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The current prevailing idea among development circles is that public-private partnership arrangements in infrastructure development allow municipalities and national governments to shift significant risk to the private sector.  But is this really true? While forming PPPs is a promising technique, it is worth mentioning that about 50 percent of these deals never reach the financing stage, and of those financed, about half need to be renegotiated as the projects are built and implemented.  In order to fully analyze risk sharing in a particular PPP, one needs to understand the details of the initial agreement.  But one can say a few things about risk sharing at a macro-level.  Risks can be in the form of unexpected losses or unexpected gains.  The question then is, how are these losses or gains shared between the public and private sector?  If the losses or gains result from specific actions by either the public sector or the private sector, then the issue would not arise. It is in cases where the losses or gains occur due to external forces such as an unexpected rise in traffic and hence in tolls, or unexpected rise in the cost of materials that the issue comes up.  In this case if there is risk sharing, then both parties share in the gain or loss.  An example where there is no risk sharing is when there are losses the public sector pays them, but when there are gains, the private sector keeps them.  The private sector essentially does not bear the risk, yet gets any windfall profits.  

The key is not the ownership or financing methods, but how to balance the risks and rewards so that both the public and private sector benefit, and the consumers are served.  The private sector can lower the cost of construction and operation, and can share the risk of the project with the public sector.  The nature of these partnerships will depend upon the expected returns. Where the returns are large, private investments in construction of the project may be feasible. In other cases, private participation may be limited to operation and maintenance. Governments need to plan private sector participation based on these considerations. The next very important feature is in how future renegotiations of the PPP will be done--experience suggests that the private partner tends to opt for renegotiation when project risk is incorrectly underestimated and greater public sector support is desired.  At the same time, if the private partner overestimates the risk, or realizes larger-than-expected returns, the public partner should also have the right, contractually to renegotiate the deal so that the returns and risks are equitably shared.  Equitability is especially important when considering the benefits to the poor, which should be one of the targeted focuses of any such arrangement. 

This paper will address the issues and questions surrounding PPPs by looking at case studies in PPPs and risk-sharing in infrastructure projects throughout the developing world, more specifically, in Asia and Eastern/Central Europe. We will also look at cases where donor funding and activity has been used at least initially, to lower risk and to attract investment.  We will discuss whether or not these countries have since successfully “graduated” and are now able to attract private sector investment with favorable risk sharing arrangements.

INTRODUCTION
The majority of developing countries have pursued PPPs in infrastructure and other public goods.  Worldwide investment in PPPs in the early 1990s reached $131 billion (Thomsen, 2005).  However, over the last eight years public private partnerships have declined.  Investors have discovered that the risks associated with these investments are often very costly and the returns are not as high as expected.  Projects have unraveled in the face of public protests, investor withdrawal, or as a result of government dissatisfaction.

Public Private Partnerships (PPPs) in developing countries have become increasingly popular as a method of initiating public works projects through the private sector.  These partnerships range from the construction of physical infrastructure to public administration and the provision of health and services.  PPPs have the potential to increase outputs of public goods and the economic benefits associated with them through innovative use of resources as well as managerial expertise.  The current prevailing idea among development circles is that PPP arrangements, particularly in infrastructure, allow governments and municipalities to shift risks to the private sector. The ultimate objective is to allocate risks in such a way that both the private and the public sector benefit and consumers are served. In at least 50 percent of all PPPs that reach the implementation stage, unexpected circumstances lead to renegotiations of the original contract to realign risks. What types of risks arise from these partnerships?  How can these risks that undoubtedly exist be mitigated?   How are loss and gains most equitably shared between the private and public sector?  This paper will specifically address these issues, with a particular emphasis on risk reduction.  

