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Abstract 

 

This study focuses on the legal aspects of project financing. The importance of this 

research is signified by the emergence of public-private partnership (PPP) 

arrangements as project financing options that allow addressing the infrastructure needs 

in many developing as well as developed economies.  

 

This thesis seeks to answer the following overarching question: To what extent can 

public-private partnerships be used as a legal structure to effectively manage project 

financing risks? This thesis argues that synergy between the government and the private 

sector is what is required to adequately manage project financing risks. To support this 

argument, the study will identify and assess risks that occur in connection with the 

project financing of energy and infrastructure projects, the parties best able to bear 

them, as well as the legal and commercial strategies for the mitigation of these risks.  

 

This study and its findings (which are inevitably mixed), are rooted in the situation of 

neocolonial "democracies", where weak institutions and widespread corruption do not 

allow the state to engage with large infrastructure projects and their management. This 

research therefore, aims to establish the means by which public-private partnerships 

can be structured to play strategic roles for governments seeking to accelerate 

infrastructure delivery in a sustainable and cost-effective manner. To achieve this, the 

study reviews and analyses the legal and regulatory framework of public-private 

partnerships in Nigeria, South Africa, Brazil, and India, in order to identify the 

limitations of the PPP frameworks in these jurisdictions and what the critical success 

factors are. 

 

This thesis further discusses selected case studies:  the Murtala Mohammed Airport 2 

(MMA2) in Nigeria, the Dabhol Power Project in India, and the London Underground 

in the United Kingdom. These case studies illustrate certain aspects of project financing 

that are most relevant within the scope of this thesis. The case studies aim to clarify the 

legal issues analysed in this research such as the legal strategies for the mitigation of 

project financing risks as well as the legal and regulatory framework of PPPs. Finally, 

the case studies corroborate some of the conclusions and findings reached in this thesis.   
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Chapter 1 – Introduction  

1.1 Research Background 

To provide insight into the research question of this thesis and its significance, it is 

important to offer a general overview of project financing and its elements. This allows 

for an appreciation of the reasons for using project financing compared to more 

traditional methods of public funding of projects. In turn, a consideration of the impact 

of project financing on economic development is required. More so, it is crucial to 

discuss the role that law plays in various forms of project financing such as public–

private partnerships (PPPs)1 and private finance initiatives (PFIs)2, which consequently 

informs the need for a PPP framework.  

 

Traditionally, public sector debt was employed to finance large-scale public-sector 

projects.3 However, privatisation, deregulation, and the introduction of private sources 

of finance through public-private partnerships have changed these approaches by 

influencing the financing of major infrastructure projects, thereby transferring a 

significant share of the financing burden to the private sector and leading to the growth 

of project financing.4  

 

Over the last 40 years, project financing has emerged as a leading way to finance long-

term and large-scale energy and infrastructure projects around the world. In the 1980s 

and 1990s, project financing evolved towards a new era in which two trends could be 

identified: i) Project financing was introduced in developing markets as a way to 

transfer a significant share of the financing burden from the government to the private 

sector; ii) In developed markets, project financing began to be used in new sectors as a 

                                                      
1 The use of the project financing financial technique is very frequently associated with 

projects that are developed under a public-private relationship, even though not all the 

PPP contracts involve project financing. 
2 The private finance initiative (PFI) was a United Kingdom government procurement 

policy aimed at creating public–private partnerships (PPPs) where private firms are 

contracted to complete and manage public projects. 
3 Yescombe, E. R., Principles of Project Finance (Academic Press, 2014), p. 1. 
4 Ibid, 1. 
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new off-balance sheet financial technique.5 Nowadays, project-financing principles 

have been applied to other types of public infrastructure under public-private 

partnership (PPP) schemes. The dominant factor responsible for the widespread use of 

the PPP model for the provision of infrastructure, at least across the developing world, 

appears to be the inadequacy of public funds to meet the increased demand for 

infrastructure.6  

 

1.1.1 Project Financing and Economic Development 

 

Research shows that increasing project financing by one percentage point of GDP in 

upper-middle income and advanced countries may increase real GDP growth per capita 

by 6 to 10 percent.7 Therefore, if GDP per capita is growing at three percent annually, 

the boost provided by project financing could deliver cumulative, additional growth as 

high as two percent during the next five years.8 These results suggest that proposals for 

stimulating economic growth and productivity via increased project financing merit 

careful consideration. On the contrary, project financing appears to have less of an 

impact in low-income countries. This may be due to weak and underdeveloped financial 

systems, poor corporate governance, and the unsophisticated legal and regulatory 

oversight framework characterising developing countries. Addressing these 

deficiencies could promote economic growth in these countries.9 

 

Project financing may contribute to the real economy directly or indirectly. Directly, it 

contributes to GDP formation by increasing an economy’s stock of capital. Indirectly, 

project financing increases productivity by reducing transaction costs as well as 

generating positive externalities, such as those derived from roads and public 

infrastructure.10 The lack of an adequate infrastructure can pose major constraints on 

                                                      
5 Garcia-Bernabeu, A., Mayor-Vitoria, F., Mas-Verdu, F., Project Finance Recent 

Applications and Future Trends: The State of the Art International Journal of Business 

and Economics Vol. 14, No. 2, (2015) pp. 159-178. 
6 Nwangwu, G., Public Private Partnerships in Nigeria: Managing Risks & Identifying 

Opportunities (London: Macmillan Publishers Ltd., 2016) P. 9. 
7 Chan-Lau J. A, Kelhoffer, K., and Zhang J., Long-Run Economic Growth: Does 

Project Finance Matter? (Moody’s Analytics July 2016). 
8 Ibid. 
9 Ibid. 
10 Ibid. 
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growth. These observations raise important questions: How significant is the 

contribution of project financing to aggregate economic performance? Does it matter 

for long-run growth? Answering these questions is critical for guiding policy decisions. 

  

Earlier studies have analysed the long-term impact of infrastructure investment on 

economic growth, concluding that it has a positive effect, although estimates of these 

effects display considerable variation across studies. A majority of these studies have 

focused on the least-developed countries, where lifting the population from poverty 

remains a major concern and where infrastructure investment could partly address these 

needs if supported by long-term finance.11 In advanced economies, secular stagnation 

and sluggish growth following the 2008 recession has prompted an examination of 

whether public investment in infrastructure can support economic growth.12  

 

It is perceived that positive impact is particularly stronger for high-income countries, 

possibly because they enjoy stronger creditor rights, better legal enforcement, and a 

more developed financial system.13 To place the economic magnitude of project 

finance’s positive impact in context, using the United States as an example, during the 

year 2010 to the year 2014, it is estimated that U.S. real GDP per capita, approximately 

$49,000 grew at an annual rate of 1.6 percent. Annual project finance loans amounted 

only to 0.1 percent of GDP on average, or just $16 billion per year in a $16 trillion 

economy. Raising project finance loans by a factor of 10 to 1 percent of GDP or $160 

billion per year could increase GDP per capita by one additional percentage point over 

a five-year period, or roughly 0.2 percent more annually. Over a five-year span, this is 

seemingly a small increase in GDP per capita, however, at the current pace of 

population growth, it would add almost $200 billion to the U.S. economy.14 

                                                      
11 World Bank, Global Financial Development Report 2015 –2016: Long-Term 

Finance. (Washington, D.C., 2015). 
12 The report of the Executive Office of the President of the United States (2011). 
13 International Monetary Fund, World Economic Outlook: Legacies, Clouds, 

Uncertainties. (Washington, D.C., 2014). 
14 Chan-Lau J. A, Kelhoffer, K., and Zhang J., Long-Run Economic Growth: Does 

