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Introductory Notes

Financing water and sanitation projects has a special challenge because of the unique risks:
local government control; underground assets that make investment planning difficult and
contract re-negotiation arduous; ability to pay is not an important factor for governments
due to the critical link of these services with the general health of the population; exposure
to significant currency risks since revenues are denominated in domestic currency; and
limited scope to introduce competition in provision of these services.

The water and sanitation sector’s exposure to risks, that are often difficult and costly to
cover, has two important ramifications: (a) fewer projects have been successfully financed
with private capital than in other infrastructure sectors, such as power and sanitation; and
(b) projects financed with private capital have tended to involve direct financial or credit
support from government or third parties such as bilateral, multilateral and export credit
agencies.

The first panel will raise and discuss some of the basic questions that will be revisited in
more depth during the break-out sessions.

In the past year, private infrastructure projects throughout the world have come under great
pressure.

¢ How have water projects been affected?
e  What lessons does the recent experience lead us to?
¢  Are there lessons being learned?

In the more medium-term, what are the risk factors that water projects face?

» How do these risk factors influence the main financing options available to private
water projects?

Finally, there are some key public policy questions:

e What are some useful approaches to the award of concessions? For open
competitive bids, is there a useful alternative to the single-envelope, lowest-price-
is-the-winner approach?

e  What strategies help reduce the likelihood of difficult renegotiations?

What pricing strategies and regulatory practices can best protect the consumer?

Ashoka Mody
Session Leader
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The Manila Experience:
Private Sector Participation
in the Operations of the
Metropolitan Waterworks and Sewerage System
("MWSS")

L The State of the Water and Sewerage Services in Metropolitan Manila
Prior to the Privatization Exercise

Antiquated and inefficient infrastructure
Limited water supply service

High percentage of non-revenue water
Very limited sewerage service

Need for vast improvement of services

m om0 ow p

Etc.

1L Objectives of the Privatization Effort

MI.  The Privatization Strategy

A.  Divide area of operations into two (2) separate zones

B. Award two (2) separate concessions (one for each of
the two zones) to private sector entities



Iv. Legal Bases

m o a0 w »

™

Water Crisis Act

MWSS Charter

BOT Law

New Executive Orders

Special Committee review and endorsement to the President

Presidential approval

V. Some Practical Considerations

A.

B.

Timetable
Bureaucratic red tape

Avoidance of monopoly: two separate and
distinct zones of operation

Regulatory Office
Prequalification of bidders

Bidders' legal counsel's opinion and waiver of right
to seek injunction

Bidding procedure

Award of concessions



VI. Problematic Issues

Case filed to question privatization exercise
Disparity in winning bids
Rate adjustment requests

Service performance by concessionaires

m g 0w »

Etc.

VII. Assessment / Lessons Learned

A.  Political will needed
B.  Ensure sound legal bases

C. Acceptability to the general public of the results
of the privatization exercise

D. Regulatory Office should be competent
to regulate concessionaires' performance/operations

E. Etc.

EUSEBIO V. TAN
' Senior Partner
ANGARA ABELLO CONCEPCION REGALA & CRUZ
Law Offices
("ACCRALAW")

ACCRA Building, 122 Gamboa St., Legaspi Village
0770 Makati City, Metro Manila, Philippines
Telephone No. (632) 817-0966
Fax No. (632) 812-4897/816-0119
E-mail: accralaw@philonline.com.ph
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Foreword

The economic and environmental importance of the water and sanitation sector is driving governments around the world
1o seek innovative approaches to harnessing private sector management skills and investment capabiitties. This review of
recent experience was undertaken to determine the extent_and form of private involvement, the successes achieved. and
the problems faced both by governments and the private sector.

The study highlights the variety of risks that occur in the provision of water and sanitation services and desctibes in
considerable detail the mechanisms used to allocate and mitigate those risks. Where risks are clearly idencied and man-
aged, the prospects of success go up. Clearly, there is no magic bullet here: even the successful projects have faced chal-
lenges. However, the experience thus far leads to an optimistic prospect for the future. A variety of experimexts are ongoing
in all parts of the world. Some projects have faced challenges but typically all parties have demonstrated z willingness to
find solutions that improve the basis for success. Looking ahead, the interests of governments and the private sector lie
in continued efforts to identify arrangements that provide cost effective and quality service while rewardirg risk bearing.

This study on the water and sanitation sector follows eatlicr reviews undertaken by the World Bank's P-oject Finance
and Guarantees Department on private electric power generation and toll road projects. The Project Finance and Guarantees
Department provides technical support in project structuring and is responsible for the World Bank's Guarantee
Program. Further information on the Bank's Guarantees—~and on the Department’s publications—=can be obtained by
calling 202-473-1650.

Nina Shapiro
Director
Project Finance and Guarantees
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Preface

Worldwide, the public sector finances, builds, operates, and owns most of the assets in the water and sanitation sector;
facilities are often inefficient, service coverage and quality are inadequate, and cost recovery is poor. To extend coverage
and improve the quality of service provided, municipalities around the world are turning to the privare sector to rehabil-
itate and expand existing systems and build and operate new ones.

Based on accumulating experience, this monograph describes strategies to sustain private involvement and investment
in the water and sanitation sector. I is addressed both to policymakers and to private operators, investors, and lenders
that are engaged—or are likely to pardcipate—in meeting the rapidly growing demand for water and sanitation services.
The ability of the public and private sectors to recognize and acknowledge each other’s viewpoints and expectations will
be key to sustaining the efficient use of private initiative and capital.

AREER

Valuable comments and inputs we=s received from John Briscoe, Laurence Carter, Penelope Brook Cowen, Brad Genary,
Vincent Gouarne, Ellis Juan, Jamal Saghir, Ben Shin, Thelma Triche, Guillermo Yepes, and Katarina Zajc. Dilip Patro pre-
pared an early draft, which helped to get the project started. Without implicating them in any way, we would also like to
thank several industry specialists, project sponsors, and lenders who generously responded to our queries with detailed
inputs: Alan Booker (Office of Water Services), Brieuc Le Bigre (Bouygues), William Bulmer (Intetnational Finance
Corporation), Ron Daigle (Global Ezvironment Fund), Eduardo Daniello (Aguas Argentinas), Michael Deane (Air and
Water Technologies), Luis F. Diaz Guerero (Secretaria de Obras y Servicios), Wanchai Ghooprasert (East Water Resources),
Richard House (Institutional Invester), Lum Weng Kee (Department of Sewerage Services, Malaysia), Chew Seng Kok
(Zaid Ibrahim and Company), Thierry Krieg (Tecnologia y Servicios de Agua), Santiago Lobeira (Secretaria de Medio
Ambiente Recursos Naturales y Pesca), Alain Locussol (World Bank), Peter Mansfield (Lend Lease), Jim Martin (International
Finance Corporation), Steve Moor (Dresdner, Kleinwort, and Benson), Bosworth Monck (International Finance
Corporation), David Naylor (Welsh Warter), Louis Petershmirt (Saur International), Alain Poinard (Lyonnaise Sdn. Bhd.),
Gauthier Prate (Lyonnaise Sdn. Bhd., Rebecca Reehal (Dresdner, Kleinwort, and Benson), Partho Sanyal (International
Finance Corporation), Hugh Sowerby (Agua de Mexico), Hector Vela (Atlatec), and Hakan Ymsen {Anglian Water).
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Why are Private Initiative and Capital Important?

Governments worldwide are turning to private initiative and capital to address the significant operational
failures and funding gaps in the provision of water and sanitation services. Although private investment
in the sector has been much more modest than in telecommunications, power plants, and toll roads, con-
siderable private activity has occurred in recent years. As the nine case studies described in the paper

show, private capital has relieved pressures on government budgets and private initiative has increased

operational efficiency. Private water and sanitation projects have, however, been concentrated in only a
few countries, and they have encountered a variety of challenges. Despite these problems, pressures for
moving ahead have resulted in pragmatic approaches to risk reduction and risk sharing in a variety of con-

texts, and the prognosis for the future is positive.

Developing countries spend about $30 billion a year on
investments in water and sanitaton but easily need to
spend twice that amount to serve those without essential
services and to avert an environmental crisis in the decades
ahead. Throughout the world 1 billion people are with-
out safe water, and 2 billion are without safe sanitation.
The most severe problems exist in low-income coun-
tries, where only about 60 percent of the population
have access to safe water and only 40 percent have access
to sanitation {table 1). These statistics fail to capture the
full extent of the problem, since even those with access
to services face low quality and poor reliability. Moreover,
as urban populations continue their relentless growth,
pressures on scarce water supply and the damage from
polluted water threaten to cause irreversible damage to
the environment and hence to the quality of life in many
countries.

The water and sanitation sector has long been domi-
nated by the public sector, which has left a legacy of seri-
ous operational deficiencies (box 1). The tradition and
perception of water as a predominantly social service led

13

TABLE |
Access to safe water and sanitation in developing
countries, 1993

Percentage of population with access to

Country Safe water Saniation
Low income
Cdte d'ivorre 75 43
Ghara 56 27
Guinea-Bigsau 25 29
Guinea 60 14
Lower-rniddie income
Guaternala 60 i
Indonesia 42 L1
Philippines 81 72
Slovak Republic 77 51
Turkey 92 95
Upper-middle income
Argentina 64 89
Chile 86 83
Malaysia 78 94
Mexico 80 66

Note: Though these dita refer to 1993, the coverage rmos are unikely 1© nave
chanped ruch since then. Definitions of coverage vary aross countries ang are there-
fore not aways strictly cormparable. Reported coverages 350 Vary SOMEwNgt AT
the sources cited. The refatively high coverage ratios for sywmmion in some countries
refiect rudirnentiary services.

Source: United Nations (1996), Werld Bank (1 995), Werid Rescaarces insttus (1955).
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BOX |
The legacy of public sector management

Significant opportuntties for operating improvernents indicate that
water enterprises face weak internal (organzabonal) and external
(regulatory) incentives to perform. Unaccounted-for water, which
rmeasures the combined effects of physical leakage and unautho-
rzed withdrawal, 1s a frequently used summary mezsure of opera-
tonal efiidency. For efficiently managed water utiibes, uraccounted-for
water is generally in the range of 10-20 percert. In many develop-
INg countnes unaccounted-for water rates average detween 40 and
60 percent, indicating poor management (Cowen |995). Pubiic water
systems also tend to be overstaffed, with five to seven tmes as
many empioyees per connecion 25 in ather ualives (Serageddin 1995).
Water quality standards are also low.

The massive cost of underpricing, inadequate collection, and
nefficency s a key force dnving governments toward privatza-

tion, Revenues coliected by municipal utilities cover only znout a
third of the cost of water; subsidies from the uncerondng of water
amount to about $20 billion a year (World Bank 1994). In addi-
tion, operational nefliciency costs governments aimest $1C 2diion
ayear (World Bank 1994).

Raising prices to cover costs and reducing systern losses would
thus be almost sufiicient to finance the curret jevel of expen-
ditures on water. In the past, concern for te poor has been
stressed as a key reason for keeping prices low. However. because
large portions of the population did not have acress to senaces,
the penefits of the subsidies accrued pringpaily 1o the wealthy
or well connected. Greater access {0 warter suppty and exphct
subsidy mechanisms will be required to serve me interssts of
the poor.

BOX 2

How is the water and sanitation sector different from other infrastructure sectors?

The distinctive features of the water and sanitation sector are the
source of many risks, and they explain the lower levels of private
investrnent in the water sector relative to the dower. telecom-
munications, and transportation sectors. All of these fezturas under-
score the importance of government commitment to mitigate
nisks in order to attract private participation,

First, capital intensity is high and large sunk costs are involved.
thus limiting the scope of direct competition and creating the need
for a credible reguiatory framework to protect consumners from
excessive charges and investors from “creeping expropriation.”
Water assets often last 30-50 years, with deprecation rates of
only 3-5 percent a year. To keep tariff levels kow. the nayback period
for water investments is usually amortized over 1 530 years. Long-
terrn fimancing is thus needed to finance these investments. The
lack of eflectively funciioning domestic capital markets in most devel-
oping countries represents an important obstacle to orivate invest-
ment, and reliance on long-term international lending creates
substantial currency risks.

Second. muttiple public policy objectives (economic effidency.
environrmental enhancement, the protection of hesith, and the
affordability of tariffs, as well as broader fisl and political goals)
accentuate political and regulatory uncertainty. Al ifrastructure
sectors must meet multiple policy objectives. but the problem is
particularly acute in water and sanitation because of the senous
heatth and environmental consequences of substandard service
provision.

Third, the sector is highly fragmented. Water differs from other
network industries in that. relative to its value, the product is expen-

sive to trans'port and cheap to store, This recucas Te scose for

long-distance transmission (except to water-scessed arezs} and-

makes water a more local service than other isresructure ser-
vices. The local nature of water and sanitation semices mears that
investments tend to be smaller than they are in rfrasTuciurs sec-
tors, such as power, in which investment is cermraiized,

Finally, the water and sanitation sector & charaCarized Dy a
high degree of uncertainty about the condition of assets anc thus
the investment requirernents. Private investors nave only &mnited
information about the state of the physical inirzstructura {the
pipes) and the custormer base (the extent of illegs connections, for
examnple). The condition and value of water and mnitation rifras-
tructure is generally more difficult to determine than assets oi cther
utility sectors because many of these assets are underground. As
aresuft, underinvestment and improper maintenance an go tNNo-
ticed for years. Because private companies king cver water and
wastewater systemns may have difficulty estirnating e casts of reha-
bilitation, tariff setting and adjustment can be susiec o consder-
able uncertainty.

The problemn of valuing assets has signifiant mnpiicatiors for
the risks faced by private investors. If more invesnent is required
than was expected in the initial tariff determination and tariT rene-
gotiation is costly, private developers and investors may find that
contractually agreed upon returns are insufidert. The diffic.ity of
assessing the value of water and sewerage assets suggests that
regulatory provisions for tariff adjustrnent and coatrac renegotia-
tion will play a critical role in attracting and sacurng pavate czoital
to the sector.
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1o neglect of the sector’s long-term economic viability and
to massive undercapitalization.

The current situation presents both constraints and
opportunities. On the one hand, the poiitical nature of some
problems (such as overstaffing and tariff setting) may deter
private participation. On the other hand, the significant
financial and operational problems of the sector provide a
rationale for private participation. With governments in
many countries unable to address the pressing needs of
the sector, the private sector can potenrially contribute sig-
nificant financial resources to extend services. Financial
resources alone will not solve the problem of inadequate
water quantity and quality, however. If services are to be
enhanced and expanded, operational inefficiency (high
water losses, poor reliability, inadequate meteting and billing)

15

must also be overcome through harnessing the manage-
ment and technical skills of experienced service providers.

The shift to private participation can create large bene-
fits, but effective private involvement requires that gov-
ernments play a new facilitation and regulatory role to create
a credible——and hence low-risk~—contracting and operat-
ing environment (box 2). A recent World Bank study doc-
uments that, in a number of projects, private enterprise
has been associated with “substantiai benefits to consumers
in terms of expanded coverage and quality of services as
well as significant improvements in productive efficiency”
(Rivera 1996, p. 71). But the same study also questions the
sustainability of these benefits and improvements without
the implementation of complementary water pricing, financ-
ing, and regulatory reforms.



Strategies for Attracting Private Initiative and Capital

A variety of approaches have been used to attract private
participation in water and saniration (table 2). Different
approaches have been adopted to varying degrees around
the world. Even within countries at similar income levels,
the nature and extent of private sector participation vaties
widely. In the United States, for example, less than 20 per-
cent of the population is served by privately managed water
utilities, and an even smaller pordon of the population is
served by assets that are privately owned. In contrast, pub-
lic-private partnerships are more common in Europe. Activity
among middle-income countries, such as Argentina and
Malaysia, is growing, and they are likely to experience the
greatest growth in private participation in thc_ coming
decades. But among middle-income countries, too, expe-
riences vary, Chile, for exampie, a leader in privatization in

other sectors, has been slow to seek private participation
in the water and sanitation sector, primarily because its pub-
lic water utilities have a reputation for efficiency. Private
participation in low-income countries has been even more
limited, and the value of the projects has been small. Given
the enormous need for investment, however, acrivity is
expected to grow, particularly as governments adopt eco-
nomic, legal, and regulatory reforms that stimulate growth
and attract foreign investment.

Management and Lease Contracts
Tackling the long-term weaknesses in the distribution sec-

tor can also be done incrementally (box 3). This approach
of gradually increasing private participation through con-

TABLE 2
Allocation of risks and responsibilities in alternative contractual arrangements
Allocation of Management Lease BOO/BOT Full utifity
responsibilities contract contract concession concession Asset sale
Ownarship Government Government Govermnment Government Private sector
Investmert Government Government Private sector Private sector Private sactor
Operation Private sector Private sector Private sector Private sector Private sector
Tariff collection Government/ .
private sactor Private sector Government Private sector Private sector
Selected recent cases  *» Puerto Rico * Guinea (watsr) * Johor, Malaysia (water) ¢ Macao (water) * Ten regional
(water and sewerage)  * North and South « Sydney. Australia (water) * Buenos Aires, water authorities
+ Mexico City (watar) Bohemia, Czech * tzmmit, Turkey (water) Argentina (water and i England and
+ Trinidad and Tobago Republic (water * Chitwsghua, Mexico sewerage) Wales (water
(water and sewerage) and sewerage) (wastewater) * Malaysia (sewerage) and sewerage)
* Amalya, Turkey ¢ Gdansk, Poland (water)  « Puerto Vallarta, Mexico  * Limeria, Brazil
(water and sewerage) ¢ Szeged. Hungary (wastewater) (water and sewerage)
» Gaza City (water and sewerage) ¢ Cite d'ivorre (water)
(water and sewerage) ¢ Cartagena, Colombia * Batam, Indonesia (water)
* Indianapolis, US. (water and sewerage) * Manila, Philippines (water
(sewerage) and sewerage)
* Gabon (water and
electncity)

16



BOX 3

Cote d'ivorre’s water utility is one of the oldest and longest-run-
ning privately operated systems in the worid, Its operations are

ket, it is operated almost entirely by vormans, and it is beginning to
export its expertise and management expenence to neighbonng
countries.

In 1959 the government organized an international tender for
the nght to operate the water supply system in the capital cty of
Abidjan. a city of about 300.000 at the time. under a lease agree-
ment. The French water company Saur was awarded the 25-year
lease contract. Two years later Saur signed agreements to manage
five other municipal systems. After Céte d'ivorre gained indepen-
dence in 1960, a private ivorian company, SODECI (the Céte
d'Ivoire Water Distribution Company), took control of the lease,
leaving Saur as the rajor shareholder.

Under the lease agreement. SODEC! was responsible for the
operation and maintenance of the system, tarfff billing and collec-
tions. and new connections; the government was in charge of major
investment. such as network extension. Operations were seff-
financed and 1arifis collected by SODECI were allocated 1o the
lessee as remuneration, to the Development Fund (for low-income
connections. renewals, and new works), and to the National Water

Successful contract transformation in Cote d’lvoire

financially self-sustaining, its shares trade on the ivorian stock mar- -

Fund (for debt service and sewerage). To ensure that low-income
households had access to piped drinking water, SODEC] struc-
tured a special tariff rate for poor households and offered free
connection for pipes 15 millimeters in dizmeter.

In 1978 the company's shares began trading on the country’s
stock market. Over time the company took over responsibility for
the management of sewerage and drainage systerns. In 1987 the
government broadened SODECT's responsibilties to include firanc-
ing investments by granting the company a 20-year concession for
the urban water supply. By 1997 SODECI's capaal of about $15
million was held by Saur (47 percent), SODECI Workers' Funds
(5 percent), private vonans (45 percent), and the Ivorian govern-
ment (3 percent).

Through the adoption of professional managernent techniques
that have included a heavy emphasis on training and motvating
staff, SODEC! has transformed the coyntry's water utlity imo a
highly productive stand-alone business that serves more than
345.000 custormers in 409 centers (136 towns and 273 villages).
up from 40,071 customers in 38 centers in 1973, Staffing effi-
ciency is high (about four per thousand connections), collection
from private customers is 97 percent, and unaccounted-for water
in Abidjan is only |7 percent.

tracting mechanisms—operations and maintenance (O&M)
and lease contracts—has been adopted in many countries
because of concerns about raising prices and the need to
deal sensitively with the interests of the utilities’ staffs.
Management contracts give the private sector full respon-
sibility for O&M services for a specific facility (such as a
wastewater treatment plant) or an entire system. The pri-
vate O&M contractor typically accepts performance-based
fees, which are generally based on physical parameters, such
as volume of water treated and achievement of environ-
mental quality standards; the contractor may also bear the
risk of legal liability for failure to meet environmental stan.
dards. The O&M contractor does not take on the invest-
ment and financing risks. The duration of management
contracts is generally less than 10 years.