BACKGROUND

A PPP entails a contractual arrangement whereby a private party performs a departmental function on behalf of the national or provincial government for a specified amount of time.  This often includes a substantial risk transfer to a private party or an international agency. In order to fully understand the implication of risks in PPPs, it is very important to clearly identify these partnerships because each type of contract will encounter different risks.  In regards to the provision of public goods the following are the most common forms of contracts:

Service contracts:  This type of contract occurs when the private sector is required to provide specific services, however the public sector remains responsible for operation.  The two most common forms of this support are: management support, and operational and management support.  In the former, the private operator supplies the public authority with human and technical resources for a fee and in the latter; the private operator is typically in charge of daily maintenance of facilities.  In a service contract, the private sector bears the majority of risk because it does not have the influence over how services are distributed and to a certain extend is dependant on the public sector for generating profits .

Delegated Management Contract:  In this type of contract the public sector retains overall ownership of assets but delegates operation responsibility to the private investor, often through an Affermage or Concession.  An Affermage occurs when the private operator manages the services for a set period (typically 5-15 years) and is responsible for all maintenance costs.  The public authority maintains control of all new investment and compliance to existing norms.  In a Concession the private operator is entrusted with management of the services and all necessary investment for a period of 20 years or more.  Public authorities maintain the right to make decisions regarding applicable rates and targets unless otherwise specified in the contract.  If such is the case, the private sector once again bears most of the risks because it is limited in its capacity to cover its costs and generate some profits.

Construction Support:  The most wide-ranging form of PPP contracts require that the private operator is involved in the design and construction phases of new infrastructures.  The following are the most common forms of contracts:

Build Design Operate (BDO):  In this type of contract public authorities entrust the private operator for a selected time period with the design, construction, and operation of new facilities.  The private sector assumes all risks associated with these factors.

Build Operate Transfer (BOT): In this type of contract the private operator designs, finances and builds infrastructure.  Ownership of assets is assigned to the public sector, however, the private sector operates the project until service is delivered and a suitable return has been earned.

BOO (Built Own Operate): In this case, the private investor retains ownership and complete control of the project.  The private sector assumes all the risks with such a project.

ALLOCATING RISK
Risks are typically allocated to the party that can most efficiently and manage them at the lowest costs.  In PPP arrangements, the public sector transfers risks to the private sector for more efficient management of costs since the private sector has an incentive to manage risks as efficiently and innovatively as possible in order to control costs. Indeed, the risk sharing arrangement should provide an incentive for the private sector to perform.  The creation of a risk sharing arrangement is not easy due to complex factors that must be considered in order to determine who will assume what risk and at what price.  Furthermore, each project is unique, and no one size fits all approach can be applied to all cases.   All parties to the PPP arrangement should consider the following during the contract preparation phase: 
· risk allocation should be consistent with market conditions and expectations (also based on outcomes of previous projects) in order to minimize tender and closure costs, 
· risk allocation should be mindful of the potential risks to both sides that may come up during the life of the project, and 
· flexibility should be  incorporated into the risk sharing arrangement so that both parties can deal with unexpected external shocks during the life of the project (Hayford, 2006).

While risk allocation usually occurs at the contract negotiation stage, risk identification transpires well before the private sector firm or consortium and public sector sign any contract. Before a proposal is issued, the public sector should have done its due diligence via a feasibility study/ preliminary risk analysis/market assessment.  Such an assessment should estimate the types of risks the public sector could potentially bear and what risks should be shifted onto the private sector.  Likewise, to increase its competitiveness the firm or consortium should demonstrate in its response that preliminary risks associated with the proposed PPP arrangement have been clearly identified and how they will managed.  At the earliest stage possible all actors should ensure debt sustainability as part of risk assessment, as well as quantify the costs associated with these risks.  
TYPES OF RISKS, WHO BEARS THEM AND WHY
Once a bidder has been selected, and the two parties are at the negotiation stage, both parties need to determine the most suitable risk-sharing arrangement that optimizes benefits and minimizes losses to both parties.  . While the public and private sectors are considered stakeholders to the final PPP contract, in developing countries, the poor and other members of civil society are also stakeholders and their concerns should be integrated into every stage of the strategy and negotiation process, even if the private sector is reluctant to consider it.  At this stage, it is important to identify as extensively as possible the risks associated with the proposed project, and it is most helpful to outline these risks in the form of checklists, toolkits, matrices, etc.  The following table presents an overview of the kinds of risks that the public sector and private sector usually assume during the life of a long-term project.