Project Finance Matter? (Moody’s Analytics July 2016). This would be most 

important in the context of the US, where the state of infrastructure seems to be 

particularly bad (from airports to highways, to rails etc.). 
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There is a widespread call for investment in financing infrastructure projects, especially 

in developed countries. One unintended consequence of recent regulatory reforms 

prompted by the global financial crisis of 2008 is to discourage the use of project 

finance loans in long-term financing. In a recent analysis, the Group of 3015 indicates 

that Basel III raises the cost of issuing project finance loans vis-à-vis issuing mortgages 

and short-term loans, therefore, reducing project financing’s attractiveness to bank 

syndicates. Faced with a potential reduction in banks’ risk appetite for project finance, 

there is a need to develop alternative project financing instruments that tap into a 

broader institutional investor base, such as public-private partnerships.16  

 

1.1.2 What is Project Financing? 

 

Although there is no general consensus on the scope of projects, the general agreement 

is that project financing refers to capital-intensive projects deemed strategically 

important, and they fulfil major economic and social needs in areas such as energy, 

water, transportation, and communications. Usually, a project financing structure 

involves a number of equity investors, known as ‘sponsors’, as well as a ‘syndicate’ of 

banks or other lending institutions that provide loans to the project. The project sponsor 

owns the project and operates the project. 

 

A large part of the existing literature defines project financing as financing which does 

not depend on the soundness and creditworthiness of the sponsors.17 Project finance is 

a method of funding in which the lender looks primarily to the revenues generated by 

                                                      
15 Group of Thirty, Long-Term Finance and Economic Growth (Washington, D.C., 

2013) 
16 Ehlers, T., Understanding the Challenges for Infrastructure Finance BIS Working 

Paper No. 454 (Basel: Bank for International Settlements, 2014). 
17 Esty, B.C., An Overview of Project Finance (2002) Update. Harvard Business School 

Cambridge, MA; Esty, B.C., Why study large projects? An introduction to research 

project finance Eur. Financ. Manag. 10, (2004) pp.213–224; John, T., John, K., 

Optimality of project financing: theory and empirical implication in finance and 

accounting Rev. Quant. Finance Account. 1, (1991) 51–74; Klompjan, R., Wouters, 

M.J.F., Default risk in project finance J. Struct. Project Finance 8, (2002) pp.131–176; 

Fabozzi, F., Nevitt, P.K., Project Financing (seventh ed. Euromoney, London 2006); 

Shah, S., Thakor, A.V., Optimal capital structure and project financing (Journal of 

Economic Theory, vol. 42, June 1987) p. 209–243. 
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a single project, both as the source of repayment and as security for the exposure.18 

Gatti believes that this type of financing does not depend on the value of assets sponsors 

are willing to make available to financers as collateral, instead, it is basically a function 

of the project's ability to repay the debt contracted and remunerate capital invested at a 

rate consistent with the degree of risk inherent in the venture concerned.19 In the same 

vein, the Export-Import Bank of the United States defines project financing as the 

financing of projects that are dependent on project cash flows for repayment, as defined 

by the contractual relationships within each project.20   

 

Project finance may take the form of financing of the construction of a new capital 

installation, or refinancing of an existing installation, with or without improvements. In 

such transactions, the lender is usually paid solely or almost exclusively out of the 

money generated by the contracts for the facility’s output. The borrower is usually a 

Special Purpose Vehicle (SPV) that is not permitted to perform any function other than 

developing, owning, and operating the installation.21 The lenders’ security and 

collateral is usually solely the project’s contracts and physical assets, hence, project 

financing is referred to as non-recourse financing. Lenders typically do not have 

recourse to the project’s owner, and often, through the project’s legal structure, project 

lenders are shielded from a project owner’s financial troubles.22  

 

By their very nature, Project-finance transactions rely on a large number of integrated 

contractual arrangements for the successful completion and operation of projects. These 

transactions typically comprise a group of agreements and contracts between lenders, 

project sponsors, and other interested parties who combine to create a form of business 

organization (the SPV) that will issue a finite amount of debt on inception, and will 

operate in a focused line of business over a finite period.23 The contractual relationships 

                                                      
18 Ibid. 
19 Gatti, S., Project Finance in Theory and practice (2018) p.178. 
20 www.exim.gov 
21 Basel Committee on Banking Supervision, International Convergence of Capital 

Measurement and Capital Standards—A Revised Framework (Bank for International 

Settlements, Basel, 2005), p. 49. 
22 Ibid, 49. 
23 Updated Project Finance Summary Debt Rating Criteria (Standard & Poor’s, New 

York, 2007). 
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must be balanced, with risks distributed to those parties best able to undertake them, 

and should reflect a fair allocation of risk and reward. All project contracts must fit 

together seamlessly to allocate risks in a manner that ensures the financial viability and 

success of the project.24 

 

A project’s ability to achieve forecasted revenues is directly affected by risk. For 

instance, if a power project fails to yield anticipated cash flows, then, in the absence of 

recourse to the project’s ultimate owners, the project risks not meeting debt service 

commitments and falling into default.25 Therefore, the identification of risk mitigation 

strategies is an important constituent of profitability assessments in project financing. 

1.1.3 Elements of a Project Financing Structure 

 

As stated above, a typical project financing structure usually has two elements: equity, 

provided by investors in the project; and project finance-based debt, provided by one 

or more groups of lenders. The project-finance debt has first call on the project’s net 

operating cash flow; the investors’ return is thus more dependent on the success of the 

project. So as the investors are taking a higher risk, they expect a higher return on their 

investment. A nexus of contracts signed by the project company (the SPV) provides 

support for the finance.  

 

A project agreement is often at the centre of this contractual structure. This may take 

two main forms; either an off-take contract, under which the product produced by the 

project will be sold on a long-term pricing formula to an off-taker (an eligible buyer);26 

or a contract with a central government department, regional or state government, 

county or municipality, or another public agency (Contracting Authority),27 under a 

public-private partnership (PPP), which gives the project company the right to construct 

the project and earn revenues from it.28 

                                                      
24 www.exim.gov  
25 Ibid. 
26 An off take contract may be signed either with a private sector counterpart or a 

Contracting Authority. 
27 Other terms for a Contracting Authority include public entity, public party, 

government procuring entity, institution, public authority, authority or grantor.  
28 Yescombe, E. R. (n 3) 13. 
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In the case of public-private partnerships, the private-sector project company finances, 

operates and maintains public infrastructure, and is paid for its use. The asset concerned 

usually reverts to public-sector control/ownership at the end of the contract term. The 

two main PPP models are concessions and the PFI model.29 Concessions involve the 

construction (greenfield) or refurbishment (brownfield) of public infrastructure with 

revenue derived from tolls, fares or similar payments by users (user charges). In a 

typical basic structure for a toll-road concession, the project agreement is a concession 

agreement, which provides for user charges (tolls) to be paid by road users to the project 

company.  