Because they may not require tariff increases or signif-
icant downsizing of staff, short-term management contracts
may be politically more acceptable than forms of ptivate
participation such as concession contracts, which require
cost recovery. Like corporatization, which involves trans-
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forming a utility into a financially and institutionally inde-
pendent entity, management contracts offer a way to improve
operational and service performance and thus prepare a
utility for fuller privatizarion options. However, under this
approach, the degree of private involvement is fairly lim-
ited and hence private initiative and capital are harnessed
only to a limited extent. While this “stepping slowly”
approach goes some way toward improving operational and
financial performance, lines of authority and responsibility
remain blurred and reliance on government budgetary
resources for funding remains unchanged.

Build-Operate-Own (BOO) and
Build-Operate-Transfer (BOT) Projects

The most frequently employed form of private participa-
tion has been through special-purpose build-operate-trans-
fer (BOT) projects for water sourcing, transmission, and
treatment. In countries with limited financial resources and
urgent needs for specific facilities, such as water or wastew-



ater treatment plants, BOO/BOT contracts can be an effi-
cient way to channel private investment and initiative to
new facilities. Under a BOT contract the government-owned
utility pays a private compaty to source water or treat a
certain volume of raw water or sewage. To provide the
basis for project financing, the revenue stream is secured
through a take-or-pay arrangement, under which fixed pay-
ments ate made whether or not the service is used. The con-
tract length is negotiated to allow for retirement of debt
and provide a return to equity investors. At the end of the
contract, which generally lasts 15-25 years, the private com-
pany transfers the facility back to the govenment. In con-
trast, the private company owns and operates the facility
for perperuity under 2 BOO contract.

While placing greater capital at risk than in management
or lease contracts, the BOT/BOQ arrangements do not deal
with the inefficiencies of the distribution sector— water losses,
lack of metering, and inefficient tariff setting Indeed, these
arrangements are often perceived as a short-term mechanism
by which to avoid dealing with the long-term, less tractable,
problems. In this respect, they follow the same philosophy
that led to independent power generators under long-term
take-or-pay contracts in the power sector. In both sectors

the danger exists that the supply sources thus created will be
inefficient because they supply a service thar is not needed
(in the worst situation the extra supply will be wasted where
distribution losses are not stemmed). Greater coordination
of supply and distribution investments is, therefore, required.

Full Utility Concessions

A few countries have gone farther by awarding conces-
sions for operating entire water and sanitation systems for
fixed periods (25-30 years) and requiring an investment
commitment on the part of the concessionaire. Although
the outcomes are sensitive to the precise contractual and
regulatory arrangements, recent evidence suggests that

significant gains are possible.

Privatization of Assets

Beyond such concessions lie the full privatization of assets,
which has been done only in England and Wales, where
privatization has transformed the once undercapitalized
and underperforming water companies into viable and com-
petitive enterprises.
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Managing Risks through Project Finance—and Beyond

Tapping substantial new sources of finance is 2 prime moti-
vation for attracting private participation. Successful tran-
sition from the current system of government financing to
private financing will depend on the establishment of a
sound pricing and regulatory framework. which determines
the future flow of earnings and their stability.

Govermnments would ideally like to eliminate their finan-
cial support to private projects. Incomplete reforms, con-
tinued subsidies to certain Jow-income consumers, and
the risks associated with the transiton rom gublic to pri-
vate management, however, require direct anc indirect gov-
ernment financial assistance. To phase out such support
over the long-term, it will be necessary o transtorm poorly
performing utilities into economically viable enterprises
with access to significant internal cash for investments and
with the ability to raise resources from diverse sources on
the basis of their balance sheets.

The evolution of private financing may be viewed as a
three-step process. In the first step, the key mechanism is
limited-recourse financing, Project equity and commercial
lending are supported primarily by the cash flows and assets
of the project, which may be a discrete BOT or a conces-
sion for a distriburion system. Financing is also supported
in part by recourse to the balance sheets of project spon-
sors and by various implicit and explicit government guar-
antees. In the second step, a stable set of rate-paying
customers and some confidence in the regulatory system is
established, and the basis for a sustainable water utility is
created, leading to substantial investments through rezasned
earnings. In the third step, capital market financing, espe-
cially bond financing, is likely to develop as the rack record
of stable revenue sources become evident.! Where private
ownership of assets exists, equity markets can play an impor-
tant role in disciplining the management of water utilities.
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Governments can support the development of capital mar-
kets through general measures anc aiso those specific to
the warer and sanitation sector.

Project finance techniques have been the preferred
method of attracting equity investors and lenders to water
and sanitation projects. Like other privately financed infras-
tructure facilities, such as power plants, toll roads, ports,
and airports, these projects are stmuctured around a pro-
ject’s ability to generate a stable stream of future revenues.
Nonrecourse or limited-recourse Znancing is based pri-
marily on a project’s future cash flows and its assets, rather
than on the balance sheet of the zovernment or the pro-
ject developer. The direct link berwssn a project’s cash flow
generaton potential and funding Fves the project spon-
sots, investors, and lenders strong incentives to ensure
that projects are strucnured and opesated to generate pos-
itive cash flows. -

The high capital intensity of water projects and con-
sumers’ sensitivity to tariff increases indicare that the financ-
ing challenge for the water sector s to access long-term
financing at reasonable rates to match the long-term pay-
back period associated with the larze investments required
to rehabilitate and expand existing assets and construct
new facilities. Additionally, for new investments such as
BOT projects, the long gestation period from initial con-
struction financing to operaton and stable revenue gen.
eration may represent two or three vears without debt
repayment.

To date, debt has been the major component of the
financing package. Most of this debt has come from offi-
cial sources, including several international financial insti-
tutions and the export credit agencies (ECAs). Domestic
financial institutions have providec financing in local cur-
rency in the more advanced countzes, including Malaysia



and Thailand; international commercal lenders have been
unable to lend on their own account Zor tenors of 10 years
or more, as required by these projecs.

The Fundamentals of Project Finance
for Water and Sanitation Projects

Under limited-recourse project finzace, a project’s cash
flow and risk profile determine the dnancial structure,
sources of finance, and terms of lexding. These profiles
are affected by four main factors: (a: the type of contrac-
tual arrangement, (b) the stage of =e project’s develop-
ment, (c) the availability of local finzace (the presence of
exchange rate risk), and (d) the unceriying political com-
mitment to secure private participatica, as reflected by gov-
emment undertakings (such as estabiishing an independent
regulatory authority or raising tariffs w0 cost recovery lev-
els before privatization),

The cash flow and risk profiles, security interest, and
customer type for the different approaches to private sec-
tor participation in the water and sanitazon sector are shown
in table 3 (exchange rate risk, which is not shown, depends
on the quality of local capital markets . The significant vari-
ation in the cash flow and risk profiles across projects and
phases of project development sugg=sts the need for dif-
ferent risk mitigation and financing scategies. Financially,
certain entities are better suited to perdcipating in project
financing than others. Comtnercial banks, for example, may

TABLE3

have specific sectoral and country expertise that enables
them to shoulder and manage 2 project’s financial risks;
multilateral and export credit agencies may have spedific
knowledge and experience analyzing and managing coun-
try risk.

Allocating more risk to the private sector (that is, mov-
ing to the right along the continuum shown in table 3) entails
increased commercial responsibilities, greater control, and
a longer duration of private participaton. Under a con-
cession agreement, a project company’s shares cannot be
freely transferred or pledged; only under full asset owner-
ship can the private operator use such assets as collateral,
With rights to cash flows in perpetuiry and a clear security
interest in a utility’s assets, asset ownership has the great-
est long-term certainty of revenues, and it thus generally
provides the greatest flexibility for financing new invest-
ment, At the same time, the greater monopoly concerns
associated with asset ownership mean that government over-
sight will play a greater role, and thus regulatory risk will
be higher.

Risk Management

The reliability and timing of the cash flows and the alloca-
tion of risks influence the ease and sources of funding, All
parties have an interest in requiring thar tisks are fully trans-
parent and allocated to the project participants best able
to mitigate them. The process of identifying, assessing,

Risk and cash flow profiles of alternative privatization mechanisms

Indicator O & M contract Lease contract BOT concession Full utifity concmssion  Asser sale
Time horizon 2-5 years 10 y=ars 1020 years 20-30 years In perpetuity
Customer Governmert Reail customers Single buyer/ government  Retail customers Retail customers
Cash flow profile Fixed-fee for 0 &M fee paid Post-construction Subject 1 market Subject to market
service paid direcdy  Sirectly from remil purchase ¢ontract, and regulatory risk and reguatory risk
by government nsumers and thus typically with a
Subject to rmarket risk government wtility
Security interest Net relevant Right to part of Right to cash flows Right to cash flows Ownership rights to
ash flows generated generated by assets; generated by assers: pledge as security;
by assets: no right usually no right to usually ne vightto shares are Tadble
5 own or pledge assets own or pledge assets own or pledge assars
Construction risk None Litde High Medium Low
Operations risk Low Medium High High High
Regulatory risk None Medium Low High Very high
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and assigning commercial and regulatory risks is, however,
a difficult one. In water and sanitation projects, a variety
of strategies have been adopted to deal with market and
payment risks, construction risks, operational risks, cur-
rency rate and convertibility risks, regulatory and policy
risks, and force majeur (table 4).

Market risks

Market risks in ihe sector take the form of demand (abil-
ity and willingness to pay) risk and payment (or credit) risk
(table 5). Under BOT/BOO arrangements, demand risk is
mitigated through a long-term contract with the govern-
ment utility, which bears the risk of nonpayment by cus-
tomers. The utility commits to purchase a minimum amount
of service over the life of the contract through so-called
take-or-pay contracts. These contracts oblige payment even
when services are not required; they thus give comfort to
lenders that a project can service its debt. Payment risk
exists nevertheless in BOT/BOO contracts, however, since
the government entity purchasing the services may not be
creditworthy. If the government entity is viewed as uncred-
itworthy, lenders and investors will require some form of
credit support from the federal government or other third

TABLE 4
Types of risks and mitigation mechanisms
Risk Mitigation mechanism
Market or * |ndependent tarf and demand studies
customer risk * Right to cut off service

= Lhility combinations or regionalization (project

bundiing)

* | oan convenants (debt service coverage ratios)

Offtake or + Take-or-pay comract with two-part tasiff

nonpayment risk » Credit support (guarantess)

Construction/ * Tumkey contracts with performance bonds,
completion risk liquidated damages. and insurance
* Selection of reputable firms, recourse o sponsors’
balance sheet during construction

Performance/ » Parformance-based operation, martenance corracts
operational risk * lLong-term ownership interest
» Selection of reputable operators

Currency risk * indexed tariffs
* Debt service payrent escrow acaounts

Regulatory risk * Credible concession agresment
* Independent regulatory authority
* Fair arbitration procadurss
* Partial risk guarartaes
* Political risk insurance

. party (see box 4). In addition, escrow accounts may be set
up to provide a cushion in the event of nonpayment.

TABLE 5
Mechanisms used to mitigate market risk
Market risk faced by
Project private operator Mitigation mechanism
BOT water treatment./lzmit, Turkey Payment risk = Government of Turkey guarantees lzmit payments
* Take-or-pay contract
BOT wastewater treatment/ Payment risk » Take-or-pay contract ‘with debt service esaow accounts
Chihuahua, and Puerto Vallarta, Mexico * Line of credit from Banobras
BOO water treatment/Sydney, Australia Payment risk * State government guaramee of payments by Sydney Water Comporation
BOT water treatment/Johor, Malaysia Paytnent risk * Strong credit of municipal water authority -
* Two-part @niff
* Immediate cash flow availability
*» Phased capacity additions
Water supply lease contract/Guinea Demand and paymentrisk ¢ Phasing in of higher tariffs, with dedfining government subsidies
* Disconnection for nonpayment
National sewerage concession/™alaysia Demand and payment risk  » Minimum guaranteed return
Watsr and sewerage concession/ Demand and payment risk  » Taniff adjustment process .
Buenos Aires, Argentina * Guarantee of payrment by govermnment customers
*+ Disconnection for nonpayment
Water and sewerage asset ownership/ Demand and payment risk ~ * Five-year tariff adjustrment process by independent regulator
England and Wales * Disconnection for nonpayment
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BOX 4

Because the water and sanitation sector is fragrmented, buyers of
butk water and wastewater treatment are often small, local gov-
ernment utilities without track records for eollecting user fess and
making reliable payments. To mitigate the risk of nonpayment,
lenders look for some form of credit enhancement, such as a gov-
ernment guarantee of contractual performarxe, direct assignment
of part of the buyer's revenue stream, or trust funds and escrow
accounts in which several months of debt service are deposited.

in Mexico, where the need for capital to upgrade, rehabilitate,
and extend the water and wastewater sector is significart, the fed-
eral governmert is devolving financing responsibility to the local
governments, which are exploring different mechanisms with which
to mitigate the nonpayment risk sternming from the financial weak-
ness of the local water authorties.

The Mexican government has given authortty 10 its public works
bank. Banobras, to provide credit enhancernent to municipal pro-
jects. In 1994 Banobras played an instrumental role in dosing a$17

Mitigating the risk of nonpayment through credit enhancement in Mexico

million BOT water treatment plant in Chihuahuz by providing a
line of ¢credit that was supported by a pledge by the State of
Chihuahua to share its tax revenues.

In addition, to ensure that monies are approoriately allocated
to iterns of cost and debt service, local authorities use Fdecomiscos
(trust funds) to handle incoming and outgoing funds. The payments
to the contractor are deposited in the Fidecomiscs. thereby guar-
anteeing the banks financing the project that resayments will be
made from the income from the project. Bank loans are akso han-
dled through the trust.

The ultimate form of security against nonpaymert risk, espe-
ciaily in the case of a default by the offtaker, is a soiid ®rmingtion
clause. In the power s&ctor, Sponsers may negotiate & “out” requir-
ing that, in the event of termination, the offtaker wil "buy out® the
sponsors for an amount corresponding to the discountad cash fow
expected to be generated during the remainder of the term of the
power purchase agreemnent.

In a lease contract, full utility concession, or asset pri-
vatization, the demand and payment risks are borne by
the private operators, who sell services directly to individ.
ual consumers. Market risk arises because consumption by
retail consumers may decline as a result of increased tar-
iffs or greater measurement of consumption through meter-
ing. Uncertainty associated with the drop in demand may
be particularly high in developing countries in which meters
have never been used or tariffs have been kept ardficially
low. Accurately predicting the consumer’s response to a
tariff increase is critical to ensuring that future revenue
requirements are met. Lenders will generally seek inde.
pendent appraisals of market demand and include spon-
sor guarantees and loan covenants to ascertain the ability
of a project to service its debt out of cash flow.? Such risk
protection measures have been used in concessions in
Malaysia and Argentina and in the regional utilities in
England and Wales.

Market risk may be particularly problematic in the case
of sewerage concessions that are not bundfed with con-
cessions for potable water services. Consumers are gener-
ally more sensitive to paying for sewerage services than water
services. This is especially true where individual households
have traditionally relied on their own sewage disposal meth-

ods. Bundling the water and sewerage bill tends 1o reduce
the risk of nonpayment.

An important aspect of market risk is the ability to secure
payment from customers through the threat of disconnec-
tion. Private developers will be less willing to operate a water
or wastewater system if this right is not conrractually guar-
anteed and will look for some other form of guarantse to
cover fixed costs. For example, in the national sewerage
concession in Malaysia, where private operators do not have
the legal authority to shut off sewerage service, the gov-
ernment guarantees a minimum rate of teturn.

Construction or completion risks

Lenders and investors face the risk that the construction
contractor will fail to complete a project on time, within
budget, and per contract design specifications. Construction
risks are especially important in BOO/BOT projects because
of the long gestation period between the time lenders agree
to finance a project and the time the first deb service pay-
ments are made. Lenders are sensitive to delays in com-
pletion, abandonment, cost overruns, and failure of a facility
to achieve stipulated performance levels, all of which may
adversely affect the timing and level of cash flows.
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Lenders and investors will generally insist that sponsors
allocate construction risks to reputable engineering con-
struction companies through strong fixed-cost, date-cer-
tain turnkey contracts. These contracts guarantee completion
and, where applicable, performance: they provide for lig-
uidated damages if guarantees are not met.” The perfor-
mance of the contractor may also be backstopped with an
insurance package that includes a performance bond, let-
ters of credit from reputable financial mstitutions, and pledg-
ing of the contractor’s capital through an equity stake in
the project. -

Governments are able to impose heavy penalties for fail-
ure to meet completion dates. In some agreements, for
example, the project company is required to pay the gov-
ernment water authority a substantial lump sum for each
week beyond the scheduled construction period that the
plant remained uncompleted. Once the maximum delay is
reached, the water authority can terminarte the contract.
The project company may also provide a performance bond
for the construction of the plant for an amount equivalent
to a substantial percentage of the value of the plant’s con-
struction and equipment.

Operational risk

The main operational risk in water and wastewater facili-
ties is that they fail to meet the agreed upon performance
parameters. Sponsors are generally required to put up per-
formance bonds as guarantees of their operational obliga-
tions and to pay penalties if performance standards are not
met. The amount of the performance bond is typically equal

- to an average year’s capital expenditure program, so that

if the private party were to default on performance targets
and be asked to leave, the government could use the per-
formance bond to fund capital expenditures before a new
operator was put in place.

Currency exchange and convertibility risks

A fundamental concern for foreign sponsors, lenders, and
equity investors is the ability of a local project to generate
revenue in a currency that maintains value and can be con-
verted to foreign exchange. Because water and sanitation
projects generate revenues in local currency, the convert-
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ibility of the local currency is essentiai to obtaining financ-
ing. The relatively low imported content of water infras-
tructure projects also means that less foreign financing is
required than in other infrastructure sectors, such as power
or relecommunications.

To protect agair:s: adverse flucruarions in cash flow: spon-
sors require that tariffs be indexed to exctange rate fluctu-
ations (as well as to inflation and interes: rate changes).
Two-part tariff formulas for BOO/BOT protects such as those
in Johor, Malaysia, and Sydney, Austratia, provide 2 means
of indexing variable and fixed costs o local inflaton. In
England and Wales the price-cap formula awzomatically links
tariffs to changes in the price level. In addirion, reserve funds
can be set aside to mitigate against devaiuation risk.

Regulatory and political risks

Regulatory and political risks include the sk of expropria-
tion, regulatory interference (such as unilateral changes in
contracts), early termination, and change of law. These are
risks that the private sector is not in 2 posZon to evaluate
or shoulder. The special attributes of warer and wastewater
projects—their local nature, the need or rariff and envi-
ronmental regulation, the difficulty of deremining the asset
value of underground pipes—accenrmate these risks.
Municipalities with little if any regulatory experience often
become responsible for significant reguiatory functions.

The high level of exposure to reguiarorr and political
risks creates significant investment uncertainty, To miti-
gate these risks, private parties to water and wastewater
companies and concessions have relied on various mecha-
nisms (table 6). A basic level of protecsion is established by
the chief regulatory instrument, the concession contract,
the credibility of which depends on howwell it assigns and
enforces the rights and obligations of the concessionaire -
and provides for fair and workable contracs and tariff rene-
gotiation rules (Crampes and Estache 1996).

Ensuring the credibility and fairness of the regulatory
entity charged with monitoring and enforcing a ¢onces-
sion agreement’s obligations and regulatory requirements
further mitigates regulatory and political risk. The pres-
ence of an independent regulatory agency-~such as
ETOSS, in Argentina—diminishes the risk of political
interference.



TABLE 6
Mitigating regulatory and political risks

Project site

Mitigation mechanisrm

Malaysia (national sewerage project)

Buenos Aires, Argentina

Izrrut, Turkey

Chihuahua and Puerto Vallarta, Mexxo

Johor, Malaysia

Sydney, Australia

England and Wales

* | ocal company equity participation
* Tanfi review and adjustrments
Government commitment to privatiztion

Compensation of concessionaire in event of aary Emination
Independent regulatory authority

IFC and lccal investor participation

Transparent tariff adjustment process

. 8 9 "

*

Significant export credit agency (ECA) partexsoers )
Commitment by the Government of Turkey amc cregit support

Muniapal grant funding (Chihuahua)

Local investors/developers equity parbapane—
Banobras credit support

IFC partxsipation (Puerto Vallarta)

. ' & » *

Federal ana state government commament T rvaazaon
* Local deveioper equity participation

* Credible BOO concession agreemernt

* Local developer participation

Fair and competent judicary

Disbursed shareholding by local investors

independent regulatory authorty

Reputable judiciary

Moving to a multi-utifity structure

The obligation of the government or regulatory entity in
the event of early termination is of significant concern to
lenders, investors, and sponsors. Lenders in partenlar look
for early termination clauses in concessions that, depend-
ing on the circumstances, enable them to “get out whole.”