	Party Affected by and/or Assuming Risk
	Type of Risk

	Private Sector
	Design, construction, and maintenance risk: includes day to day operational and management risks, delays in acquiring necessary permits, problems with subcontractors, completion risk, and cost and schedule overruns.

	
	Demand/revenue risk: includes unexpectedly high or low demand compared to initial market assessments.

	
	Political risk: changes in government, changes in public policy, corruption and favoritism, lack of sanctity of contract, and arbitration difficulties.


	
	Currency risk: unexpected severe depreciation or appreciation of currency that affect the service provider’s ability to pay investors.



	Public Sector
	Political risk: potential changes in public policy
Bankruptcy risk:  Private company declares bankruptcy while working on a contract

	
	Closure Risk: The inability of the bidding party to reach financial closure

	
	Land risk: expropriation and imminent domain issues, difficulties acquiring land.



Private Sector Challenges
Risks can occur at various stages in the overall process of formalizing a PPP agreement.  During the initial competition and award phase, many challenges may arise for both parties.  The private sector may face delays caused by the lack of administrative capacity on the public sector’s side to deal efficiently with the process of evaluation and awarding contracts. This must be taken into consideration at the negotiation phase and appropriate guidelines for conduct must be clearly outlined in the contract (Hayford, 2006).  The private sector also faces political risk at the competition and award phase in the form of corruption and favoritism.  A World Bank study in the transport sector estimated that the typical number of bidders for a concession of a Greenfield project in the transport sector is two or three (Thomsen, 2005).  In the construction phase of the project it is estimated that six companies control 50 percent of the market and sixteen share 90 percent of construction projects. This evidence clearly shows that favoritism is taking place and that there is a lack of competition in the market. During the initial process another problem that private firms and consortiums encounter is the lack of sanctity of contracts in developing countries.  This is often a disincentive to do business with governments in these countries.  The political risk resulting from frequent changes in government creates can lead to confusion, poor communication, and a poor exchange of information.  An incoming government may have a different opinion of the concessionaire than the outgoing government had, and thus, its perception or opinion of the project may change.

Risks associated with investors misinterpreting market demand and production costs have been relatively rare. However, on large scale projects in transport and telecommunications, it happens more frequently.  There are also cases where the private firm or consortium will purposely and strategically underestimate market demand when they expect that there will be a need for renegotiations in the future.  One possible reason for this is if the firm underestimates market demand, they can have a lower cost bid which may increase its likelihood of winning the contract, and later demand increased funds for special circumstances.

Public Sector Challenges

Failure to mitigate these risks also leads to losses for the public sector. Indeed, there are instances where the ability of the public sector to manage risk from the outset of a project depends on the private sector’s capacity to manage its risks well.  For example, if the private sector fails to reach financial closure on a deal, the public sector has to start the procurement process over and invest more time and energy in securing a new service provider.  Meanwhile, the private sector loses financially and its reputation will suffer, which could affect its future ability to win contracts in PPP type or other arrangements. The public sector can mitigate this risk by selecting only a reputable team from the list of bidders. If risks are not mitigated by the public sector, the business and investment community may lose confidence in the government.  While not all risks taken on by the government appear to be quantifiable, the government can suffer a loss equal to the dollar equivalent of the total value of the economic benefits and public goods brought in by the planned project if the private sector drops out.

This paper will examine both successful and unsuccessful PPP renegotiations to realign risks. 
WHAT CIRCUMSTANCES REQUIRE RENEGOTIONS?
At certain times during the implementation phase, failure to mitigate risks or unexpected changes in conditions and circumstances may raise the need for renegotiation of the PPP agreement in order to realign risk-sharing. Between 1990 and 2003, only 3 percent of PPP projects worldwide were cancelled (Thomsen, 2005).  It is more common for projects to be renegotiated rather than to be outright cancelled.  This is demonstrated by the fact that about 40% of all emerging markets private infrastructure projects needed to be renegotiated during this time period (Orr, 2005).  The government is typically much more likely to initiate renegotiations due to the vagueness of the contract, the lack of public sector lending, and the absence of independent regulators.