 

The PFI Model30may consist of the construction or refurbishment of a public building 

with revenue derived from payments by a Contracting Authority (service fee). In a 

typical PFI Model, the project agreement is usually with the Contracting Authority, 

under which service fee payments are made to the project company.31  However, the 

actual services provided to the public may remain in the public sector under this model 

e.g., a school may be provided by a PPP contract, but the teaching in the school is still 

a public-sector activity. This is often referred to as an availability-based model,32 

because in the majority of cases the project company is paid for making the project 

available to the Contracting Authority, not for its usage as such. Nevertheless, it is not 

correct to use the term availability-based contract to refer to all PFI Model contracts, as 

there are exceptions where the PFI Model does not use this structure, for example, 

shadow toll roads, where the project company is paid by the Contracting Authority 

                                                      
29 Yescombe, E. R., Public-Private Partnerships: Principles of Policy and Finance 

(Butterworth-Heinemann, Oxford, 2007); Asian Development Bank, Public–Private 

Partnership Handbook (Manila, 2008); European PPP Resource Centre, The Guide to 

Guidance: How to Prepare, Procure and Deliver PPP Projects (EIB, Luxemburg, 

2011); Public–Private Partnerships Reference Guide (World Bank/PPIAF, Washington 

DC, 2012). 
30 The term refers to the British government’s Private Finance Initiative program, which 

began in 1992, the first major use of this structure, which has been widely adopted 

elsewhere in the world. PFI was renamed PF2 in 2012. 
31 Yescombe, E. R. (n 3) 16. 
32 Ibid, 16. 
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based on the number of vehicles using the road i.e., effectively the Contracting 

Authority is paying tolls instead of the users doing so.33  

To some extent, concessions relate to economic infrastructure, and the PFI Model to 

social infrastructure, but this is not an exact dividing line. Any project, which can be 

structured as a concession can alternatively be structured as a PFI Model PPP (although 

the reverse is not the case); the difference is simply the source of payments.34  

 

1.2 The Rationale for Public–Private Partnerships (PPP)  

Because of the need to fill large and growing capital infrastructure gaps, governments 

may choose to use PPPs for financing and delivery of new construction of physical and 

social capital infrastructure. The private contractor is more motivated to minimize costs 

under a PPP than would the private contractor under the traditional procurement 

system35 because the private contractor is fully responsible for delivering the capital 

infrastructure in PPP, including any cost overruns, for economic incentive.36 Under 

PPPs private firms are better able to respond to economic incentives than the 

government. By integrating finance, design, construction, operations, and maintenance, 

private firms can coordinate these activities at a lower cost.37 In addition to private 

contractor motivation to minimize costs, governments provide more varied core service 

activities than a private contractor. Governments may have less specialized capital 

infrastructure delivery expertise in the relevant capital infrastructure activity. The 

rationale for the government to use PPPs in capital infrastructure delivery is that the 

private contractor, depending on the private contractor, capital infrastructure delivery, 

and the financing arrangement, generally can deliver capital infrastructure more 

efficiently and at a lower cost through its expertise.38  

 

Large government capital infrastructure projects frequently cost more than originally 

budgeted because they are not able to duplicate private contractor efficiencies. The 

                                                      
33 Ibid. 
34 Yescombe, E. R. (n 3) 17. 
35 This is discussed further in chapter 2. 
36 Vining A.; Boardman; A. E., Public private partnerships: Eight rules for 

governments. Public Works Management and Policy (2008) 13 (2), pp.149–161. 
37 Ibid, 149–161. 
38 Ibid, 205–239. 
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capital infrastructure cost difference is greater for small local governments (and for 

developing and emerging market economies), especially for design and construction 

forms of PPPs.39 As an example, in the case of developing and emerging market 

economies, securing increased capital infrastructure investment is critical to ensuring 

that economic growth is commensurate with social needs. The Organization for 

Economic Cooperation and Development (OECD) has estimated that total global 

capital infrastructure investment requirements will be 71 trillion USD or about 31.5% 

of annual world GDP from 2007 to 2030.40 Governments in these developing and 

emerging market economies cannot afford to finance the closing of these large and 

growing capital infrastructure gaps solely through tax revenues and grants.41 Some 

mature economies also cannot afford to finance their significant capital infrastructure 

gaps as well, because of years of underinvestment and tight budgets. Therefore, long-

term private participation in capital infrastructure provision can help reduce both short-

term and long-term financial pressure on government operating and capital budgets. 

 

Furthermore, the private contractor may have more in-depth expertise in certain types 

of capital infrastructure construction (such as more efficient and highly skilled 

procurement expertise) and operation than the government. The private partner, in some 

cases, may be global in scope and thus able to deliver infrastructure internationally 

rather than only in country. Therefore, leveraging on private sector expertise, 

governments can benefit by using the private partner’s skills and thereby obtaining cost 

and efficiency gains by partnering with the private partner for the construction and/or 

management of capital infrastructure.42 

 

Finally, the government is usually concerned with transferring the risk associated with 

the design, construction, management and operation to the private sector and satisfying 

                                                      
39 Ibid. 
40 Klepsvik, K., Emery, R., Finn, B., & Bernhard, R., Budgeting in Albania. OCED 

Journal on Budgeting 32(2), (2014) pp.1–70. Retrieved from www.oced.org. Accessed 
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41 Ibid. 
42 OCED, Infrastructure financing investments and incentives (2015) pp. 1–67. 
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Financing-Instruments-andIncentives.pdf. Accessed on February, 2021. 
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the needs of the public.43 The consortium, for its part, is usually motivated by profits 

and hence will be willing to accept some risk.44 However, project failures can occur 

where the intention of the government is merely to transfer risk and it neglects its 

responsibility to the public simply because it considers PPP a one-stop solution or, on 

the other hand, when the private-sector consortium is only driven by the need to 

increase profit margins. Nevertheless, it is understandable that the private sector is in 

business to make profits in the first place and would not commit funds or sources of 

finance for an unprofitable venture. Yet, it is imperative that both the private sector and 

the public sector must be ‘partners’ in a PPP arrangement to ensure successful 

outcomes. 

 

1.3 The Role of Law in Public-Private Partnerships (PPPs)/Private Finance 

Initiatives (PFIs)  

 

The first function of the law is to set techniques shaping social behaviour. It forms part 

of the infrastructure that links the state to the market, to the community and the 

individuals.45 The legal norms in the sense of formalised, externally generated norms 

are likely to have multiple functions in establishing, maintaining or reducing the 

distance between the parties to PPPs. This research considers the role of the law in 

PPPs/PFIs in the following ways: 

 The statutory provisions as sources of power, in that the law shapes the 

regulatory space;  

 The legal principles and rules developed in procurement and contract, where the 

law provides for the tools to exercise public discretion; 

 The legal requirements regarding the accountability and regulation involved in 

PPPs/PFIs, here the law limits the use of public discretion; 

 The entitlements that the law confers on individuals to protect their interests; 

                                                      
43 Arimoro, A. E., Public-Private Partnerships in Emerging Economies, 1st ed. 

(London: Routledge 2020) p.52. 
44 Ibid, 52. 
45 Salamon, L., The New Governance and the Tools of Public Action: An Introduction 

Fordham Urban Law Journal, Vol 28, No5, (2001) p.28. 
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 The connections between the law and the coordination of public, private and 

collective interests. The law may suggest the purpose for which discretion is 

used and may organise frameworks for discussions between disagreeing 

parties/stakeholders.46 

 

PPPs/PFIs involve three main stakeholders i.e. the public authority, the contractor and 

the investors; which have to seek ways to coordinate their interests, as well as the 

possible changes they may undergo alongside the interests that the PPP/PFI partners 

pursue. These three categories of actors have the impacts of PPPs/PFIs on their interests 

or expectations in common. In the same vein, taxpayers seek value for money (VfM) 

for the services delivered through PPPs/PFIs.47 Users expect a service to be designed 

and implemented so that their specific needs are met. The consequences that the non-

contracting parties are likely to bear need to be assessed. Possible involvement needs 

to be contemplated in terms of its modalities and timing. Possible changes need to be 

planned. Given the series of decisions involved in PPPs/PFIs, these changes may have 

various repercussions for non-contracting parties and these affected parties may need 

ongoing redefinition. Further, PPPs/PFIs may not meet all the expectations and interests 

of third parties, thus forcing them to adapt their life plan according to new modalities.48 

