
between the states and federal level in
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ordertoprovidesecurityandpredictability
to international investors wanting to
understand how the infrastructure market
in Brazil works as a whole. Although the
work that has been developed by the IPP
bodies is important in strengthening the
confidence of international investorsin the
Brazilian PPP market, the effectiveness of
this effort depends on the ability of the
rules, process standards, procedures,
guidelines, and control documentation
being defined and implemented not only
at the federal level but also at the state
and municipal level, in order to provide
transparency and security to investors
and other stakeholders.

Increase Technical Capacity to
Structure New PPP Projects

In Brazil, there is still a lack of a capacity to gen-
erate good projects. Broadly speaking, this has
been one of the most critical aspects in the evo-
lution of the PPP market in Brazil. Although the
existence of many advances and improvements
at this level is recognized, this issue continues to
be identified by various stakeholders as one of
the major challenges faced by the Brazilian infra-
structure market, especially at the subnational
level (Infrascope, 2017).

The issue of government capacity-build-
ing remains critical, although a number of
notable efforts to improve the process of
PPP structuring have been identified. As an
example of the aspects that have contributed
to this improvement, the following stand out:

a. Investment in the creation of several PPP
Units (in several states). The existence of
these technical units is a positive factor
in guaranteeing the accumulation of

knowledge and improving the technical

capacity of governments. However, it is
important to highlight that there are, as
yet,nocommon principles and guidelines
for the functioning of these units, so it
would be advisable to centralize the
process of coordinating the principles to
be followed in project structuring;

b. The support of development banks and
theirdirectinvolvementinthe structuring
of some projects. While this support has
been crucial, it is not possible to cover
all projects;

c. The development and concentration of
relevantknow-howinpublicbanks,namely
in BNDES and Caixa. These banks have
a very important role in PPP structuring
in the current scenario, supporting
governments in the definition of the
scope of works and in the contracting of
external consultants directly responsible
for structuring projects and drawing up
PPP contracts; and

d. The creation of the Investment Partner-
ships Program (IPP) and its associated
bodies, the IPP Council and the IPP Sec-
retariat, which have contributed, through
their opinions, guidelines, and resolu-
tions, to the improvement of the project
structuring process and to the imple-
mentation of best practices. This has
encouraged foreign investment. Despite
the positive role that these bodies have
played, their contribution is only at the
federal level, having no role to play at the
state or municipal level.

At the project structuring level, the lack
of technical capacity has been filled through
the use of the EIP, which has been one of
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the most commonly used options, especially

at the local level, to ensure the structuring
and implementation of PPPs. However, this
mechanism has proved to be inefficient, not
only resulting in a high mortality rate (low
efficacy) but also, in many cases, leading to
the initiation of bad contracts. In Brazil, the
rate of contract renegotiation is very high,
often resulting from contracts being poorly
drafted (OVE, 2017).

As a result, the structuring of projects
continues to be one of the great challenges for
Brazil in the area of PPPs. Projects structured
by the public administration tend to be very
limited in the face of the complexity required,
incorporating contractual gaps and with the
public sector sometimes approaching the
preparation of the PPP model in a similar
way to the traditional contracting of works
and services. The contracting of external
consultants remains a difficult and inefficient
process (considering the limitations of the
Public Procurement Law) and would benefit
from the development of principles and
guidelines (which are not yet available). The
EIP, although being the most used form,
demonstrates a reduced success rate and
often leads to unbalanced contracts. In
addition to conflicts of interest, there is,
essentially, a lack of trust that the projects
presented will actually be implemented.
In addition, there is little confidence in the
capacity of the public partner to evaluate and
consolidate project structuring, leading some
private entities to neglect to put in the effort
to present sound, fully-developed projects.

On a positive note, there are other mod-
els for project structuring, for instance,
through respected institutions in the mar-
ket, such as BNDES and Caixa, and partner-

ships with development banks, such as the
IFC and the IADB. Currently, both BNDES
and Caixa are playing an increasingly impor-
tant role in assisting governments in the area
of contract structuring. However, in practice,
the implementation of standardized proce-
dures continues to be inadequate. In addition
to building the technical capacity of agents,
greater uniformity in contracts and proce-
dures is required to ensure Value for Money,
to increase transparency, and to improve the
perceptions of foreign investors and, con-
sequently, the credibility of the contracting
authorities.

Improve Transparency in Order to
Boost International Confidence

Standardized disclosure practices can miti-
gate against the risk of incidents of corrup-
tion, such as occurred in Brazil with the “Lava
Jato” scandal. The existence of a robust
transparency policy is imperative to ensure
the stability, predictability, and credibil-
ity that investors seek. Such a policy would
result in international investors in particu-
lar having quick and easy access to rele-
vant documentation for understanding the
legal and institutional framework of PPPs, as
well as documentation on public tenders and
contracts.

In Brazil, although there has already
been a significant breakthrough in this
regard, particularly at the federal level
with the creation of the IPP and the work
developed by its constituent bodies, there
is still progress to be made before a uniform
degree of transparency is ensured at the
level of the different governments. As is
stated in OVE 2017: “improving disclosure

THE SITUATION IN BRAZIL n



practices in PPP projects is key to increasing

transparency, mitigating corruption risk, and
raising public awareness about the benefits
of PPP projects”.

Increased transparency leads to a lower
probability of political interference, better
control over the parties’ contractual com-
pliance with obligations, and more effective
monitoring of the degree of effective exe-
cution of the Value for Money measure of
the partnerships, through an ex-post logic.
Achieving this would also contribute to an
increase in investor confidence.

PPP Contract Clauses: Improve
Problematic Areas (in Terms of
Contract Execution) and Increase
the Level of Standardization, Where
Possible

According to the experience of different
stakeholders involved in PPPs, some PPP
contracts are poorly drafted, which is one
of the factors that explains the high number
of contract renegotiations in Brazil. Public
authorities do not have, as yet, the intended
technical capacity, which represents a risk
in terms of misleading contract drafting. A
contract with vague or ambiguous clauses
has a high probability of being a contract
with future issues in terms of interpretation,
leading to the need for renegotiation and/or
potential litigation between the parties.
Furthermore, given the complexity
involved at the design phase, PPP contracts
are highly exposed to corruption risk, this
risk being more relevant when contracts are
incomplete. Most commonly, contracts fail

to be fully completed when the “contracting

costs of writing contingent clauses are high”
(lossa and Martimort, 2016).

It is therefore crucial to have a well-
designed PPP
contractual clauses are not well drafted,

contract, since, if key
this can lead not only to potential litigation,
but also to undermining Value for Money. In
such a circumstance, the benefits of using
the PPP modality could be reduced, and the
incidence of conflicts could be significantly
increased (Guasch, Benitez, Portabales and
Flor, 2014).

Recognizing the importance of correctly
defining PPP contract clauses, some coun-
tries, like the UK, have chosen to use stan-
dardized PPP contracts, which are designed
by central government and applied locally.
This can be a way of increasing the consis-
tency and transparency of PPP contracts,
and is also a technique for reducing the prob-
ability of corruption occurring in the PPP
design phase (lossa and Martimort, 2016).

According to the different stakeholders
interviewed, the most significant problems
that have been identified when clauses are
implemented during the period of the PPP
contract were the following:

e Early termination: in the case of early
termination, the private partner usu-
ally receives compensation based on the
non-amortized value of assets. The prob-
lem here relates to the definition of the
assets to be included in the compensa-
tion calculation. It is not sufficiently clear
how the non-amortized portion of the
investments should be determined, nor
is it always obvious which assets are the
revertible ones on which the compen-
sation should be based. Moreover, the
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valuation of assets in the balance sheet

of the private partner may include cost
overruns incurred by the concessionaire
during the construction period. In the-
ory, if the construction risk is borne by
the private partner, when calculating the
compensation, it should be possible to
apportion the asset value into the value
that should be compensated and the
value that corresponds to cost overruns
and, therefore, should not be considered
in the calculation.

A possible solution to this could be
to draft, during the construction phase, a
certificate of eligible costs to be considered
in a compensation calculation in the event
of early termination. There should also be
an updated registry of assets;
Environmental licenses: this issue has
been a huge problem in terms of project
implementation, as it is a risk that is usu-
ally very difficult to assess, quantify, and
mitigate against, leading to delays and
cost overruns. Therefore, the allocation
of this risk should be well-addressed in
order to avoid passing on to the private
partner a risk that it cannot handle and
that could lead either to excessive cost
or to the reduced bankability of the PPP;
Risk and the upside-sharing
mechanism: although the contract may
include these mechanisms, in practice,
since the bidding process only considers
the criterion of pricing, it is not easy to
incentivize private bidders to maximize
these revenues which could help reduce
the burden of PPPs for the public partner;
Business model: financial models are
excluded from the bidding documents to
be presented by bidders when submitting

their proposals. It is known that there are
problems associated with these models
being used to calculate compensation
in the event of financial rebalancing.
However, it is arguable that it is important
to have a prior understanding of the
financial standing of the private partner.
Therefore, a method of maintaining
the financial model within the contract
should be explored, so as to ensure that
its exclusion would not be animpediment
in any compensation calculation;
Financing arrangements: this is one of
the main problems in Brazil in relation to
PPP implementation. There have been
problems with different concessionaires
being unable to find long-term solutions
for their financing arrangements. In order
to solve this, itis very important to develop
long-term financing solutions within
Brazil (outside of just the BNDES) so as
to increase the confidence of investors
and finance providers. It would also be
important to include in the contract an
opt-out clause in the event that the private
partner does not identify sources of long-
term financing within a certain period (a
solution of this type has been already
implemented in the State of Sdo Paulo);
Investment obligations: contracts
should include investment obligations
that are linked to certain thresholds, or
at least are open to being decided in
the future, according to a criterion that
should be defined in the contract from
the beginning. It is important to include
investment obligations in order to
maintain the functionality and operability
of concession assets. There are some
concessions where these obligations are

THE SITUATION IN BRAZIL ﬂ



not clearly stated (such as in the railway
sector);

A contract rebalancing mechanism:
in most cases, the contract does not
objectively define the way in which
compensation should be calculated,
with it being, occasionally, subject to
the will of the regulatory agencies. This
situation is not well-regarded by either
investors or financiers, due to the lack of
clarity and given that these agencies are
seen as public entities with low political
independence. Therefore, it is very
important to develop a more automatic
mechanism to calculate compensation in
the event of financial rebalancing;
Payment mechanism: it is important to
incorporate a more standardized method
of determining the payment mechanism
in order to avoid paying for services that
have not been provided, and to better
align payments with actual performance;
Land acquisition: the expropriation of
land is usually a very complex process
that may lead to delays and cost over-
runs. It is very difficult to estimate the
impact of this risk and, therefore, its allo-
cation should be carefully assessed; and
Public guarantees: all PPPs that involve
public payments have to include provi-
sions for public guarantees. This is still a
major problem for investors and banks,
since the guarantees that are in place are
not adequate, in terms of effectiveness
and liquidity. Amongst the most com-
mon problems associated with these
guarantees are that their value does not
cover all the obligations of the public
partner and that it is not clear to what

extent the guarantees in place are miti-

gants of credit risk.

In order to mitigate these problems, it
is important to have a centralized center of
expertise on PPPs that could gather all the
lessons learned based on the accumulated
experience within the country (of more than
20 years) and include design guidelines on
which to base future PPP contracts. It is very
important to have such a center of exper-
tise, which should act universally to define
centralized guidelines to be applied at both
national and subnational levels.

The examples mentioned above are only
a few illustrations of the issues identified by
stakeholders that need to be addressed and
corrected in future PPP contracts. What is
missing is an entity which would be empow-
ered to gather both past experiences and
lessons learned, and, based on that, to pre-
scribe an efficient risk allocation to be fol-
lowed in future PPP contracts. In order to do
that, it is very important that the PPP frame-
work should be adapted, in order to accom-
modate a reorganization based on a central
unit and on central guidelines to be consid-
ered in the design of contracts. When there is
sufficient past experience on what might be
expected during the operational phase of a
PPP, it is easier to design an efficient alloca-
tion of risks that would enhance the benefit
of bundling the design and the service oper-
ation of a public project together using the
PPP model (lossa and Martimort, 2012).

Improve Risk Matrix Analysis

Brazil does not have standardized con-
tracts, and also does not have a standard risk
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matrix. However, in practice, notwithstand-

ing the improvements that have recently
been achieved?®, new projects tend to adopt
the risk matrix used in previous projects.

Although there are some risks for which
it is possible to define at the outset which
party is most capable of managing them,
irrespective of the type of project, there
are others where risk allocation has to be
decided on a case-by-case basis, depending
on the characteristics of the project.
Therefore, it is most important to establish
the rules and principles of action that should
govern how public agents should address
the risk matrix issue.

In Brazil, the great challenge is to
encourage the culture of discussing the risk
matrix, evaluating it in a multidisciplinary
way, conveying it clearly and unequivocally
into contractual clauses? (ensuring that its
application will be assured), and always using
and referring to it whenever there is a need
to amend the contract. This is so as to avoid
changes to the initial risk allocation over the
course of the contract, as has happened in
some cases.

Furthermore, and given the existence
of different public players in the structuring
of PPP contracts, it is important to define
clear rules as to how the matrix should be
constructed and used. In addition, the stan-
dardization of some clauses with transver-
sal application to different projects should
be considered. Examples of issues to be con-
sidered for standardization include: the risk
related to the expropriation process and the
obtaining of environmental licenses; the risk
of obtaining long-term financing; demand
risk (considering different types of projects);
and construction risk®2,

However, it should be borne in mind that,
in practice, it is not possible to develop a risk
matrix and then not discuss its applicability
to the specific characteristics of the project
in question. For this reason, the definition of
an action framework based on good prac-
tices is deemed very important to prevent a
topic of this importance being neglected or
treated without due attention.