There are, however, other situations where renegotiation is necessary, despite both parties’ best efforts to avoid the need for it.  When such situations occur, either the public or private sector identifies either a shift in risk that was previously underestimated, or a shift in the perceived benefits . The longer the duration of the project, the more likely this is to happen.  Indeed, renegotiation can be expected for at least 50% of PPP arrangements that reach the financing stage.  The following are some examples of specific circumstances that can shift risk and perception of benefits.
· Difficulty meeting project goals and targets due to outside circumstances. 

· The public sector has difficulty, or lacks commitment to delivering its end of services so that the private sector can properly do its job.

· The poor or other members of civil society perceive their benefits as having changed some time after initiation of the PPP, and therefore, make demands. 

· Delays in starting up the project (through no fault of the private sector), leading to loss of profit

· Rapid depreciation or appreciation of local currency leads to unexpected excess profits or losses for the private sector entity. 

· Change of government sometime during the life of the project.

· Revenues are too low to cover costs.

· Encountering unforeseen structural problems in engineering projects after the project has already started.

Conflicts also tend to arise when private and public partners cannot agree on the best methods to mitigate macro shocks such as currency devaluations.  When a country’s currency undergoes a rapid depreciation,  the public sector can expect to lose revenues, especially when earnings are collected in local currency, but payments have to be made in another currency.  In this case, it is beneficial for the private sector to try to renegotiate the terms of the PPP, since it is now more expensive for it to manage its previously allotted risks.  Conversely, if a local currency appreciates, risk management for the public sector becomes very expensive, while profits for the private sector can rise unexpectedly.  In this case, does the public sector have a case for renegotiating more favorable terms?  Perhaps, depending on what the original contract says.  

WHAT ARE THE STEPS TO FOLLOW FOR RENEGOTIATIONS?
Both the private sector and the public sector be it at the national/ministerial level or the municipal level, have to agree to the terms of the contract/arrangement before any work on the PPP begins.  The terms of agreement that are reached have to be satisfactory to all parties involved in the negotiation- this is the first stage where both parties try to share expected losses and gains as equitably as possible.  This, however, takes skill and sometimes mediators are needed to assist with the negotiation process.  It is not unheard of for the public sector to need specialized assistance if they are lacking in negotiation or contract preparation skills. While the public and private sectors are considered stakeholders to the final PPP contract, in developing countries, the poor and other members of civil society are also stakeholders and their concerns should be integrated into every stage of the strategy and negotiation process, even if the private sector is reluctant to consider it.  
To help avoid the need for renegotiation, the roles of each party need to be clearly defined and responsibilities of each should be laid out during the initial negotiations.  There should also be flexibility left in the contract to ensure that both parties can respond efficiently to unexpected problems and shifts in conditions as the project moves along. During the initial negotiation phase, it is especially important to create an atmosphere of trust and transparency.  This will make it easier to manage renegotiations when necessary.

Because of the likelihood of unforeseen circumstances arising during the life of a medium- to short-term PPP arrangement, both parties of a contract generally consider incorporating a renegotiation clause in the original PPP contract.  The contents of this clause should be discussed during the negotiation stage.  The clause should first, specify what acceptable conditions would qualify either side to initiate renegotiation discussions and what the renegotiation process would look like, and what assistance would be used if an agreement could not be made.  Contracts always have arbitration clauses, and in some cases it might be more beneficial to have a thorough arbitration clause, outlining detailed procedures in place of a renegotiation clause.  The downside to renegotiation clauses is that they often allow too much room for either party to raise an issue where there really is no compelling reason to do so.  This can lead to even more costly delays in the project.  Both parties to a PPP arrangement generally want to avoid timely and costly arbitration, so there really should be as little incentive as possible to enter into lengthy talks.