Force majeure

Force majeure risks are those that are beyond the control
of the private sector or the government parties to a con-
tract. Under force majeure, either party has the right to sus-
pend obligations under the contract. Force majeure events
include domestic political events, such as wars, riots, gen-
eral strikes, and changes in laws, and “acts of God,” such
as natural disasters, fires, and epidemics.

Elements of Financing: Structure,
Maturity, and Sources

Because water and sanitation projects create long-lived assets,
with cash flows that grow slowly, financing requires debt struc-

tures with long maturities. The limited atry and willingness
of consumers to pay also requires that debt be amortized
over long periods (10 to 20 years) to hety minimize annual
debt repayments and reduce the necessty to increase tar-
iffs. The availability of long-term debr i, however, limited
by the political, regulatory, and credit csks associated with
water and sanjtation projects in develoring countries. For
example, in many developing countries Snancial markets
are not developed sufficiently to provide long-term lending.
Consequently, foreign sources with assocated currency risk
must be tapped. '

For the projects examined in this study, these tensions
have led to the following outcomes (tahbie 7):

* A high initial debt to equity ratio, with debt consti-
tuting 5085 percent of the financing (the English
and Welsh companies have a much lower debt ratio
because of debt write down at the dme of privatiza-
tion and “green dowries”)

* Maturities ranging from about 7 vears at the lower
end to 15-20 years in the more advanced, higher
credit-rated countries
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TARLE 7
Summary of project financing
Project site Project cost Debt/ecuity Country rating  Source and maturity of debt
Malaysia $2.4 billion (about $500 75125 A+ Government soft loans (for length of concession)
mulion in first twe years)
Buenos Aires, Argertina  $4.0 billion (3300 milion 5040 BB- 10-year IFC A-lpan: |2-year iFC B-can (recourse 1o Argentine
for first 2 years) government in event of earty termmabion)
Izrnit, Turkey $B00 million 85/15 B | 3-year export credit agency loars. 7-year MITi loan. 7-year
commercial bank loan (recourse ¢ Turkish governmert)
Chihuahua, Mexico $17 million 53/15/732 BB 8.5-year commercial bank loan with mited recourse 1o Bancbras
(debt/equity/grant);
debt in US$
Johor. Malaysia $284 million 50/50 A+ 10-year project fimance ioan from Pubac Bank Bhd (nonrecourse)
Sydney, Australia AS230 million 8020 AAA | S-year commercial loans: state government stands behind
Signey Water Corporation payrmerT
England and Wales £5.24 billion : 25775 AAA Vanety of borrowing sources

* Much of the debt financing in the lower credit-rated
countries coming from multilateral or export credit
agencies (domestic financing is restricted to the higher
credit-rated countries)

* Significant government backing through payment and

other obligations in the lower-rated countries.
Sources of debt

In countries with weaker sovercign credits, financing has
been provided by multilateral institutions and export credit
agencieé (see box 5). These are the only agencies that are
in a position to accept political and regulatory risk and
hence provide the longer tenor lending at reasonable rates
required for water and sanitation projects. The promi-
nence of the export credit agency is somewhat surprising.
The expectation had been that export credit agencies would
be less important in water and sanitation projects than in
power projects because of the limited imported content
of the investment in water and sanitation. However, the
Izmit, Turkey, example shows that export credit agency
funding may be sought even for construction financing.
The fact that little financing of the water and sewerage
sector has been provided by the capital market indicates
that individual investors are not in a position to mitigate
the risks involved. Projects can be expected to access longer-
term debt instruments and capita) markets as the level and

predictability of cash flows to support debt service becomes
more stable and certain. The English and Welsh compa-
nies have drawn on a variety of sources, including the bond
markets. The low-risk profile of more marure udlides is
indicated by the fact that the 24-year bond issue Anglian
Water floated in 1990 was priced at just 53 basis points over
UK Treasury gilts due November 2006. The English and
Welsh companies have also taken advantage of low-cost
loans from the European Investment Bank (EIB).*

Sources of equity

Although debt is generally cheaper than equity, a long-term
equity stake by the sponsor (who is somerimes also the oper-
ator) ensures that management does not have a short-term
bias and that cash flow growth creates capital appreciation.
Equity also reduces the burden on the cash flow required
to support debt service payments, which can be especially
important in a project’s early development phase.

Equity has been provided largely from the established
water and sanitation companies that have sponsored and
developed projects in the sector. Although the number
of large water developers is small (with the French, English,
and Welsh companies dominating the market), barriers
to entry are low, suggesting that fears over the lack of
competition may be unwatranted. Domestic, private engj-
neering and development companies in countries such
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BOX S5 -

Multilateral development banks have recently reemphasized their
guarantee powers to support private projects. The focus has been
on power projects, although several water projects are potertial
candidates for these guarantees. which remnforce a government's
contractual agreements. Multilateral development bank guarantees
can cover the following commaments:

* Payments in the event of early termmation of the conces-
sion contract

¢ Payments to cover the subsidy element of consurmer bills

¢ FPayments to cover expenses of severance pay and labor
retraining

* Timely delivery of civil works and other structures

» Application of the agreed-upon tariff determination
process

* Disconnection of nonpaying customers

* Foreign exchange convertibility

Easing the policy transition with partial risk guarantees

The World Bank requires a counterguarantee from the host
national government before it guarantees a governmernt’s com-
mitments. Other muitilateral development Sanks (the Asian
Development Bank, the European Bank for Reconsruction and
Development, and the Inter-American Develonmernt Bank) do not
always require such counterguararitees.

Other sources of international political risk guarartees indude
the Overseas Private Investment Corporation (OPIC) ang the
Muttilateral Investrent Guarantee Agency (MIGA), which provide
cover against currency transfer. expropriation. and war and cvii gs-
turbance. Political risk insurance has typically not o22n avaiadie
from private sources for large infrastructure projecs. st may be
changing, however, as demand for emerging marke: &xposure
growing, Force majeure events can also include legsiazen ang rul-
ings made by a government or judicial authority, unanticipated
poliution, power failure, and raw water shortges.

as Malaysia and Mexico have begun to participate in the
sector, and companies in other utility sectors, such as
power distribution, are investigating opportunities in
the sector.

Lenders like to see sponsors achieve a reasonable return
on their investment to provide an adequate incentive to
‘maintain support for the project, at least throughout the
duration of the leans. In addition, the lower priority claims
of equity investors in a project’s revenues means that by
absorbing unanticipated shortfalls in revenue, equiry hold-
ers partially shield lenders. In full utility concession projects
and privately owned utility companies, internal cash gen-
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eration can provide an important source of equity that can
be used to finance investment.

To compensate for greater country and political risks
in most developing country projects, the required returns
are likely to be significantly higher than returns in indus-
trial countries and closer to those obtained in other infras-
tructure sectors. Baughman and Buresch (1994) found
that, for a sample of power projects in Asia and Latin
America, the estimated equity return was 18-25 percent.
Fishbein and Babbar (1996) found that investors in pri-
vately financed toll roads expect annual returns of 15-30
percent.



Beyond Project Finance

Project finance is a costly and complex process of identi-
fying and evaluating risks associated with furure cash flows
of projects.’ The long lead times and high warsactions costs
associated with project finance are likely 1o make it less
attractive than finance raised on the balance sheets of larger
companies. Before capital markets can be accessed, how-
ever, the cost of assessing, allocating, and mitigating pro-
ject-related risks must decline. Once these costs fall, the
pool of prospective investors will increase. and the sector
will be able to tap a broader group of intermectaries, includ-
ing insurance companies and pension funds. which have
long-term fixed rate liabilities. Corporate finance simplifies
this transition to capital market financing, since the risk of
a project’s debt is absorbed, in part, by otker corporate
activides. Financing project debt from the talance sheet,
however, exposes a company to significant sk and thus
requires a strong and large balance sheet. Partly to shield
acompany’s balance sheet, innovative financiai instruments,
such as equity funds, are being developed. These infras-
tructure equity funds provide a means by which develop-
ers can raise capital and investors can participate in the
emerging market for financing infrastructure projects. To
infrastructure developers, funds can be parceularly attrac-
tive because they can leverage their contributions with
that of other ivestors. For investors, equity funds mitigate
project and country risk by creating a portfolio of projects
under one company.

The French water company, Lyonnaise des Eaux, intro-
duced an Asia water fund in 1995. Contributors to the fund
include the All State Insurance Company; the Employees
Provident Fund Board of Malaysia, and the Lend Lease
Corporation of Australia. The $300-million fund will refi-
nance the equity of the original sponsors, thus allowing
sponsor equity to be conserved for development. Investors
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in the fund expect to receive steady utiity-like returns and
the potential for a significant gain in the event that the
fund or a portion of it is publicly listad. A Latin American
fund is also under consideration.

Corporate Finance

Balance sheet financing may be parccularly auractive for
overcoming some of the obstacles w Znancing water and
wastewater facilities on a project basis. The nature of the
risks in the sector (the small size of crojects, the lack of
creditworthiness of local governmenss, uncertainty over
asset valuation, the fact that revenues are in domestic cur-
rency and local capital markets are ucdeveloped) makes
raising long-term project finance at reasonable rates espe-
cially difficult. Reducing the reliance on limited-recourse
debt, especially in a project’s eatly Zig=-risk development
years, could lower project costs.

As in other sectors, projects in warer and sanitation
have been financed with some recourse to a sponsor’s bal-
ance sheet. Corporate sponsors have provided protection
in the Buenos Aires project, for exampie. But recourse to
project sponsors goes only part of the way, since, unlike in
the power sector, relatively few higniv capitalized compa-
nics operate in the water and sanitation sector, and domes-
tic regulations have limited the abiliry of the large English
and Welsh companies to shoulder intemational risks.®

Hence, increasing balance sheet £nancing may require
significant industry restructuring, such as consolidating own-
ership and operation of regional water urilities or encourag-
ing the integration of different udiity sectors. Malaysia’s
approach to bundling the country’s enrire sewerage system
under one concession is an exampie of project pooling.
Although that project is experiencing tariff collection prob-



lems and has forgone the benefits of comparative compet-
tion that are achieved when systems operate side by side.
the approach secured revenue streams for the project spon-
sor with which to finance a large number of small investments
that would not have been commercially vizble on their own.

Financial and operational sustainabiiizy requires a util-
ity to finance investments from internal cash and long-
term bond issues. Water projects are in a position to use
these sources of finance effectively. Once 2stablished, water
projects can have stable revenues, which permit not only
internal financing but also access to a much broader class
of investors through bond issues. Of developing country
projects, only Aguas Argentinas has moved significantly in
this direction: internal cash generation accounted for 9 per-
cent of financing in the first three years and was expected
to rise to 30 percent in the subsequent zree.

The use of bond financing by privatelr Snanced water
projects and utilities is relatively new. In most developing
countries both the general development of bond markets
and the development of economically viable water utilities
is at an earlier stage. It is likely that just as wtilities will ben-
efit from bond market development, the growth of strong
utilities will spur the growth of domestic Sond markets.

Overcoming the Disadvantage of Small
Size: The Role of the Public Sector

On average water and wastewater investments tend to be
much smaller than in other infrastructure sectors because
of the small fragmented size of the marker. Municipalities
are in charge of water and sanitation. and investments in
facilities reflect demand within their jurisdictions. Even
where large investments are expected, they are spread out
over time. This pattern of small, incremental investments
contrasts with the construction of power plants and trans-
portation projects (toll roads, ports, airports), where large
investments are typically made over a short period of time.

The relatively small scale of water and wastewater infras-
tructure projects is an obstacle to attracting finance, Potable
water and sewage trearment facilities generate little inter-
est from commercial banks because the projects are small,
their credit is unrated ( or the credit of their sponsor is weak),
and transactions cost are proportionately higher than for
large projects. For banks the cost of due diligence is about

‘the same for large and small projects; since the fees carned
are greater for larger projects, there exists a natural bias
against small projects. Overall, the transactions costs of a
project—the legal, consulting, and financial costs of struc-
turing a small project—may be as high as those for a larger
project (Klein, So, and Shin 1996).

To address the scale-related finance gap, small projects
may have to rely on greater equity commitments and credit
enhancements by third parties and look for creative finan-
cial structuring techniques, such as bundling of projects.
Governments and official financial agencies, such as the
EBRD’s private multi-project financing facility and state
revolving funds, can also provide financing.

Formation of multi-utilities may also he!p overcome the
stall scale problem. By combining, different utility sectors
may be able to achieve the necessary balance sheet size
and credit strength (through diversity) to attract long-term
private financing, Convergence or bundling of utility ser-
vices creates opportunities to realize the following economic
benefits:

» Cost savings from rationalizing two or more com-
plementary cost bases, especially in customer services
(meter reading and tariff collection) and finance and
administration

* Diversification of regulatory risk

* Provision of total utility solutions for customers

* Transfer of important strategic and marketing knowl-
edge from a deregulated business to a regulated
company.

The United Kingdom has been the leader in the for-
mation of multi-utilites. United Utdlities and Scottish Power,
two of the three British multi-utilities, provide electric
generation/distribution, water and sanitation, gas distribu-
tion, and telecommunication services. The convergence of
utility services can be expected to bring about far-reaching
organizational and regulatory changes. For example, British
companies have already created facilities management com-
panies to handle ancillary overlapping services and serve
the broader market, and industry regulators have detnanded
strict ring fencing of the core utilities to make the owner-
ship structure transparent. Financial changes are also
expected, as companies take on greater debr to buy assets,
and new services may be exposed to competitive markets.
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Multi-utilities are playing a growing role in developing
countries. Combined gas and water udlities exist in Slovenia
and Argentina. In Céte d’Ivoire the project company devel-
oping the water supply concession went on to develop the
electricity distribution system and a power generation pro-
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ject. This multi-utility approach is being adopted in the con-
cessions recently awarded in Casablanca and Gabon and
is being looked at for water and power projects in Morocco
and the Congo. The implications for the concentration of
monopoly power are a concern, however.



Conclusions

The experience of the private sector in the water and san-
itation sector has been a positive one, in which the private
sector has successfully demonstrated its ability to provide
water and sanitation services with increased efficiency and
at affordable rates within different country, regulatory, and
contractual contexts. The growing worldwide shortage of
water, serious problems with access to clean drinking water,
and the escalating requirements for waste treatment can
be expected to prompt increasingly bold experiments with
private involvement in the water and sanitation sector.
While firm conclusions are premarure in what is yet an
incipient movement, certain lessons emerge for successful
private sector involvement in the water and sanitation sector.

Commitment and Strategy

* Govemnments must strongly commir to private par-
ticipation, both financially and politically.

* A strategic sector view that sets a sustainable utility
structure as its goal (that is, goes beyond discrete
BOT/BOO projects) must be adopted in-the furure.
Full utility concessions and asset sales, which offer
the broadest scope for operational and financial
improvements, can address systemwide problems.

» Where full utility concessions or asset sales are not
feasible, the operation and financing of utilities should
be separated from their regulation through corpora-
tization, and operations and cash flow should be
improved through operations and maintenance and
lease contracts.

Financing Responsibilities

* In the transition from government to private financ-
ing, government support is likely to continue through
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various types of credit enhancement and, in some
cases, direct subsidies.

* Inthelong run, measures to develop fnancing meth-
ods for several small water and sanitation projects
under the jurisdiction of provincial and municipal
governments will be required.

* Forms of credit pooling and enhancement should be
explored.

Contracting and Regulation

* When possible, transparent compettive tendering
should be used to generate information on asser val-
ues, tariff levels, and qualified operarors.

* Mechanisms for adjusting tariffs must be transparent
and predictable, and they must provide incentives for
increased efficiency.

* Although gains in efficiency can be expected as a result
of private participation, in most countries it is realis-
tic to expect and plan for price increases if udiftes
are to expand systems and meet increasingly strin-
gent environmental standards.

* Contracts must spell out the private sector’s obliga-
tions and clearly identify the penalties for nonper-
formance. Security of contracts should be provided
to facilitate financing,

* A contractual and regulatory structure that minimizes
uncertainty and provides flexibility in renegotation
and operational autonomy for the operators—while
ensuring that environmental and heaith standards are
met—must be established.



Notes

1. In principle, capital market financing can oceur eadier. Its
importance is likely to grow substantally, however, once a track
record of revenues is established.

2. Everything else equal, projects that face goeater market risk
will have less capacity 1o service debt and thus lower debt-equity
ratios. Through loan covenants lenders protect the'r residual claims
by requiring, for example, that projects meet minimum deb ser-
vice coverage ratios or that cash dividends not be disbursed if the
current ratio falls below a certain level.

3. The economic interest of each party should be borne in
mind when allocating risks and responsibilices. For example, con-
struction companies are generally less concerned with the long-
term operating performance of a facility than with the opportunity
1o take our construction profits from a project. Tarnkey contracts
and the need to maintain a repuration for high-quality work act
o align the construction company’s incentives with those of the
sponsor. To prevent the distortion of incantives that may occur
if a construction contractor is also a sponsor. the zovernment may
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require that the sponsor hold a significant stake in the project
over the life of the concession {as it cid in the Aguas Argentinas
concession).

4. The European Investment Bank (EIB) is the largest infras-
tructure financing institution in Europe, From 1991 10 1995 the’
EIB lent ECU 84 billion in 15 member states in the European
Union and 11 Central and Eastern European countries. The bank
is a shareholder in the EBRD and the Exropean Investment Fund,
with which it also cofinances. It raises funds by issuing bonds on
the capital markets, where it is the world's largest nonsovereign
borrower (Project Finance Internationai 1996).

5. The prefinancial closure cost of preparing a limited recourse
financing for a power project ranges berween $4 million and $8
million, with legal costs representing abour half of these costs
(Churchill 1995).

6. The regulated English and Welsh water companies will have
difficulty exposing their balance shests 1o miemavional project
risk.



References

Baughman, David, and Mathew Buresch. 1994. Mobilizing Private
Capital for the Power Sector: Experience i Asia and Latin America.
Washington, D.C.: United States Agency for International
Development and the World Bank.

Cowen, Penelope Brook. 1996. “The Gumea Water Lease-—Five
Years On.” Public Policy for the Private Sector. Special edition
on infrastructure. World Bank, Office of the Vice President
for Finance and Private Sector Development. Washingron, D.C.

Crampes, Claude. and Antonio Estache. 1996. “Regulating Water
Concessions in Argentina.” Public Policy for the Private Sector.
Special edition on infrastructure. The World Bank, Office of
the Vice President for Finance and Privaee Sector Development.
Washingron D.C.

Fishbein, Gregory, and Suman Babbar. 1996. Private Financing of
Toll Roads. World Bank Resource Mobiization and Cofinancing
Discussion Paper 117. Washington, D.C.

Klein, Michzel, Jae So, and Ben Shin, 1986, “Transaction Cost in
Private Infrastrucrure Projects—Are They Too High?™ Public
Policy for the Private Sector. Washingtor. D.C.: World Bank.

Mody, Jyothsna. 1997. “Industrial Water Demand in Thailand.”
Ph.D. diss., Boston University, Boston.

Richard, Barbara, and Thelma Triche. 1994. “Reducing Regulatory
Barriers to Private Sector Participation i Latin America’s Water
and Sanitation Services.” Policy Researc: Working Paper 1322,
World Bank, Water and Sanitation Divigon, Washington, D.C.

Rivera, Daniel.1996. Private Sector Participation in the Water
Supply and Wastewater Sector: Lessons from Six Developing
Countries. Directions in Development Series. Washingron
D.C.: World Bank.

Serageldin, Ismail. 1995. Toward Sustainable Management of Water
Resources. Directions in Development Series. Washington D.C.:
World Bank.

Tardieu, M. Jean Pierre. 1991. “A French Assessment of the Industry
Prospects.” Paper presented at the Conference on the European
Water Industry, Financial Times Conferences, London, March
6and 7.

United Nations. 1996. Human Development Report. New York:
Oxford University Press.

Wade Miller Associates, Inc. 1987. The Nation’s Public Works:
Report or Water Supply. Washington, D.C.: National Council
on Public Works Improvement.

World Bank. 1994. World Development Report. Washington D.C.:
World Bank.