 

The source of tensions in PPPs/PFIs originates in the long duration of the relationship 

to which public and private partners commit themselves. PPPs/PFIs are usually signed 

for minimum periods of twenty to thirty years. Therefore, changes are inevitable, 

whether because of new policy initiatives or from changing local needs.49 Legislative 

changes may have direct or indirect influences on PPPs/PFIs, for instance when 

statutory or regulatory standards (e.g., in health or safety) are strengthened or if specific 

transparency requirements for PPPs/PFIs are brought into the statutes dealing with 

freedom of information. The evolution of the political or financial context may also 

                                                      
46 Ibid, 28. 
47 Marique, Y., Public-private partnerships and the law: regulation, institutions and 

community (Edward Elgar Publishing, 2014) p.19. 
48 Beckett-Camarata, J., Public-Private Partnerships, Capital Infrastructure Project 
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49 National Audit Office, Changes (2008) p.9. 
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cause changes, as the 2008 financial crisis and the 2010 change of government in the 

UK evidence, with respect to the London Underground PPP project.50 Furthermore, 

various elements need adaptation during the course of PPPs/PFIs.51 The assessing, 

pricing and implementing of these changes is costly and time-consuming. Planning 

these changes and their legal consequences structures how parties may use their 

discretion to adapt their relationships accordingly. 

 

In light of the above, long-term contracts have to find solutions for changing 

circumstances. Contract law offers more or less appropriate exit solutions depending 

on the seriousness of the changing circumstances, the disturbance of the contractual 

balance or the rationality and caution with which parties were supposed to be endowed 

at the time of the contractual agreement. However, relational contract theory52 

highlights that parties tend to maintain their relationships by adapting agreed 

commitments to changing circumstances. A balance is struck between preserving 

expectations (parties need to get what they hoped for when signing the contracts) and 

adapting them to supervening events. Parties develop solidarity and share risks.53 

 

In PPPs/PFIs, however, public authorities are not fully free to derogate from the 

contractual commitments they agreed with the contractor. Public authorities are also 

subject to external control over the good use of public money, constraining how 

contractual rights may be waived for the sake of preserving a relationship or continuing 

a public service.54 PPPs/PFIs also challenge contract law when the changing 

circumstances are related to a change in the conception of public interests: public 

authorities have the duty to continually serve the public good, which may change over 

time, especially over such long periods of twenty or thirty years as those involved in 

PPPs/PFIS. As this risk is inherent to the contract, one may suggest that the contractor 

is aware of it. However, making the contractor bear the risk would have adverse effects 

                                                      
50 This is discussed in Chapter 6. 
51 Marique, Y. (n 47) 19. 
52 Macneil, I., Economic Analysis of Contractual Relations: Its Shortfalls and the Need 
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53 Ibid, 75. 
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on the price paid for the service provided. For these reasons, private law does not 

adequately solve issues arising from changes in the context in which PPPs/PFIs operate. 

Any model of regulation relying on private law and contract needs to be adapted to take 

into account this feature of PPPs/PFIs.55 As a result, an appropriate PPP framework is 

required. 

 

1.3.1 The Necessity for a PPP Framework 

 

The need for a PPP framework to regulate PPP transactions cannot be overemphasized. 

There are issues that could arise when PPP projects are not managed efficiently. There 

is the risk that PPP projects may fail, due to a lack of adequate skill on the part of the 

private-sector partners who may have no prior experience. This could mar whatever 

gains that could result from adopting the PPP option in the first place. Although this 

can be circumvented through the bidding process, the bidding process could take a long 

time from the initial phase of public-sector assessment to the signing of the contract. 

The process of inviting, preparing, assessing and fine-tuning bids is usually complex 

and laborious.56 However, law and regulation can be crucial in mitigating some of the 

delays that arise in the bidding process.57 Additionally, in the case of currency risk, 

where loans are foreign, there is the attendant foreign currency risk involved. The 

important question is what happens if the local currency is devalued? Derivatives as 

risk-shifting instruments are efficient and effective tools that can be used to mitigate 

fluctuations in currency exchange rate and interest rates.58 

 

There is also the issue of the number of parties involved in a PPP transaction, the 

complex negotiations and the high transaction and legal costs. More so, the presumption 

that in a PPP transaction the private sector partner can obtain cheaper loans may not be 

realized, as the public authority may be able to obtain cheaper loans than the private 

                                                      
55 Marique, Y. (n 47) 19. 
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sector partner, thereby undermining the attractiveness of the PPP model. Another issue 

that could arise is that the private sector may only be interested in making profits and 

not concerned about project efficiency. This could be prevented by introducing an 

incentive system.59 Essentially, the case for PPP is that by integrating design, 

construction, finance, operations and maintenance, private firms are better able to 

respond to economic incentives by coordinating these activities at a lower cost than can 

the government.  

 

Incentives are stronger when the private party is bearing at least some of the risks. This 

highlights the significance of this thesis in conceptualizing the question of risk 

management and in assessing whether in identifying and managing risks that arise in 

connection with the project financing of energy, transport and infrastructure projects, it 

is more efficient and cost-effective to utilize the PPP model. This thesis also 

problematizes questions that arise in the context of project management through public-

private partnerships, such as the role of public procurement, the role of regulation and 

the powers of the public sector. 

 

The issues highlighted above show that it is crucial to create an enabling environment 

to facilitate the effective management of project financing transactions in a PPP 

arrangement. Governments that desire to procure public infrastructure using this 

technique must establish a PPP framework. The PPP framework defines the rules and 

provides a guide for all stakeholders, including public officials, private sector 

participants and other stakeholders, such as the community where the PPP project is to 

be located. A comprehensive approach to PPP administration is made up of policy, law, 

regulations and procedures setting down what should be done by different agencies of 

the government and how the responsibilities of the different parts of the government 

throughout the PPP project cycle knit together. 

 

According to the World Bank,60 the PPP framework refers to ‘the policy procedures, 

institutions, and rules that together define how PPPs will be implemented – that is, how 

they will be identified, assessed, selected, budgeted for, procured, monitored and 

                                                      
59 The incentive system is explored in Chapter 3. 
60 The World Bank, Public-Private Partnerships Reference Guide Version 2.0 

(Washington, DC: The World Bank Group, 2014) p.65. 
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accounted for.’ Similarly, the UNCITRAL Legislative Guide on Privately Financed 

Infrastructure Projects states that the existence of an appropriate legal framework is a 

prerequisite to creating an environment that fosters private investment in 

infrastructure.61 More importantly, the UNCITRAL document stipulates the need to 

ensure that PPP laws remain ‘sufficiently flexible and responsive to keep pace with the 

developments in various infrastructure sectors in the economy.’62 Even though it is 

possible to implement PPPs on a one-off basis without a supporting framework, it is 

worthy to note that most countries with a successful PPP programme have built that 

programme on a viable PPP framework.63 

 

The essence of having a PPP framework, among other things, is so that the government 

can establish what the PPP policy is, pass the necessary laws and regulations, establish 

a PPP unit and other institutions to administer the process, select and develop a pipeline 

of projects to be executed using the PPP model and monitor the PPP process and 

projects. For the purpose of this thesis, the PPP framework refers to the policy, the legal 

framework and the institutional framework. The policy framework refers to the plan 

and action taken by the government to address public issues.64 The legal framework 

refers to how laws and regulatory structures can be used to encourage PPP and support 

and regulate the institutions implementing PPP.65 While the institutional framework 

includes the persons who are involved and have the decision-making power and how 

they perform their functions. 