CASE STUDY: TAJIKISTAN PAMIR POWER PROJECT- A SUCCESS STORY
The Pamir Private Power project worked to restore a reliable electricity supply to the poor and isolated inhabitants of Eastern Tajikistan.  Under the Soviet Union, 60 percent of Tajikistan’s energy was provided by diesel-generated machinery running on imported fuel (Markandy, 2004).  Citizens did not have reliable electricity and power failures were widespread.  The Pamir Project was designed to contribute to Tajikistan’s poverty reduction strategy by providing basic services, as well as supporting economic growth.

Financing

The agreement for the ownership structure was a concession agreement in which the government remains the principal owner of all physical assets.  Pamir is responsible for all existing electricity generation, transmission and distribution facilities through a privately-owned special purpose company operating under a 25-year concession agreement.  The total cost of the project was $26 million, of which $2 million was interest during construction.  The financing mix was 45 percent through equity and 55 percent debt, which was provided by the International Finance Corporation (IFC) and the International Development Association (IDA).  IFC provided $3.5 million in equity financing; the remainder, $8.2 million was provided by the Aga Khan Fund for Economic Development (AKFED), the principal private sector partner in the venture (Markandy, 2004).  

A very important component of the project was the social protection scheme under which households (which account for 98 percent of all consumers) pay reduced tariffs consistent with their standard of living.  The government of Tajikistan agreed to take on the additional social protection costs.  However, the funding provided by the government was not adequate enough to cover all social protection costs.  To address this issue, the IDA and the Swiss government became involved. The revenues arising from the interest rate spread of 5.25 percent on the on-lent IDA credit proceeds were maintained in an Escrow Account to be used towards social protection costs.  This provided the government with about $4 million.  The Swiss funds were to be maintained by the World Bank in a trust fund and disbursed to Pamir Energy.

Negotiation/Agreements

Renegotiations in public private partnerships have the potential to negatively impact the actors involved.  These type of renegotiations are removed from the competitive environment and limit the decision making process to the government and operator.  Often the "winner" is not the most efficient operator, but that most skilled in renegotiations.  In the case of Tajikistan, negotiations and renegotiations were addressed before the start of the project.

The primary agreement which was negotiated was the concession agreement.  The Concession Agreement details the policy, regulatory, operational, financial and legal framework necessary for the project to commence and functions.  The IFC had a primary role in providing international legal counsel to draft the agreement.  The government established a high-level working group including senior representatives from all relevant ministries and agencies to discuss and negotiate the Concession Agreement.

Renegotiations had to occur due to the fact that originally, the venture was designed as an independent power producer (IPP) project.  In this model, the private investor would only be responsible for the generation of electricity and the power would then be sold to the state-owned national electricity utility, Barki Tajik.  However, problems were noticed immediately.  Such an arrangement would require the private venture to depend on its revenues from a bankrupt state.  The first change made was to the structure of the project, enabling the private investor to take over all operational functions.  The second change initiated, ensured affordability by the customer base.  The government, as well as international institutions mobilized additional funding to implement a social protection plan.
CONCLUSION-WHY A SUCCESS STORY
The Pamir Power Project was a success because risks were assessed initially and mitigated before the project was implemented.  The IFC and IDA provided needed equity as well as the regulatory and legal framework.  The government agreed to share some of the risks and the Swiss government and World Bank provided the remaining funds to cover social protection risks.  

CASE STUDY: FAILED PPS IN HUNGARY
When PPPs run into trouble during the life of a long term project, renegotiations of the risk sharing arrangement sometimes fail to get the project back on track in a way that both parties maximize their benefits.  The M1/M15 road project in Hungary that took place in the early 1990s is a good example of what happens in such a case. 

When the need for a road link between Budapest and the Austrian border became obvious to the Hungarian government, it issued a competitive international tender for a private concession to extend the M1 motorway.  In 1991, it created an office within the Ministry of Transport to administer the concession and conduct the selection process. There were four international consortia who proposed to build the road.  Two groups participated in initial negotiations, and one group’s finalized proposal was selected.  The selected consortium engaged in final negotiations with the government and the concessions agreement was finally signed in 1993. The two parties agreed that the private sector would take on traffic and construction risk.  The condition for taking on traffic risk was that the concessionaire would be free to set the toll rates. 