Therefore, with regard to the process of
risk allocation, the Brazilian example presents
some challenges that need to be addressed,
namely that:

a. there are no clear and standardized
rules as to the procedure for identifying,
quantifying, and allocating the risks of a
PPP, with the definition of the risk matrix
being dependent on the will of those
structuring each of the projects;

b. thereisstrong recourse to the EIP during
the preparation of tenders, leaving the
definition of the risk matrix in the hands
of consultants, although public officials
may have insufficient technical capacity
to evaluate the proposals of the different
consultants;

20 Of note is, on the one hand, the measures imple-
mented by the IPP at the federal level, and, on the oth-
er, the improvements introduced in contracts in the
State of Sdo Paulo.

9 The risk allocation should be implicitly included
in the contractual clauses and a detailed risk matrix
should be included as an appendix to the PPP con-
tract (to improve transparency and to facilitate future
contract monitoring).

92 Currently, even though this risk is theoretically
borne by the private entity, in practice this may not be
the case, due to possible cost overruns and the fact
that these may be imputed to the granting authority in
an early termination situation, through the compensa-
tion mechanism in force.
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c. historically, especially in the case of

Common Concessions (where the law
specifically provides for this), there has
been a tendency to transfer all risks to
the private partner. This is not necessarily
the most appropriate option, considering
that, when a risk is difficult to predict
and quantify and is allocated to a private
partner that is unable to manage such a
risk, the cost of the PPP will tend to be
excessive; and

d. the risk matrix may not be correctly
mirrored in the PPP contract clauses,
which creates ambiguity in the execution
of contracts which may result in conflicts
and lead to the need for renegotiation.
The Brazilian market experiences a large
number of contract renegotiations.

It is very important to improve the risk
allocation process since it is one way (or per-
haps the only way) to ensure that PPPs can
become a valuable and effective instrument
for contracting public projects (at least under
certain circumstances). Moreover, the risk allo-
cation process should be used as an instru-
ment for forecasting future contingencies so
as to estimate the potential impact of PPPs on
public accounts (using multiple scenarios and
a stress-testing approach®3).

Clear and Objective Definition

of Performance Indicators, to
Ensure the Value for Money of the
Partnership throughout its Lifecycle

Since PPP contracts are based on outputs
and results (performance indicators), and
not on inputs, it is important that the con-
tract defines a system of indicators and goals

that, if not achieved, imply penalties and
deductions in the remuneration of the pri-
vate partner. This is an important point since
performance indicators, and in particular the
level of achievement of the defined goals,
effectively determine the remuneration to
be paid to the private partner. So, if the indi-
cators are not able to verifiably capture the
performance and quality of the services pro-
vided, the state may be paying for a service
that is not what is expected, and such a sit-
uation may call into question the Value for
Money of the partnership.

Any  contractual relationship  has
coupled with it a certain agency cost, due to
unavoidable information asymmetries, but
above all due to the possible non-alignment
of interests between the parties. Therefore,
it is fundamental, from the earliest stages of
drawing up the future contract, to correctly
identify the quality requirements to be met
by the private partner, the results to be
achieved, and also the indicators that best
measure this performance.

Thus, it is considered a challenge, in Bra-
zil, to achieve the clear definition and quan-
tification of results and objectives that the
public authority intends to achieve. One
mechanism to ensure that these results/
objectives are met would be a system of Key
Performance Indicators (KPIs), with an asso-
ciated penalty regime, which would be capa-

93 Through stress-testing, it is possible to better un-
derstand how plausible certain risks are, and by how
much the additional contingencies may impact the
public entity. In other words, stress-testing can be an
effective way of properly evaluating potential con-
tingencies if an adverse scenario occurs and, conse-
quently, of helping to put in place relevant mitigation
measures.
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ble of fostering the desired alignment of

interests between the parties.

If this objective definition of performance
indicators is not ensured, or if the perfor-
mance monitoring is incorrectly carried out,
the benefit of using a PPP could ultimately
dissipate. It is of utmost importance to have
a clear definition of objectives to be achieved
by the private partner and to have an effec-
tive monitoring system in place to verify the
fulfilment of KPIs during the life of the PPP.
The potential superiority of the PPP model
(its value for money) can only be achieved
during the operational phase.

Contract Management and Service
Performance Validation

In Brazil, there are no clear rules on the gov-
ernance model associated with contract
management. Each contract is managed
independently. There is no uniformity either
in the way the contract is managed or as
regards the entity responsible for its man-
agement. There are cases where the regula-
tory agencies assume this role, other cases
where the sectorial power itself does so, and
yet others where a working group is con-
stituted (as is the case in the State of Sao
Paulo). Furthermore, whereas some con-
tracts include the use of an independent ver-
ifier, others do not, and the decision on who
hires this entity is also not uniform. Thus, it is
important to define a governance model, in
terms of PPP contract management, for the
validation of service performance, in order to
safeguard the Value for Money of the part-
nership over the duration of the contract.
Furthermore, an independent verifier is
considered crucial in all contracts, even in

those where there is a regulatory agency.
There should be consistency among the
different PPP contracts as regards the
inclusion of an independent verifier, as well
as regarding how this entity is contracted.
When choosing the independent verifier,
if the process is carried out by the public
partner, there will be two notable limitations:

a. Firstly, the independent verifier can only
be contracted for a maximum period
of five years, and the entity will need
to re-bid for the role at the end of this
period (due to restrictions within the
Public Procurement Law); and

b. Secondly, considering the restrictions
of the Public Procurement Law, it is not
possible to consider the reputation of the
independent verifier, but only to assess
objective criteria, such as experience in
similar activities. It would therefore be
essential to verify the independence of
the entity to be contracted.

In the case where the independent veri-
fier is contracted and paid for by the private
partner, the contracting period limitation can
be avoided; however, there is a risk that it will
not be possible to guarantee the indepen-
dence of the entity due to conflicts of inter-
est.

Thus, while recognizing the importance
of including an independent verifier in all con-
tracts, a challenge is identified in guarantee-
ing the entity’s independence, and thereby
minimizing potential conflicts of interest. It is
recommended that a solution be considered
that involves the private party contracting
the independent verifier, but with the entity
being chosen by the public partner.
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Ensure the Enforceability of State
Guarantees

Another challenge identified is the need
to find ways to ensure the liquidity and
effectiveness of the guarantees provided by
the public partner to cover its counterparty
risk. In addition to ensuring that the value
of the guarantee is sufficient to cover the
liabilities of the public partner throughout the
duration of the contract, it is still necessary
to confirm that the mechanism chosen to
provide the guarantee is enforceable.

Ensure the Bankability of PPPs

Ensuring the bankability of a PPP is a
necessary and precedent condition to
securing its success. Considering that the
private partner may most likely be unable to
finance the investment in the project without
recourse to outside funding (as, evenif such a
situation were possible, it wouldn’t maximize
shareholder return), it is fundamental that
public
project, always keep in mind the importance

authorities, when structuring a
of verifying that the chosen solution does not
jeopardize the bankability of the project.

In Brazil, the history of PPPs affirms that the
financing of projects, particularly the medium-
and long-term ones, has been dominated by

BNDES. Due to subsidized financing rates

made available by the bank (until the end of
2017, at which point the rate changed), BNDES
was almost always the main financier of PPPs.

Currently, however, following the change in
the government’s subsidy policy in respect
of BNDES, there is a new framework, through
which the state now intends to encourage and
attract funding from commercial banks or the
capital market, reducing the participation of
BNDES as the main financier.

Thus, one of the challenges currently
being faced is guaranteeing the bankabil-
ity of the projects, in order to attract other
financiers. The objective of any lender is to
minimize the credit risk associated with its
financing, by ensuring the highest possible
predictability of the client’s cash flows that
will serve to repay the debt.

As a result, one of the most important
issues for any lender is to identify, quantify,
and mitigate the risks associated with its
financing. In this context, to guarantee
the bankability of projects, it is even more
important that, in the structuring process
of new contracts, an efficient allocation of
project risks is carried out, in order to ensure
that the private partneris only transferred the
risks it is better able to manage. In addition
to optimal risk allocation, it is, naturally, also
important to ensure a stable institutional,
political, and legal environment that provides
confidence to finance providers.
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PPPs continue to be an important instrument
in the implementation of public infrastruc-
ture projects. However, PPPs are only one
model of public procurement amongst sev-
eral, and not all projects are well-suited to be
structured as PPPs. The decision supporting
whether to adopt the PPP methodology for a
specific project should be based on a Value
for Money analysis, with the PPP model only
being justified where there is strong evidence
that it provides higher Value for Money than
the other procurement options.

When discussing what dictates the suc-
cess (or failure) of a PPP, the first consideration
is whether the project underlying the PPP is
the right one and whether the PPP method-
ology is the right procurement model for the
project, that is, the one that maximizes Value
for Money. However, the success of a PPP goes
beyond these considerations. In fact, even if it
is a suitable project and the PPP model is the
one that delivers the highest Value for Money,
the PPP may not succeed. The reason for this
is simple: the Value for Money of a PPP that
is envisaged at the beginning (at the moment
of decision-making) may be put at risk if, dur-
ing the preparation phase of the PPP, the risk
matrix and contractual terms are not prop-

erly defined. This may not only hinder the suc-
cess of the competitive procurement process,
but it might also create serious execution dif-
ficulties during the life of the contract, leading
to renegotiations and/or PPP price increases,
with obvious reductions in Value for Money.
The achievement of a previously pre-
dicted Value for Money result depends,
initially, on the correct definition of the con-
tractual terms of the PPP, which in turn
should reflect a sound, balanced, and rigor-
ous risk matrix. The risk matrix should reflect
the best allocation of risk between the pri-
vate and public partners, taking into consid-
eration that risk always carries a cost and,
therefore, each risk should be allocated to
the party that can manage it in the most
effective way, in order to maximize Value for
Money. It is therefore important to ensure
that the contractual terms of the PPP are cor-
rectly defined and aligned with both the risk
allocation and the steps taken to evaluate
the PPP’s Value for Money. An appropriate
definition of contractual terms is, therefore,
a necessary condition for the success of a
PPP. This is the reason why, throughout this
document, the standardization of contract
terms has been advised as a way of mitigat-
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ing the risk of both PPP contracts and the
risk matrix being poorly drawn up or miscon-

strued.

Looking at international practices (such
as those in Portugal and the UK that were
described in detail in this document), there
are good examples of countries with full stan-
dardization (the UK, for instance), but also
good examples of countries, such as Portu-
gal, where, while there is no formal PPP stan-
dardization, the existence of a PPP Unit is a
way of implementing the standardization of
principles on the drafting of contracts.

The objective of this document was to
emphasize the importance of ensuring har-
monized guidelines as a necessary condition
to ensure that PPPs are rigorously prepared,
which implies that risks are efficiently allo-
cated, and the PPP contract is well-drafted.
Even when it seems that the PPP model has
superior Value for Money for a specific proj-
ect, this Value for Money will only material-
ize if the aforementioned conditions are met.

The Value for Money of a PPP is mainly
derived from the value associated with
appropriate risk-sharing, but it is also deter-
mined by the private partner, in some cir-
cumstances, having better tools to deal with
certain risks and to perform specific ser-
vices with better performance and innova-
tion. In order to capture this additional value,
it is important not only to efficiently allocate
the risks (in order not to overprice the PPP)
but also to correctly regulate the partner-
ship, through the contractual terms, in order
for interests to be appropriately aligned
between the private and public partners.

Only when a PPP is well-prepared can it
be implemented in a professional and trans-
parent manner, minimizing tender costs, max-

imizing value for money, and providing a fair
opportunity to all prospective private sector
participants. Only in these circumstances will
it be possible to provide a transparent mech-
anism for the provision of competitively inno-
vative solutions that result in better services
and better value for money.

For a successful PPP program, it is
important that countries develop PPP-spe-
cific policies and institutional frameworks in
order to deal with the constraints that arise
from: (i) insufficient due diligence and prep-
aration; (ii) an inappropriately-allocated risk
matrix; (iii) insufficient fiscal oversight; (iv) an
ambiguous or defective transaction process;
(v) unclear project development, processes,
and roles; (vi) a lack of transparency on cri-
teria for project selection; and (vii) a lack of
federal, state, and regional harmonization
and coordination mechanisms.

In order to leverage the intensification
of interest in using PPPs for delivering infra-
structure in LAC but making sure to also
take care not to put the public accounts at
risk, it is important to overcome all of the
constraints around PPP preparation and
procurement through a harmonization and
standardization process. The first step to
achieving this goal is to develop a sound
institutional framework for PPPs, with a
clear ownership of responsibilities, which
could be incorporated into a sustainable and
successful government PPP program. This
institutional framework should guide gov-
ernment agencies and market participants
on how PPPs will be carried out, from PPP
preparation and procurement through to the
terms of a PPP agreement. There are ben-
efits to using harmonized and standardized
approaches and cooperation across the fed-
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eral, state, and regional levels. In addition of

saving time and money by developing and
using common materials, the standardiza-
tion of principles and procedures promotes
transparency and security in the PPP market,
and enables the monitoring of PPP perfor-
mance and the control of public expenditure,
increasing Value for Money.

The establishment of an adequate insti-
tutional framework is in fact a condition
precedent to the implementation of a stan-
dardization process for PPP contracts and
their risk matrices. An appropriate PPP insti-
tutional framework should clarify: (i) the steps
of the PPP process; (ii) the clear allocation of
responsibilities and institutional roles to the
different actors involved in the implementa-
tion and management of PPPs throughout
their lifecycle; and (iii) the creation of struc-
tures or centers of technical expertise (PPP
Units) responsible for developing and accu-
mulating the necessary skills and knowledge
to ensure the success of the country’s PPP
program. Only after properly implementing
the PPP institutional framework is a country
able to successfully proceed to standardizing
the PPP contract.

It is therefore important to retain the
idea that the standardization process should
be integrated into a well-defined institutional
framework. In this way, concrete responsibili-
ties would be allocated to the various agents,
providing political and legal support for the
implementation and practical application of
this standardization. This would ensure that
best practices are applied consistently across
all PPP contracts in the country, at both the
national and subnational levels.

Furthermore, it is also important to
highlight that the elaboration and over-

sight of PPP contracts is a demanding task
that requires adequate technical capacity.
Therefore, in order to cope with the huge
complexity within the PPP universe, it is rec-
ommended that the standardization process
be centralized and managed by a team of
dedicated public agents (within a technical
skills center). This would ensure the internal-
ization of knowledge and experience within
the public sector, leveraging the benefits of
the accumulated experience in the country
and the lessons learned.