———— 1995. World Development Report, Washington D.C.: World
Bank

World Resources Institute, the United Natons Environment
Programme, the United Nations Development Programme,
and the World Bank. 1996. World Resources: A Guide to the
Global Environment (1996~97). New York: Oxford University
Press.

32



OtrER RMC PUBLICATIONS
IDA10: The First Tuwo Years - Review of the FY94-95 IDA Program, December 1995,
IDA in Action 19931996: The Pursuiz of Sustained Poverty Reduction (Report & Summary).
The Trust Fund Handbook.
Co-Financing Opportunities with the World Bank.

Mobilizing Resources for Developmenr: 4 guide for donors and official institusions on opportuniries for financial cooperation
with the World Bark Group.

Resource Mobilization and Co-Financing: A Guide to Activities.

Co-Financing with the World Bank: 25 *zars of Cooperation, 1971-1995.

To order publications contact:

RMC Information Center, phone: 202-473-7594, fax: 202-477-3045

33



The World Bank

Headquarters

1818 H Street, N.W.

Washington, D.C. 20433, U.SA.

Telephone: (202) 477-1234

Fax: (202) 477-6391

Telex: MCI 64145 WORLDBANK
MCI 248423 WORLDBANK

Cable Address: INTBAFRAD

WASHINGTONDC

European Office

66, avenue d’Iéna

75116 Paris, France
Telephone: (1) 40.69.30.00
Facsimile: (1) 40.69.30.66
Telex: 640651

Tokyo Office

10th Floor Fukoku Seimei Bldg.
2-2-2 Uchisaiwai-cho

Chivoda-ku, Tokyo 100-0011, Japan
Telephone: 813-3597-6650
Facsimile: 813-3597-6695

34



RMC Discussion Paper Series, Number 120

Bidding for Private Concessions
The Use of World Bank Guarantees

Project Finance and Guarantees Department
Resource Mobilization and Cofinancing Vice Presidency
January 1998

| The World Bank -




CFS/RMC Di1scussioN PAPERS

101 - Privatization in Tunisia, Jamal Saghir, 1993.

102 - Export Credirs: Review and Prospects, Waman S. Tambe, Ning S. Zhu, 1993.

103 - Argentina’s Privarization Program, Myrna Alexander, Carlos Corti, 1993.

104 - Eastern European Experience with Small-Scale Privatization: A Collaborative Study with the Central European University
Privatization Project, 1994. :

105 - Japan’s Main Bank System and the Role of the Banking System in TSEs, Satoshi Sunumura, 1994.

106 - Selling Stare Companies to Strategic Investors: Trade Sale Privatizations in Poland, Hungary, the Czech Republic, and
the Slovak Republic, Volumes 1 and 2, Susan L. Rutledge, 1995.

107 - Japanese Narional Railways Privatization Study II: Institutionalizing Major Policy Change and Examining Economic
Implications, Koichiro Fukui, Kiyoshi Nakamura, Tsutomu Ozaki, Hiroshi Sakmaki, Fumitoshi Mizutani, 1994.

108 - Management Contracts: A Review of International Experience, Hafeez Shaikh, Maziar Minovi, 1995.

109 - Commercial Real Estate Market Development in Russia, April L. Harding, 1995.

110 - Exploiting New Market Opportunities in Telecommunications: Lessons for Developing Countries, Veronique Bishop,
Ashoka Mody, Mark Schankerman, 1995.

111 - Best Methods of Railway Restructuring and Privatization, Ron Kopicki, Louis S. Thompson, 1995.

112 - Employee Stock Ownership Plans (ESOPs), Objectives, Design Options and International Experience, Jeffrey R. Gates,
Jamal Saghir, 1995. :

113 - Advanced Infrastructure for Time Management, The Competitive Edge in East Asia, Ashoka Mody, William Reinfeld,
1995.

114 - Small Scale Privatization in Kazakhstan, Aldo Baietti, 1995.

115 - Airport Infrastructure: The Emerging Role of the Private Sector, Recent Experiences Based on Ten Case Studies, Ellis J.
Juan, 1995.

116 - Methods of Loan Guarantee Valuation and Accounting, Ashoka Mody, Dilip Patro, 1995.

117 - Private Financing of Toll Roads, Gregory Fishbein, Suman Babbar, 1996.

118 - Financing Pakistan’s Fub Power Project: A Review of Experience for Fusture Projects, Michacl Gerrard, 1997.

119 - Power Project Finance: Experience in Developing Countries, Suman Babbar, John Schuster, 1998.

JoINT DiscussioN PAPERs

Privatization in the Republics of the Former Soviet Union: Framework and Initial Results, Soo J. Im, Robert Jalali; Jamal
Saghir; PSD Group, Legal Department and PSD and Privatization Group, CFS - Joint Staff Discussion Paper, 1993.

Mobilizing Private Capital for the Power Sector: Experience in Asia and Latin America, David Baughman, Matthew Buresch;
Joint World Bank-USAID Discussion Paper, 1994.

OTtHER CFS PUBLICATIONS

Japanese National Railways Privatization Study, Wotld Bank Discussion Paper, Number 172, 1992.
Nippon Telephone and ﬂbgm_pl: Privatization Study, World Bank Discussion Paper, Number 179, 1993.
Beyond Syndicared Loans, World Bank Technical Paper, Number 163, 1992.

CFS Link, Quarterly Newslereer.

RMC Information Center, phone: 202-473-7594, fax: 202-477-3045

Copyright © 1998

The World Bank

1818 H Street, N.W.
Washington, D.C. 20433, U.S.A.

All rights reserved
Manufacrured and printed in the United States of America

The findings, interpretations, and conclusions expressed herein are entirely those of the authors and should not be
artributed in any manner to CFS$, the World Bank, or to members of the Board of Executive Directors or the countries
they represent. The World Bank does not guarantee the accuracy of the dara included in this publication, and accepts no
responsibility whatsoever for any consequence of their use. The paper and any part thereof may not be cited or quoted
without the author’s expressed written consent.

36



RMC DISCUSSION PAPER SERIES 120

Bidding for
Private Concessions
The Use of World Bank Guarantees

37



38



Contents

Acknowledgments v
Foreword vi

Abstract  vii
Executive Summary 1

A Summary of Experience with Bidding for Concessions 2
Bidding Process 2 '

Risk Sharing between the Public and Private Sectors and the Role of International Institutions

General Considerstions 5
Key Objectives in Concession-Based Projects 5
Suggested Overall Approach 6
Other Approaches 7

Preparation for the Competitive Process 8
Assembly of the Project Team 8
Legal and Regulatory Framework 9
Economic Analysis 10
Review of Financial Visbility 10
Framework for Private Sector Participation 16

Prequalification Process 18
Main Bidding Process 20

Evaluation and Negotiation ' 24
Evaluation 24
Negotiations and Conclusions of the Concession Agreement
Integration of Agreements 28

Costs and Timetable 29
Bidding Costs 29
Timetable for the Government 30
Cost of Advisory Services 31

The Use of World Bank Guarantees 32
The Bank’s Guarantee Mechanisms 32
Guarantees and the Bidding Process 32

39

27



The Use of the Guarantee 32
Testing the Market 33

Figures
Figure 1 Two infrastructure sectors in Westemn Europe, Eastern Europe, Latin America, and Asia
Figure 2 Government and private sector objectives 5
Figure 3 Preparation for the competitive process 8
Figure 4 Examples of team structure 10
Figure 5 Tender documentation 22
Figure 6 Evaluation criteria 24
Figure 7 Factors resulting in different economic costs and benefits 25
Figure 8 Government specifies different risk coverage levels 34

Tables
Table 1 Qualifications of team members 9
Table 2 Prequalification.criteria 20
Table 3 Technical definition: input versus output specifications 21
Table 4 Timetable for the government 30
Table 5 Cost of advisory services 31
Table 6 ‘Tenderers propose level of risk coverage 34
Table 7 Tenderers submit bids for options 2and 3~ 35

40



|
Acknowledgments

his study was sponsored by the World Bank’s Project Finance and Guarantees Department (PFG) and produced
in collaboration with West Merchant Bank Limited of the United Kingdom (part of the Westdeutsche Landesbank
Group). The report was prepared under the direction of Suman Babbar, David Baughman, and Ramzi Al-Bader

and benefited from the contribution and comments of several PFG and Bank staff. Alejandro Mirkow assisted in docu-

ment processing and production. The report was edited by Katrina Van Duyn and laid out by Garrett Cruce, both with
the American Writing Division of Communications Development Incorporated.

41



Foreword

ith the move toward private provision of public services, governments are increasingly using competitive bid-

ding to award infrastructure concessions to private sponsors. Financing these projects, however, has often

been difficult for countries with a less than investment grade credit rating and with limited access to the cap-
ital markets. Furthermore, preparing and launching a competitive bid for the award of a private infrastructure concession
is a complex and resource-intensive undertaking, the outcome of which affects not only the project, which is the subject
of the concession, but the credibility of the government in relation to projects that it is planning to implement in the
future. It is important that, throughout this process, the government and its implementing agency be supported by a qual-
ified team of financial, technical, and legal advisers.

To assist in this effort, the Bank has worked closely with governments and public entities to structure bidding and pro-
ject documents. It has also provided technical support to governments in the areas of preparation, negotiation, and award
of private concessions for high-priority infrastructure projects. Within this context, governments have also asked the Bank
to provide loan guarantees in the bidding process to facilitate viable financing proposals on the best possible terms.
Recognizing the increased participation of the World Bank in this area, West Merchant Bank Limited was appointed by
the World Bank’s Project Finance and Guarantees Department to produce a report that provides general guidance on
how governments may award a competitively bid private concession.

Hiroo Fukui Nina Shapiro

Vice President Director

Resource Mobilization and Cofinancing Project Finance and Guarantees Department
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Abstract

vate concessions. It dtaws on a survey of bidding experience in eight warer and toll road projects in seven coun-

tries (China, Hungary, Mexico, Peru, Thailand, Tarkey, and the United Kingdom). Although the information
available from this survey was not comprehensive enough to establish any strong overall generic trends, either by indus-
try sector or geographical region, it was observed that where the process of selecting of the concessionaire appears to have
been handled more informally, it was difficult for the host government to be satisfied that it had achieved an optimum
level of risk transfer from the public to the private sector.

The report also proposes an approach by which a World Bank guarantee can be effectively integrated in the bidding
process with the aim of providing the optimal level of credit enhancement necessary to attract responsive and competi-
tive bids. For partial risk guarantees this necessitates the government making up-front decisions about the risk and obli-
gations it is willing to assume and then reaching agreement with the Bank on the extent of risk coverage under its guarantee,
This process may proceed in a structured manner, in which the guarantee terms are presented in the bid documents, or
the bidders may be asked to propose the use of the guarantee and the scope of risk coverage.

T he report identifies the critical issues that are involved in the tendering and evaluation stages of bidding for pri-
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Executive Summary

he broad findings and recommendations of the
report are summarized below:

-* ‘Jo maximize competitive interest from well-qualified

bidders, the government should adopt a strategy aimed
at minimizing the costs to bidders of preparing their
proposals and restricting the number of bidders in
the final tender round to no more than three or four.
Governments should also ensure that the tender pro-
cess is undertaken swiftly and efficiently.

Govemnments should take a number of steps before
the tendering process begins: (a) establish a dedi-
cated project team made up of experienced individ-
uals in the areas of engineering, financing, market
analysis, revenue forecasting, and legal matters; (b)
make progress toward the establishment of an appro-
priate legal and regulatory framework for the opera-

tion of private concessions; (c) establish a clear -

definition of what is required from the private sec-
tor; (d) launch an expert review of the financial via-
bility of the project, to evaluate its suitability for private
finance; (e) decide on how any financing gap revealed
by the financial review will be filled;.and (f) develop
a firm plan for the bidding process, including the
timetable, number of stages, and the objectives to
be achieved at each stage.

The government needs to ensure that the tender doc-
uments to which bidders are asked to respond con-
tain a clear set of requirements and specifications
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covering the commercial, financial, and technical
aspects of the project.

In producing the technical specifications, the gov-
ernment needs to consider carefully the tradeoff
between issuing an output-based petformance spec-

- ification, which will give bidders scope for innovation

in design and risk taking, and a more detailed input-
based specification that, while having the advantage
of reducing bidders’ costs, will have the effect of trans-
fetring more risk to the government. '
The government should consider testing the market
through the bidding process in those areas where there
is uncertainty about the private sector’s appetite for
assuming different levels of risk. This can be achieved
by inviting tenders on 2 manageable number of alter-
natives, specifying different levels of risk transfer.

In order to attract responsive bids that focus on the
government’s key objectives, the evaluation criteria
need to be spelled out transparently in the tender
documents. '

If the need for any World Bank guarantee is identi-
fied in the review of the project’s financial viability,
detailed information on the terms of the guarantee
should be provided in the tender document. If there
is any uncertainty about whether or the extent to which
such a guarantee is required to ensure that the pro-
ject can be financed by the private sector, the gov-
ernment could test the market by inviting bids based -
on different types and levels of risk protection.



A Summary of Experience with Bidding for Concessions

his section examines experience in selected con-

cession-based projects in two infrastructure sec-

tors, toll roads (including estuarial crossings) and
water, in Western Europe, Eastern Europe, Latin America,
and Asia (figure 1). _

Together, the projects cover a spectrum of countries,

financing and cormmercial environments, project sizes, and
contract structures, (The relevant features of these projects,
to the extent that such information is in the public domain
and not of a commercially confidential nature, have been
briefly summarized in the appendix. However, consider-
ing that the sample size of the projects investigated was
restricted to a relatively small number and that the avail-
able project information was limited as described above,
there were insufficient data to make it possible to establish
any overall generic trends (by industry sector or geograph-
ical region) either in relation to the bidding or the financ-
ing processes for these projects. This is especially so with
regard to what was expected by the government in relation
to these projects ex ante and how this compared with what
was achieved ex post the bidding process and final selec-
uon.Amougthccxghtpmjectstmnmed a few broad obser-
vations can be made.

. Bidding Process

Formal competitive bidding carried out with a varying degree
of thoroughness appears to have been a feature of projects
cited for Hungary and the United Kingdom, and possibly
for some in Mexico, but appears not to have occurred in
China and Turkey, where it is possible that more informal
approaches might have been used. The details of the con-
cessions in these countries evolved in a long negotiation
process with one party. Information is not available on the

project in Thailand, The pros and cons of formal and infor-
mal approaches to bidding are discussed in later sections.
While an informal process may result in a project reaching
signature and financial close more quickly, this type of
approach, which generally involves little or no true com-
petition among different private sector groups, makes it vir-
tually impossible for the government to be fully confident
that it has obtained the best possible price (or tariff) and
achieved its other objectives.

The Second Severn Crossing project in the United
Kingdom used an explicit two-stage bidding process, and
the approach adopted by the government had many fes-
tures of transparency and clarity in bidding requirements
and evaluation that are discussed in later sections. Since
the Second Severn Crossing project was tendered, the
government has formally adopted a policy known as the
Private Finance Initiative, under which a framework has
been developed for private sector involvement in projects
in fields ranging from transport and infrastructure to health

AGURE |
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care and information technology, which were previously
done in the public sector. This usually takes the form of a
concession. Guidance has been provided by the govern-
ment to various departments and agencies, including among
other things, how the bidding process should be handled
and the considerations that should apply to achieving opti-
mal risk transfer to the private sector and obtaining value
for money for the public sector. A number of features of
the Second Severn Crossing tender process have been incor-
porated into this guidance. Over the years the UK. gov-
emnment has refined its guidance to the departments
implementing the many different types of projects that now
come within the scope of the Private Finance Initiative.
Consequently, where these steps have been well applied, a
significantly greater level of effectiveness has been achieved
in the bidding process. Scottish Private Finance Initiative
Water projects are expected to follow these processes.

‘The bidding process adopted for the M1-M15 Motorway
project in Hungary was similar to that adopted for the
Second Severn Crossing in that it involved the release of
extensive tender documents for bidders, including a draft
concession agreement. The tender documents displayed
somewhat less clarity, however, than those for the Second
Severn on some of the government’s requirements and eval-
uation criteria. It is interesting to note that the financial
adviser to the Hungarian Government was Morgan Grenfell,
a British merchant bank.

Based on the information available, the other competi-
tively bid projects were not perceived to have achieved com-
parable standards, It is likely that the governments in the
countries where these projects are located had not suffi-
ciently addressed all the critical issues in relation to bid-
ding and evaluation, including the establishment of an
appropriate concession framework before embarking on
the process. As discussed in later sections, a number of
critical issues need to be addressed at the appropriate time
by the host government to facilitate a smooth, competitive
bidding process that promotes the achievement of gov-
ernment objectives. Arguably, one of the reasons for the
lack of success thus far in the water project in Lima, Peru,
relates to insufficient attention to these issues at the outset.

Accurate information on the elapsed time from the date
the respective governments began work on a project to the
date of contract award is not available; broadly speaking,
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however, projects diverge considerably in this area, with
projects in the developing country environments sometimes
taking considerably longer largely as a result of delays in
policy implementation. An estimate of the time that should
be allowed for when planning for a competitive bid situa-
tion for such an infrastructure project is provided below.

Risk Sharing between the Public
and Private Sectors and the Role
of International Institutions

Among the sample of projects, the UK. projects, such as
the Second Severn Crossing, have the most clearly defined
risk-sharing arrangements between the public and the pri-
vate sectors.(Private sector here includes investors, lenders,
contractors, and the users of the service.) Also, in view of
the relatively well-developed legal and financial environ-
ment, a large number of risks relating to construction (includ-
ing ground conditions), long-term maintenance, and
operation could be passed to the private sector. The ratio-
nale for why it is possible to achieve a more systematic risk
transfer in countries with such a legal and financial envi-
ronment is discussed in later sections.

In the M1-M15 toll road project in Hungary, some of
these risks were also passed to the private sector. However,
at the time of the bidding competition, there was consid-
erable concern among international lenders and investors
about the economic and political risk, and therefore the
involvement of the European Bank for Reconstruction
and Development (EBRD) in the financing package was
seen as essential. Although in the bidding document the
government suggested that the EBRD’s involvement would
be limited to the provision of a loan of about US$75 mil-
lion, the financing that was eventually put together after
the selection of the winning bidder needed much more
extensive EBRD participation. One possible reason could

.be that there was a greater shortfall in the availability of

private sector finance than had been anticipated at the
outset. As far as is known, the EBRD did not participate
in the evaluation of bids.

It is conceivable that had the government done its analy-
sis more thoroughly in advance and indicated in the tender
documents the availability of a more realistic level of EBRD
financing (as opposed to making this known after the selec-



tion of the preferred bidder), it would have been able to obtain,

under competitive pressure, a better overall price from the -

private sector. The preferred bidder has no incentive to make
meaningful adjustments to its offer when additional support
is offered after it has been selected. This point is relevant to
the discussion on the inclusion of World Bank guarantees in
bid documents.

The risk transfer to the private sector in the other pro-
jects examined, especially to international lenders and
investors, does not appear to have been achieved to a com-
parable degree, as summarized in the appendix. There
may be many reasons for this, including:

» Absence of an appropriate legal and regulatory frame-
work for limited recourse financings in the country.
* Private sector concerns, unanticipated by the gov-
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emnment at the time the private sector was approached
(and possibly by the bidders in the early stages of the
tender), about domestic political risk and economic
and credit- ing issues.

Private sector concerns, unanticipated by the gov-
ernment at the time the private sector was
approached (and possibly by the bidders in the early
stages of the tendet), about specific commercial
risks being transferred—for example, consumer
risks in a watersupply project—which may be intrin-
sically unacceptable to the private sector in certain
locations.

Inappropriate attention given by the government to
the critical issues relevant to the bidding process, as
outlined in later sections, and thereby a suboptimal
handling of this process.

f



General Considerations

he development of a concession-based project
in any infrastructure sector will be a substantial

undertaking in any geographical region. This is

_often not sufficiently understood by governments and as

a result, the challenges involved are underestimated. The
aim of such a project is to involve the private sector more
directly in providing a public service, with the public
sector functioning in a facilitating role and, if appropri-
ate, also as an ombudsman conveying the interest of users
of the service.

Key Objectives in Concession-Based
Projects '

An asgessment of critical issues in projects involving bid-
ding for concessions must be based on a proper apprecia-

FIGURE 2
Government and private sector objectives

tion of the key objectives of both the public and private sec-
tor participants in such a project (figure 2).

The key objectives of the host government are likely to
include:

* Minimizing government expenditure and contin-
gent support for key infrastructure.

* Ensuring that the lowest possible cost of service pro-
vision can be achieved through competition and the
harnessing of private sector efficiencies while at the
same time achieving an optimal level of risk transfer
to the private sector.