 

It is crucial for countries to design policies that address their infrastructure and PPP 

needs. The problem of huge infrastructure deficits and the impact they can have on the 

economy is one that should be of concern to any government around the world. The 

case of developing economies is even more critical, as the supply of infrastructure needs 
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to improve to match increasing demand.  Furthermore, an adequate legal framework 

will enable the government to enter into PPP contracts, setting the rules and limits for 

how PPPs are to be arranged, regulated, managed and operated. In most cases, the law 

establishing the legal framework also creates a PPP unit or a government regulatory 

body tasked with the mandate to regulate and administer PPPs in that jurisdiction. The 

legal framework is often anchored on a legal instrument that implements the PPP 

policy.66 There is no doubt that an ‘independent, fair and efficient legal framework is a 

key factor for successful PPP project implementation.’67 Cheung et al. argue that a 

transparent and stable legal framework should help make the contracts and agreements 

beneficial and should entail adequate dispute resolution mechanisms to ensure stability 

in PPP arrangements.68 However, the need for a specific PPP law will often depend on 

a country’s legal system. 

 

In addition, a good PPP framework must spell out a well-designed institutional 

framework with clear and strong political support. Although PPP offers an opportunity 

for a government to tap into private-sector skill, capacity and finance in order to reduce 

public-infrastructure deficit, it is essential for the government to ensure coordination of 

the process to implement PPP successfully. Therefore, the setting up of an institutional 

framework to effectively administer PPPs in any jurisdiction is a success driver. Thus, 

while the private-sector consortium is expected to provide the design, source the 

financing, then build or rehabilitate the facility as well as maintain the infrastructure 

and provide services, the onus is on the public authority to ensure there is a structure to 

guarantee successful PPP outcomes.69 The difference between the legal framework for 

PPPs and the institutional framework for PPPs is that the former provides the 

substructure for the process, and the latter is the design for its success. The institutional 
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framework for PPP is therefore those organs, agencies or state structures put in place 

by law to ensure that PPPs are successfully administered.70 These agencies or entities 

are either created by legislation or as units within government departments.71 

 

The institutional framework provides the responsibilities of the agencies of the state in 

the PPP process. It defines which institution plays what role at every point.72 A 

government’s institutional set up for PPP should include provision for a PPP unit, 

standard procedures, and guideline tools to identify, structure, evaluate, award and 

monitor PPP projects.73 The institutional framework for PPP in any jurisdiction, 

therefore, is made up of the specialised unit(s) or programmes structured to develop 

and supervise PPP projects. They play a pivotal role in the promotion of PPP 

solutions.74 It is notable that the PPP unit, which in most cases is the main institutional 

actor in the regulation and administration of PPP, does not initiate projects. The 

responsibility for initiating projects is the task of the line ministry, department or 

agency (MDA) that has direct oversight of the proposed facility. In the same vein, the 

guidelines for the operation of the institutions regulating PPP must be clear to ensure a 

fair, transparent, and competitive bidding process. Dispute resolution mechanisms 

should also be in place to deal with differences that will inevitably arise between the 

public and private partners during the life of a long-term PPP contract.75  
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Moreover, it is imperative that the institutional framework for PPP in any given 

jurisdiction is made simple without the complexity of multiple actors.76 Where there 

have been complexities, it is observed, there are high incidences of PPP governance 

issues which, in turn, result in project failures.77 There are at least two options in 

providing such clarity. The government may choose to enact a dedicated law or adopt 

a policy document. While a law provides a stronger basis, policy documents, on the 

other hand, are more easily modified to suit-changing circumstances, especially in the 

early phase of a PPP regime. More importantly, using old structures to regulate PPP 

may be an invitation for failure since that type of PPP was not envisaged at the time 

when some of the structures were set up.78 

 

Finally, before deciding on implementing PPPs as a solution to a country’s 

infrastructure deficit, it is vital that the public authority establishes a clear policy for 

using the PPP model. When a government adopts a PPP policy, the next phase is to put 

in place a legal and regulatory framework to serve as a guide and to provide investors 

and promoters the confidence that the process is clear and predictable. The proper way 

to implement a PPP regime in any given jurisdiction is to take into consideration the 

administrative and legal traditions of that jurisdiction as well as the policy-makers’ 

objective(s). There is therefore no single proper way of giving force to a PPP 

framework. However, the facilitation of a fair and transparent PPP legislation is a 

fundamental requirement for PPP success. PPP laws where applicable, ought to be 

designed to meet the socio-cultural and economic life of the people concerned and 

allow for amendments to ensure that the aim of adopting it in that jurisdiction is 

achieved.79   

 

1.4 Scope and Research Question 

Existing literature on project financing is very limited and fails to discuss the degree of 

impact of project financing on economic development. The thrust of this research, is to 

                                                      
76 Martin van den Hurk and Koen Verhoest, The Governance of Public-Private 

Partnerships in Sports Infrastructure: Interfering Complexities in Belgium (2015) 33 

International Journal of Project Management 201. 
77 Ibid, 201. 
78 Delmon, J., (n 66) 27. 
79 Arimoro, A. E. (n 43) 28. 



32 
 

bridge this gap by exploring the legal aspects of project financing transactions. To 

achieve this, the research will focus on public-private partnerships, which is a form of 

project financing. The dominant factor responsible for the widespread use of the PPP 

model for the provision of infrastructure across the developing world, appears to be the 

alleged inadequacy of public funds to meet the increased demand for infrastructure.  

This research, therefore, seeks to address the following overarching question: To what 

extent can public-private partnerships be used as a legal structure to effectively manage 

project financing risks? 

 

In an attempt to answer this question, an analysis of the nature of risks and who bears 

them is vital. This requires the use of several risk analysis techniques tailored to suit 

the interests of the various parties to the project. In addition, a successful PPP 

implementation in any given jurisdiction requires a stable political and social 

environment.80  As stated above, the existence of an appropriate PPP legal framework 

is a prerequisite to creating an environment that fosters private investment in 

infrastructure81, which in turn leads to economic development.   Most countries with a 

successful PPP regime have built that regime on a viable PPP framework.82  To ensure 

a healthy investment environment for PPP, it is essential that there is political will on 

the part of the public authority to pursue PPP and the legal and regulatory regime 

appropriate to ensure PPP success. PPP success is hugely reliant on the stability and 

capability of the host government.83  These elements are vital, and the lack of any of 

them will certainly discourage potential investors. 

 

 

 

1.5 Research Aims 

The aim of this thesis is to identify the means by which public-private partnerships can 

be structured to play strategic roles for governments seeking to accelerate the delivery 

of infrastructure in a sustainable and cost-effective manner. This thesis analyses the 
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existing legal and regulatory framework of public-private partnerships. In addition, this 

thesis examines the role that SPVs play in project financing, particularly in public-

private partnerships. This is because most of these arrangements are executed through 

SPVs. 

 

Furthermore, this thesis argues that synergy between the government and the private 

sector is what is required to adequately manage project financing risks. This synergy 

will be achieved through the alignment of interests of the government and private sector 

partners, in terms of delivering government objectives and taking account of private-

sector returns on capital/investment. To support this argument, this research focuses on 

the identification and assessment of the risks that arise in connection with the project 

financing of energy and infrastructure projects. It also examines the legal and 

commercial strategies for the mitigation of risk for energy and infrastructure projects. 

This thesis finds that by allocating risks to parties best able to bear risks in project 

financing, parties to a PPP transaction can identify and analyse the applicable risks and 

apply appropriate risk diffusion mechanism.  