What should LAC countries do if this
capacity is not sufficient or is even absent?
Should these countries forego using PPPs?

As PPPs can constitute an important
and effective tool for governments to imple-
ment their investment programs and help
close the infrastructure gap that exists in
LAC countries, it does not seem appropri-
ate to advise governments to simply forego
using PPPs. As was explained previously in
this document, the PPP can be a very effi-
cient model of procurement for a spe-
cific infrastructure project. When Value for
Money is conclusively shown, it can offer
many advantages compared with other pro-
curement models. Therefore, the question
should not be whether countries should
forego using PPPs, but instead what they
should do in order to build up appropriate
capacity.

The governments of LAC countries have
been attempting to mitigate this shortcom-
ing of technical capacity through the use of
both external consultants and unsolicited
proposals. Could this be the solution to the
problem? Unfortunately, not really!

[t is not possible to delegate to the
private sector the role of the public sector
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and the public interest, given the potential

conflicts of interest between the parties.
Consequently, itis always necessary to ensure
that public agents have a critical analytical
capacity, since this is the only way to avoid
asymmetry of information, resources, and
technical capacity between public and
private partners. A lack of such capacity
may result in poor project preparation and
an inadequate allocation of risks between
public and private partners, which, as already
mentioned, frequently leads to contract
renegotiations and to fiscal contingencies.

It is important to develop, within the
public sector, the know-how and technical
capacity needed to support the structuring
and launch process of PPPs, the decision-
making process of governments, and to
maintain control over the fiscal outcome
of PPPs. It is also important to improve the
ability to accumulate experience, assess
lessons learned, and implement better
solutions in a standardized way.

How is it possible to do this? There
could certainly be many ways of building up
capacity. Based on experience and lessons
learned from European countries, it s
strongly recommended to establish a center
of expertise (such as a PPP Unit) which
would act on an overarching basis within
the country. This would help ensure the
build-up of experience and know-how and
is also a way of achieving desirable levels of
standardization of processes and procedures.
Technical expertise centers would become
the main owners of the process and would
centralize all information related to the
institutional framework of PPPs. Even in the
early stages, when technical capacity is not
yet sufficient and external advisors remain

of the utmost importance, PPP Units would
maintain a crucial role in terms of quality
assurance, by ensuring both consistency
between different projects and that general
principles are always applied. As stated
by EPEC, “A central source of technical
expertise, such as a PPP Unit, can support
policymakers and procuring authorities in
acquiring a clear understanding of capacity
requirements from the beginning. Such
central expertise may also be able to develop
strategies to help build up the depth of the
advisory market itself and capitalize on
lessons learnt” (EPEC, 2015).

Moreover,PPPUnitsshouldberesponsible
for the centralization of comprehensive and
detailed information on projects. This is so
that it is possible not only for investors to get
to know the PPP market (bringing greater
transparency to the process), but also so
that lessons learned are incorporated into
future procedures (considering the benefits
of economies of learning).

The case histories of Portugal and
the UK presented in this document are
good illustrations of countries that have
successfully implemented PPP Units and
that have standardized processes. In the UK,
standardization is more formal, through the
implementation of standardized contracts,
which has been regarded as a key aspect of
the success of its PPP market. It is clear that
contract standardization is a key factor for
ensuring transparency and stability, which, in
turn, are important ingredients for attracting
investors (particularly international ones),
for promoting project bankability, and for
increasing the efficiency of PPPs across
their lifecycle (which allows for a more
efficient implementation process as well as
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more effective contract monitoring). The
UK example has been widely used as a basis
for the design of PPP programs in many
countries, given its success. Although it is
important to examine successful cases, the
process of standardizing procedures should
be carried out taking into consideration the
specificities of each country’s legal regime,
as well as the particularities of both local
conditions and the unique features of risk
allocation within the country.

The Portuguese modelis a good example
of how the establishment of a PPP Unit can
have a positive effect on the efficiency of PPP
implementation and execution. Although
there is no formal PPP standardization
process in Portugal, the existence of a
PPP Unit has greatly contributed to the
standardization of the principles used in
contract drafting. Until the establishment
of the PPP Unit, there was a problem in the
Portuguese PPP environment because of
the lack of clear ownership of PPP issues
by public entities. This lack of ownership
was one of the main reasons why a number
of PPPs that were implemented without
a clear Value for Money analysis became
problematic (resulting in renegotiations and
contingencies). The establishment of a new
institutional framework and the PPP Unit
(which was done at the same time) led to
a strong increase in public sector technical
capacity and to improvement in, and
standardization of, contract drafting.

What are the key messages in terms of
risk matrix and PPP contract standardization
for LAC countries? Although it is not
appropriate for all infrastructure projects,
the PPP model can play a very important
role in overcoming the infrastructure gap by

improving infrastructure implementation and

thereby promoting economic growth. Under
certain circumstances (and when its Value for
Money is proven), the PPP can be a valuable
instrument by providing more efficient
and innovative public services, and, when
correctly used, can generate public savings
and the fiscal space that LAC countries need
for their investments.

In order to maximize the potential benefit
of using PPPs, it is very important to bear in
mind that a PPP represents a contractual
relationship between the public and private
sectors. As a result, as happens with any
relationship, PPPs are exposed to a certain
degree of agency cost, due not only to the
inevitable information asymmetries that
exist, but also to the potential for inadequate
alignment of interests between the parties. In
order to minimize the impact of this potential
conflict of interest, the PPP contract, which is
the main tool for managing the relationship
between the parties, should be carefully
designed at the preparation phase.

Furthermore, it is important to mention
that the PPP model is based on outputs
rather than inputs, which means that the
most important task to perform during the
preparation phase of a PPP is the definition
of the outputs that the private partner has to
achieve and the determination of how much
should be paid for them. The price to be
paid for those outputs should be consistent
with the project risk matrix, which, in turn,
should be drafted taking into consideration
the risk allocation (between the parties) that
best maximizes the Value for Money of the
PPP (meaning that each risk has a price and
should be allocated to the party that is able
to bear it in a more efficient way).
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Therefore, when preparing a PPP con-

tract, the public partner should correctly
define: i) the amount of output that is to
be achieved (the service to be delivered
by the private partner); ii) the service stan-
dards that the private partner must meet; iii)
the risk allocation between the parties (that
maximizes the Value for Money of the PPP);
and iv) the correct incentive mechanism to
align the interests of both parties (specif-
ically through the payments/deductions
mechanism).

Given the importance of the correct def-
inition of the PPP contract and risk matrix, as
well as the complexity involved in these tasks,
it is of utmost importance to standardize, to
the greatest extent possible, the principles
and guidelines that are to be adopted. Fail-
ing to provide any guidance on the PPP prep-
aration process (particularly on contract and
risk matrix drafting) is not advisable, since it
can lead to an increased likelihood of: i) poor
contractual specification (potentially gener-
ating future litigation and contract renegoti-
ations, with frequent negative fiscal impacts
during the contract lifecycle); ii) higher trans-
action costs; iii) a lengthier process for the
preparation and launch of PPPs; iv) reduction
in the Value for Money expected for the PPP;
v) possible instances of corruption, given the
less transparent process; and vi) inconsistent
treatment of similar projects, which is a neg-
ative factor for both project bankability and
the inclination of international investors to
invest (since investors look for clear, stable,
and predictable rules underlying the various
public tenders).

In fact, standardization can be a way
of improving the quality of the contrac-
tual documents, guaranteeing consistency

between different projects, improving the
transparency of the market, reducing the
time and cost involved in the preparation
and launch of PPPs, and minimizing the
potential for future conflicts between the
parties through greater clarity and objec-
tivity in the definition of contractual clauses
(EPEC, 2015).

When examining the approaches taken
internationally, it is clear that there are dif-
ferent levels and types of standardization.
There are cases where contracts are already
standardized (the UK is one good example
of this which is considered best practice),
while there are other cases where, although
there is no standardized contract, there is a
set of principles that govern the design of
contracts, granting consistency to the con-
tracting process (as is the case in Australia,
also regarded as best practice). There are
still other cases (such as Portugal) where the
existence of a PPP Unit has greatly contrib-
uted to the standardization of the principles
used in contract drafting.

It is advisable, in any case, to define clear
rules on a governments’ ability to accept
risks, ensuring that PPP contracts are drawn
up in order to correctly reflect the risk allo-
cation in an objective, predictable, rigorous,
and clear manner. The standardization of
principles and procedures should undoubt-
edly be regarded as a necessary step to
improve the transparency, efficiency, and
effectiveness of any PPP program implemen-
tation and, consequently, to improve the fis-
cal space created by the PPP tool.

Bearing in mind the different interna-
tional approaches taken, the core messages
that LAC countries should note when consid-
ering standardization are the following:

m ASSESSMENT OF CURRENT SITUATION OF RISK MATRIX AND PPP CONTRACTS IN BRAZIL



There are clear advantages associated

with the standardization of principles
and procedures that should guide the
design and implementation of PPP con-
tracts and risk matrices. For countries
with less mature PPP markets, or where
there is still a way to go on improving the
institutional framework and increasing
technical capacity, it is most advisable
to start with the standardization of prin-
ciples (with ownership clearly defined)
and only then evolve towards formal
contract standardization (incorporating
lessons learned);

The standardization process requires
not only the prior implementation of
an appropriate and robust PPP institu-
tional framework®4, but also conditions
for developing technical capabilities and
accumulating experience. It is advisable,
therefore, that any standardization pro-
cess be preceded by the establishment
of a centralized PPP Unit (particularly in
the case of LAC countries characterized
by high heterogeneity on processes and
procedures involved in structuring con-
tracts);

PPP Units can function as a way of not
only ensuring the centralization and
ownership of the standardization pro-
cess, but also of accumulating the tech-
nical capabilities and experience needed
to internalize PPP structuring skills. At
the very least, this would minimize the
risk of overreliance on external consul-
tants’ work without any critical analy-
sis capacity existing or being developed
within the public sector;

The standardization process should be
carried out with respect to a specific

country’s situation, characteristics, and
jurisdiction. Although best practices
should be considered, it is not advisable
to simply select and adapt a PPP con-
tract from another country; and

®  While it is difficult to ensure the com-
plete standardization of all contractual
clauses, with tailor-made provisions to
regulate project specificities, it is recom-
mended that core principles be adopted
to define all important aspects of the
contract. The specific terms of some
clauses should reflect common mech-
anisms between the various contracts
(such as contract termination provisions,
compensation events, etc.).

An important issue that has been men-
tioned in this paper, but which would deserve
more in-depth analysis in the future, is the
insufficient development of the project
finance market for PPPs in Brazil, and in LAC
countries in general. This is in contrast to
the situation in other countries with a strong
PPP tradition. In Brazil, in particular, notwith-
standing the development and growth that
has been observed in the PPP market, it is
still a challenge to encourage the participa-
tion of commercial banks or capital markets
in project financing. Further analysis could
explain why it is still so difficult to achieve
a financial close after the PPP contract has
been awarded.

94 The institutional framework is important not only
to facilitate and accelerate the standardization pro-
cess, but also to create the conditions for all stake-
holders to comply with the approved PPP rules and
standards.
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APPENDIX

The appendix includes more detail on the UK
and Portuguese case histories.

The UK PPP Contractual
Framework

The main contractual clauses

Contract Duration

When deciding on the duration of the
contract, the factors that are considered
include:

® the service requirements of the authority
and the authority’s ability to forecast the
quality and quantity of outputs over the
long-term;

°* theexpectedlifeoftheassetsunderpinning
the service and any possible residual
value, and the need for and timing of
major refurbishment or asset refreshment
programs during the contract;

® the

performance incentives over time;

importance of maintaining

® the ability of the contractor to accurately
forecast its base cost; and

® the possibility of an option to extend the
term of the contract by entering into a

further contract period with the initial
contractor.

PF2 contracts, however, should not be
entered into for periods of less than ten years.

Contract Scope

The object of the contract® is defined on
a case-by-case basis. However, in order to
improve flexibility and reduce project costs,
soft services (such as cleaning, catering, and
security), together with the ongoing replace-
ment of furniture and loose equipment,
should be retained by the contracting author-
ity and excluded from the contract, except in
exceptional circumstances.

Investment

Under PF2 projects, the responsibilities and
risks related to the investment are retained
by the contractor, which should ensure that
assets are built to a high quality and main-
tained to a high standard throughout their
life. It is the contractor that has to ensure that

%5 The object of a contract means all works that the
contractor shall provide under the terms of the con-
tract.
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facilities are completed on time and within

budget and that has to consider the costs
over the entire length of the contract, rather
than just during the design and construction
phase.

However, depending on its character-
istics and risks, an authority may consider
making a capital contribution to a project,
which should be kept to a modest amount.
To result in better Value for Money, pay-
ments should be linked to the achievement
of important milestones in the construction
schedule (rather than scheduled dates) and
should be directly attributable to the con-
struction cost. The capital contributions
should not undermine the project’s over-
all balance of risk transfer—with sponsor
equity and private sector debt absorbing all
of the expected losses in the project—and
the financial savings resulting from the tim-
ing of capital contributions must outweigh
any additional risks in the context of the con-
struction and operational risks posed to the
authority.

Regarding the risk of additional capi-
tal expenditure being required in the con-
struction phase or in the operational period
of a project, this risk is normally retained
by the authority. If a compensation event
results from additional capital expenditure,
the authority will deal with this through: (i) a
lump sum reimbursement; (ii) staged pay-
ments; or (iii) the payment of a ‘supple-
mentary unitary charge’ over a period as an
annuity equivalent of the capital expendi-
ture.