Soon after the M1 was completed and the toll road was in the operational phase, it became clear that the project was in jeopardy because traffic and use of the toll road was only half the amount that was forecasted by investors, lenders, and the government.  This low demand was caused by a number of factors:

· The existence of a parallel road without tolls.

· An over-optimistic toll forecast: assessments were based on no-toll levels of demand and assumed high growth rates throughout the operation period.

· Lower than expected willingness to pay tolls on the behalf of users.

· Inefficient allocation of risks during the initial negotiations. 

· Political instability caused by a change of government to one that was not favorable to PPPs.

In addition, there were complaints that the tolls were too high, and the provider consortium faced litigation.  It ultimately lost its private funding during this time. To worsen things, the project’s financial backer, the EBRD, suspended funding. 

The new government that came into office during this time period was opposed to PPPs and private sector funding of public projects in general.  The EBRD had assumed that its concession contract left room for terminating the contract, and therefore, forcing a renegotiation, and renationalized the project. However, with the new government’s opposition to PPPs in general, this proved difficult to do in practice, and through a series of negotiations with the EBRD, the M1 project was renationalized.  This constituted a victory in the eyes of the Ministry of Transport, because it was able to bring back total control of the project to the government at favorable financial conditions, although it can also be considered as just taking back all of the risk.

In another case in a successor project, a PPP arrangement was made between a Central/Eastern European concessionaire and the Hungarian government to build the M5 highway from Budapest to Serbia.  This time, investors did not trust traffic forecasts, and refused to provide funding unless the government agreed to guarantee any difference between the actual and expected return on investment.  Once again, the EBRD was involved, along with commercial lenders.  As predicted, traffic fell far below predicted numbers, and the PPP had to be renegotiated.  Upon renegotiation, risk allocation changed and the arrangement was that toll rates would be subsidized by transfers from the government to the concessionaire.  This is clearly a case where the private sector renegotiated the terms of the deal by pushing the traffic risk back to the government and securing a guaranteed rate of return on its investment for itself.


Conclusion-Why did these PPPs fail?

· Accurate assessment of demand is critical to the successful outcome of a project.  Traffic risk can only be mitigated through setting toll rates, or requiring the government to make transfers covering the difference to make up for lost revenues due to low traffic.  

· PPP arrangements for tolled highways that run parallel to toll free roads are not optimal (Brenck, 2005). In such cases, it is common for the government to be the party that takes on additional risks not initially allocated to it at the beginning of the project.  These cases also demonstrate the idea that in emerging economies where the government has a desire to improve the business environment to attract foreign investment, it often finds it is the weaker party at the renegotiation table.

· Unstable and frequently changing governments with opposing priorities and opinions on PPPs make renegotiations difficult, if not impossible.

· In the case of the M1, the government lost foreign income and went from a position of not contributing financially to a public good, to having to pay for that public good out of its own pockets.  Hence, some of the economic benefits associated with this public good were lost after the project was renationalized. 

· The presence of international donors/multilaterals may ease investors concerns, but do not guarantee that the project will not fail, or will not enter renegotiation.

HOW CAN RISKS BE REDUCED?

It is no mystery that the public sector has not adequately met the infrastructure needs in most developing countries.  The trend over the last twenty years has been towards increased private sector involvement.  


In order for the public and private sector to successfully manage risks it is necessary that developing country governments not regard private investors simply as a source of financing to supplement diminishing public funds.  This view has enabled a system which lacks the appropriate legal and regulatory administration to appropriately address the risks associated with PPPs. Therefore, in order mitigate the risks that arise from public private partnerships, the state must address several issues:  


Public View:  Protests by local communities and NGOs have created an impediment in this process.  It is crucial that investors as well as public authorities involve and educate all actors involved before pursuing such a partnership.  These needs must be addressed before a project is implemented.