* Providing for transparency in the competition.

* Ensuring timely project completion and operation.

» Maximizing the wider economic and financial bene-
fits of the project.

Environmental Selection of Early concession Optimization of financial Minimum government
aiteria best group award and social objectives support
Concession award process
Recognition of high Transparent, fair, Clear project scope instititional support for Minimum legal costs

# not viable
[ Private sector objectives ]
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These objectives will need to be reconciled among them-
selves and with the concerns of the private sector, which
include:

 Clarity in project definition. The project, including
its interface with other infrastructure and with var-
ious third parties, must be clearly defined, although
a balance needs to be struck with the desirability of
encouraging private sector innovation in the com-
petition. This issue is discussed in more detail in later
sections,

* Adequacy of available information. Sufficient infor-
mation of adequate quality needs to be made avail-
able so that realistic, comprehensive expressions of
interest can be made and final bids submitted.

* Realiom of bid structure. The bidding procedure needs
to be clear and unambiguous, have a realistic timetable
and provide opportunities for questions and feed-
back of bidders’ views.

* Transparency in evaluation. The process of selecting
the concessionaire should be transparent, smooth,
and fair, and the basis for awarding the concession
must be defined comprehensively at the outset.

* Minimtizing bidding costs. The bidding process should
minimize the high costs of preparing a final bid.

* Clarification of external support. Any external measures

required to make the project financeable (such as’

support from the government or international insti-
tutions) should be clarified before the biding pro-
cess begins and be perceived as practical.

* Efficient resolution of legal and regulatory issues.
Arrangements need to be made to ensure that the
costs and delays of resolving any legal and regulatory
issues are minimized.

Suggested Overall Approach

To achieve the government’s objectives and to maximize
interest from potential bidders, thorough preparation is
required. This includes:

* Establishment of an appropriate legal and regula-
tory framework for the project in advance of the bid-
ding competition. If an appropriate framework is

already in place, this aspect of the preparatory work
will not be necessary.

* Clear definition of the government’s requirements of
the private sector with respect to the project, and a
realistic commercial framework for private sector par-
ticipation.

* Review of the financial viability of the project,
including an expert assessment of the basis for and
extent to which private sector finance can be
obtained.

* Decisions on filling any funding gap revealed by the
review of financial viability.

* Decisions about the bidding process itself, such as
the number of stages involved, the extent of negoti-
ations after bid submission, and so on.

It cannot be emphasized too strongly that thorough
preparation is fundamental to ensuring that the bidding
process can proceed smoothly and that the government
can achieve its other objectives. A well-prepared project
will attract a wider and more competitive response from
the private sector, as potential bidders are more likely to
be convinced that they will be better able to control the
costs of bidding for the concession. To the extent that this
approach is not followed, the later stages of the bidding
process are likely to be characterized by delays, confu-
sion, and an inability to optimize the key objectives of both
sides. '

This suggested approach, which clearly requires that
the government make firm policy decisions on key issues
relating to the project in advance of the bidding process,
need not exclude the possibility of private sector inno-
vation in design, engineering, and commercial rigsk tak-
ing where it has the freedom to propose its own solutions.
For instance, in areas where the government is uncertain
which approach will yield the optimum competitive
response, it could consider testing the market by invit-
ing bidders to bid on a range of different specified alter-
natives. These could include, for instance, prices that
bidders may charge for assuming different specified lev-
els of technical, financial, or regulatory risk, and inno-
vative technical solutions that bidders may be able to
propose relating to project design, construction, or main-
tenance, while still meeting defined minimum perfor-
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mance criteria. Issues treated in this way need to be few
in order to keep the tendering and evaluation processes
manageable.

Other Approaches

If approaches different to the one described above are
adopted, such as those that may be described as open-ended
(major policy decisions and clarifications are not made in
advance of bidding), a number of drawbacks are likely to
be encountered:
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Creation of confusion in the minds of bidders regard-
ing the government’s requirements and its approach
to evaluation. :
Receipt of widely differing bids that are very diffi-
cult to compare and evaluate.

Considerable delays in effective project implemen-
tation.

Higher bidding costs for the private sector as well as
(eventually) higher costs for the government.
Inability to achieve either public sector or private sec-
tor objectives.



Preparation for the Competitive Process

ration phase are:

T he key issues that need to be addressed in the prepa-

* Assembly of the government’s project team.

* Legal and regulatory framework.

* Economic analysis of the project.

* Assessment of financial viability, including the extent
to which private finance can be obtained and the
nature of government or other support required, if
any.

* Framework for private sector participation,

* Nature of the prequalification process.

* Preparation of final tender documents,

These are discussed in turn and showed graphically in
figure 3, with an indication of the sequence in which they
are taken. '

Assembly of the Project Team

It is essential that the government put together, at an early
stage, a multidisciplinary project management team with
representation from the different areas of expertise that
have a critical bearing on the project. The team would, in

" most instances, be led by a senior official from the spon-
soring government department or ministry. The team should
also include:

* Technical and engineering personnel with expertise
in the design, construction, and operational aspects
of the project.

* Financial advisers,

* Specialists in procurement.

* Specialists in forecasting revenues (depending on the
project—for example, traffic economists for a trans-

portation project). g

* Legal advisers.
* Personnel concerned with overall policy issues.

Consideration needs to be given to whether there are
available resources with relevant expertise in-house or
whether outside specialists need to be appointed. Unless
the sponsoting department has substantial experience with
awarding concessions to the private sector, as well as
resources that are able to devote a substantial part of their
time to what will be an intensive and demanding process,
it is generally advisable to appoint outside consultants to
provide technical, revenue, financial, and legal advice.

FIGURE 3 '
Preparation for the competitive process
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It is critical that the official appointed as team leader be
capable and credible both internally, in harnessing the work
of his team and in securing key policy decisions, and exter-
nally, in being able to negotiate with senior private sector
figures.

It is beneficial from the government’s point of view that
external advisers have the knowledge and experience of
providing effective and practical advice on similar conces-
sion-based projects and in dealing with both the public
and private sectors. Up-to-date expertise in the relevant
industry sector and local knowledge are other criteria on
which a selection can be made.

The relative impartance of the selection criteria referred

_ to above varies, depending on the nature of the advice

and, potentially, the nature of the project. The relative impor-
tance of various selection criteria in the appointment of
the financial, technical, legal, and revenue adviser is depicted
in table 1,

In many cases, whether the adviser is a foreign entity or

- alocal one is immaterial to its selection. The possession of

local knowledge, which is often viewed as particularly impor-
tant for the legal adviser and the consultant providing advice
on revenue forecasts, is an attribute that may be held by
local firms or international firms with a local operation. It
is important, however, that the advisers be able to com-
municate effectively in a language with which the govern-
ment officials and internal advisers are comfortable. This
may make local partici yation in the adviser’s team essential.

Language skills and other elements of local expertise can
be obtained in 2 number of ways: for example, by appoint-
ing an intetnational firm with a well-established local pres-
ence and requiring that it ensure that key team members will
have appropriate language skills and other local expertise; by
selecting an international firm that has formed a joint ven-

ject; or by selecting a local adviser who meets all the other
individually under separate contracts, or under one arrange-
ment with a lead adviser—for example, appointment of the
financial adviser, with other advisers reporting to him and
their inputs coordinated by him. Examples of team structure
are illustrated in figures 4a and 4b. P

An example of the arrangement illustrated in figure 4b is
the appointment of West Merchant Bank in 1993 as a lead
adviser to the UK. Government for a potential toll road pro-
ject in Scotland, known as the Fastlink. The bank provided
financial advice and was responsible for coordinating the activ-
ities of engineering consultants, traffic and revenue forecast-
ing specialists, an environmental consultant, and a property
constltant. The main advantages of this approach are that,
first, the lead adviser can remove much of the administrative
burden of managing the advisory team from the government
team’s shoulders, second, the lead adviser can bring a degree
of focus to the advisory team, such that unnecessary work
and duplication of effort can be more easily avoided; and third,
the lead adviser can help the government avoid having to deal
with conflicting advice from different members of the team.
The main disadvantage of this structure is that the government
loses a certain amount of control over the advisory team.

Legal and Regulatory Framework

Before the private sector is approached, an appropriate
legal and regulatory framework must be in place. This
should enable the government to award, enter into, and
regulate concessions and enable the private sector to carry
out all the tasks that may be required to effectively man-
age the project. In considering the nature of the required
legal and regulatory framework, the following issues

ture with a competent local firm for the purpose of the pro-  (among others) need to be addressed:
TABLE |
Qualifications of team members :
Concession Sector State of the Public and private Local
experience experience art expertise sector experience knowiledge
finandial I 3 2 3 4
Technical 2 ) 2 4 3
Legal (I 4 2 3 |
Revenue forecasts ‘ 3 i 3 4 2

Nate: Skills are ranked from least relevant (1) to most relevant (4).
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* The power of the government to grant concessions
to private scctor entities in the relevant sector and,

if necessary, to regulate the concessionaire’s activ-

ities,

* The nature and degree of regulation of the conces-
sionaire’s activities that may be appropriate and
whether this is best achieved by legislation or through
the terms of the concession agreement.

¢ The power of the concessionaire to undertake the
obligations imposed upon it by the concession.

* The possibility that existing legislation inhibits or pre-
vents the concessionaire from maximizing the value
of the concession. .

* The acceptability of the legal and judicial system to
international companies and financiers,

* The existence of laws enabling financiers to take
acceptable security.

The absence of an appropriate legal and regulatory frame-
work, if not addressed early enough, can cause consider-
able impediments to the efficiency and success of the bidding
process. For example, in the Second Severn Crossing pro-
ject in the United Kingdom, the government had to take
additional risk as the concession contract agreed with the
successful tenderer could not be made effective until it
was confirmed by the legislature, which of course could
introduce changes or even delay or deny its approval. In

FIGURE 4
Bxamples of team structure
A B
Policymakers Policymakers
(govermnment ministers) (government ministers)
Project director Project director
(senior officer) (senior officer)
Project manager Project manager
(procuremnent ) (procurement specialist)
Technical Financial consultant
consultant (lead consultant)
[ ]

Technical Legal Revenue
consultant | | advisor forecasts

Poland the implementation of the tendering process for the
toll road program had to wait until enabling legislation for
the functioning of road concessions could be passed in 1994,
including the creation of the Agency for Motorway
Construction and Operation and other bodies.

Economic Analysis

Before the private sector is approached, the government should
undertake a thorough economic analysis of the project and
verify that it is justified on economic grounds. This has the
following advantages: it confirms the long-term rationale for
the project, it can serve to focus and confirm support for the
project from different areas of the government, and it pro-
vides the project with credibility in the eyes of potential pri-
vate sector bidders, international banks, and institutions.
Preferably, a repott on the economic analysis should be made
available to all those interested in bidding for the concession.

Review of Financial Viability

Early in the preparation phase the government’s financial
adviser should review the financial viability of the project.
This will involve the following main steps as appropriate:

* Review of project assumptions, tisks, and financing

* Finandial analysis, _

* Consideration of ways of enhancing project revenues,
if appropriate,

* Consideration of potential government actions to sup-
poit project funding.

* Investigation into any support that might be available
in relation to political and economic risks which are
perceived by banks and financial institutions to be
unacceptable,

Before the review of financial viability, a decision should
be made on the scope and definition of the project (for
example, for a tolled bridge: its location and whether the
project includes the provision of access roads); or at the

very least, the options should be narrowed down to no more
than two or three whose viability can then be examined.
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Review of project assumptions, risks, and financing
options

The financial adviser, in conjunction with the rest of the
project team, will first need to understand the technical and
economic assumptions on which the project’s financial
viability is to be assessed, examine the risks associated
with these assumptions, and assess financing options that
may be available against this background.

Technical assumptions. Depending on the type of project,
the technical assurptions that need to be considered include,
as appropriate:

e Capital cost estimates and the extent of their firmness.

* The construction program, including a timetable
and its interaction with the costs;

* The degree of risk associated with design and con-
struction and the implication for costs estimates and
the timetable, for example, ground condition risks
and design risks.

* QOperating costs, including maintenance and staff
costs, and the risks associated with these.

. Although the technical assumptions are developed by
the technical advisers, the financial adviser’s understand-
ing of these issues is often critical in raising the right ques-
tions on which such assumptions must be formulated to
make the project financeable,

Support infrastructure. If applicable, the requirement for
providing or upgrading any supporting infrastructure for
example, approach roads for a tolled road or bridge pro-
ject——the indicative costs, and the timetable for comple-
tion of these will need to be examined.

Revenue projections. Of critical importance is the avail-
ability of up-to-date revenue projections. For a tolled road
project, for example, the financial adviser, in conjunction
with the project team, needs to examine the assumptions
made in any traffic study conducted. Such an assessment
would take into account a whole series of factors that would
have a bearing on the revenue projections. By way of exam-
ple, for a tolled road these would include:
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_ * Existing patterns and level of demand for travel on
the proposed road.

* Growth in demand for road transportanon in the
relevant area as a result of economic growth, increases
in the rate of car ownership in the country, and changes
in the cost of road transport relative to other modes.

* Factors that would attract motorists to the proposed
road rather than to other existing road links, if any,
for example, time savings, and road quality.

* Changing development patterns, particularly the loca-
tion of commerce, industry, and residential facilities.

* The effect of provision or upgrading of competing
forms of transport for both passenger and freight traf-
fic, for example, rail links.

* The extent to which any new journeys will be made
(that is, generated traffic).

* The proportion of foreign traffic, lfany, and the poten-
tial for collecting tolls in foreign currency.

» The potential for charging differential tolls to freight
and passenger traffic and to domestic and foreign
raffic,

*» The resistance of motorists to paying tolls at differ-
ent levels.

* Any requirement on the part of the government for

" tollstobe regulated to ensure that the road will appeal
to a sufficiently wide number of users. '

For a water project, factors affecting revenue projections
are likely to include:

* Demand, based on existing population estimates,
ignoring existing constraints on service provision.

* Potential changes in demand as a result of the intro-
duction of water metering, changes in consumer
lifestyle (for example, as a result of economic growth),
industrial requirements, and improvements in indus- .

* The rate at which consumers are likely to switch
from existing supplies (for example, wells or existing
distribution networks), to the service provided by the
concession.

* The demand from areas that hitherto had no access
towater supply infrastructure, and the rate of increase
in this demand.



* The effect on revenues of the reduction of consumer
fraud and the introduction of efficient debt collec-
ton.

* The effect on demand of the cost to the consumer

of connection to the service, the tariff, and different
degrees of tariff regulation.

The uncertainties associated with the various factars affect-
ing the revenue projections need to be thoroughly investi-
gated and, where possible, an estimate made of the probability
associated with each of them. A statistical analysis can then
be undertaken to establish the robustness of the revenue pro-
jections and the comparative impact of each factor.

Financing options. Since a key component of the review
of financial viability is identification and analysis of the
requirements of lenders and investors, a comprehensive

understanding of the following will be required:

* 'The potential types of investors and lenders and other
financial sources.

* The particular requirements of each potential source
of finance, in relation to sich projects in general and
the specific project in particular, taking sccount of
the technical, economic, and financial aspects of the
project aswell as the wider country, political, and eco-
nomic environment risks.

* The scope for variation in these requirements, depend-
ing on the project scope, risks, and potential for upside
benefits and other types of ancillary revenues, if any.

Potential sources of finance for a concession could
include:

* Development finance institutions, such as the IFC, the
World Bank, the EBRD, and the IDB. Each of these
has its particular requirements. For example, the
EBRD and the IDB’s lending activities are restricted
to Central and Eastern Europe and Latin America,
respectively. The World Bank requires a government
counterguarantee in its partial risk and partial credit
guarantees to projects, whereas the IFC lends or
invests without reliance on any government coun-
terguarantees;
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* Foreign export credit agencies. This type of funding can

be advantageous in that it is often at a fixed rate of
interest and of a longer maturity than bank debt.
However, in general it is tied to the supply of goods
and services from the country whose export credit
agency provides or facilitates the finance. It is there-
fore unlikely that projects such as tolled roads, which
usually have little imported content, can make much
use of it.

Domestic bank debt. This can prove to be a very flex-
ible source of financing for a project. Its availability
depends on the depth of the local market and the
appetite of local lenders for limited recourse project
finance. In addition, its usefulness will depend on
whether the maturities available match the needs of
the project.

Foreign bank debt. Many international lenders have
an appetite for well-structured project financings in
infrastructure. The availability of this type of finance
could depend on, among other things, the view taken
by international banks of the country risk (particu-
larly the foreign currency risk) and its usefulness will
depend largely on the term for which such banks are
prepared to lend,

The bond markets. This type of financing has been
used to serve a limited number of large projects, par-
ticularly in the power sector. Although less common
for other types of infrastructure, it was used suc.
cessfully for the M1-M15 Motorway project in
Hungary, where domestic bond issues, partly guar-
anteed by the EBRD, formed a significant element
of the funding package. It has also been used more
recently in the United Kingdom for four transporta-
tion projects, which are concessions implemented
under the terms of the UK Government’s Private
Finance Initiative. The appetite of international
investors for a project-related bond depends on their
perception of the country risk, the specific project
risks, and the likely liquidity of the paper. The poten-
tial for a domestic issue depends on these factors as
well as the depth and diversity of the domestic finan-
cial markets.

Cormmercial interest investors. These investors contribute
to the equity of a project either because they have a
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direct commetcial interest in its success (for example,
the contractor responsible for construction orthe com.

pany responsible for long-term operation) or because |

their long-term business interests may be indirectly
affected by it. An example of this is the investment
made by National Express, a bus company, in the
Channel Tunnel Rail Link project in the United
Kingdom. While investment by companies with an indi-
rect commercial interest is not common, at least at
the preconstruction stage, investment by companies
who have a direct contractual interest generally pro-
vides the main part of the equity portion of funding
for concession-based infrastructure projects, at least
until the initial construction has been completed.

* Institutional investors, The availability of long-term
institutional investment for concession-based pro-
jects at the preconstruction stage depends largely on
the depth and diversity of the domestic financial mar-
kets. Recently, however, specialist infrastructure funds
have been established that are prepared to invest
internationally in concession-based projects, if spe-
cific requirements are met.

* Venture capital. This is sometimes considered a poten-
tial source of finance for infrastructure projects, but
its use is limited as the investors require a high rate
of return and a high degree of confidence in an exit
route for their investment after a relatively short
period, for example, five years,

* Public share issues. These have been successfully under-
taken for some large, high-profile projects in well-
developed markets, for example, the Hub Power
Company’s project in Pakistan and the Channel
Tunnel in France and the United Kingdom. A public
issue is also planned for the United Kingdom’s
Channel Tunnel Rail Link. For most projects, how-
ever, a public issue is only a realistic prospect once
construction is complete.,

Financial analysis

The financial adviser will need to construct a project-spe-
cific financial model, utilizing the information derived from
the various assumptions described above. The model should
be designed to take account of the wide range of potential

financing and support options particularly relevant to com-
plex financing situations. The model will need to allow a
full examination of:

* The project’s overall financial return, based on sev-
eral scenarios of capital costs, revenue forecasts,.and
duration of the concession.

* The likely returns required by investors and lenders
relative to the risks identified.

» The size of the private sector contribution to project
financing based on the direct cash flows of operat-
ing the project, in turn based on different corporate,
financial, and commercial structures,

The assessment will provide the government with an
expert analysis of the likely maximum contribution of pri-
vate sector financiers to the total investment needs of the
project. It will therefore define the funding gap, if any, that
must be covered from other sources. The financial model
can then be used to investigate the options available to the
government to complete the financing scheme.

If the project lends itsclf to being financeable merely by
adjusting the toll or tariff rate to a level that is adequate to
meet the projected funding and operating costs and pro-
vide a retumn to investors, the financial analysis will be able
to provide the government with an assessment of the type
of financing structure that will lead to the lowest possible
toll or tariff rate. It is important that price elasticity of
demand be taken into account when examining the effect
of pricing differences on project revenues. :

The model can also be used to analyze the potential
that might exist for any sharing by the government in the
upside of the project, that is, profit in excess of that pro-
jected by the base case. Such profit sharing mechanisms
have formed part of a number of concessions, including
some Private Finance Initiative projects in the United
Kingdom, for instance, the recent private prison conces-
sions. However, while governments sometimes seek such
mechanisms in order to generate revenue for the public sec-
tor and prevent the private sector from making excep-
tional returns, it can be argued that the greater the restrictions
imposed on the concessionaire’s legitimate upside poten-
tial, the greater will be the retum it requires under base-
case conditions,
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Project revenue enhancement

Options for enhancing project revenues could include
exploitation of ancillary activities, exploitation of prop-
erty-related benefits, and packaging the project with other
higher-return projects.