Financing Arrangements
The majority of the private finance projects
in the UK have been based on a project-

finance structure, with the debt (provided
by banks or the bond market) being raised
on a project-specific basis, relying primarily
on the project contract and the contractor
(and its various sub-contracts) for security,
and on the specific project’s cash flows for
repayment. The approach that has been used
in the UK, in order to assure the financing
of PPP projects, follows the traditional one,
with the procuring authority requiring, in its
request for tender, that underwritten debt
funding should be provided by each bidder
as an element of its proposal. However, the
authority also reserves the right to run a debt
funding competition, which gives govern-
ment the flexibility to use this mechanism if it
considers the financing terms are uncompet-
itive or that the market has changed (Lester
and Kean, 2009).

In fact, for large PPPs in the UK, it is
usual to see the authority playing an active
role in securing competitive financing terms
by requiring a debt funding competition by
the preferred bidder, which should carry out
a competition amongst potential lenders in
order to obtain the best financing terms pos-
sible (‘The EPEC PPP Guide’, https://www.
eib.org/epec/g2g/introl-guide.htm). A draft
outline guidance on preferred bidder debt
funding competitions has been developed
by HM Treasury, in order to introduce best
practice in running privately led but publicly
overseen debt funding competitions after
the selection of the preferred bidder for pri-
vate finance-initiative projects. This guid-
ance establishes that senior debt finance
should be subject to competitive selection,
additionally subject to oversight by the pro-
curing authority in every instance, above an
interim threshold of £50m.
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However, if an authority elects not to

do s0,% and instead requires bidders to sub-
mit either underwritten bids to comply with
the competitive dialogue procedure or firmly
committed finance to comply with the nego-
tiated procedure, then a subsequent fund-
ing competition should not be run after the
selection of a preferred bidder (HM Treasury,
2006). The contractor should not make any
amendment to financing agreements unless
the proposed amendment has been submit-
ted to the authority for review and no objec-
tion has been raised by the authority.

Refinancing

The decision to refinance the project rests
with the contractor and any refinancing pro-
posal should be subject to the consent of the
contracting authority. Standard form PF2
project contracts include a refinancing gain-
share mechanism in order to ensure that any
gains made by the SPV from refinancing are
shared with the public sector. The standard
contract terms for PF2 projects limit the
amount that can be received under the gain-
share mechanism to around 30 percent.

PPP Assets
As already mentioned, during the contract
term the contractor will be responsible for
appropriately managing the maintenance of
the relevant assets (such as land or buildings
and equipment®”). The contract should spec-
ify what condition the assets should be in on
the expiry date, and it should also stipulate the
arrangements for a survey of the assets’ con-
dition before the end of the contract to assess
whether such standards have been met.

In projects where the assets are to be
transferred or reverted to the authority upon

termination, generally at no cost or at a fixed
price, the contracts typically provide for
sums to be retained by the authority in the
final years®® if handback surveys disclose that
significant maintenance is expected to be
necessary to ensure that the relevant assets
meet the handover requirements at the end
of the term of the contract.

Special Purchase Vehicles
The PF2 Guidance assumes that the party
contracting with the public sector will be a
special purpose vehicle (SPV, a company
incorporated by the central government unit
in conjunction with the authority at the start
of the procurement, in which the winning
bidder will take an equity stake), with sub-
contractors executing the performance of
the project on its behalf.

In PF2 projects, the UK Government,
through an arm’s-length HM Treasury unit,

9% An authority, after consultation with its departmen-
tal private finance unit, may decide not to run a pre-
ferred bidder debt funding competition if it believes
that the costs will outweigh the benefits.

97 As well as books and records (including operating
and maintenance manuals, health and safety manuals,
and other know-how), spare parts, tools and other as-
sets (together with any warranties in respect of assets
being transferred), revenues and any other contrac-
tual rights, and intellectual property rights, but ex-
cluding any assets and rights in respect of which the
authority is the full legal and beneficial owner.

98 Where the assets have no alternative use and the
authority elects to retake possession of them, the con-
tract should provide that a certain proportion of each
unitary charge paid by the authority during the last
few years of the contract goes into a secured reten-
tion fund to ensure that it can call on sufficient funds
to carry out any necessary maintenance identified by
the survey. The period for and the size of payments
into the retention fund must be set on a project-spe-
cific basis, by reference to the amount likely to be
needed to rectify defects in the assets.
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may take a minority stake (usually 10 per
cent) in the project vehicle (and there is no
obligation to provide, at financial close, fur-
ther funding above the amount agreed). The
separation of the equity investor from the
public sector and the procuring authority
aims to minimize the potential for conflicts of
interest arising as a result of the public sector
acting as both investor and procurer.
Environmental Authorization Licenses,
Other Licenses, and Permits

The responsibility for obtaining the major-
ity of the permits and authorizations nec-
essary for the development of the project
(such as planning authorizations, and envi-
ronmental and operational permits) is usually
established in the contract and is most often
assigned to the contractor.

Land or Equipment Acquisition
The nature of the interest that the contrac-
tor should have in the asset during the life of
the project should be considered and, in the
context of the procurement of assets for the
purpose of delivering the project, consider-
ation should also be given as to whether or
not the authority or the contractor would be
best placed to manage such procurement. In
equipment projects, the contractor will usu-
ally own or procure the equipment, while, in
property projects, the authority will typically
own the land and the buildings built on it.
The nature of the contracting author-
ity’s interest in the relevant asset will dic-
tate the extent to which, and the manner in
which, the authority can transfer the benefit
of the relevant asset to the contractor (trans-
fer, grant a license, or lease), so as to allow
the contractor to carry out and perform the

service. As part of the contracting authori-

ty’s feasibility study for a proposed project,
the authority should consider this ability to
transfer, grant a license, or lease the assets
required to the contractor (to allow the con-
tractor to perform the service). The authority
must ensure that legal due diligence is car-
ried out to verify the legal interest and also
that the condition of the asset is verified and
should highlight any restrictive covenants,
conditions of transfer, and/or claims over the
relevant asset.

In projects where the location of the site
is critical to the success of the project, the
contracting authority usually procures the
site. However, where there is no requirement
for the project to be operated from a spe-
cific site, the land acquisition responsibility
can be passed on to the bidders, which are
encouraged to offer innovative solutions in
this regard.

Public bodies (including local author-
ities) have powers to acquire land by way
of a compulsory purchase order (CPO). A
CPO can be issued only if the relevant pub-
lic body can demonstrate that: (i) the tak-
ing of the land is necessary; and (ii) there
is a compelling case that it is in the pub-
lic interest. In the context of major projects,
a CPO may be issued to allow the relevant
authority to acquire the required land or
property without the consent of the owner
and a compensation should be paid to the
non-consenting landowner (Sweny & Craw-
ford, 2018).

Construction Risk

The design, construction, integration, instal-
lation, testing, maintenance, and ultimate
performance of any asset procured or devel-
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oped for the purposes of meeting the require-

ments of the output specification are all the
contractor’s responsibility.

In some projects, the effects of late
handover or service commencement can be
remedied through the payment mechanism.
However, when there is a critical date beyond
which the adverse consequences of non-pro-
vision of the handover or service are greatly
amplified, the authority should have a contin-
gency plan that can be implemented (at the
expense of the contractor). The contracting
authority should protect itself against these
prolonged uncertainties arising from late ser-
vice commencement by defining a longstop
date, a cut-off date after which it may, as a
last resort, terminate the contract if the con-
tractor has not commenced service delivery
by such a date (subject to the step-in rights of
the senior lenders) so that it can use another
contractor.

The planned handover date or the
planned service commencement date and
the longstop date should be extended to the
extent of any delay caused by any compen-
sation event, relief event, or force majeure
event. In addition to the non-payment of the
unitary charge, the authority may need other
protections from the contractor such as lig-
uidated damages (usually subject to a cap),
performance bonds and/or parent company
guarantees.

Subcontractors

The use of subcontractors is allowed, and
the authority should recognize that it should
grant the contractor the right to replace its
subcontractors in order to improve perfor-
mance and avoid termination. In this sense,
the contracts generally include the possi-

bility of a “wipe clean” of deductions and
warning notices on the replacement of a sub-
contractor by the contractor.

Third Party Revenues

Third party revenues derived from peripheral
activities of the project (such as, for exam-
ple, a canteen or a car park) are allowed and
should be assessed as part of the Value for
Money evaluation of the proposed structure
as a whole. Providing a benefit to the con-
tractor, third party revenues may reduce
the unitary charge paid by the contracting
authority. A revenue-sharing arrangement
for revenues above the amount assumed in
the unitary charge reduction may be imple-
mented.

Payment Mechanism
Under PFI/PF2, authorities usually pay con-
tractors based on a single unitary charge,
which must not be paid until the commence-
ment of the service®® The payments are
normally linked to the availability and/or per-
formance of the service'©°.
An alternative to availability-based
payments is the level of the unitary charge

being determined by usage (by volume or

99 |n certain projects, however, it may be appropriate
for the authority to commence payment before a com-
plete service is available (if the project is developed in
multiple stages, for example, in order to ensure con-
sistency with any initial ramp-up in services). Irregular
payment profiles are not recommended as they can
make the project more difficult to finance and more
expensive for the public body.

100 For accommodation PF2 projects, payment mech-
anisms normally involve both determinants of pay-
ment: availability of the facilities, and performance of
the services. The accommodation sector is the only
sector that is required to use the standardized output
specification and payment mechanism.
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demand)'?'. There are also some projects in

which the contractor separately takes the risk
on the amount of third-party revenue which
can be derived from the core service'©? or
peripheral activities, which may exist along-
side a predominantly availability-based pay-
ment mechanism.

Payment mechanisms are monitored,
with the performance being assessed against
evaluation criteria, entitling the procuring or
contract management authority to reduce
payments for non-performance of operating
obligations under the PPP contract. Other
main features of the payment mechanism
considered in the PF2 Guidance are:

® theunitary charge should never be paidin
advance of the period to which it relates;
e when the payment mechanism s
based on availability with an overlay of
performance deductions, the payment
of the unitary charge will be linked to
both the availability and the quality of
the service (meaning that the unitary
charge for the service is not made up of
separate independent elements related
to availability and to performance);
® the payment mechanism should adjust
for  sub-standard performance or
availability, and deductions should reflect
proportionally the severity of the failure:
no service and/or unavailability of facilities
should lead to no payment; a minor
failure should result in a minor deduction
(except in the case of persistent failure,
where ratchet mechanisms may increase
the level of deduction), with it being
possible to establish a cap on the amount
of deductions (subject to a justification

on Value for Money grounds); and

® the level of payment should be fully
auditable with enough information pro-
vided by the contractor to allow the
authority to validate the calculation of
the monthly unitary charge.

Indexation of Remuneration

Payments are usually indexed in order to
allow adjustments for inflation, certain
operating costs and/or changes in law over
the project term, depending on the interest
of both the authority and the contractor in
setting out provisions for varying the unitary
charge in certain specified circumstances.

Compensations that could be Paid by the
Public Authority to the Private Partner

The PF2 Guidance defines compensation
events as events for which respective risks
rest with the authorityandinrespect of which
the contractor should be compensated,
such as:

®  Authority breach™ of an obligation or
any title warranty;
®  Authority changes; and

101 |t should be mentioned, however, that in most of
its projects, the Highways Agency currently uses an
availability-based mechanism, since the contractor is
neither able to control demand, nor is demand plainly
linked to the level of service.

102 Such as light rail projects, in which the authority has
tended to pass the fare box revenue to the contractor,
or waste projects, that may include the sale of electric-
ity, or housing projects, which tend to involve the rental
income as part of the revenue of the contractor.

103 A breach that will not typically lead to an author-
ity default (which can lead to termination of the con-
tract), but which will, however, cause delay and put
the contractor to material expense, including, for ex-
ample, a failure to allow the contractor appropriate
access to an authority-provided site.
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e Discriminatory or specific changes in

law'04,

The scope of the compensation event
concept can be extended to cover other
particular events, on a case-by-case basis.
Such events are more appropriately dealt
with using compensation methods than
by resulting in an authority default since
termination must, under any circumstance,
be a last resort (although when an event
renders the contractual relationship of
both parties untenable, the authority may
elect to exercise its voluntary termination
rights).

Generally, if the compensation event in
question involves:

e capital expenditure, in most of the cases
it will be more practicable to deal with
this by way of a lump sum reimbursement
(or staged payments). The amount
payable would exceed the amount of the
relevant increase in capital expenditure
by any incremental increase in financing
costs consequence of a more rapid
drawdown of senior and/or junior debt
than originally anticipated and by the
agreed costs incurred in arranging any
such financing;

e capital expenditure, but the authority
cannot afford to pay compensation in
the form of a lump sum. It may pay a
‘supplementary unitary charge’ over a
period as an annuity equivalent of the
capital expenditure; or

® a change in operating costs, where
the contracting authority could simply
reimburse the contractor on the basis of
costs incurred.

In any case, an alteration in the unitary
charge is also considered an appropriate
means of payment for compensation events.
This approach may have complicated finan-
cial consequences and financial advisers may
need to be consulted since it requires the use
of a financial model to determine the change
in the unitary charge that allows for the res-
toration of the main ratios and returns to
their values, had the compensation event not
occurred.

Foreign Exchange Risk
Not applicable in UK projects.

Performance Indicators

In order to ensure the achievement of the
services output specification, each project
has specific availability and/or performance
requirements, based on which the respective
performance indicators are defined. These
indicators are usually calculated by the
contractor and audited by the authority and
have an impact on the level of remuneration
earned by the private partner. The definition
of performance indicators is carried out on a
case-by-case basis, although there are many
indicators that may be cross-cutting and
used in different types of projects.

104 As mentioned below:

» a discriminatory change in law exists when the
terms of which apply expressly to: (i) the project
and not to similar projects; (ii) the contractor and
not to other persons; and/or (iii) PFI and/or PF2
Contractors and not to other persons; and
a specific change in law is related to any change
in law which specifically refers to the provision of
services the same as or similar to the service con-
tracted or to the holding of shares in companies
with the main business of providing services the
same as or similar to the service contracted.
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Performance Evaluation

The performance evaluation and monitoring
of the contract against the payment mecha-
nism is carried out by the authority contract
management team, which, among others, has
the responsibility to apply deductions from
the payments if the project presents poor
performance or availability. Since the perfor-
mance measurement is used in the payment
mechanism, the contract should set out:

® the level of performance required;

® the means by which the authority is able to
monitor the performance of the contractor
against such required level; and

® the consequences for the contractor of a
failure to meet the required level.