Award Process:  The award processes, as well as the market research that exists prior often creates favoritism and lacks transparency.  Decisions are not based on objective evaluation criteria but rather on prior relationships and bureaucratic influence.  Some officials have unfairly favored local contractors or suppliers regardless of their qualifications or ability to provide the service needed.  This can be eliminated by increasing competition as well as ensuring that an independent body is responsible for evaluations.

Regulatory Environment and Governance:  Legislation in numerous developing countries solely focuses on the public sector’s responsibility in providing infrastructure.  It is not catered to private investors.  Human capital to implement and explain this legislation is also lacking and as a result, creating and enforcing contracts becomes a strenuous and costly process.  Public governance where individuals do not have the necessary skills to enforce and monitor contracts has led to cancellation or renegotiation of contracts.  To address the problem of technical assistance and capacity building the Private Infrastructure Advisory Facility (PPIAF) as well as other multi-donors initiatives, including the Energy Sector and Management Advisory Program and the Water and Sanitation program, were created.  The PPIAF was launched as a multi-donor assistance facility to help developing countries improve infrastructure through private sector investment.  It has assisted with regulatory and institutional reform as well as capacity building and knowledge exchange on emerging best practices.  It has worked with governments to draft laws and regulations, as well as establish necessary institutions and training for officials.


Political Commitment by the State:  The Tajikistan project was a success because from the start, the government was committed to ensuring that the partnership was a success.  If rule of law is not firmly entrenched in governments, officials have been known to renege on contracts signed by previous administrations.  

Donor Assistance: Multilateral involvement in PPPs can reassure private investors that they will have a support base if the government backs out or changes its policies. Donors can assist with financing feasibility studies to ensure that sufficient preparations have been done before the launching of projects.  The Multilateral Investment Guarantee Agency (MIGA) covers currency transfers, restriction, and inconvertibility in the event of nonpayment on the part of the government or as a result of a malfunctioning dispute.  Donors can also assist with mitigating currency risk.  However, their involvement is not always a guarantee of project success.

LESSONS LEARNED AND CONCLUSION
Investors are accustomed to having free reign on the generation of profits without government interference.  However, private operators also cannot enforce collection or raise tariffs without government assistance.  In the case that the private sector underestimates demand, and then finds that its profits are much higher than expected, in what case can/should the public sector try to renegotiate the terms of the PPP and shift more risk onto the public sector to make a more equitable arrangement? This is the question that raised the importance of outlining the possible scenario and proposed action in the contract.  If the private sector entity is well informed and is a skillful negotiator, it will stipulate that the government must compensate it for the difference in revenues. If the public entity is clever, then it will agree only on the condition that if the private firm earns greater than expected profits as specified in the original contract then it will compensate the government the difference between projected/expected profits and excess profit.  The government will weaken its own position and ability to renegotiate later if it agrees not to put this two-way requirement.  This often happens when there is a personal relationship between the selected contractor and the pubic entity negotiator, or when the government entity lacks negotiation skills. Other lessons learned include the following:
· Despite the thorough and meticulous analysis and allocation of risks related to PPPs initiatives, the planned risk-sharing arrangement, unfortunately is often unsustainable in the long term.  This is especially true in developing economies and high risk projects even in the most advance economies.

· Some risk-sharing arrangements can lead to subsidies to make up for lower than predicted user demand (in the case of tolls, for example).  This leads to economic inefficiencies.

· The government often finds itself “giving things away” at the bargaining/renegotiating table.  This is due to a variety of reasons including pressure from entities such as multilateral institutions, a desire to improve its business and investment climate, and its inability to monetarily compensate the private sector for lost profits due to shifts in risk.

· At the end of the day, the contract reigns supreme in a PPP arrangement, and while both parties generally are strictly held to it during the life of the project, either party can walk away should renegotiation become impossible- both sides will lose.  The private firm or consortium will lose revenues and risk not being able to pay its investors other than out of pocket, and the government loses the public good and all economic benefits associated with it.