 

1.6 Methodology 

This thesis is based on doctrinal research and not empirical research. In an attempt to 

answer the research question, this thesis adopts a multi-disciplinary methodological 

approach based on extensively reviewing literature from a number of different research 

strands, including law, finance, and economics. However, this thesis focuses primarily 

on the legal aspects of project finance.  

 

This research reviews four streams of literature that are linked to project financing and 

by so doing, will adopt an economic and public policy approach. The first of these 

streams of literature is the study of the optimal incorporation of new ventures in a 

Special Purpose Vehicle (SPV). The second stream of literature examines project 

finance as one subset of the wider syndicated loan market. The third and more recent 

stream of literature addresses the relationship between the use of non-financial 

contracts, corporate risk management, and financial decision-making. While the fourth 

stream of literature that is of interest for the purpose of this research, is the analysis of 
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public-private partnerships (PPPs) compared to Traditional Public Procurement (TPP).  

However, of these various streams of literature, this research will focus primarily on 

the incorporation of new ventures in an SPV.  SPVs play a very crucial role in project 

financing, particularly in public-private partnerships, as most of these arrangements are 

executed through SPVs. 

 

For the purpose of this thesis, the issue of SPVs is important for at least three reasons. 

First, the accounting treatment of SPV is now still in public debate. The debate focuses 

on whether SPVs should be consolidated to their parent companies; which are their 

parent companies, and; to what extent the responsible companies should disclose the 

assets and liabilities of SPVs. Second, the public, regulators and interest groups have 

paid attention to issues relating to SPVs. These relate to the tax revenues and the extent 

to which firms comply with principles and values of social responsibility. In addition, 

the problems of accounting are augmented by the use of tax havens. Third, there has 

been very little attention from academics on the issues of SPVs. Consequently, 

resources for learning and research in this area are also very limited. This implies a gap 

between academics and practice. This research will attempt to close this gap and 

provide potential solutions to the problem. 

 

Furthermore, this study is mostly informed by the situation of Nigeria and other 

developing economies such as Kenya and India. The problem is that these governments 

and state institutions are not reliable when it comes to developing large infrastructures. 

Nigeria and Kenya are the two major African countries where this is evident. The nature 

of the problem lies in a different type of literature which is not law. It is hinged on 

political economy. Nonetheless, this thesis looks at the legal aspects that clarify the 

extent to which public-private partnerships can be used as a legal structure that allows 

large energy and social infrastructure projects to be developed, maintained, and be run 

in countries that have these peculiarities.  

 

The reason why these economies don’t have the institutional mechanisms to manage 

these infrastructures is beyond the scope of this thesis. This thesis seeks to identify the 

best way to access finance and manage energy and social infrastructure projects, given 

that the state is not sufficiently reliable to manage these projects. This is what this thesis 

seeks to answer in chapter 3, 4, and 5 as well as the case studies discussed in chapter 6. 
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Project finance through public-private partnerships can be a solution to this problem 

and can be used to get these projects running without relying on the government or the 

state apparatus. To achieve this, public-private partnerships are required to create 

synergy. A legal framework is also necessary and this is chiefly developed in this thesis. 

 

This research also deploys case studies to illustrate certain aspects of project financing 

that are most relevant within the scope of this research. One important aspect of case 

studies is that they can illustrate the different legal issues that this thesis problematizes, 

and can also corroborate some tentative conclusions reached.84 The discussion of the 

case studies will seek to clarify whether with adequate regulation and proper PPP 

framework in place, these projects would have performed better. The case studies will 

also analyse the risks prevalent in the selected projects and will help to demonstrate 

how project financing risks can be mitigated. These case studies are based on secondary 

data. The selected PPP projects for the case studies are the Murtala Mohammed Airport 

2 (MMA2), the Dabhol Power Project, and the London Underground. There is a mixed 

approach with the choice of case studies because the London Underground is examined. 

The choice of case studies is aimed at answering the legal questions developed in 

chapters 3, 4 & 5, i.e., whether public-private partnerships can be used as a legal 

structure to ensure the effective management of these structures. 

 

The first case study discusses how risk has been treated in PPP contracts in Nigeria by 

analysing the Murtala Mohammed Airport 2 (MMA2) concession in Lagos. This 

project was chosen because it was the first major build, operate, and transfer (BOT) 

project in Nigeria, and also because of the multitude of disputes and court cases that 

have emanated from that single transaction. The question arising here is whether these 

disputes would have arisen if the demand risk in the project had been handled 

differently. With respect to the second case study, the Dabhol power project in India 

appears to have powerful lessons for project sponsors and their financiers, although it 

may have been wrongly conceived, wrongly analysed and structured. 

 

                                                      
84 Robert E Stake, Case Studies in Norman K Denzin, Yvonna S Lincoln (eds), 

Handbook of Qualitative Research (second ed.) (Sage Publications 2000) p.440. 
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In discussing the third case study, the London Underground, this thesis deals with what 

has been described as one of the most complex contracts ever to be seen in the United 

Kingdom. This pertains to the public private partnerships (PPP) entered into between 

London Underground Limited (LUL) and two infrastructure companies, Tubes Lines 

and Metronet, to refurbish, upgrade, maintain and operate the London Underground 

metropolitan rail system. Given the scale of the transaction and its 30 years term, it is 

notable that the PPP was concluded at all, and the fact it was is an indication of the 

commitment of certain political leaders to the principles of public-private partnerships 

and private finance initiatives. 

 

From a methodological perspective, the relative similarity of the legal systems of these 

three countries is ideal due to the fact that all three countries are of common law 

jurisdictions. Also, with Nigeria and India, the thesis focuses on developing economies. 

 

1.7   Thesis Structure 

This thesis is divided into seven chapters, the present one being chapter 1 and the 

introduction. Chapter 2 conceptualises the question of risk management and assesses 

whether in identifying and managing risks that arise in connection with the project 

financing of energy, transport and infrastructure projects, it is more efficient and cost-

effective to utilise public-private partnership arrangements. In an attempt to answer this 

question, the chapter focuses on the legal and commercial management of these risks 

and examines the contractual structure of project financing arrangements. Chapter 2 

also problematizes questions that arise in the context of project management, such as 

the role of public procurement, the role of regulation, and the powers of the public 

sector. In addition, Chapter 2 examines the role of special purpose vehicles (SPVs) in 

project financing, particularly in public-private partnerships. This is because an SPV is 

arguably the main legal tool to isolate and repackage risks in these transactions. 

Therefore, the SPV is the risk-management mechanism that legally can make PPP 

optimal. The chapter will further analyse instances where insulation of the vehicle (and 

its assets) has been or can be put in jeopardy, whether or not the legal device that is 

used corresponds to those traditionally envisaged, and will argue that the downside of 

SPVs could be reduced with enough regulation on consolidation of financial reporting 
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and disclosures. With these regulations in place, the use of SPVs in misleading 

investors by hiding identities, assets, and liabilities, could be significantly curbed. 

 

Chapter 3 examines the roles that the government and the private sector play in 

managing risks that arise in connection with the project financing transactions. The 

Chapter further focuses on the cost of finance in project financing transactions: whether 

sovereign borrowing is cheaper than private finance. Therefore, the aim of this chapter 

is to analyse whether in managing project financing transactions, it is cost-effective to 

use a fully integrated bundled approach or an unbundled conventional public 

procurement approach. In a fully integrated bundled approach, construction 

incorporates a particularly innovative special-purpose vehicle, leading to integration 

between construction risks and operating risks. On the other hand, in a conventional 

public procurement, the government first contracts with a builder to construct the 

facility and then later contracts with another private sector party to operate and run the 

facility. 