In the UK, it is not usually the case that
independent experts validate the project’s
performance evaluation.

Reporting
PF2 contracts include comprehensive
reporting obligations, reflecting the recogni-
tion of monitoring as a means of achieving
the project’s Value for Money. The private
partner must provide the procuring or con-
tract management authority with periodic
operational and financial data, with the
PF2 Guidance establishing a set of records
and information that the contractor should
deliver. These might include a report that is
to be prepared by the contractor each year
on service delivery, including any perfor-
mance failures and deductions incurred in
the previous year, as well as annual financial
accounts, amongst other measures.

The contracting authority and the con-

tractor shall also meet on an annual basis to

review contract performance and explore
efficiencies, reviewing:

® the project reports for the past year;

® the contractor’s annual service report
against the annual service plan;

® asummary of energy consumption over
the past year (identifying the effective-
ness of energy consumption reduction
initiatives previously undertaken and
identifying areas where energy con-
sumption can be further reduced); and

® such other reports for the past year as
the authority may request related to the
‘contractor’s records and provision of
information’ clause of the contract.

Financial Model

The procuring authority, in the tender doc-
uments, usually requires the bidders to pre-
pare and present a financial model in their
proposals. The financial model is agreed
between the parties prior to the signing of
the contract and can be updated from time
to time (following, for example, a bench-
marking or market-testing exercise, a quali-
fying change in law, or an authority change),
for the purpose of, amongst other things, cal-
culating the unitary charge.

Although there is no objection, in prin-
ciple, to the parties referring to a financial
model to calculate compensation payable
for compensation events'©®, the PF2 Guid-
ance presents alternative means. The use of
these alternatives avoids the potential con-
flict arising on how to model an event that
was not originally modelled for and audited,

105 See section above: Compensations that could be
Paid by the Public Authority to the Private Partner.
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as well as the manipulation of the financial

model, since the preservation of the ratios
and equity return can be achieved in a num-
ber of different ways.

Changes to the PPP Contract

The service requirements set out in the con-
tract should consider the authority’s long-
term requirements (and not just its current
requirements), anticipating any changes
in service that can reasonably be foreseen.
Consequently, an appropriate level of flexi-
bility should be built into the initial bid solu-
tion to handle the anticipated changes, and
a well-developed change mechanism should
be included in the contract to cope with the
residual unanticipated changes to the service
during the contract period.

In order to reduce the cost and com-
plexity of changes, while improving the con-
tractual operational flexibility of the projects,
PF2 project contracts usually include an
adjustment and change mechanism that cov-
ers three main changes: (i) use or functional-
ity of the asset; (ii) changes in the capacity
of the asset or service; and (iii) change in the
service specifications or performance stan-
dards'©®. The duration of the contract cannot
be changed.

The PF2 Guidance provides the meth-
odology for implementing changes to a
PPP contract through the inclusion in the
contract by the procuring authority of a
well-developed change protocol that deals
effectively and appropriately with the dif-
ferent types of changes. Authorities will
normally be liable for the cost of changes
associated with authority changes and
should ensure they have budgeted these
accordingly.

For contractor changes, the authority
must be under no obligation to pay, except
if a payment from the authority is explic-
itly agreed as part of the negotiations with
the contractor. The costs of introducing a
change in the service resulting from a quali-
fying change in law (a discriminatory change
in law, a specific change in law, or a general
change in law) should be shared in accor-
dance with the section ‘change in law’ below
and, to the extent not dealt with, should be
borne by the contractor.

Regarding documentation, amendments
to project and finance documents by the
contractor require the contracting authority’s
consent, although certain minor changes
may only require notification to the authority
following their amendment.

Early Termination of the PPP Contract
According to the PF2 Guidance, the early
termination of a PPP contract can be caused
by:

® authority default;

® contractor default or persistent breach
(subsequent to the period established
for the contractor to remedy the breach);

® force majeure;

® corrupt gifts and fraud;

® uninsurability;

®  preach of refinancing provisions; or

® the authority exercising a right to termi-
nate the contract voluntarily.

106 New Priority School Building Programme PF2 deals
also include a partial termination arrangement in or-
der to establish the compensation to be paid to in-
vestors under partial termination at a lower level than
compensation paid in a full termination scenario.
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Additionally, under Public Contracts
Regulations 2015,
required to include provisions establishing

public contracts are

termination of the contract where:

® it has been substantially modified in a
manner not permitted;

® the private partner has been involved in
specific fraudulent activities; or

®* the award of the contract has been the
subject of successful infraction proceed-
ings determined by the Court of Justice
of the European Union.

In some circumstances, such as when the
termination leads to the automatic acquisition
of the asset or land of the project, the author-
ity may have to compensate the contractor
on termination. Additionally, authority termi-
nation rights will normally be subject to the
step-in rights of the project’s senior funders.

Unless the authority remedies the sit-
uation, the contractor will normally be able
to terminate the contract in the event of
authority default (including for non-pay-
ment, breaches that frustrate the service
provision, breach of assignment restrictions
and expropriation, sequestration, or requi-
sition of a material part of the assets of the
project by the authority or another relevant
authority). In these circumstances, the con-
tractor and its financiers will normally be
fully compensated (that is, they will be no
worse off because of authority default than
if the contract had proceeded as expected).
If the authority exercises its right to volun-
tarily terminate the contract, the contractor
should also be fully compensated, including
the repayment of project senior debt and the
contractor’s sponsor’s equity returns.

Compensation on Public Sector Termination
of Contract

Upon public sector default or voluntary early
termination, the authority is required to pay
compensation to:

Debt Holders:

® the amount of debt outstanding; plus

® the cost of terminating hedging arrange-
ments (such as interest rate swaps) in
the case of bank-financed deals or, in the
case of bond-financed deals, a premium to
allow investors to obtain a similar return
from investing in another bond.

Equity Investors: the level of compensation to
be paid to equity investors (including equity
provided in the form of shareholder loans)
will be one of the following, depending on
the calculation chosen by the investors when
the deal was initially agreed:

® the return expected at the start of the
contract compared with the actual
return achieved to date (if the investors
have already achieved the return, there
will be no compensation); or

® the expected return for the remaining
part of the contract; or

® the market value of the equity and share-
holder loans, assessed as if the contract
were to continue to run.

And/or
Other Considerations.

Any cash held by the SPV will be netted off
from these amounts. Redundancy payments,
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if any, will also need to be paid. Subject to the

contractor’s rights of remedying any reme-
diable breach and/or of financially compen-
sating the authority for the effects of the
breach, and to the step-in rights of the proj-
ect’s senior funders, the authority is entitled
to terminate the contract in case of contrac-
tor default or persistent breach.

According to the PF2 Guidance, a market
value approach is the required approach to
define the amount of compensation payable
on contractor default termination for all PF2
projects. Following termination, if the contract
is transferred to a new contractor via a reten-
dering procedure (with the authority selling
the unexpired term of the contract on its orig-
inal terms), the price for which the contract is
to be sold (determined through a competitive
bidding process), net of the authority’s costs,
represents the compensation payable to the
former contractor. Alternatively, if the author-
ity elects (for operational reasons, for exam-
ple) not to retender the project, or if there is
no liquid market for the project, the author-
ity will, instead, pay the contractor (from its
own resources) an assessed market value
corresponding to the amount it would have
received through an appropriate retender pro-
cess (again, net of costs) as if a liquid market
had existed (with the PF2 Guidance provid-
ing the main points that should be considered
when assessing such market value).

Continuing force majeure events that can-
not be remedied within a reasonable time-
frame may also lead to termination. Since these
events are neither party’s fault, the financial
consequence must be shared, with the com-
pensation being on a no-fault basis: senior
debt should be repaid, and the contractor’s
sponsor’s equity will only be repaid at ‘par’.

On termination of the contract for cor-
rupt gifts and fraud, or for breach of the
refinancing provisions, the authority shall
pay the contractor an amount equal to the
revised senior debt termination amount'’.

If a risk which is to be insured against
under the required insurances or statutory
insurances becomes uninsurable, the con-

107 The PF2 Guidance defines the revised senior debt
termination amount as:

“(@) all amounts outstanding at the termination date,
including interest and (other than in respect of addi-
tional permitted borrowing) default interest accrued
as at that date, from the contractor to the senior lend-
ers in respect of permitted borrowing; and

(b) all amounts including costs of early termination of
interest rate hedging arrangements and other break-
age costs, payable by the contractor to the senior
lenders as a result of a prepayment in respect of per-
mitted borrowing, or, in the case of early termination
or interest rate hedging arrangements only, as a result
of termination of this contract, subject to the contrac-
tor and the senior lenders mitigating all such costs to
the extent reasonably possible,

Less, to the extent it is a positive amount, the aggre-
gate of (without double counting in relation to the cal-
culation of the revised senior debt termination amount
or the amounts below):

(i) all credit balances on any bank accounts (but
excluding the joint insurance account) held by
or on behalf of the contractor on the termina-
tion date;

(ii) any amounts claimable on or after the termi-
nation date in respect of contingent funding li-
abilities;

(iii) allamounts, including costs of early termination
of interest rate hedging arrangements and oth-
er breakage costs, payable by the senior lend-
ers to the contractor as a result of prepayment
of amounts outstanding in respect of permitted
borrowing, or, in the case of early termination
of interest rate hedging arrangements only, as
a result of termination of this contract;

(iv) all other amounts received by the senior lend-
ers on or after the termination date and before
the date on which any compensation is payable
by the authority to the contractor as a result of
enforcing any other rights they may have; and

(v) alladditionalpermittedborrowingdistributions.”
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tractor will be in breach of contract where

it has caused the relevant risk to be unin-
surable. This will give rise to a termination
right for contractor default and the author-
ity should pay compensation equivalent to
the amount payable in such a case. If insur-
ance in respect of a certain risk becomes
unavailable, for reasons outside the control
of the contractor, and the parties are not
able to agree a means whereby the risk can
be managed or shared and the risk reverts
to the authority, the occurrence of that risk
entitles the authority to choose either to
pay an amount equal to the insurance pro-
ceeds that would have been payable had the
required insurances or statutory insurances
been available (in which case termination
will not occur) or terminate the contract and
pay compensation equivalent to the amount
payable on a force majeure termination to
the contractor.

Public Guarantees
In the UK, private finance projects can benefit
from the UK Guarantees Scheme, a scheme
launched in 201298 by HM Treasury to sup-
port private investment in UK infrastruc-
ture projects, offering a government-backed
guarantee to boost infrastructure projects’
access to debt finance. The scheme guar-
antees the payment of principal and interest
on infrastructure debt issued by the holding/
project company of infrastructure projects to
banks or investors. All guarantees are issued
on a commercial basis and are managed by
the Infrastructure and Projects Authority
(the IPA).

Non-financial guarantees from the pub-
lic sector may also be applicable in certain
circumstances, which will usually be time-

limited and will not extend beyond the infor-
mation on which the contractor should rely
on for its bid. Examples of where warranties
from the public sector are likely to be appro-
priate are where employees are being trans-
ferred by the contracting authority to the
contractor, or where a particular known risk
exists in relation to a building.

Guarantees from the Private Partner

According to the PF2 Guidance, a contract-
ing authority may usually obtain comfort
that the contractor and its sub-contractors
will be able to meet their contractual obli-
gations to provide the contracted service
and any corresponding financial liabilities, if
a well-structured limited-recourse project is
implemented. This is provided that the sub-
contractors have a suitable track record and
financial standing, that the level of equity is
sufficient to prove the commitment of the
shareholders to the project, and that the
rest of the financing structure is sufficiently
robust™®. However, the authority has to be
careful of placing undue reliance on such
comfort, as the senior lenders will in many

108 |n October 2012, the Infrastructure (Financial As-
sistance) Act became law and the UK government
was allowed to issue guarantees to projects meeting
a broad definition of infrastructure (including courts,
education, energy, health, housing, prisons, and trans-
port), in order to avoid investment in UK infrastructure
projects becoming delayed because of adverse credit
conditions.

109 Even though the final interest of the contracting
authority is not the same as that of the senior lenders,
the authority may take some comfort from the fact
that the lenders will normally require a security pack-
age from the contractor and its consortium in return
for providing the necessary debt finance, incentivizing
them to perform their obligations under the project’s
contract to ensure that the security is never called.
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cases be repaid prior to the termination date

of the contract.

If the project is funded with the inter-
nal resources of the contractor, with no
third-party senior debt being provided, the
contractor may be required to provide the
authority with a guarantee from its parent
company, or the strongest credit company
within its group (and/or be required to main-
tain specific financial covenants through-
out the term of the contract). Additionally, in
order to be able (subject to the prior step-in
rights of the senior lenders) to take over the
sub-contracts on the contractor’s default,
the contracting authority might look for col-
lateral warranties (that is, a direct contrac-
tual undertaking, which might be guaranteed
by the parent company or other companies
of substance within the group) from each of
the sub-contractors, granting direct claims
and the ability to step-in to the relevant sub-
contracts in certain circumstances.

Where there are no guarantees, the
comfort that the contactor and its sub-con-
tractors will be able to satisfy their contrac-
tual obligations could normally take the form
of indemnities provisions and contractual
claims. There are also some warranties and
undertakings that the public authority usu-
ally requires from the contractor, such as
warranties regarding corporate capacity and
compliance with tax obligations.

Step-in Rights

Standard PPP contracts allow for lenders to
take control of the PPP project if either the
private partner defaults or if the PPP con-
tract is under threat of termination due to
failure. Lender step-in rights are established
in a direct agreement to be entered into by

and between the lender(s), the authority, and
the contractor. Required drafting provisions
for a direct agreement are set out in the PF2
Guidance.

Profit-sharing Mechanism

Private finance contracts include a gain-
share mechanism, so that the public sector
shares in any gains made from refinancing
debt. However, due to the new Eurostat rules,
the standard contract terms for PF2 projects
limit the amount that can be received under
the gain-share mechanism to around 30
percent (since a bigger proportion of gains
increases the likelihood of the project debt
being recorded as government debt).