· Governments have inherent power to do what they want; however, at times they will have an incentive to take on more risk than they had bargained for if it wants the public good it has solicited the provider to build.  The perception that governments are often in the weaker bargaining position may not be true in all cases.  Indeed, sometimes trying to enforce the government to honor its obligations is not always easy, especially in the case of infrastructure projects. Governments can simply refuse to pay their share out of the sheer inability to do so, even if it has been negotiated in the contract.
· Government and private sector interests and priorities are almost always different.  This makes formulating an equitable risk-sharing arrangement particularly difficult.

Disputes between partners usually escalate when “unexpected” costs arise and the private investors demand increased funding.  Often contractors underbid to ensure that they win an award and demand more funding in the implementation process due to special circumstances.  Is this fair to the public sector?  Is this misleading?  It depends on whether or not the unexpected costs are caused by external circumstances to both parties, or by one or the other party.  More studies need to be done comparing renegotiations of successful and failed projects to assess whether, in either case, the new alignment of risk was equitable or favorable to both sides in the long run.  Comparisons can also be made between developed economies, which in many cases are considered models, and developing economies, which usually try to apply the lessons learned from successful PPPs in more advanced countries.

In conclusion, the public sector does not always have to be the weaker party at the negotiation table and receive the short end of the stick on a PPP deal when it comes to renegotiation and realigning the risk-sharing arrangement. But as with anything else, a variety of factors come into play that determine a government’s position at the negotiation table.  The same is true for the private sector.  Both parties would benefit from learning ways to reduce mitigate risk from the outside, and these include improvements in regulatory, investment, and business environments, political commitment, transparency, multilateral guarantees and assistance, and public interest.
REFERENCES
Brenck, A., Beckers, T., Heinrich, M., and Von Hirschausen. (2005). C. Public Private Partnerships in New EU Member Countries of Central and Eastern Europe: An Economic Analysis with Case Studies from the Highway Sector.  

Hammami, Mona, Ruhashyankiko, Jean-Francois, and Yehoue, Etienne B. (2006).  Determinants of Public-Private Partnerships in Infrastructure, IMF Working Paper. 

Markandy, Anil and Sharma, Raghuveer Y. (2004).  Case Study on Tajikistan Pamir Power Project,,World Bank, Conference on Scaling Up Poverty Reduction.

McDowall, Evelyn. (2005). Risk Transfer in PPP Projects, Facilities Management, , p 8-9.
Orr., R.J.; Metzger, B. (2005).  The Legacy of Global Projects: A Review and Reconceptualization of the Legal Paradigm. Proceedings of the 1st General Councils’ Roundtable.  Stanford, CA, 21-22 January, pp. 1-51. Stanford: CRGP.  http://crgp.stanford.edu/news/gcr.html.

Thomsen, Stephen. (2005).  Encouraging Public-Private Partnerships in the Utilities Sector: The Role of Development Assistance, OECD/DAF Investment Division.
Toolkit for Pro-Poor Municipal PPPs, UNDP, http://pppue.undp.2margraf.com/en/index.htm.
� Najja Bracey is an Economist and Sonia Moldovan is a Development Specialist at the Louis Berger Group (LBG) in Washington, DC.  The LBG Social and Political Economic Development Group excels in supporting development projects in transition-, conflict-, and post-conflict environments.  Our Team includes transport economists, macro-regional economists, resettlement experts, environmental impact experts, social impact experts, and poverty impact experts that work as a team to conduct feasibility studies (applying qualitative and quantitative tools, such as HDM-4), monitoring and evaluation of projects as they are built, and the corresponding institutional reforms required to develop the infrastructure-related private sectors. We also do retrospective studies to estimate local, regional, and national impacts of infrastructure projects.  The team’s core skills cover a number of areas that enable us to undertake macroeconomic policy assistance, public sector reform, poverty-reduction planning, and gender and ethnic minority assistance programs.  Our overall goal is to work on projects, developing innovative solutions to applied problems so that development projects are effective in reducing poverty, increasing social and economic growth and thus improve people’s lives in developing, transition, and troubled nations worldwide.








1
OCTOBER 15-17, 2006

GUTMAN CONFERENCE CENTER, USA