 

Chapter 4 deals with the policy, legal and regulatory framework for the efficient 

running of a PPP regime. Before deciding on implementing PPPs as a solution to a 

country’s infrastructure deficit, it is vital that the public authority establishes a clear 

policy for using the PPP model. When a government adopts a PPP policy, the next 

phase is to put in place a legal and regulatory framework to serve as a guide and to 

provide investors and promoters the confidence that the process is clear and predictable. 

Chapter 4 further explores the legal and regulatory framework of public-private 

partnerships by examining the framework in place in certain jurisdictions such as 

Nigeria, South Africa, Brazil, and India. While Nigeria is the most populous country in 

Africa, South Africa has one of the most developed PPP markets in the world, Brazil is 

a leading economy in South America and India is the largest PPP market in the globe. 

A study of the impact PPP has had on these economies is therefore important. This 

chapter also discusses dispute resolution, given the fact that PPPs are complex, and 

disputes are bound to arise. The need to determine how disputes arising from a PPP 

arrangement are to be resolved usually determines whether investors, lenders or 

promoters would be interested in participating in a PPP arrangement. 
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Chapter 5 explores how a project’s ability to achieve forecasted revenues is directly 

affected by risk. In the case of a power project for instance, if it fails to yield anticipated 

cash flows then, in the absence of recourse to the project’s ultimate owners, the project 

risks not meeting debt service commitment and falling into default. Therefore, the 

identification of risk mitigation strategies is an important constituent of profitability 

assessments in project financing. This chapter seeks to analyse how project-financing 

risks can be mitigated in the development of energy infrastructure projects. The focus 

is in particular on the development of electricity-generating projects (power projects). 

The point is to identify and assess risk for project financing in terms of liberalised and 

non-liberalised electricity markets, and also from a developed and developing world 

perspective. 

 

Chapter 6 discusses selected case studies:  the Murtala Mohammed Airport 2 (MMA2) 

in Lagos, Nigeria, the Dabhol Power Project, and the London Underground. These case 

studies illustrate certain aspects of project financing that are most relevant within the 

scope of this research. The study dwells on the institutional framework concerns 

presented in chapter 4, and the important risk factors discussed in chapters 2, 3, and 5, 

by which project financing rationale for non-recourse finance stands.   

 

Chapter 7 concludes the thesis. It summarizes the aims and the research question of the 

thesis. The importance and relevance of the research are highlighted. Chapter 7 

discusses the key findings of the thesis and the implications of the conclusions of this 

research. The chapter also makes policy recommendations for regulating public-private 

partnerships based on an examination of the PPP framework in selected jurisdictions. 

Finally, by highlighting policy aims and making recommendations that can help 

national governments in developing policies to strengthen their PPP frameworks and 

stimulate the interests of investors, the conclusion points towards opportunities for 

further research in the field. 
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Chapter 2 – Framing the Concept of Project Financing 

 

2.1 Introduction 

The aim of this chapter is to conceptualize the question of risk management and to 

assess whether in identifying and managing risks that arise in connection with the 

project financing, it is more efficient and cost-effective to utilise public-private 

partnership arrangements. This chapter seeks to conceptualize the question: To what 

extent can public-private partnerships be used as a legal structure to effectively manage 

project financing risks? In an attempt to answer this question, this chapter will focus on 

the legal and commercial management of these risks and will examine the contractual 

structure of project financing arrangements.  

 

This chapter also problematizes questions that arise in the context of project 

management through public-private partnerships, such as the role of public 

procurement, the role of regulation and the powers of the public sector. To effectively 

manage risks in public-private partnership transactions, there needs to be an enabling 

PPP framework, which must include a legal framework.1 Consequently, the roles of the 

public and private sector parties have to be properly defined. 

 

In addition, this chapter analyses instances where insulation of the Special Purpose 

Vehicle (SPV) and its assets have been or can be put in jeopardy, whether or not the 

legal device that is used corresponds to those traditionally envisaged and will argue that 

the downside of SPVs could be reduced with enough regulation on consolidation of 

financial reporting and disclosures.2 With these regulations, the use of SPVs in 

misleading investors by hiding identities, assets and liabilities, could be significantly 

curbed. 

 

The remainder of the chapter is organised in seven further sections. Section 2.2 presents 

existing literature in project financing. While section 2.3 discusses the choice of public-

                                                      
1 There should be legislation or a body of legislation that backs PPP. 
2 Ainun Na'im, Special Purpose Vehicle Institutions: Their Business Natures and 

Accounting Implications (Gadjah Mada International Journal of Business, January-

April 2006, Vol. 8, No. 1) pp. 1–19. 
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private partnerships over traditional public procurement. The section also sets out the 

theoretical framework of this thesis by discussing relevant theories such as the 

privatisation theory, models of PPP regulation and the theory of the corporation. 

Section 2.4 examins the concept of risk in project financing. In addition, section 2.5 

assesses the fundamentals of project financing including the nature, structure and uses 

of SPVs in various projects. It also explores the use of SPVs in securitization and 

structured finance in general. Section 2.6 discusses principal-agency conflicts and the 

alignment of interest theory. The chapter then concludes in section 2.7 with a summary 

of prior discussions.  

 

2.2 Project Financing in Academic Literature  

The attention of academics in the field of project financing is still very limited from the 

theoretical and doctrinal perspectives. However, there are different streams of literature 

linked to project financing. The first is the study of the optimal incorporation of new 

ventures in a Special Purpose Vehicle (SPV). The literature has identified several 

reasons for sponsors and lenders to incorporate a new project as an SPV. For lenders, 

it is easier to distinguish project performance from project company3 performance, to 

monitor project behaviour, and to determine the cash flow available for interest and 

principal repayment.4 Including a very detailed set of debt covenants improves 

monitoring and ensures continuous control of the behaviour of management, by 

lenders.5 The separate incorporation of a new venture also allows lenders to better 

assess the value of the collateral. In fact, project finance assets are usually single-

purpose with limited economic lifetime, and creditors are entitled to recover their rights 

by disposing of project assets, both present and future, that constitute collateral for the 

loan.6 Habib and Johnsen show that lenders dedicate thorough attention to the valuation 

                                                      
3 A project company is a stand-alone corporate entity formed specifically for the 

purpose of building a large-scale infrastructure projects.  
4 Shah, Salman, and Anjan V. Thakor, Optimal Capital Structure and Project 

Financing (Journal of Economic Theory, vol. 42, June 1987), p. 209-243. 
5 Rajan, R., Winton, A., Covenants and collateral as incentives to monitor Finance, 

The Journal of Finance, Vol.  50 (4), (1995), p. 1113–1146. 
6 Esty, B.C., and Megginson, W.L., Creditors’ rights, enforcement and debt ownership 

structure: evidence from the global syndicated loans market The Journal of Financial 

and Quantitative Analysis, Vol. 38, No. 1 (2003), pp. 37-59. 
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of revenues from the asset's current use and pay less attention to the estimated resale 

value of the collateral as a result of the low redeployment value of most projects 

financed.7 

 

Sponsors8 find it convenient to use project financing to exploit leverage while avoiding 

the contamination effect that a project default can have on their other asset portfolios.9 

The higher the connection between the cash flows of the project and the existing flows 

of the project company's assets in place, the bigger the size of the new venture compared 

to the size of the project company's assets. Also, the riskier the new venture, the more 

likely the contamination effect will appear.10 Nevertheless, project financing also 

allows sponsors to choose to allocate a given amount of debt to the existing project 

company and the new venture according to their expected performance,11 using higher 

leverage and benefiting from higher tax shields on interest payments.12 

 

In addition, allocating risk among and creating incentives for all the relevant 

counterparties of the SPV is made possible by special incorporation through the use of 

contracts. Subramanian and Tung consider project financing as a tool for responding to 

inefficiencies due to weak legal protection for outside investors.13 Contracts and the 

possibility to enforce contracts in case of project risks are considered alternatives for 

weak creditor protection laws. Indeed, the nature of project financing is seen to be a 

connection of nonfinancial and financial contracts, though the effect that the former can 

exert on the latter is yet to be analysed in detail in the literature. 