The most recent PFI contracts include
an insurance gain-share mechanism in order
to allow the public sector to share part of
the savings made by the SPV. The insurance
gain-share mechanism also implies that, if the
actual cost of insurance is significantly higher
than the base cost, the public sector would
pay part of the additional insurance cost.

Force Majeure Risk

The purpose of force majeure provisions
is to give the affected party relief from the
responsibility to comply with all or a material
part of its obligations under the contract and
to givethe partiesanopportunity to terminate
the contract if the event lasts for a certain
period. Force majeure events relate to events
which, unlike relief events, are likely to have a
catastrophic effect on either party’s ability to
fulfil its obligations under the contract (war,
terrorism, or contamination, for example). In
practice, such events are highly unlikely to
occur, and as neither party is likely to be in a
better position than the other to manage the
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occurrence or the effects of force majeure,

and the events may continue for along period
of time, such events are given a different
treatment from relief events and the financial
consequences are shared, regardless of the
insurability of the events.

Change in Law
According to the PF2 Guidance, change in
law is split into the following:

® discriminatory change in law, the terms
of which apply expressly to: (i) the proj-
ect and not to similar projects; (ii) the
contractor and not to other persons;
and/or (iii) PFI and/or PF2 Contractors
and not to other persons;

® specific change in law, which means any
change in law which specifically refers
to the provision of services the same as
or similar to the service contracted, or
to the holding of shares in companies
the main business of which is providing
services the same as or similar to the
service contracted; and

® general change in law, which means a
changeinlaw whichisnotadiscriminatory
change in law or a specific change in law.

Costs arising from discriminatory and spe-
cific changes in law which were not foresee-
able at the time of the signing of the contract,
and whether involving capital expenditure
or not, should be borne by the contracting
authority during both the construction and
the operating phases of the contract.

Given this, where the change was fore-
seeable at the time the contract was signed,
the risk will lie with the contractor, except
that: (i) during the construction phase,

whether or not it was foreseeable, the con-
tractor will bear the risk of a general change
in law; and (ii) the contractor will, at all times,
bear the risk of a general change in law which
does not involve capital expenditure, since
the public sector takes the risk of additional
capital expenditure arising from an unfore-
seeable general change in law.

When the contracting authority bears
the risk of a change in law, the contractor
should be obliged to keep any cost increases
to a minimum.

Dispute Resolution Mechanisms

The dispute resolution procedure typically
used consists of consultation (mediation)
between the contracting authority and the
contractor over a fixed period of time, in an
attempt to come to a mutually satisfactory
agreement. If the consultation fails, the
parties are encouraged to seek alternative
means of dispute resolution wherever
possible, such as the presentation of the case
by the parties to an expert to decide. Such
a person is appointed from a panel (e.g., of
construction or operation experts) and the
appointment is regulated by the contract.
However, if this fails, the dispute may be
referred either to arbitration or to the courts

for a final and binding decision.

Insurance

The authority has the responsibility to require
the contractor to take out and maintain cer-
tain insurances as a means of managing par-
ticular risks. The financial structure of private
finance projects usually stipulates that build-
ings and business interruption insurances are
required.
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The insurance requirements and associ-

ated contractual provisions should be clearly
stated in the tender documents, and bidders
should be requested to price these matters
into their bids. The contract will then set out
the insurance requirements for the duration
of the contract and a base cost (subject to
annual inflation indexation) will be agreed
and incorporated into the unitary charge to
be paid by the public sector.

The contract must also address the sit-
uation where a risk required to be insured
against, and which was previously insurable,
becomes uninsurable. In this context, unin-
surability includes both the unavailability of
insurance for a particular risk, or premiums
being charged at a level which is not com-
mercially viable. The consequences of unin-
surability (which may range from contractor
default to the contracting authority accept-
ing liability for the occurrence of the event)
will depend on the type of risk involved and
whether either party was responsible for the
uninsurability.

The Portuguese PPP Contractual
Framework

Main contractual clauses

Contract Duration

National and European community rules for
the determination of the duration of the con-
tract converge on the following criterion: the
period of validity of each contract should be
fixed in terms of the period of time deemed
necessary to amortize and remunerate
the capital invested by the concessionaire,
under normal conditions of profitability of
the operation.

The Public Procurement Law also fore-
sees a 30-year period for cases in which the
parties do not stipulate any contract duration.
It clarifies that this period already includes
the duration of any contractual extension
provided, without prejudice to a special law
that sets a different alternative duration, or
to the maximum duration™,

Contract Scope
There are two traditional objects in PPP
contracts, namely:

a. a contract whereby the private part-
ner undertakes to pursue the obligations
related to certain public works, namely,
the design and/or execution, typically also
including the right to proceed with the
respective operation and/or maintenance,
in both cases, against the right to the pay-
ment of a price or a remuneration; and

b. a contract whereby the private partner
assumes the responsibility of manag-
ing a public service activity, being remu-
nerated by the financial results of that
management, or directly by the public
contractor.

However, the contract scope is gener-
ally defined on a contract-by-contract basis,
there being no established rule. In the case
of the health sector, for example, while the
first wave of PPP contracts included the con-
struction and maintenance of the infrastruc-
ture and the operation of the clinical services,
the most recently launched contract (called
Hospital Lisboa Oriental) incorporates only
the infrastructure element. This change is

o As per article 410 of the CCP.
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BOX 11. HEALTHCARE PPP CONTRACTS

There are currently four hospitals operating under the PPP regime in Portugal, all fully integrated
into the country’s national health network, with two private partners per hospital. In contrast
to most countries with a PPP tradition, in Portugal, the PPP model was not only applied to the
hospital building but also to the provision of clinical services. This is known as the “first wave”
model.

In this first wave approach, for each hospital, there is a PPP contract, which corresponds to
the union of two contracts incorporating two different activities as follows:

®* The infrastructure PPP: the private partner is responsible for the building construction and
the supply of heavy equipment, and also for infrastructure services during the 30 years of
the contract; and

®* The clinical services PPP: a different private partner is responsible for providing clinical
services over a 10 year contract, with an extension option (10+10 years). The government
may decide to extend the contract duration subject to the private partner’s agreement.

In the case of the infrastructure PPPs, the private partner’s remuneration is based on
availability payments made by the public partner. In the case of the clinical services PPPs, the

Public partner

PPP contract
(union of contracts)

Private partner 1 Private partner 1

PPP 1 PPP 2
Provision of clinical services Infrastructural
10-year contract 30-year contract
Payments from public partner mainly Availability payments from
based on demand public partner

Hospital

(continued on next page)
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BOX 11. HEALTHCARE PPP CONTRACTS (continued)

private partner’s remuneration consists of payments from the public authority based on the
clinical output actually performed by the private partner, as well as an availability payment
related to the hospital’s emergency services.

Under this first wave PPP model, there is an interface risk between the infrastructure
manager and the clinical services provider, which is regulated by a “utilization agreement”
signed between the two private partners.

The next PPP (for Hospital Lisboa Oriental) will be different from the previous ones, as it
has been structured as an infrastructure-only contract (with a contract duration of 30 years),
with the national health service providing healthcare services directly. This will be the first of the
“second wave” of PPP contracts.

Hospital Lisboa Oriental will be a general hospital integrating all medical specialties, with a
projected capacity of 875 beds. This hospital, the capacity of which is in line with the strategic
plan for the region of Lisboa and Vale do Tejo, will be replacing 6 older hospitals (currently in
operation) with one hospital with a smaller-sized footprint, located in the city of Lisbon.

The new PPP (which is still in the tendering phase) only includes the construction,
management, and maintenance of the new hospital building. The heavy equipment supply that
will be provided by the contracting authority.

The remuneration of the private partner will be made up of availability payments made
by the public partner, less any penalties for non-compliance with the quality and availability
standards provided for in the bidding documents. In addition, the private partner will also have

access to ancillary revenues related to the operation of the car parks.

the result of a political decision, although,
as regards each PPP, the team that struc-
tures the contract (led by the UTAP) assesses
which object is most appropriate for the PPP
with the aim of maximizing Value for Money.

Investment

The private partner bears both the responsi-
bility and the risk associated with the invest-
ment. In the calculation of this investment,
consideration must be given to the traditional
concepts associated with the investment
that the private partner must undertake for
the fulfilment of the object of the PPP con-
tract. This includes whether it is related to a

construction contract, the provision of a ser-
vice, or otherwise, as well as to its adequacy
for the sector and activity in question, that is,
whether it is an activity that collects revenue,
or whether it is a regulated activity, amongst
other factors.

The private partner may also carry out
activities not provided for in the contract, as
long as these are complementary or ancillary
to those constituting the principal object of
the contract and occur with the prior autho-
rization of the public partner™. In general

M As per article 412 of the CCP.
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terms, the exercise of such complementary

or ancillary activities may generate revenue
to be shared among the partners of a PPP.
Such a revenue-sharing mechanism between
the partners may be achieved, wholly or in
part, by reducing the value of tariffs applied
or through other consideration, with this hav-
ing a financial expression and benefitting
either the users of the works or services, or
the public partner itself.

Financing Arrangements

It is understood that it is a cornerstone of the
PPP concept, given its inception and context,
that the private partner is, characteristically,
the entity responsible for obtaining the
funds necessary for the development of
all the activities integrating the object of
the contract. Although in some cases the
participation of the public partner in the
financing may be permitted, for example
through a guarantee or subsidy mechanism,
this should never assume the nature of a
main characteristic, as, in this circumstance,
the balance of risks associated with the PPP
would be jeopardized.

It is, typically, the private partner that
best controls this risk and is more capable of
managing it. The public partner, on the other
hand, must seek to relinquish any principal
responsibility as regards the financing (and
it appears that it has sought to do this in the
current PPPs).

In Portugal, prior to the signing of the
contract, the normal practice is to require the
private partner to present a formalized long-
term financing solution™, the terms of which
must be attached to the PPP contract. Fur-
thermore, changes to the financing arrange-
ments throughout the duration of the PPP

contract always require the prior authoriza-
tion of the public partner.

To date, PPP funding in Portugal has typi-
cally been secured through project finance™-
type structures. The financing package
usually includes direct contracts between
the banks and the contracting authority,
contemplating step-in rights in favor of the
lenders. Under these financing structures,
the commitment of the shareholders is usu-
ally limited to first-demand guarantees on
equity subscription, including, in some cases,
stand-by equity guarantees to be enforced
in case of cash shortfalls by the concession-
aire (these guarantees are usually valid dur-
ing the construction phase when the risk of
default of the SPV is higher).

Refinancing

Normally, PPP contracts allow the private
partner to negotiate the debt with its lenders
and to refinance it. By taking this approach,
higher levels of efficiency are expected, as
well as debt costs that are more appropriate
to the risk in question. This benefits the bal-
ance of the contract itself and the position
of the respective partners in its execution.
The positive financial impacts resulting from
the negotiation or refinancing are shared
between the private and public partners, on
the terms allowed in law and, normally, are
provided for in the PPP contract.

2 The private partner must present to the public au-
thority a signed long-term financing agreement by the
PPP contract signing date.

3 This is a type of financing agreement whereby the
borrower is an SPV and where the financing is struc-
tured without recourse to the shareholders, with the
repayment and collateral being based solely on the
project’s cash flows.
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Environmental Authorizations/Licenses

Generally, it is the responsibility of the private
partner to request, fund, obtain, and ensure
the maintenance, under the legal and regu-
latory terms, of the licenses, authorizations,
certifications, and accreditations necessary
for the exercise of the activities included in
the object of the PPP contract. These include
those related to construction, the environ-
ment, the facilities they operate or maintain,
and/or the activity they develop.

As a result of the national legislator’s
concern with the above-mentioned licens-
ing issue, and particularly focused on avoid-
ing unanticipated events at the time of the
awarding or during the execution of the con-
tract, DL 111/2012 expressly states that it must
be a prerequisite for the launch and award of
a PPP contract to “obtain the required autho-
rizations, licenses and administrative opin-
jons, such as those of an environmental and
urban nature, on which the development of
the project depends, in order to allow all the
execution risks to be or come to be appro-
priately transferred to the private partner”".
Thus, the practice that has been followed,
especially after the constitution of the UTAP,
is to require the obtaining of the Environ-
mental Impact Statement (“Declaracdo de
Impacto Ambiental”) before the launch of
the tender, so that the risk that is passed to
the private partner is transparent as well as
being more easily measurable and controlla-
ble by them, thereby avoiding an excessive
transfer of costs that might affect the bal-
ance of the contract.

Assets Included within the Contract
In the case of “brownfield”™ projects, the
private partner typically receives the assets

assigned to the contract in their current
state, obtaining acknowledgement of that
state through the tender and contemplat-
ing, in the respective proposal, the invest-
ment that must be made on the assets in
relation to their maintenance, acquisition,
lease, hire, or replacement. In the case of
“greenfield”"® projects, there are usually no
built assets at the beginning of the contract
and the investment responsibility lies with
the private partner that bears the construc-
tion risk. It is a typical obligation of the pri-
vate partner to assume responsibility for the
costs associated with the technical means
and equipment necessary to ensure the
proper execution of the PPP contract and
that they are adequate for the purposes for
which they are intended.

In the context of this type of contract,
the broad nature of the assets allocated,
and the rights incorporated under the PPP
contract, necessitates a specific approach,
which is reflected in the following
characteristics of most of the contracts
under consideration:

a. They cannot be encumbered, sold, or be
the object of a contract that has a similar
effect, without the prior authorization of
the public partner;

b. They are included in a register that iden-
tifies them in detail and that must be
updated throughout the validity of the
contract; and

14 As per article 6 of DL 111/2012.

s Land or property previously used for industrial or
commercial purposes (possibly with known or sus-
pected pollution including soil contamination due to
hazardous waste).

16 Land not previously developed or polluted.
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c. They revert, as a general rule, upon

termination of the PPP contract, to
the public partner, free of onuses and
encumbrances, in good state of opera-
tion and conservation, and fully opera-
tional, with the private partner ensuring
that, until that moment, the obligations
related to their conservation, mainte-
nance, and replacement were complied
with.