Exploitation of ancillary activities. Activities ancillary to,
for instance, a road project are potential sources of income,
Examples of such activities are service stations containing
shops, restaurants, filling stations, motels, and advertising.
However, experience of such activities, at least for road pro-
jects, shows that they are not significant revenue enhancers
although it may nonetheless be appropriate to give the
concessionaire the opportunity to exploit them in order to
enhance the upside potential of the project. Unless the bid-
ders for the concession can satisfy themselves as to the
certainty of such revenues in advance they are likely to dis-
count their value significantly when pricing their bids.
Bidders for the M1-M15 Motorway project in Hungary
were offered the opportunity of exploiting filling station
revenues, although this is unlikely to have had a significant
effect on the project’s overall financial viability.

Exploitation of property-related gains. The potential for
property development gain in connection with a project’s
implementation can be significant, depending on the cir-
cumstances of the project. Significant new transport infras-
tructure projects, for example, have a positive effect on
the value of neighboring land and provide opportunities for
development profits to be made. In some instances, it may
be possible to offset such gains against the cost of the pro-
ject and thereby enhance its viability. Where potential gains
are identified, a thorough investigation of their potential
value and how they can be captured for the benefit of the
project will need to be undertaken. In many cases it may
only be possible to capture the gain where the government
already owns the land in question. The proposed Corridor
Sur toll road in Panama is an example of 2 project where
government-owned land with potential development value
will be made available to the concessionaire in order to
improve the financial viability of the project, although in
this case the development gain stems largely from the change

_in land use (from an airport to residential or other uses)

rather than from the project itself. Similarly, the Hong Kong
government was able to exploit property development gain
to finance part of the cost of the Hong Kong metro system.

Packaging the profect with other, bigher-return projects.
Packaging the project with another associated high-return
‘project from which revenue could be earned, but which
would not necessitate any significant additional capital
expenditure to the concessionaire, would be another way
of enhancing overall project revenues. After identifying
the second project, the key issue will be whether it is-a log-
ical fit with the likely skills of groups bidding for the first
project. If the fit is not optimal, it may be better to ten-
der the two projects separately to optimize the total ben-
efits to the government. An example might be the
packaging of the operation and tolling of an existing road
or bridge requiring refurbishment with a concession involv-

ing the design, construction, and operation of a new road

or bridge. An example of this is the concession for the
Second Severn Crossing in the United Kingdom, This pos-
sibility is likely to have a more limited applicability in some
developing countries, where the value of projects avail-
able for packaging might not be sufficiently certain for
them to have a significant effect on the financial viability

‘of the concession.

Government actions and support

It is not possible to finance the project on a fully private
sector basis, even after taking full account of revenue-
enhancing possibilities. It will be necessary to explore ways
in which the government could support the project to make
it financeable. The primary concern for many governments
will be to minimize direct, up-front contributions to the cost
of construction, although the extent to which this type of
support can be avoided will depend on the economics of
the project and the results of the review of financial via-
bility. Depending on the type of project, mechanisms that
could be considered include:

Government participation in revenue risks. In certain types
of projects, for example, a new toll road, potential bidders
are likely to attach a high degree of uncertainty to the traf-
fic forecasts produced by the government or its advisers
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and will therefore adopt a conservative forecast for their
base-case financial projections. This will result in a reduc-
tion in the amount of finance a private sector bidder can
provide. The government, however, may be more willing
to treat the forecasts as relatively certain, and consequently
could afford to agree to provide some revenue protection
if the traffic falls below certain levels.

Government participation in geotechnical risks, If existing
geotechnical surveys are inadequate for a definitive risk
assessment by bidders or if there are serious geotechnical
risks that cannot be insured, prices bid for a concession
can be adversely affected in a way that could reduce the
project’s financeability. If these circumstances arise, con-
sideration could be given to the government assuming some
of these risks, focusing particulatly on risks that it would
be unreasonable for the private sector to bear. In this case
the government would contribute to the construction costs
if additional costs arose as a result of unexpected ground
conditions.

Contributions of associated infrastructure. The government
can reduce the capital costs of project and enhance revenue
by, for example, contributing associated infrastructure works
for no or little charge (although this would imply an up-
front contribution to construction costs), or by including
existing infrastructure in the concession—say, in the case
of a new toll road project, a section of existing road, on
which additional toll revenues could be collected. If the
existing road was previously untoll, the approach is more
likely to work if upgrades are first carried out on the road
to make'it more acceptable for users to pay tolls on it.

Favorable tax regime. The granting of special income tax
holidays to the concessionaire (over and above those that

. may already be available) during the early years of opera-

tion and the refunding of any tax on construction and
operating costs could have a significant effect on financial
viability, although the government would have to weigh
the effect of this against the revenue forgone.

Subsidies during the operating period. In many new infras-
tructure projects the achievement of a positive cash flow
in the early years can be difficult and will continue to be so

39

until the initial level of demand has stabilized. This is espe-
cially the case for transport projects. An alternative to the
government making cash available to the project up-front
would be to make cash subsidies to the project during, say,
the first five years, either on a lump-sum basis or on the
basis of, for example, units of throughput. These could be
in the form of nonrefundable grants or subordinated debt.

Cash contributions during the construction period. The low-
est-priotity type of direct government support tends to be
provision of cash contributions to the construction costs.
These could be in the form of nonreturnable grants or sub-
ordinated debt or equity.

Support in relation to economic and political risks

Infrastructure projects in'countries with a difficult politi-
¢al or economic environment will raise particular issues of
a trailblazing nature in relation to financeability, especially
where the earnings of the project would be generated sig-
nificantly in domestic currency, while the finance may be
largely foreign currency. These are primarily currency con-
vertibility in relation to the debt service and returns on
investment, the risk currency devaluation, and the financ- -
ing of any government obligations to the project in a situ-
ation of budgetary constraints.

Unless these issues are addressed at an early stage, pri-
vate sector interest in the project will be considerably
reduced. Even if the government is prepared to carry the
above risks, the project still may not attract sufficient finance
if the political risk of the country is not acceptable to inter-
national banks and investors. Backup of government obli-
gations by international institutions is likely to be the most
feasible way of resolving this issue. Failure to deal adequately
with this issue has meant that a number of major non-for-
eign exchange—earning projects have not been realized in
non-OECD countries,

In the first place it is necessary to establish the level
of support that government authorities are required to
provide, taking account of all the circumstances of the
project. Next, the required form and amount of external
support by international and bilateral institutions, such
as the World Bank, and development finance institu-
tions to back up these obligations must be assessed. The



support tnechanisms can vary depending on the precise
risks, perceptions of financiers, and the flexibility of the
inrernational institutions. The common thread is that
the support be focused, that it be the minimum neces-
sary to achieve the objectives, and that it not dilute the
bearing of key financial risks by the private sector project
promoters.

In addition, if it is shown to be necessary for the gov-
ernment to make an up-front contribution to the con-
struction costs, it may be that an international institution
like the World Bank or regional institutions like the Asian
Development Bank or EBRD (none of whom would not-
mally lend directly to the project withour a government
guarantee) would be prepared to finance this on conces-
sional terms. Such institutions are only likely to do this if
they determine that the government has relatively severe
resource constraints.

Upon completing the review of financial viability, the
government’s financial adviser should be able to provide
recommendations to the project team and the government
on the project scope, the financing of the project by the
private sector, the form and amount of any government or
international institutional support necessary, and the opti-
mal corporate, financial, and commercial structures. The
recommendations should be practical, recognizing the par-
ticular environment, but should also aim to be innovative
and imaginative and take full account of international expe-
rience in similar sitvations.

Framework for Private Sector
Participation

Simultaneously with the review of financial viability, and
before the bidding process can begin, it will be necessary
to define the framework for the bidding process, resolve
~ key policy issues, and if necessary, secure external support
from international funding institutions.

Definition of bidding framework

The bidding framework needs to be designed so as to
extract from bidders the most competitive proposals that
are technically compliant as well as financially feasible.
The issues to be resolved and tasks to be undertaken in

designing the bidding process will, depending on the pro-
ject, include the following:

* The nature of the bidding process.

* The definition of the project in technical terms.

« TIdentification and undertaking of detailed work to
enable the government to provide revenue forecast
information—for example, traffic forecasts for a road
project—and any other technical and geological data
likely to be of importance to bidders.

¢ Confirmation of a detailed timetable, including,
depending on the project, a timetable for items such
as any planning procedures, land acquisitions, and
legislation.

Nature of the bidding process. Experience suggests that it
is preferable that the bidding process be undertaken in a
manner that holds the expensive full-bidding stage to a lim-
ited number of bidders. The benefits include the following:

¢ A fewer number of bidders improves the chances for
" anysingle bidder to win the concession, and as such,

bidders would be more willing to incur the high cost
of bid preparation.

* Maximizing the commitment and enthusiasm of the
relatively few shortlisted final bidders.

* Saving time at the final bidding stage by confining
discussion to fewer prospective concessionaires.

» Allowing early consideration of any innovative alter-
natives presented.

With such a stall number of bidders, it is important
to minimize the possibility of any bidder withdrawing, as
this would have the effect of undermining the competi-
tion. Careful evaluation of prequalification candidates,
proper structuring of the bidding process in a way that
recognizes the legititate concerns of bidders, and care-
ful implementation of the bidding process are needed 1o
ensure that bidders do not withdraw at any stage. In addi-

tion, consideration can be given to the usefulness and -

desirability of requiring bidders to submit bonds at dif-
ferent stages of the tender in order to protect the gov-
ernment from the additional costs it may incur as a result
of a bidder or the concessionaire withdrawing. The bond-
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ing requirements for projects vary greatly with the par-
ticular circumstances and therefore it is not possible to
provide any generally applicable guidelines about such
bonds and their relative magnitudes. However, in very
broad terms, based on actual experience of such pro-
jects, for a project of substantive size the bonds listed
below may be considered, depending on the circumstances
of the project and the degree of risk protection perceived
by the government as necessary:

* Conforming bid bond—issued by or on behalf of short-
listed tenderers within, say, one to two months of issu-
ing tender documents (to allow time for tenderers to
assess the documents and make suggestions for
changes), undertaking that the tenderer will submit
a bona fide fully conforming bid. Indicative amount:
.01-.02 percent of capital costs.

* Tender bond—issued by or on behalf of the tenderer
at the time of tender submission, guaranteeing that
the tenderer will not withdraw or seek to vary any
conforming or additional alternative tender, but will
negotiate in good faith with the government up to
signature of the concession. It will supersede the con-
forming bid bond. Indicative amount: 2.5-3 percent
of capital costs.

* Concession signature bond-—issued by or on behalf of
the winning tenderer at the signing of the conces-
sion agreement to guarantee performance of the con-
cessionaire until the agreement becomes effective.
This bond will supersede the tender bond. Indicative
amount: 5 percent of capital costs.

* Performance bond—issued on commencement of the
concession period to guarantee fulfillment of the con-
cessionaire’s obligations under the concession agree-
ment. It supersedes the concession signature bond.
This bond can be allowed to lapse when a reason-

- able amount of money has been spent on construc-
tion, since by then the project itself could provide
the government with sufficient security against con-

cessionaire default. Indicative amount: 15 percent -

of capital costs.

* Maintenance bond—applicable during the last years
of the concession to ensure that the project is handed
over in the agreed condition. Indicative amount will
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depend on a number of project-specific circumstances,
including terms of the concession agreement relat-
ing to maintenance.

Technical definition. A key issue for carly decision will
be the nature and extent to which the project will be defined
in technical terms and the nature and detail of the specifi-
cation. A balance will need to be struck between a detailed
physical specification that could save bidding time and costs
and make evaluation easier, and performance specifications
that would allow bidders the flexibility to produce their own
cost-effective solutions and that has the effect of transfer-
ring design risk to the private sector.

Revenue forecasts. Given the critical importance of fore-
casts for the underlying demand for an infrastructure
project (for example traffic forecasts for a toll road) and
the limited bidding period, experience shows it is highly
desirable that bidders be provided with full demand (and
preferably revenue) forecasts together with the assump-
tions underlying them and a detailed description of the
methodology used to produce them. Although the con-
cessionaire and its financiers will need to undertake their
own investigation of demand and produce their own rev-
enue projections eventually, the provision of full demand
forecasting information by the government st the bid-
ding stage will shorten the time and expense of bidders
in undertaking basic work at a time when their exposure
is the greatest. It may also encourage bidders to take a
more optimistic view of the revenue projections. If bid-
ders are presented with scanty information, they are more
likely to treat it conservatively because they will be unable
to satisfy themselves as to the assumptions or methodol-
ogy used without undertaking expensive original work,
which will have the effect of increasing bidding costs. This
will be particularly important for a project in which there
are considerable uncertainties surrounding the potential
demand due to, say, a radically changing economic envi-
ronment and the lack of experience of other similar pro-
jects in the area. '

Timetable. The government should prepare a detailed
critical path timetable for the project incorporating, if rel-
evant, aspects such as the legal steps involved in land acqui-



sition and planning processes. The interest of bidders can

be reduced considerably if they conclude that the neces-

sary measures have not been taken by the time the bidding
- Process starts.

Resolution of key policy issues

It is desitable that key policy issues affecting the scope and
nature of the potential concession agreement are resolved
before the prequalification process is complete. This is to
ensure that bidders focus on the government’s key objec-
tives, and that they do not drop out of the competition
because of major surprises when such issues are eventually
" resolved. Prequalification candidates should be advised of
the decisions made, and they should be given the chance
to amend their submissions, if necessary. Apart from those
issues decided in the context of the review of financial via-
bility referred to above, depending upon the project, the
policy issues that need to be resolved at this stage include,
as appropriate:

* The packaging of the project with other similar under- -

takings in order to enhance financial viability (as dis-
cussed above).

* The nature of risk shating between government and
the private sector.

* The nature of the government’s role in participating
in or regulating the operations of the concession.

*- The form and basis of any other government or exter-
nal support for external risks required for the project.

* The scope of the concession agreement,

The issues listed above, which all need to be resolved
before the prequalification process is completed, are dis-
cussed in more detail below. (There will, of course, be many

_other policy issues to be resolved later in the process.)

Government role in participating in or regulating the con-
cession. A number of mechanisms can be employed by the
governtnent in the supervision and regulation of the con-
cession. These range from the government having a minor-
ity equity stake to a formal arms-length supervisory
telationship. The general preference is for the government
to undertake supervision on an arms-length basis.

Defining the scope of the concession agreement. As it is desir-
able for the concession agreement to be released at the same
time as the bidding documents, the legal advisers should
begin drafting the concession agreement, in conjunction
with the project team as soon as possible, in order to ensure
that the completion of the draft agreement does not delay
the issue date,

Securing support from international financing institutions

If external financing support is deemed to be a requirement
then such support can take a number of different forms:
back-up of government obligations (discussed above), fund-
ing of government cash contributions to construction costs
(discussed above), provision of debt finance direct to the
project, and investment of equity directly in the project.
The mobilization and integration of this support is critical
in ensuring the financeability of the project.

Prequalification Process

In general, for large projects the objective of the prequal-
ification process should be to reduce to about three the
number of interested bidders selected for the main bid-

ding process. This stage in the bidding process needs there. -

fore to be stringent so the government can distinguish
adequately among candidates. Bidders need to be provided
with sufficient information on the project to enable them
to undertake an adequately detailed assessment that will
allow them to justify the commitment of substantial resources
to making a comprehensive and competitive submission,
The information provided to potential prequalifiers must
be sufficient to attract suitable bidding groups. Apart from
information on the design, scope, timetable, and back-
ground to the project, the following will be particularly
important to candidates, depending on their specific
siruation:

» Summary demand forecasts, with estirates of rev-
enue and assumptions of demand elasticity.
* Progress on the various critical path actions relevant
. for the project.
» Scope of the proposed concession, including an out-
line of the concession agreement covering the keyissues.
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* Qutline of the selection and evaluation criteria to be
used.

The assessment procedure should be designed to select
the candidates who have:

* The financial, technical, and managerial capacity and
expettise to build, finance, and operate the type of
project in question.

* Experience of bidding successfully for similar pro-
jects and mobilizing project finance.

* Demonstrated commitment and competitive enthu-
siasm to participate aggressively in the main bidding
process.

* The knowledge and experience of conditions within

the host country.

In addition to providing details of past technical per-
formance, bidders should be asked to provide, as
appropriate:

* A description of their experience on the design, con-
struction, and operation of the type of project being
considered,

* A description of the bidder’s (a) proposed commer-
cial structure, if awarded the concession, and their
understanding of the commercial issues; (b) likely
sources of financing; (c) proposed scale of financial
commitment and, if relevant, the level of the finan-
cial commitments of consortium members; and (d)
likely level of financial retums sought.

* Their approach toward managing any construction
contracts.

* Theirexpetience of competitive tendeting for projects
involving a design, construct, and operate concession.

* Their experience of major construction and opera-

- tional undertakings in the host country,

In evaluating bidders at this stage, relative weights may
be allotted to the various criteria listed above and, given
the nature of these criteria, careful judgments will often be

called for in assessing bidders’ capabilities in a number of -

these areas, rather than there being any strict quantitative
criteria.
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Assessment of the financial capabilitics of sponsors
should include the following criterion: the combined net
worth of the sponsors should, at a minimum, exceed the
sum of the level of equity plus the quantified value of any
guarantee-Jike undertakings, including bonds (which may
be required from sponsors to make the project finance-
able), by a margin that is comfortable enough to enable
them to undertake their original business commitments.
This element in the assessment carties, arguably, greater
relative weight than, for instance, track record in mobiliz-
ing project finance. In addition, other factors, such as the
realism of the bidder’s expected rate of rerurn and how
well it has demonstrated its understanding of some of the
key commercial and financing issues likely to be encoun-
tered on the project, will also carry a significant weight.
This approach should allow a judgment to be made about
how well a bidder has grasped the risk and business char-
acteristics of the project and reflected this in his or her
thinking about the likely financing structures. This has
implications for the bidder’s capacity and appetite to per-
sist with the demanding bidding and negotiation process
and to formulate and implement a credible and competi-
tive financing structure.

A hypothetical example of how six candidates could
have scored in a prequalification process for an infras-
tructure concession in a developed country environment
is depicted in table 2. Two candidates prequalified rela-
tively easily, two were judged to be well below require-
ments, and the remaining two were on the border of
acceptability, with each offering a different mix of strengths
and limitations. It would only be possible to distinguish
between these two bidders with confidence if the infor-
mation they have provided is sufficiently comprehensive.
This will be determined partly by whether the information
provided to them by the government is of adequate depth
and quality, and partly on whether the demands put on
them by the prequalification process are sufficiently
rigorous.

Prequalification processes conducted in some develop-
ing countries may also result in similar outcomes. However,
for a country whose intemational creditworthiness is per-
ceived to be marginal, the interest of suitably qualified inter-
national bidders is likely to be severely limited. To make the
project attractive to such bidders, it is important that key



TABLE 2
Prequalification criteria

Candidates
Criterion A B C D E F
Capacitylexpertise
Fnandal v 7/ v X v v
Technical v / v v v e
Managerial / 7/ / X v (%)
Similar projects v v v X v v
Bidding successfily v 7/ X X v X
Mohbilizing finance v 7 v X 4 X
Commitment/enthusiasm X v/ v v v X
Knowledge of locl conditions (04 4 v v X X
Prequalification ? v v X ? X
/ High score; (v") Moderate score; X Low score: 1 Not available.

areas of concemn to the private sector be addressed at the
eatly stages of project preparation.

Main Bidding Process

Ideally, the main bidding documentation should be com-
plete and cleatly presented so that the amount of abortive
work by bidders can be minimized. Bidders allow for uncer-
tainty by increasing expected costs and reducing bid values.

Critical issues

Before the main bidding process begins, certain critical
 issues will need to have been resolved, including:

* Whether the concession period is fixed, or whether
bidders are free to propose the duration of the con-
cession. (Each approach has pros and cons, depend-

- ing on the nature of the project, including the overall
tisk transfer structure that has been adopted.)

» If appropriate, the basis on which the concession
will revert back to the government or be transfetred
to another concessionaire., .

» Whether it is appropriate to impose liquidated dam-
ages relating to delays in completion of construction
and commencement of operation.

¢ The degree of design freedom to be permitted,

* Whether it is appropriate to include in the conces-
sion agreement any financial incentives relating to the

operation of the concession, and the mechanism for
these.

* Final decisions on risk sharing,

* Common information provision, for example, the
commissioning of a ground conditions survey by the
government and its inclusion in project costs.

* Final decisions on government support.

* Anybonding or gnarantee requirements, (Careful con-
sideration should be given to the appropriateness of
these as their cost will reduce the value of the bid.)

* Treatment of qualified or variant bids. -

* Restriction, if any, on competing infrastructure.

* Agreements on external support.

* Potential reimbursement of abortive bidding costs.

* Areas on which specified alternative bids will be required
from bidders so as to test the market.

These issues involve complex considerations. A balance
has to be struck between ensuring that the government’s
commercial, economic, and social requirements are met,
and offering a structure that will attract the private sector.
Imposing on bidders restrictions that are unreasonable,
impractical, or costly would minimize the private sector con-
tribution or render the concession unattractive.

Given the level of detail required and the importance
of maximizing the bid value, a minimum bid period of five
to six months is usually appropriate, depending on the com-
plexity of the project. During this period bidders’ questions
and comments need to be answered with speed and on a
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consistent and open basis, with any new information pro-
vided to one bidder being copied to all other bidders.
Bidders’ conferences in which information is disseminated
simultaneously may be considered appropriate. However,
care needs to be taken to address any bidders’ concerns in
relation to the intellectual property aspects of their proposals.

Separate consultation meetings with each bidder can also
be used to allow bidders to raise issues that they may not
wish to raise in the presence of third parties. Governments
need to retain an open mind and be prepared to issuc amend-

ments to the bidding documents where gaps and inconsis-

tencies are identified by bidders or where issues that could
affect the financeability of the concession have been raised.

Considerations relating to the government'’s technical
requirements

The government’s technical requirements can be expressed
cither in 2 very detailed manner, in the form of an input
specification, or more sitnply, in the form of the perfor-
mance requiternents of the project, that is, an output spec-
ification. The pros and cons of these two approaches are
summarized in table 3.

As indicated in table 3, compared with an input spedi-
fication, an output specification allows for a greater trans-
fer of design responsibility to the private sector and provides
more scope for innovation and for efficient and cost-effec-
tive interface between design, construction, and opera-
tion. In order to ensure the effectiveness of such an approach,
the government needs to:

~» Ensure that its technical team has the relevant expe-
rience to enable it to produce a specification that
will permit a like-for-like evaluation of bids, and against
which the concessionaire’s performance can be
monitored. .

» Consider bidder consultation meetings during the
tender period to ensure that the technical solutions
bidders have in mind are likely to be acceptable,

* Be prepared to issue amendments to output specifi-
cations after consultations with bidders.

This approach was successfully adopted in the M6 Design,
Build, Finance, and Operate road project in the United

" Transer of design risks to private sector

Kingdom, where the concessionaire’s revenue is to be in
the form of “shadow tolls” paid by the government.

Bid docurnentation

The documentation for submission of private sector con-
cession proposals should include, as appropriate, the gov-
ernment’s requirements relating to the project and the
bidding process, detailed information on the project, and
clear bidding instructions.

Government requirements. The bidding documents must
include a clear definition and description of the govern-
ment’s contractual, financial, and technical requirements
and how they will handle the bidding process up to con-
tract signature. Specifically, this should include:

* A detsiled definition and description of the project.
* A draft concession agreement that will include, as a
schedule, a technical performance specification relat-
ing to both construction and operations, and drafts
of any other key agreements to which the government
will be a party, such as any direct agreement between
the government and potential lenders that gives the
lenders the right to take over the concession in the
event of concessionaire default. This should help to
reduce the post-bid negotiation period, as the gov-
erment’s position on all aspects of the concession
will be clear. It is important that these documents be
balanced and reslistic, rather than reflect an initial
negotiating position.
* Full details of the government’s proposed support for
the project.
TABLE 3
Technical definition: Input versus output
specifications

{

Scope for acceptable technical sokttions
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* Details of any external support agreed for the
project.

Information on the project. The information provided to
bidders on the project should be as full as possible to avoid
the bidders incurring unnecessary time or expense, and to
enable them to meet the government’s requirements. It
should be made clear to bidders that, although this infor-
mation is provided in good faith, it is not warranted by the
government and will not form part of the contractual arrange-
ments with the government. The information provided
should include, as appropriate:

* Detailed, independentlyvalidated underlying demand
forecasts and revenue projections, with assumptions
and methodology used.

* Survey reports including any detailed soil and ground
condition tests that may be relevant, or any detailed
environmental assessment of the project site.

* Legislation, existing and proposed, that will affect the
project, including any applicable environmental reg-
ulations or guidelines.

Bidding instructions and information. The bidding instruc-
tions and information should inform the bidder precisely
what it needs to do in order to submit a compliant tender
and what will happen to its bid once it has been submitted.
It should specify:

* The timetable that bidders must adhere to for bid
submission.

* The required form of tender.

¢ Details of any bonds and guarantees required.

¢ Details of what the bid should contain (see below).

* The precise criteria on which both compliant and vari-
ant bids are to be evaluated.

As a minimum, bids should contain the information

shown in figure 5:

* A signed form of tender in the specified format,
* Technical proposals that clearly demonstrate the way

in that the bidder intends to meet the government’s

specifications,

* A coherent, well-developed commercial and organi-
zational plan for operations of the concession com-
pany.

« Financial projections and analysis demonstrating the
viability of the concession company’s operations over
the life of the concession.

» The assumptions underlying this analysis on all aspects
of construction and operation. _

» Comprehensive, detailed financing proposals together
with evidence of the support of lending and invest-
ing institutions. These should cover the full capital
costs of the project apart from any amount to be
funded by the government or international financ-
ing institutions.

* Evidence of adequate financial resources from the
bidder, other investors, and lenders to cope with
unforeseen circumstances.

* Anybonds or guarantees required at the bidding stage.

Alternative bids. Within the context of the overall sug-
gested approach which, as stated above, could also require
bidders to bid on the basis of specified alternatives to test
the market on certain issues, it is also feasible to allow ten-
derers to put forward unspecified alternative proposals that
do not comply with all the requirements of the tender doc-
uments. Howevet, such alternatives should only be additional
to the fully conforming proposals that must also be submit-
ted so that the government can be reasonably sure of receiv-

FAGURE 5
Tender documentation
Required contents of bid
Legal form
of tender
Technical
proposals
o -
operational
plan .
cections and
assumptions
Financial
proposals
Tender
bond
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ing a set of bids that it can evaluate on a like-for-like basis.
Alternative bids could be based on variations in the alloca-
tion of risk specified in the bidding documents or variations
in other tender requirements, for example, those relating to
technical performance. However, experience shows, espe-
cially with Private Finance Initiative projects in the United
Kingdom, that such proposals should be made subject to

~ the following:

Discussions of any proposed altemative bids in confi-
dence with the government during the period before
the submission of final bids. ,
Acknowledgment by the government that the alter-
native proposal is acceptable in principle.

For alternative proposals judged acceptable, deter-
mination by the government as to whether the pro-

. posal can be considered intellectual property (this

is more likely to apply with alternative technical solu-
tions rather than with alternative allocation of risk).
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¢ In the event that the government determines that a the

proposal is not intellectual propetty, notification of the
bidder of this judgment and an opportunity given for
withdrawal of the proposal. If the bidder chooses not to
withdraw the proposal, the government should reserve

 therightto invite other bidders to bid on the same basis.
The above approach provides for:

* Increasing the scope for further innovation on the

part of bidders.

* Confidentiality and protection of intellectual property.
* Elimination of the possibility of bidders spending 2

large amount of time and expense on preparing fully
developed alternative proposals that are subsequently
.determined not to be of interest to the government.

* Reconciliation of the objective of a fair and equi-

table evaluation process with the need to provide flex-
ibility to bidders to innovate.
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Evaluation and Negotiation

selection of the concessionaire in the final bidding
phase, and negotiation and conclusion of the con-
cession agreement are discussed in this section.

Theissuesandusksinvolvedintheevalmﬁonmd

Evaluation

Bidders’ proposals are more likely to match the govern-
ment’s critical objectives if the evaluation criteria are pre-
.cise and transparent. Also, evaluation of tenders on a
common basis can be handled more easily and rapidly. It
is therefore recommended that considerable effort should
be spent in developing firm, precise evaluation criteria
(figure 6). Vague and general evaluation criteria result in
bidders inevitably spending considerable time and effort
on proposals that do not meet the government’s critical
objectives, The extra time spent is reflected in their tender
price, and there will be criticism from the unsuccessful
bidders about high abortive bidding costs, as well as lack
of transparency and faitness in the award process.

The precise approach to evaluation will depend on the gov- -

- ernment’s objectives, the framework within which the can-
didates have to bid (for example, for a tolled road project,
whether they have complete freedom to vary tolls during the

. concession period), and the level of detailed information avail-

 able on the potential socioeconomic impact of the project. If
the necessary information is available, it is sensible to assess:

* ‘The value for money to the government of each pro-
posal. '

» Whether the bids are technically feasible and compli-
ant with the specification,

* Whether the bids are financially feasible and compls-
ant with the government’s financial requirements.
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Finally, the different elements of the assessment are inte-
grated and a preferred bidder selected.

Assessment of value for money

The assessment of value for money could involve taking
into account, for each bidder’s proposal; the level of gov-
ernment support, if any, required to complete the funding;
and the costs and benefits of each proposal.

Level of government support. The type of government sup-
port (if any) will have been defined in the bidding documents.
The evaluation will focus on the amount of support (whether
a direct contribution to construction costs or contingency
financing) required by each bidder, Clearly, this factor will

be irrelevant if the financial viability review shows that gov- -

ernment support is not necessary. In this case bidders would
have been told that such support would not be available.

AGURE 6

Evaluation criteria

Technical
f‘:".Value

money .
e o / Managerial
Operational
ll ”:-5 : \ .
diﬁerw!g!aspeds“ Commercial
Francal




|

Costs and benefits. The first issue to consider is whether
there is any difference between compliant bids in terms of
charges the concessionaire will seek to impose in retum for
the services provided. Where the concession involves the pro-
vision of services to a single government agency—for exam-
ple, a water treatment project, such as the Daldowie Sludge
Treatment project, or shadow tolled roads, such as those
known as DBFO roads, both in the United Kingdom-—it is
appropriate to assess the cost to the govemnment of the charges
made by the concessionaire over the concession period.
This can be done by calculating the net present value of the
initial charges proposed by each bidder—in other words the
bidder is obliged to fix the charges for a prescribed period
at the level proposed in its bid, and a common discount rate
is used to compare the proposed charges Where the con-
cessionaire is required to take demand risk, the calculation
should be based on the government’s own demand projec-
tions in order for a like-for-like comparison to be made
between different bidders, and should incorporate the bid-
der’s proposed escalation regime (if bidders have the free-
dom to propose this) or the government'’s prescribed escalation
regime (where this is specified in the tender documents).

For concessions where there are multiple customers, sich
as toll roads or water supply concessions, but where the con-
cessionaire’s tariff is regulated, it may be appropriate, depend-
ing on the nature of the regulation, to undertake a comparative

-assessment of bids based on the proposed charges of each

bidder on a similar basis as described above. In a completely
unregulated environment, for example, where a toll road con-
cessionaire has the freedom to fix the tolls throughout the
concession period, it will not be necessary to take toll levels
into account, as it may be safely assumed that any conces-
sionaire will eventually adopt a revenue maxirnizing toll strat-
egy regardless of its initially proposed toll charges.

Apart from the charges to be levied by the concession-
aire, other factors could give rise to differences in the costs
and benefits of bids received (figure 7). It will be particu-
larly important to focus on these where the concessionaire
charges are to be unregulated.

If the tender process gives the bidders the freedom to
propose any such factors, one approach would be to cal.
culate the net present value of such costs and benefits for
each bid. It is important that the costs and benefits that
are taken into account are those for which an objective value
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can be calculated, and that their value is affected by those
factors that the bidders have the freedom to propose.

For a road project, for example, the bids could differ in
terms of the amount of road congestion relief each bid
produces in the area where the road is to be built. For such
projects, the degree of congestion relief can be said to rep-
resent the net benefit of the proposal. The value of this ben-
efit is comtmonly used in the United Kingdom as one measure
of the economic viability of potential new roads. Provided
the appropriate data are available, its value can be caicu-
lated by expert traffic economists.

This is often done by ascribing values to the various ele-
ments of congestion relief——such as time savings to motorists
as a result of relieved congestion, savings in vehicle operat-
ing costs as a result of reduced journey times, and a reduc-
tion in the cost of dealing with accidents, which would reduce
in number as a result of congestion relief—and computing
2 net present value of the aggregate of these individual ele-
ments for the period of the concession. The valuk of the
individual elements will vary from bid to bid as each will
depend on the proposal the bidder has made for some or all
of the factors it has been given the freedam to propose. For
example, different time savings will result depending on the
road capacity (which will affect traffic speed), the number
and location of junctions (which will affect the volume and
type of traffic using the road), and the proposed construc-
tion period (which will affect the period over which the time
savings will accrue). To calculate a value for time savings, it
is necessary to be able to assign a unit “value of time” to
each category of traffic that is likely to use the road.

Congestion relief may not be a relevant benefit for all
tolled road projects, for example, interurban roads. Another

Toll roads ™ Water concessions :
v } i ¥ Rate of expansion
v Number/flocation of of
iOns ¥ Enhancement of
v Open/ckosed tolling emergency water reserves
v How well environmental
issues are addressed
Also, construction period, concession period, and



benefit that may differ between bids is the tax revenues to
be collected from the concessionaire, which will be inflows
to the government. Such revenues, which will differ depend-
ing on factors specified by biddets, such as the duration of
the concession, the capacity of the road, and the construc-
tion period, may be readily calculated.

If some or all of these factors have been predefined for
bidders in the tender docutnents, a simpler approach could
easily be adopted. For example, where the concession period
is the only variable, a comparison could be made of the toll
revenue not collected, measured from the end of each bid-
der’s concession period to some defined point in time, In
this case a maximum construction pesiod would need to
be specified to bidders, as it would not be possible to inte-
grate the evaluation of different construction periods with
different concession periods.

In circumstances where no government support is nec-
essary and all aspects of the project are prescribed by the
government except for the construction period, the best
value for money could be said to be offered by the bidder
proposing the shortest construction petiod.

To the extent that detailed information on economic

benefits, such as the methodology and assumptions neces-
sary to calculate congestion relief, is not available and can-
not be provided to bidders to ensure full transparency,
then some of the more simple approaches that limit the bid-
der’s degree of freedom would need to be used to make
proper value-for-money comparisons.

Technical evaluation
The technical aspects include, as appropriate:

* Whether the bidder’s technical and management pro-
posals are likely to meet the requirements of the per-
formance specification.

» Technical and design risks of the proposals.

» The proposed construction costs, their timing, and
the likelihood of their attainment,

* The proposed operating and maintenance costs, and
the likelihood of their attainment.

Evaluation of technical aspects during the construc-
tion and operating period could be simplified by speci-

fying sufficiently stringent technical standards, providing

_ for penalty points to be given for noncompliance, and
adopting high standards in relation to the bidder’s expe-
rience. In these circumstances it could be argued that all
the proposals that meet the required technical standard
should be treated alike; proposals that do not should be
rejected. An alternative approach would be to undertake
a probabilistic and risk-weighted analysis that would be
applied to the relevant factors in each proposal. The result
would be a value for each factor, that would then be
applied as an adjustment to the price offered. This sec-
ond approach is complex and should, in most circum-
stances, be avoided.

Financial evaluation

It is essential to assess the credibility of the commercial
and financial aspects of the bidders’ plans over the con-
cession period. This needs to be undertaken with a strin-
gent and detsiled review of the underlying assumptions in
each bid. The past track record of the sponsors, theit finan-
cial advisers, and the supporting financiers will be of con-
siderable importance. The assessment of the credibility of
a bidder’s proposal will involve considering issues such as
the bidder’s own capital structure, and the sources and
availability of funding. At one extreme, if the bidder is a
company of substance and is willing to provide guaran-
tees for the repayment of debt, considerations of the finan-

cial structure and availability of funds will fall away, -

However, aspects to be considered in the absence of guar-
antees will include:

* ‘The amount and nature of the subscription of eguity.

* The strength and credibility of expressions of financ-
ing support from banks and institutions that accom-
pany the bid.

* The requirements of lenders and other project partici-
pants, such as suppliers and operators, with whom
there is an arms-length contract.

* The availability of standby equity and debt.

* Inthe absence of equity, the extent to which the com-
mitment of other participants (in terms of bonds,
guarantees, and other conditions) provide an ade-
quate substitute for equity.
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* The realism of the biddet’s revenue projections as com-
pared with the government’s projections.

* The soundness and feasibility of the financing pro-
posals, that is, the extent to which they move into rel-
atively uncharted territory, are complex, or are
dependent on external factors.

* The bidder’s proposed timetable for obtaining unde-
written commitments,

Some of this assessment will involve qualitative judg-
ments. The objective would be to define stringent standards
of acceptability and, possibly, penalties for not meeting
them. Using an adequately specified financial model, the
robustness of the financial structure can be tested by sen-
sitivity analysis to assess the ability of the bidder’s projected
cash flows to withstand adverse variations in economic
assumptions. The assessment can then be converted into
a yes-no judgment or into a weighting sufficient to remove
the risk of failure.

If the bidding and evaluation process is well handled with
appropriate built-in protections, including bonding, there
is likely to be much greater consistency between the final
financing plan and the one initially submitted by the win.
ning tenderer as part of his bid, This was the case in some
of the UX. Private Financing Initiative projects. In other
situations discrepancies can arise, as, for example, occurred
in the case of the M1-M15 Motorway project in Hungary.

Integration of evaluation

It is necessary to integrate the different components of the
evaluation methodology. As indicated above, two broad
approaches can be adopted: making judgments between
different aspects of bidders’ proposals, either implicitly or
explicitly (through assigning weights); or developing quan-
titative criteria where practicable, and using hurdles or yard-
sticks for other criteria. The second approach has several
advantages, although it is recognized that there will be areas
where judgments need to be made. The government will, in
the last analysis, need to be able to exercise judgment in the
round. Depending on the project, the approach should entail:

* Quantitative assessment of the value for money using
one or more of the methods described above,

A

* An assessment of the risk that this may not be real-
ized because of problems with the financial, techni-
cal, and operational aspects.

* The adjustment of the value-for-money assessment
in light of this risk assessment.

Provided proper preparation has taken place before
bid docutnents are issued, and compliant bids have been
received, the selection process should be reasonably
straightforward on the basis of the criteria set out above.
The process should be conducted comprehensively and
with speed. Under appropriate circumstances it may be
possible to ask bidders to remove any exceptions and
departures from the government’s requirements and to
reprice their bids on a fully compliant basis. In the event
that this proves impossible to achieve, any residual dif-
ferences between the bids in terms of the risks being
assumed could be dealt with by making quantitative adjust-
ments to the value-for-money assessment that reflects the
government’s view of the value attached to the differences.

Negotiation and Conclusion of the
Concession Agreement

It will be necessary to remain alert to a number of issues
that can be resolved only during or after the negotiation
phase of the final concession agreement. These may include
ensuring that:

* Private sector finance can be underwritten on terms
contained in the preferred tender.

» Construction and equipment supply contracts have
been negotiated that reflect the terms of the con-
cession agreement, and are executed at the same time.

* The process of obtaining legal powers and ensur-
ing other conditions precedent are satisfied in time.

= The government’s titnetable of actions and contri-
butions is consistent with the proposed timetable
for signing the concession agreement,

Underwritten offers of debt finance and shareholders’

guarantees should be required at this stage only. This is to
ensure that the financial markets are not flooded with
competing financial proposals for the same concession (espe-
cially in developing country environments with a limited



availability of international finance), and to ensure that
abortive bidding costs are minirized by necessitating the
completion of financiers’ due diligence and imposition of
commitment fees only after a preferred bidder has

The obligation would be on the private sector consor-
tium (and not the government or financial adviser) to raise
the finance for the concession. However, the government
will need to ensure that the finance promised in the bid-
ding documents is confirmed.

Depending on the circumstances of the project, gov-
ernments generally find it helpful to negotiate in parallel
with, say, the first two of the top-ranking bidders. This has
the advantage of preserving the government’s ability to exert
competitive pressure on the bidders until all contractual
details have been agreed, and of ensuring that if the lead-
ing bidder withdraws the second choice is more likely to
step in to the leader’s shoes quickly. In practice, however,
because of constraints on the government’s resources, the
second bidder is often kept in reserve and negotiations with
it carried at a less intensive level than with the top-ranking
bidder. In addition, the second bidder often becomes aware

of the fact that it is not in the leading position and may

" object to committing the substantial resources that may be
" needed to participate fully in the final negotiations.