The last point is particularly relevant
insofar as it operates as a guarantee mech-
anism that the private partner neither deliv-
ers the PPP on its termination in any state of
disrepair, nor neglects the state of the assets
(movable or real estate), equipment, or rights,
throughout the period of validity of the con-
tract. Naturally, the fulfilment of this obliga-
tion to deliver the assets in a good state of
repair is subject to normal wear and tear as a
result of their prudent use during the period
of execution of the contract.

With this obligation imposed on the
private partner, there is always the risk
hanging over the public partner that, upon
termination of the contract, not all of the
conditions for the uninterrupted continuity of
the activities included under the PPP contract
will be met. Such a risk should be mirrored in
the risk matrix, and the uncertainty inherent
in this circumstance should reinforce the
importance of routine monitoring of the
execution of the contract, in general, and of
this aspect related to the state of the assets
and rights, in particular.

Special Purpose Vehicle
Generally, PPP contracts lay down specific
rules regarding the company to be incorpo-

rated for the purpose of the award of the con-
tract, with primarily three main objects:

a. To ensure the confinement of risk to
within an entity;

b. To control the corporate object of that
company; and

c. To monitor the changes in ownership,
direct or indirect, of the company to
which the public works or services in
guestion are designated.

On the last point, PPP contracts are sub-
ject to the authorization of the public partner
in relation to any amendments to the memo-
randum of association of the company incor-
porated for the purpose, as well as respecting
the sale or encumbrance of shareholdings in
the share capital™.

In the concessions covered by DL
111/2012, there have been no examples of
shareholdings taken by the public partner in
the share capital of the incorporated com-
pany. Although not forbidden, this may be
more common, under the Portuguese legal
system, in municipal level PPPs.

Land Acquisition

The law does not define a specific method
of allocating this risk. However, common
practice, primarily in the case of road trans-
port PPPs, has been to allocate the manage-
ment, control, and costs of the expropriation
processes to the private partner, as it is the
party most capable of managing this risk
efficiently. It is up to the public partner to
issue the Declaration of Public Use (“Decla-

7 As per article 324 of the CCP.
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racado de Utilidade Publica”) on land neces-

sary for the project, after the private partner
has submitted for approval the execution
phase documentation of the project in which
the land necessary to develop the PPP is
identified.

Construction Risk

When construction is the object of the PPP
contract, the responsibilities related to this
are allocated to the private partner, which
must ensure all the means (human, techni-
cal, and material) for the construction of the
works, provide the guarantees of proper exe-
cution required by law and by the contract,
and assume the consequences (financial or
otherwise) arising from delays that are not
attributable to the public partner.

More specifically, when, besides con-
struction, the contractual object also includes
the design of the project, the private part-
ner assumes responsibility for the prepara-
tion of all the studies and analyses that are
necessary under the PPP. It is responsible,
at its own expense, for eliminating or cor-
recting any errors, deficiencies, or omissions
that occur under the project. It is also com-
mon in PPP contracts for the private partner
to assume the risk associated with any con-
straints and restrictions related to the land,
and to consider this when preparing the
respective project.

In terms of the condition of the land, it is
common for the following to be transferred
to the private partner:

a. The obligation to request, fund, obtain,
and maintain all the permits neces-
sary for the removal of the existing con-
straints and restrictions on land use that

have not yet been obtained and paid for
by the public partner prior to the launch
of the tender procedure; and

b. The responsibility to undertake, within
the scope of the tender, a visit to the
land in order to specifically carry out all
the reconnaissance, valuations, inquiries,
studies, and measurements that, in the
opinion of the private partner, are nec-
essary for the purpose of preparing the
proposal.

Since the private partner is given the
opportunity to visit the land that will be
the object of the construction, the private
partner is precluded from invoking lack of
knowledge of the conditions of the site or of
imputing any responsibility in that regard to
the public partner, or to any other third party,
for non-compliance with any aspect related
to the execution of the works or the contract
in question.

Finally, with regard to guarantees, in
addition to the aforementioned perfor-
mance guarantee, it is not uncommon to
require the shareholders of the private part-
ner to issue a commitment (@ comfort let-
ter or a stronger guarantee statement)
whereby they assume effective responsibil-
ity for compliance by the entity they control
with regard to all the legal and contractual
obligations.

Subcontractors

The contracting of third parties for the execu-
tion of activities covered by the PPP contract
is, typically, acceptable provided that it has
been previously authorized by the public part-
ner. Subcontracting, as a general rule, should
not be allowed when there is strong evidence
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that it may serve as a means of distorting com-
petition rules”®,

In any case, subcontracting does not
exempt the private partner from any of its obli-
gations. The contract must make it clear that
the private partner remains fully responsible
for the proper and timely fulfiiment of all of
its own obligations arising under the PPP con-
tract and it is always the frontline responsible
entity, ahead of the public partner.

Ancillary Activities

As mentioned above, as a general rule, PPP
contracts include the sharing of the benefits
of ancillary activities with the public partner.

Payment Mechanisms
The Decree-Law regulating PPPs does
not define the payment mechanisms to be
included under the PPP contract, defining
only that the contract must include an
adequate remuneration that is appropriate to
the amounts invested and the type and level
of risks the private partner incurs.

However, in practice, the payment
mechanisms included in PPP contracts in
Portugal are mainly based on the following

components:

® Availability payments: payments made
directly by the public partner to the pri-
vate partner based on its service per-
formance. These payments should be
adjusted for deductions in the event of
non-performance in terms of the avail-
ability and/or quality of the service (mea-
sured by performance indicators). This
is the payment method used for some
motorways and also for the infrastructure
services of the healthcare PPPs;

® Payments based on demand: payments

made by the public partner based on
actual infrastructure demand. This is the
payment mechanism used for shadow
toll"™ motorways;

® Tariffs collected from the users of the
infrastructure. This type of remuneration
is used for: i) toll motorways; ii) a railway
system (the Fertagus project); and iii)
the provision of clinical services for the
healthcare PPPs;

® Payments based on demand but with a
floor based on a demand guarantee from
the granting authority. There is only one
PPP with this payment mechanism, the
Metro Sul do Tejo, a light railway system;
and

® Advance payments: this scheme is not
very common in Portugal. However, for
the Metro Sul do Tejo PPP, the investment
in long-term infrastructure was totally
assured by contributions from the public
entity.

These payment mechanisms may be
used individually or in combination with
each other. For example, there are motorway
PPPs which use availability payments and
simultaneous real/shadow toll payments.

Indexation of Remuneration

In some PPP contracts, the private partner’s
remuneration (whether based on public
authority payments or based on user tariffs)

18 As per articles 317 of the CCP.

"9 A shadow toll or per vehicle fee is a contractual
payment made by a government to a private company
that has built, operates and/or maintains a road. Pay-
ments are normally based on the number of vehicles
using a section of road over a period.
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is indexed to the annual rate of inflation,

although this is not always the rule. The use
of an indexing mechanism, and the degree
of such indexation, varies from contract to
contract, there being no pre-defined rule.

Compensations that may be Paid by the
Public Authority to the Private Partner
Under the Portuguese legal regime'?°, the
financial rebalancing system adjusts for cer-
tain eventualities. It regulates situations in
which, for reasons not attributable to the pri-
vate partner, the contract may need to be
repositioned, reverting it to the situation it
would have been in if the triggering eventu-
ality had not occurred.

The situations which most commonly
give rise to a right to financial rebalancing
are: (i) unilateral modification, by the pub-
lic partner, of the conditions for the develop-
ment of activities under the PPP contract; (ii)
the occurrence of force majeure situations;
and (iii) legislative and regulatory amend-
ments of a specific nature™. Each of these
cases gives rise to an increase in expenses or
a loss of income for the private partner.

In addition, the private partner is enti-
tled to financial rebalancing only if, in view
of the risk-sharing between the parties,
the triggering cause changes the assump-
tions underlying the financial equation of
the project cash flows to which it has been
obligated, provided that the public con-
tractor knew, or should have been aware
of, such altered assumptions. It is also clear,
under the national legal system, that finan-
cial rebalancing takes effect from the date
of the occurrence of the cause that changed
the assumptions, and it must be, in relation
to the event that originated it, single, com-

plete, and final for the entire period of the
contract™2,

The rebalancing takes many forms, with
the parties being able to stipulate a mecha-
nism in the contract or, in the absence this,
the law allows it to take place through the
extension of the period of execution or dura-
tion of the contract. The revision of the price
or the assumption, by the public contractor,
corresponds to the decrease in the expected
revenues or the increase in the expected
costs associated with the execution of the
contract'®,

As regards the respective amount, the
following limits have been identified, both
being related to the event that gave rise to
the rebalancing™*:

a. The value of the financial rebalancing
must correspond to that amount neces-
sary to restore the financial position on
which the contract was based, having as
its basis the value of the financial equa-
tion of the project cash flows agreed by
the parties, and the effect the triggering
event had on that financial equation; and

b. The value determined cannot place
either of the partners in a more favorable
situation than was originally the case and
cannot cover any losses that had already
arisen before the rebalancing was agreed

120 As per article 282 of the CCP.

121 Non-specific legislative or regulatory changes (la-
bour, tax, environmental, and public procurement
laws, for example) do not grant the right to contract
financial rebalancing.

122 As per no. 4 of article 282 of the CCP.

123 As per no. 3 of article 282 of the CCP.

124 As per no. 5 and 6 of article 282 of the CCP.
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or would in any event be inherent under
the risks of the contract itself.

Foreign Exchange Risk
This risk not applicable to the Portuguese
situation.

Performance Indicators

In general terms, national legislation™® allows
the public partner to apply sanctions in the
event of non-compliance or inadequate com-
pliance by the co-contractor. Such a possi-
bility is commonly reflected in the contract
terms, which establish maximum limits for
the sanctions, indexed to the contractual
price, as well as performance indicators,
which allow the public authority (in its mon-
itoring and inspection capacity) to verify
compliance.

The indicators can be revised to match
the performance of the private partner to
the specific needs of the public partner, this
being a risk normally retained by the pub-
lic authority. Indeed, in healthcare PPP con-
tracts, there is a provision that foresees a
continuous improvement in the goals that
the private partner should achieve under the
performance indicators (this aims to incen-
tivize the private partner to increase its effi-
ciency and effectiveness).

In addition, due to the dynamic and
long-lasting character of this type of con-
tract, it is often the public partner that is
allowed to introduce revisions to the techni-
cal and service specifications, such as when,
for example: (i) the specifications originally
contracted do not permit the private part-
ner’s timely compliance with the required
levels and performance indicators; (ii) tech-
nological developments or service require-

ments and standards justify a revision of

those specifications; or (iii) specific legisla-
tive or regulatory changes affect those spec-
ifications, requiring their revision.

The design of performance indicators
in Portugal is carried out on a case-by-case
basis, considering the specificities of the
PPP, although a common approach is already
applied to different contracts within the
same sector. Improvements in this area have
been made in the most recent PPP contracts,
which are now structured by the PPP Unit.

Performance Evaluation

Performance evaluation, as well as the
application of penalties, is carried out by the
PPP contract manager (“gestor de contrato”),
which is normally the public contracting
authority. There is no tradition in Portugal
of using independent entities to substantiate
performance evaluation. However, particularly
in the case of healthcare PPPs, the contract
manager sometimes contracts external
consultants to help on this issue (although
these external consultants do not act as

independent verifiers).

Reporting

PPP contracts include comprehensive report-
ing obligations, reflecting concerns over the
need to monitor contracts to guarantee their
Value for Money. This is another area where
the UTAP has introduced improvements. In
order to ensure the private partner’s report-
ing obligations allow for a close and rigorous
monitoring of the status of the PPP through-
out its execution, a concrete set of rules has
been introduced, not only related to the con-

125 As per article 329 of the CCP.
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tent but also to the form of reporting of the
private partners. It reinforces the inspection
powers of the public authority.

One of the innovations recently intro-
duced was the obligation that the private
partner keeps its business plan updated,
based on the actual progress of the PPP. This
is important, as it facilitates the calculation of
the amount payable by the public partner in
the event that financial compensation to the
private partner is necessary.

Business Model

The submission of the business model of the
private partner has been common practice
in Portugal. However, previously, the initial
business model remained unchanged and
was used for the purpose of calculating
financial compensation when necessary. This
situation proved difficult to manage, leading
to litigation between the parties, especially
when the demand risk was assumed by the
private partner. As a result, the use of the
initial business model for the calculation of
the compensation implied a transfer, at least
in part, of this risk to the public partner.

This limitation led to the need to change
the method of calculating the amount of the
compensation'®?; even so, the business model
continues to be requested at the time of the
signing of the PPP contract with the winning
bidder (although this model is not fixed for
the purpose of calculating compensation in
the future within the scope of the financial
equilibrium process).

Changes to the PPP Contract

The complex and long-term nature of PPP
projects means that their related contracts
may have to be amended during the proj-

ects’ lifecycle (via the renegotiation process

between the parties), both in their content
(objective modification) and in their parts
(subjective modification). The acknowledge-
ment of this dynamism of PPP contracts
does not mean that any modification is per-
mitted.

As determined and influenced by Euro-
pean Community legislation, and in some
cases with stricter requirements, national
legislation provides, in the CCP'?, that pub-
lic contracts may be amended by agreement
between the parties, by a judicial or arbitral
decision, or by an administrative act of the
public contractor when the grounds raised
are matters of public interest.

As grounds for such modification, the
following are admissible:

a. A fundamental and
change in the circumstances on which

unpredictable

the parties had based the decision
to contract the agreement, provided
it is demonstrated that requiring the
continuation of the project or contract
seriously affects the principles of good
faith, and provided that such a change is
not covered by the risks inherent within
the contract; and

b. A new situation, or a new weighting of

circumstances,

existing requiring the

amendment on grounds of public interest.

126 Compensation was initially calculated on the basis
of the calculated loss amount (taking into consider-
ation an updated business model) and was not based
on the initial business model, as this latter model
would not reflect, at a specific moment, the actual
status of the PPP.

127 As per articles 311 of the CCP.
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Any modification on these grounds must

observe certain limits, as stated above'?.
So, in detail, in addition to limits related to
the percentage of the contractual price that
these modifications may represent, and
which may not exceed certain limits, the
modification may not:

a. leadto asubstantial change in the object
of the contract;

b. represent a method of preventing,
restricting, or distorting competition;

c. alterthe order of the evaluated proposals
or the admission of other proposals,
where these modifications form part of
the technical specifications; or

d. change the economic balance of the
contract that places the private partner
in a more favorable situation than was
originally established in the contract.
Modifications that result from the

durable nature of the contractual relationship

are not subject to paragraphs b) and c) of the
previous passage, provided that the course
of time justifies this approach.

Under national law, the private partner is
entitled to financial rebalancing whenever the
modification of the contract has produced an
abnormal and unforeseeable change of cir-
cumstances attributable to a decision of the
public contractor, adopted outside the exer-
cise of its powers inherent within the con-
tractual relationship, or simply for reasons
of public interest determined by the public
partner. Other cases of abnormal and unfore-
seeable change of circumstances give rise to
the right to contract modification or financial
compensation but it would then be deter-
mined according to criteria of equity'?°.

Finally, it should be noted that the
objective modification of PPP contracts must,
firstly, comply with disclosure obligations
when above a certain amount provided
by law, and, secondly, be preceded by a
procedure in which a relevant role is assumed
by the UTAP, as better explained below.

According to DL 111/2012%9, in the event
that the public authority intends to issue a
unilateral determination capable of justify-
ing a financial rebalancing of the respective
partnership contract, it must: (i) estimate the
financial effects resulting from the determi-
nation; and (ii) verify the corresponding bud-
getary availability.

Furthermore, in the context of the
execution of the corresponding contract
and the conditions within it, any decision by
the public partner that may give rise to the
situations listed below, must be preceded
by the prior agreement of the government
members responsible for the finance area
and the project in question. These must also
be preceded by the favorable opinion of the
UTAP. The relevant situations are as follows:

a. An increase in the charges anticipated
on the part of the public sector, unless
the respective amount does not exceed,
in annual terms, gross Euros 1 million, or
a cumulative amount of gross Euros 10
million, at discounted rates; or

b. A reduction in the charges on the part of
the private partner.

128 |f these limits are not respected, the modification
must be established by means of a new autonomous
contract formulation procedure.
129 As per article 314 of the CCP.
130 As per articles 19 through 23 of DL 111/2012 for all
paragraphs that follow in the text in respect of this point.
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Furthermore, in the event of the sharing

of the benefits of the financial rebalancing, or
of their full attribution to the public partner,
or (with consideration to the recent history of
PPP contracts in Portugal and the role of the
UTAP over the last 5 years) in the event of the
renegotiation of the contract, a negotiating
committee will be set up for the purpose. This
will be composed of members appointed by
the service or entity representing the public
partner (line ministry representatives) and by
the UTAP (finance ministry representatives).

It is the responsibility of the negotiating
committee to take such action as may be nec-
essary to complete the negotiation process.
This includes representing the public partner
in the negotiation sessions with the private
partner, liaising with the service or entity that
represents the public partner in the respec-
tive contract, presenting the drafts of the
legal instruments necessary for the conclu-
sion of the negotiating process, and prepar-
ing the draft report to be submitted for the
approval of the competent line ministry and
finance ministry.

Contract Financial Rebalancing

In the event of financial rebalancing, the
calculation of the amount of compensation
to be paid has been a difficult issue to solve,
with it having led to several litigation suits.
One of the problems associated with the
financial rebalancing mechanism previously
implemented in PPP contracts was that the
value of the financial compensation was
indexed to the IRR value initially presented
by the private partner in the bidding phase.
It is important to note that the compensation
calculation mechanism is not prescribed in PPP
Law, it being determined in each PPP contract.

Recognizing the risk of this issue, in terms
of putting compliance with the original risk
matrix in jeopardy, in the most recent PPPs,
the UTAP has taken the initiative of changing
this mechanism. This will ensure that the
compensation is calculated to cover only
the direct impact of the event that gave rise
to the financial rebalancing request. Under
this new mechanism, it is possible to avoid
overcompensation, when the demand risk is
borne by the private partner and that risk has
already materialized. It is, however, important
tomentionthatthismethodologyisnotdefined
in PPP Law. Therefore, the standardization of
this practice is only possible if the contracts
are structured by the UTAP, which is the case
for PPP contracts included within the scope
of the PPP Law, but is not necessarily the case
for regional and local PPP contracts (since
these are not structured by UTAP members).

Early Termination of the PPP Contract

PPP contracts, as with public contracts in
general, may result in early termination on
the grounds of non-compliance attributable
to the private partner (termination of the
contract by the public partner). This is with-
out prejudice to the application by the public
contractor of the penalties provided for in the
contract, or the application of the provisions
related to the obligation of compensation for
late payment and definitive non-compliance
laid down in the legislation in general™'. This
was the case for the Tunel do Mar&o PPP,
which was terminated by the public author-
ity given the impossibility of the private part-
ner discharging the debt under the financing
agreements signed.

131 As per article 325 of the CCP.
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Another cause for the early termination

of these contracts is revocation by agreement
between the parties (“revogacao por acordo
entre as partes”), which may occur at any time,
within the context of causes that have been
validly established in the agreement between
the parties. The PPP contract may also be ter-
minated by resolution at the initiative of the
private partner, for instance, when there is an
abnormal and unforeseeable change of cir-
cumstances®?, when the definitive non-per-
formance of the contract is attributable to the
public contractor, or when the public contrac-
tor unlawfully exercises the powers attributed
to it and, contrary to good faith, enforces the
continuance of the contract':.

The circumstance of resolution on the ini-
tiative of the public partner based on grounds
of public interest’* is also allowed, provided
it is duly substantiated and payment is made
to the co-contractor of a fair compensation.
This compensation should correspond to the
emergent damages and loss of profits, with
these being net of the benefit resulting from
any anticipated gains.

Due to the effects being different for each
of the partners, the risk of early termination
of the contract normally ends up being
shared between the two partners. In addition
to those typically set out in PPP contracts,
the risk associated with early termination also
provides for the following events:

a. Seizure (“sequestro”)’*®: the occurrence
of seizure may be due to interruption or
serious deficiencies, in the case of a seri-
ous breach by the private partner, result-
ing in the public partner taking charge of
the development of the activities under
the contract in question.

In the case of seizure, the private
partner must bear the costs of carry-
ing out the activities for as long as it
is in charge, including any extraordi-
nary expenses necessary to restore the
normal execution or operation of the
public works, or the normal operation
of the public service, as the case may
be. This provision has, by law, a maxi-
mum time limit of one year. If the pri-
vate partner is unable or unwilling to
resume contractual execution, the pub-
lic authority may decide to terminate
the contract, with the effect of rever-
sion of the assets and any indemnities
set forth above; and

b. Redemption (“resgate”)¢: the public
authority may redeem the PPP contract,
for reasons of public interest, provided
that one third of the validity of the con-
tract’s duration has elapsed.

In this case, the public partner auto-
matically assumes the rights and obli-
gations of the private partner, provided
these were set up prior to the redemp-
tion notification, any other such rights
or obligations being only binding to the
public partner if it authorizes this.

As regards the effects of the
redemption, it is legally permissible for

132 |n this case, there is only a right to terminate when
this does not cause serious prejudice to the attain-
ment of the public interest or, if it implies such dam-
age, when the continuance of the contract manifestly
jeopardizes the economic and financial viability of the
public partner, that is, it is excessively onerous.

133 As per article 332 of the CCP.

134 As per article 334 of the CCP.

135 As per article 421 of the CCP.

136 As per article 422 of the CCP.
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the private partner to be entitled to

compensation corresponding to emer-
gent damages and loss of profits, with
these being net of the benefit resulting
from the anticipated gains. The redemp-
tion has the same effect as the above-
mentioned termination as regards the
reversion of assets allocated to the PPP
contract in question.

Public Guarantees

In Portugal, it is not necessary for the pub-
lic authority to provide guarantees for the
fulfilment of its obligations. Since Portugal
belongs to the European Union, the counter-
party risk of the Portuguese State in the PPP
context is acceptable, and it is not necessary
to issue any public guarantees, as occurs in
the case of LAC countries, for instance.

Private Partner Guarantees
As mentioned, the private partner is, as
a rule, required to provide performance
guarantees during the construction phase, as
well as shareholders’ guarantees, to ensure
their commitment to the project.

In addition to the foregoing, in the case
of risk allocation, the CCP™” now provides a
maximum value for the security deposit (5
percent of the contractual price) and a spe-
cific discharge regime for it. This has the
effect that the part of the risk not covered
by the security deposit, by legal imposition,
is retained by the public partner, given that
the value of the security deposit and/or its
period of validity will most likely not be suf-
ficient to ensure compliance by the private
partner of the obligations arising under the
PPP contract. It is therefore up to the private
partner to avail itself of mechanisms, such

as shareholder guarantees, with a view to, at
least, minimizing this risk.

Step-in Rights
It is not unusual for this type of contract to
have, in addition to other contractual doc-
uments, a tripartite agreement signed by
the two partners and the financing entities.
Through this, the financing entities may, with
the authorization of the public contractor
and under legally established terms™2, inter-
vene in the contract, with the objective of
ensuring the continuity of the provision of
the anticipated services under the contract.
As can be seen, this is a step-in right
granted to the banks, which the law permits
in cases of serious breach of contractual
obligations by the private partner. This
can be affected either by transferring the
shareholding control of the private partner
to the financing entities, or to another
entity, as indicated by the financing entities.
Alternatively, this can be achieved by ceding
the contractual position of the PPP contract
to the financing entities, or to a different
entity, as they determine. In the most recent
PPP cases, the rules regarding the exercise
of step-in rights by the banks were defined
directly in the PPP contract clauses.

Profit-sharing Mechanism

PPP contracts in Portugal used to incorpo-
rate profit-sharing mechanisms, especially
in the case of refinancing and ancillary reve-
nues. However, in the most recent PPPs, the
sharing mechanisms have been reweighted
to consider Eurostat’s rules regarding the

137 As per article 89 of the CCP.
138 As per article 322 of the CCP.
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BOX 12. BUDGETARY AND ACCOUNTING TREATMENT OF THE PUBLIC COMMITMENTS
OF PPPS IN PORTUGAL

PPPs are recorded in the public accounts (for statistical purposes) according to risks and
rewards criteria and following Eurostat rules. In this context, there are currently 3 PPPs that
are considered on-balance sheet, which means that the liabilities associated with these PPPs
are included as Portuguese debt (according to the Maastricht criteria). For those recorded as
off-balance sheet, the debt is not recognized in the public accounts and the government only
records the regular payments for services provided under the PPP contracts over the long-term.

The Eurostat rules look at the “economic ownership” of the asset, involving an analysis
of: i) the parties involved; ii) the structure of the project; iii) how the contract allocates risks
and rewards between the parties (mainly the construction, availability, and demand risks);
and iv) the issues related to government financing, guarantees, force majeure compensation,
termination compensation, refinancing, and the payment mechanism. According to Eurostat
rules, if the risks and rewards associated with the PPP assets lie with the public partner, then
the assets should be recorded as public assets and counted as government debt (Eurostat and
EPEC, 2016).

In terms of the budgeting process, in Portugal, PPP expenses are included in the annual
budgets of the authorities that are responsible for their payments. There is also a multiannual
budget that is drawn up by the UTAP (the Portuguese PPP Unit) but the payments are the
responsibility of each contracting authority. The UTAP has been trying to increase trans-
budgetary comparability, through the standardization of the technical and macroeconomic
criteria behind the budget process.

There is no standard system to evaluate and account for contingent liabilities and,
therefore, they are treated on a case-by-case basis. According to public accounting standards,
contingent liabilities are not recorded in the National Accounts System, as long as they are
considered contingent. Therefore, contingencies are only accounted for when they develop
into real liabilities. The UTAP discloses (in its reports available on its website, www.utap.pt) the
maximum amount of contingencies at any moment in time, based on private partners’ claims
that are either under arbitration or are facing court proceedings.

limitation of this sharing, to ensure the con-
tinued off-balance sheet classification of
PPPs.

Force Majeure Risk

Force majeure events are normally distin-
guished, in the contractual and risk allocation
terminology, between force majeure events
related to insurable and uninsurable occur-

rences.

In the first case, this is the responsibil-
ity of the private partner, inasmuch as com-
pliance is possible by virtue of the insurance
that this entity has contracted and that will
entitle it to receive an indemnity. In the sec-
ond case, since the private partner does not
control these occurrences, and it is not pos-
sible to cover them through the compul-
sory insurance contracted, this event has
the effect of exonerating the private partner
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from the punctual fulfilment of the obliga-

tions arising from the contract, but it must be
noted, only to the extent that their fulfilment
has been prevented by such force majeure
occurrence.

Changes in Law

As a rule, the public partner bears the risk
regarding changes to laws of a specific
nature that have a direct and relevant impact
on the activities of the PPP contract. Any
other changes are, typically, a risk assumed
by the private partner.

Dispute Resolution Mechanisms

Typically, by virtue of a specific clause to that
effect in contracts, conflicts resulting from
PPP contracts are settled by arbitration,
under international arbitration standards. It
should be noted that the UTAP is expected
to monitor arbitration procedures related to
partnerships and make available all the tech-
nical support requested by the representa-
tives of the public partner®°.

Insurance

As a general rule in PPP contracts, the private
partner assumes the obligation to draw up
and maintain in force all insurance contracts
obligated under law, in accordance with
the applicable legislation and throughout
the duration of the partnership. In addition,
it must take out all insurance cover that
is necessary to ensure an effective and
comprehensive coverage of the risks inherent
in the activities to be developed under the
contract in question.

Such obligations naturally include the
obligation to make timely payments of the
respective premiums. Even when a particu-
lar contractual obligation has been subcon-
tracted to a third party, the private partner
has the responsibility to keep that obligation
covered by insurance.

139 As per article 27 of DL 111/2012.
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