Integration of Agreements

If the approach described above has been effectively imple-
mented, the final process of integration of the various con-
tractual agreements, and ensuring that the concession
agreement becomes effective, should be straightforward.
However, bidders sometimes seek, at the last moment, to
recover some of the ground they might have lost in eadier
negotiations. Delays also occur frequently in the prepara-
tion of documentation—all of which needs to be coordi-
nated up to the signing date of the concession; this is more
likely to happen in certain developing country environments
or where there has been limited experience of such pro-
jects. Pressure and momentum has to be maintained on the
bidders to prevent this, and, on the government’s side, steps
need to be taken to ensure that all tasks within its own

province are anticipated well in advance and promptly
addressed.
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Costs and Timetable

by bidders during the bidding process as well as
those incurred by the government in preparation,

“ Thissecﬁonconsidersissucsrelaﬁngtocostsincurmd

evaluation, and selection, It also comments broadly on the .

timetable required for the government and its team for the
preparation of bid documents, evaluation, and selection.

Bidding Costs

One of the major deterrents to serous bidders for conces-
sions for major infrastructure projects is the high cost of bid-
ding. The costs include not only the costs associated with
the development of a design-and-build project (which are
greater than for a build-only project) but the extremely
high cost of developing the operational, commercial, and
financial aspects of the bid. These costs include the costs of
financial advisers, lawyers, consultants advising on demand
and revenue aspects, and a range of other external third-
party costs as well as greatlyincreased business development
costs associated with the commercial issues. Bidding costs
in relation to some recent concession awards in an indus-
trial country environment have totaled around US$5 mil-
lion. Arguably, there is considerable potential for this figure
to be exceeded in developing countries, given the likely addi-
tional uncertainties and pioneering nature of the project
structures relative to what may have been achieved before.
These high bidding costs have a number of effects:

* They affect significantly the willingness of bidders
(especially those of smaller net worth) to participate
in major bids. This effectively limits the government’s
access to market competition and innovation and,
arguably, affects adversely the value for money that
the government can achieve.

* They increase the pressure from bidders to limit the
bidders participating in the expensive bidding stages
to the smallest feasible number.

* Over the longer term, they erode enthusiasm in the

" market generally for concessions.

Controlling bidding costs

The approach to the bidding process described in earlier
sections—involving thorough preparation and a stringent
prequalification stage, followed by a tender based on clearly
defined requirements and evaluation criteria—offers the
best prospect of enabling bidders to control their specula-
tive bidding costs while at the same time allowing the gov-
ernment to achieve optimum vahue for money.

Reimbursernent of bidding costs

Another measure that has been considered by some gov-
ernments as a way of overcoming the problems arising from
high bidding costs is to reimburse a portion of the costs
incurred by unsuccessful bidders. For instance, some years
agothe Greek government agreed to reimburse bidding costs
of up to about US$2 million to unsuccessful bidders for the

" concession to build a new airport, for which the initial cap-

ital costs of the project were in excess of US$750 million.
The purpose of holding a bidding competition is to max-
imize the benefits to the government and the public using
the service to be provided by the concessionaire. It has
therefore been argued that, quite apart from developing a
process that minimizes bidding costs, there is a case for
these costs not be internalized by the bidders to the detri-
ment of the competitive process. However, if a government
is to consider any reimbursement of bidding costs, several
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issues arise concerning who will bear the cost of reim-

bursement, the amount and conditions for repayment, and
the timing of the payment.

Who bears the cost. Since, in theory at least, bidding costs
should be more than recouped from the benefits of the
competition, it would seem appropriate that costs associ-
ated with the bidding process should be incorporated into
the project. Therefore, it can be argued that the winning
bidder should bear the costs. The winning bidder will, of
course, pass these costs on to0 users through the tariff (or
back to the government in cases where the project’s via-
bility depends on a government contribution).

Amount. The amount of reimbursement paid to each
unsuccessful bidder should be sufficient to make a mate-
rial impact on actual bidding costs, but should not exceed
them.

Circumstances of payment, The reimbursement of an indi-

vidual bidder’s costs should be conditional on the bidder

producing a compliant bid.

Timing. The reimbursement of unsuccessful bidders should
take place once the concession agreement has been signed.

Timetable for the Government

The timetable for preparation, prequalification, bidding,

evaluation, selection, and negotiation is influenced by 2

number of factors, including:

* The extent and suitability of any preparatory work
already done before efforts formally begin on the pro-
ject—for example, if a suitable legal and regulatory
framework already exists, provision for this does not
need to be made in the timetable,

* The speed with which decisions can be taken by the
government on the critical issues that affect the bid-
ding process, from policy issues at the beginning to
selection of the concessionaire at the end.

* The level of specification and design provided. The
more detailed the level of specification and design,
the shorter the bidding period needs to be. (The poten-

tial benefit of a shorter bidding period resulting from
a detailed performance specification needs to be
weighed carefully against the potential value-for-
money benefits of a less detailed specification.

 The level of interest of potential bidding groups and
financiers and the need for an active campaign to gen-
erate their enthusiasm.

¢ The comprehensiveness of the bid documentation.
As indicated in earlier sections, initial time spent in
preparing a comprehensive bidding document, eval-
uation criteria, and draft concession agreement is

 more than compensated by a shorter evaluation and
negotiation process,

* The competitiveness of the bids received, and whether
they are compliant and unqualified.

¢ The complexity of the project from a technical, legal,
and financial perspective.

* The sophistication and experience of the government,
and in particular of the relevant department, with
similar or comparable projects, as well as the com-
petence and experience of the project team.

With so many factors bearing on the government’s
timetable, it is difficult to provide a meaningful estimate
of the time that needs to be allowed. However, a possible
timetable for a project of average complexity done in a
developed country environment, where the approach
described in this study is shown in table 4.

Based on the timetable proposed in table 4, the con-
cession agreement and the contract award process could
be completed within about two years. This is roughly in

TABLE 4
Timetable for the government

Weeksto  Elapsed time
Activity complete in weeks
Review. of financial visibility 16 16
Govermnment decisions on policy issues 8 20
Preparation for prequaliication (up o
release of invitation to the private sector) 16 n
Submission of prequaliication proposals 12 34
Selection of bidding list 6 40
Preparation of bidding documents 26 12
Bidding period 26 68
Evaluation and selection of preferred bidder 20 88
Final negotiations and tenders’ due diligence 18 106
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line with the time taken to complete certain of the United
Kingdom'’s larger Private Finance Initiative projects, for
example, in the roads sector. Achieving completion of con-
tracts in this time scale assumes that the government’s team
is able to handle certain tasks in parallel (in particulas, the
preparation of tender documents during the prequalifica-
tion phase); that each stage in the process is handled on a
prompt and priority basis; that the government’s policy deci-
sions on critical issues (which is often where the greatest
delays occur) are reached smoothly; and that no unusual
difficulties arise. Where circumstances are more complex
than those assumed, which may be the case in some inex-
perienced developing countries, the timetable can be
expected to expand considerably.

Cost of Advisory Services

The cost to the government of using cxternal advisers for
a concession-based road or water infrastructure project will
depend on factors similar to those listed for the timetable.
The existence of specialized skills within the government,
such as legal skills, that could partly or fully obviate the need
for certain external advisory services will of course affect
the government’s costs, Experience indicates, however, that
governments rarely have the financial, legal, or technical
resources or expetrtise available in-house that are neces-
sary to cope with the demands of a concession award.
Because of the wide range of factors that can come into
play, advisory costs will tend to vary greatly, making it-dif-
ficult to provide meaningful estimates in general terms.
However, estimates of the cost of advisory services (exclud-
ing any direct out-of-pocket expenses) for a project of aver-
age complexity done in an industrial country environment,
from bid preparation to contract award and financial clo-
sure, are provided in table 5.

The estimates in table 5 do not take into account the
costs for any significant technical preparation (for exam-
ple, ground conditions investigation). And as the estimated
costs apply only to the cost of external advisers, they do
not include any costs that are internal to the government
in terms of its own resources. Furthet, for a more complex
developed country project or for.a project in a industrial
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TABLE 5

Cost of advisory services

(millions of US dollars)

Service Cost
Rnancial advisers' fees . 22
Technical advisers' fees (induding demand forecasts) ‘2.0
Legal fees 2.2

country environment (assuming that the government has
appointed international advisers with the appropriate expe-
rience), the above costs can be expected to be appreciably

‘higher.

It maybe possible for a government to enter into arrange-
ments with advisers whereby a portion of the adviser’s remu-
neration is in the form of a success fee payable at the time
of the drawdown of finance and included in the winning
bidder’s final financing plan for the project. The winning bid-

der will, of course, be permitted to pass these costs on t0

users through the tariff (or, effectively, back to the govern-
ment where the project’s viability depends on a govemnment
contribution), Howevet, advisers will wish to protect them-
selves against the risk of such a success fee either being delayed
or not being paid at all, for reasons outside their control (such
as, a government’s either delaying or canceling the project
for policy reasons). Depending on their assessment of the
project, they'may seek to provide for such protection using,
among others, one or more of the following mechanisms:

* Building a contingency into the success fee.

* Secking one or more advance partial payments of the
success fee payable upon milestone dates, in the event
that there are delays in the agreed project timetable
for reasons outside their control,

* Building a provision for indexation into the success
fee to offset the effect of delays.

* Inthe event that none of the above financial protec-
tions is available, limiting the amount and quality of
resources they make available to the project. This
should be avoided if at all possible.

Clearly, the greater the perceived risk in the project, the
higher will be the success fee required by the adviser.



The Use of World Bank Guarantees.

to embarking on a tender process is to determine

whether support from any international financing
institution, such as the World Bank, is necessary to ensure
that sufficient private sector finance can be raised for the
project. The precise nature of the support required—for
example, the types of risks to be covered and quantification
~ of the likely amounts involved—would also have been iden-
tified. It is important for the government to have discussed
and agreed with the intemational financing institution the
extent, type, tetms, and conditions of support that might be
available in advance of the tender process. This will facili-
tate a harmonized and integrated approach to the financing
of the project and will avoid an inefficient and potentially
unproductive situation where different types of dialogue are
opened with the financing institution by different bidders.
It will also help focus the support of the international insti-
tutions on those aspects of the project that are most critical.

O ne purpose of the review of financial viability prior

The Bank’s Guarantee Mechanisms

Partial risk guarantees arc likely to be used for concessions -

where the borrower is a private sector entity. In general, the

partial risk guarantee is the one likely to be needed for infras-

- tructure projects in countries that are on the margin of being
" able to attract international financing. Further, longer debt
maturities can be achieved by addressing underying politi-
cal, regulatory, or force majeure concerns of international
lenders and investors through such a guarantee, For such
countries the keyissue is the availability of international finance
rather than how the term of such finance can be extended.

Offering a partial credit guarantee in a competitive bid-
ding process for the award of a private concession (whereby
the Bank guarantees late-dated payments or undertakes to

roll over short-term loans if this cannot be achieved in the
commercial markets at the appropriate time) relates pri-
marily to the difficulty of determining why a failure to refi-
nance in the domestic or international financial markets has
occurred, and to determining the appropriate price to be
charged for different types and maturities of loans and guar-
antees made under these conditions. The partial credit guar-
antee would be a suitable mechanism where the reason for
the failure to refinance as well as the pricing of the loans
and guarantees can be reasonably determined on the basis
of the Bank’s knowledge of the financing marketplace. The
Bank may consider it appropriate to appoint an indepen-
dent adviser to assist with this who is actively engaged in
the relevant financial market.

Guarantees and the Bidding Process

If a Bank guarantee is determined to be essential, clear
information on this credit enhancement should be included
in the tender documents. This information should cover:

* The types of guarantee mechanisms available.

* The applicable terms (total maturity, guarantee
amount, fees and charges, and maturity profile).

* Conditions, if any.

* Clarity on precise risks covered.

* Any information on how these mechanisms would
work in conjunction with different financial instru-
ments being used by bidders.

The Use of the Guarantee

The Bank needs to ensure that its guarantees are used where
absolutely necessary and that they are used efficiently, that
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is, that they are used to cover specific risks that the private |

sector is genuinely unable to accept, rather than to provide
blanket coverage. The different approaches that could be
adopted to achieve this objective arc discussed in the fol-
lowing paragraphs.

The Bank first needs to be satisfied that a project’s eco-
nomic justification, financial viability, and the financing
options deetned appropriate for it have been thoroughly
investigated, Here, the Bank would rely on its own inter-
nal analysis as well as the review carried out by the host gov-
etnment and its team of technical and financial experts.
Such an assessment should reveal:

* Whether there is a genuinc need for financing sup-
port from an international institution such as the Bank,

* If so, what is the most efficient way in which such
support could be used,
Whatxsthcmxmmumnskoovcragethatwouldbe
needed to make the project financeable.

Such confirmation of the need for the Bank support
would provide assurance that the guarantee is not being
used for arbitrary or spurious reasons, Having identified
the most efficient structure for doing so, the government
(and the Bank) needs to investigate the precise level of
risk coverage required. Should the Bank then agree to
provide support, information on the type of support avail-
able would need to be provided in the tender documents
with a suitable mechanism or cap to give bidders the incen-
tive to rationalize the use of the guarantee. If it cannot be

“included in the tender documents, such information should

be made available no later than, say, four to six weeks before
the tenders are to be submitted—~otherwise tenderers will
not be able to take it into account in their proposals,

In certain cases it. may be more cost-effective to have 2
financial structure whereby the government provides risk
mitigation measures, such as participation in revenue or
geotechnical risks, rather than, for instance, a structure
whereby the government offers up-front subsidies (for exam-
ple, grants for construction). The first structure may enable
the project to support a larger overall level of debt financ-
ing (resulting both from improved terms, such as longer
maturities, as well as from addressing those issues that
lenders are most concerned about) than the second struc-

ture, thereby making it more efficient. Ih such circumstdnces
the Bank may accept that it may be more efficient to max-

imize the use of its guarantee by assutning certain contin-

gent obligations to the project in order to reduce the level
of up-front government subsidy. In this case the bid eval-
uation criteria should not penalize bidders for using the
guarantec.

Testing the Market

It may be argued that the ex ante investigation of the riesd
of a guarantee is an inladequate indicator, especially for cer-
tain countries in the middle range of creditworthiness, and
that in a competitive environment pfivate sector financiers
and sponsors may be willing to assume greater risk than the
government’s or the Bank’s analysis suggested. The gov-
ernment and the Bank may therefore wish to test the mar-
ket to establish whether guarantees are being used in the
most efficient way possible. This could be achieved by the
government inviting bids on either of the following bases:

* Tenderers are asked to specify the type and level of
risk protection they require from the Bank.
s The government specifies, say, two or three different

options for type and level of risk coverage, réquiring
a bid on each.

These approaches are discussed fiitther below. Having
established the need to offer a guarantee, these approtches
can help to determine the minimum extent of risk cover-
age that a particular project requires, rather than whether
2 Bank guarantee is indeed needed. As a lender of guar-
antor of last resort, the Bank may question the need and
justification for a guarantee if bidders are willing to submit
parallel financing offers without a Bank guarantee, albeit
at less favorable terms.

Tenderers propose level of risk coverdge

. As tenderers could propose 4 range of different types of
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guarantees, this approach raises the issue of how bids that
require different levels of tisk coverage can be evaluated o
a like-for-like basis. For exatmple, tenderer A's offer with
minimum risk coverdge may tequire, say, protection agdinst



the risk that the government will fail to perform its obligation
to provide foreign exchange for debr service for 10 years on
a foreign currency loan of $100 million (table 6); tenderer
B’s minimum risk cover offer may require protection against
the same risk, but for a loan amount of only US$80 million
for 10 years plus protection against, say, force majeure events
relating to changes in law in the host country that might
adversely affect debt servicing on the same loan amount.
Clearly, a direct comparison of these two tenderers would be
extremely difficult to achieve on an objective basis (table 6).

Whatever criteria are used to make the comparison, they
should be spelled out to tenderers in advance in the bid-
ding documents, such that bidders have the incentive to
minimize their use of the guarantee (and of the govern-
ment’s exposure to the Bank under its counter-guarantee)
and to focus their bids on the true objectives of the Bank
as well as the government. One approach would involve the
government stating that bids will be evaluated in terms of
those requiring the least amount of guarantee protection
they require, Another evaluation approach is to focus not
50 much on the amount of the guarantee but on value-for-
money considerations, for example, selecting the bid that
provides the optimal tradeoff between the cost of the guar-
antee used and the tariff offered. This would involve spec-
ifying in the tender documents a series of premia or factors
that could either be applied to compound the net present
value of a biddet’s tariff requirement (or whatever factor
is used to determine value for money) or be used as part
of their financing cost assumptions in preparing their bids.
In effect, this is a method of applying a penalty (or a sur-
charge) for incrementally higher levels (or different types)
of guarantee usage, which will offset the benefits of a lower
tariff a bidder may have achieved by an increased use of
the guarantee, Each bidder would then be free to deter-
mine its own optimum tradeoff.

The main practical problem with this value-for-money
TABLES
Tenderers propose level of risk coverage
Tenderer  Minimum risk coverage required

A Foreign exchange convertiblity cover for 10 years on foreign
exchange loan of US$ 100 mifiion.

B Foreign exchange corwvertiblity cover same as A but for $US80
majevre events, .

evaluation approach would be the difficulty of developing
factors or premia that would adequately reflect the cost to
the Bank (and to the government) of the different types of
risks the Bank could cover through the partial risk guarantee,

The government specifies alternative risk
coverage levels

This approach would involve the government specifying,
say, two or three options for the type and level of risk cov-
erage, and requiring tenderers to bid on each of them.
Bidders would be informed that the government and the
Bank would decide which of these options to adopt after
bids had been received. This would make it clear to bid-
ders that they need to make a competitive bid for each
option to be sure of remaining in contention for the con-
cession. An example of three options for which bids could
be invited is shown in figure 8. As indicated, one of these
options could include, if realistic, a bid that does not require
any guarantee at all. '
The evaluation would involve comparing the bids of dif-
ferent tenderers within each option. The bid providing the
best value for each option would be identified. The gov-
ernment and the Bank would then choose either the bid that
was the cheapest at the minimum level of risk coverage
required or the bid that optimized value for money with effi-
cient guarantee usage. The second choiee would require
the Bank and the government to carry out their own inter-
nalanalysismdetemincthecostdxeymightattad:mpm—
viding the different levels of risk coverage and to compare
this with values received—in terms of, say, rediced net pre-
sent value of tariff for each incrementally higher level of
risk coverage. Thus, for instance, for the options indicated

FAGURE 8
Government specifias different risk coverage levels

. - Bid without cover
Option | o (i realistc)

. w [Government default on tariff
Option 2 » ¢ obligat |
Ort o | Asin option 2, plus foreign

3 'Pdnnpwwﬂtym
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TABLE 7
Tenderers submit bids for options 2 and 3
(Net present value of tarifs in millions of US doliars)

Option 2 Option 3
A 100 95
B 1o 2
C 105 98

intahle 7 Jet us assume that tenderers A, B (net present value
of tariffs in millions of dollats), and C all fail to provide a
bid under Option 1, but submit the bids (net present value
of tariffs in millions of dollars) for Options 2 and 3,

. The most attractive offer on the basis of Option 2 is
that from tenderer A, while for Option 3 it is the bid
from tenderer B. As Option 3 requires the government
and the Bank to provide greater risk coverage than Option
2, let us assume that, according to the government’s
methodology, the incremental cost to it of providing this
additional risk protection is valued at $5 million. Thus,
after allowing for this cost, tenderer B’s bid on Option 3
has a total cost to the government of $95 million, which
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is lower than the least costly bid under Option 2. Thus,
B’s bid under Option 3 offers better value for money, even
though it requires a greater level of risk protection than
this bids under Option 2.

While the approach in which tenderers propose the risk
coverage could be used if the government’s and the Bank’s
evaluation methodology is based simply on the minimum
level of guarantee requirement, the alternative approach, in
which the government specifies different options for risk cov-
erage, lends itself more easily to evaluation based on value-
for-money considerations. It has the advantage of simplicity,
both for the tenderers, in that they bid for clearly specified
risk coverage options, and for the Bank, in that it eliminates
the need to provide detailed information to tenderers on
the cost to the Bank or government of different risk cover-
age levels, (which would be required if tenderers were propos-
ing the risk coverage). Furthermore, as the specified risk
options could cover as broad a spectrum of possibilities as
the Bank wished to test (within the limits of practicality),
the Bank would have thereby tested the private sector’s need
for different levels of risk protection and the value the pri-
vate sector might attach to such protection. '
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