                                                      
7 Habib, M.A., Johnsen, D.B., The financing and redeployment of specific assets, The 

Journal of Finance Vol. 54, No. 2 (1999) p. 96–131. 
8Sponsors could be public authorities seeking finance, or an intermediating bank. 
9 Chemmanur, T.J., John, K., Optimal incorporation, structure of debt contracts and 

limited recourse project finance (1996), The Journal of Financial Intermediation, Vol. 

5(4), pp. 372–408. 
10 Leland, H.E., Financial synergies and the optimal scope of the firm: implications for 

mergers, spinoffs, and structured Finance, The Journal of the American Finance 

Association Vol. 62 (2), (2007), p. 765–808. 
11 John, T., John, K., Optimality of project financing: theory and empirical implication 

in finance and accounting (1991), p. 51–74. 
12 Shah and Thakor (n 4) 209–243. 
13 Subramanian, K., Tung, F., Law and project finance Journal of Financial 

Intermediation Vol. 25 (2016), p. 154–177.  
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The second stream of literature examines project financing as one subset of the wider 

syndicated loan market. Studies here have focused on the distinctions between project 

finance loans and other forms of syndicated credit,14 on the pricing of syndicated loans 

and the use of syndicates to solve agency problems,15 on the effect of creditors’ right 

enforcement on syndicate structure,16 and on the role of certifying borrower quality 

played by the arranger bank.17 

 

The third and more recent stream of literature addresses the relationship between the 

use of nonfinancial contracts, corporate risk management, and financial decision-

making. The literature available on the topic includes only a handful of papers, all of 

which analyze existing corporations but not project financing.18 The main inference 

from these studies is that cash flow volatility is negatively linked to the level of capital 

                                                      
14 Kleimeier, S., Megginson, W.L., Are project finance loans different from other 

syndicated credits? Journal of Applied Corporate Finance (2000), p. 75–87. 
15 Altunbas, Y., Gadanecz, B., Developing country economic structure and the pricing 

of syndicated credits The Journal of Development Studies Vol. 40 (5), (2004) pp.143 -

147, p. 143–173; Altunbas, Y., Gadanecz, B. Kara, A., Lucchetta, M., Borrower 

certification versus opportunistic behavior by lenders: evidence from loan syndications 

(Working Paper, University of Wales 2007); Pichler, P., Wilhelm, W., A theory of the 

syndicate: form follows function, Vol.56, No.6 (2001), p. 2237–2264; Simons, K., Why 

do banks syndicate loans? New England Economic Review, Federal Reserve Bank of 

Boston, January issue ,  (1993), p. 45–52; Sorge, M., Gadanecz, B., The Term Structure 

of Credit Spreads in Project Finance (BIS Working Papers No. 159 Bank for 

International Settlements 2004); Sufi, A., Information asymmetry and financial 

arrangements: evidence from syndicated loans The Journal of Finance Vol. 62, No. 2 

(2007), pp. 629-668. 
16 Esty and Megginson, Creditor Rights, Enforcement, and Debt Ownership Structure: 

Evidence from the GlobalSyndicated Loan Market, The Journal of Financial and 

Quantitative Analysis, Vol. 38, No. 1 (2003), pp.37-59. 
17 Casolaro, L., Focarelli, D., Pozzolo, A.F., The pricing effect of certification on bank 

loan: evidence from the syndicated credit market (Working paper, Bank of Italy 2003); 

Gatti, S., Kleimeier, S., Megginson, W., Steffanoni, A., Arranger certification in 

project finance, Financial Management, Vol. 42, No. 1 (2013), pp. 1-40. 
18 Allayannis, G., Weston, J., The use of foreign currency derivatives and firm market 

value Review of Financial Studies 14(1) (2001), pp.243-76, p. 243–276; Leland, H.E., 

Agency costs, risk management and capital structure (1998), p. 1213– 1243; Minton, 

B., Schrand, C., The impact of cash flow volatility on discretionary investment and the 

cost of debt and equity financing Journal of Financial Economics Vol 54 (3) (1999), p. 

423–460; Pagach, D., Warr, R., An empirical investigation of the characteristics of 

firms hiring chief risk officers (2011), p. 185–211; Shin, H., Stulz, R., Shareholder 

Wealth and Firm Risk (Working Paper, 2000); Smithson, C., Simkins, B., 2005. Does 

risk management add value? A survey of the evidence (2005), p. 8–17. 
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expenditure and positively connected to the cost of debt and equity financing. To the 

best of my research knowledge, Corielli et al is the only paper that explicitly addresses 

the effect of intense risk management policies implemented by means of networks of 

nonfinancial contracts,19 and the impact on the cost of funding and the capital structure 

of project finance deals.20 Accordingly, the absence of certain nonfinancial contracts 

increases loan costs and causes a drop of 0.8 points in the debt-to-equity ratio used for 

deals. 

 

The fourth stream of literature that is of interest for the purpose of this research is the 

analysis of public-private-partnerships (PPPs) compared to traditional public 

procurement (TPP).  The use of the project financing financial technique is very 

frequently associated with projects that are developed under a public-private 

relationship, even though not all the PPP contracts involve project financing. Although 

this theory indicates PPPs as contractual mechanisms that may generate value for 

money for the public sector due to contractual bundling, risk sharing, and (in some 

cases) private asset ownership,21 the same theory also suggests that the advantages of 

PPPs do not come for free. Transaction costs at the initial stage of the initiatives (for 

bidding, contract design, negotiation, and monitoring) and during the life of the 

partnership (for renegotiations) are high, and cost efficiency may impact service 

quality. Furthermore, PPPs and project financing can work properly only if the 

institutional setting is clear and government officials are highly skilled. 

 

Furthermore, while Grout documents that full privatisation models have generated 

beneficial outcomes,22 unfortunately, doctrinal evidence on the performance of PPPs is 

                                                      
19 Since project finance is based on the creation of a project company (the SPV) for the 

design, construction and management of a single project, one of the key features of the 

transaction is the existence of a network of nonfinancial contracts (NFCs), which are 

contracts that generate cash inflows or outflows that affect the unlevered free cash flows 

of the SPV. 
20 Corielli, F., Gatti, S., Steffanoni, A., Risk shifting through nonfinancial contracts: 

effects on loan spreads and capital structure of project finance deals Journal of Money, 

Credit and Banking, Vol. 42, No. 7 (2010), pp. 1295-1320. 
21 Dewatripont, M., Legros, P., Public-Private-Partnerships: Contract Design and Risk 

Transfer (ECARES Université Libre de Bruxelles, Mimeo 2005); Valila, T., The 

Economics of PPPs (EIB, Mimeo, Luxembourg 2005). 
22 Grout, P.A., Private Delivery of Public Services Centre for Market and Public 
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limited, fragmented as well as coming from different industrial sectors and results are 

mixed. With reference to the most basic forms of PPPs (i.e., Operation & Maintenance 

contracts), evidence seems to point that outsourcing services to the private sector 

reduces costs,23 yet this is not counterbalanced by a decline in the quality of the 

services.24 Also, Colla et al study a large sample of British PPP (PFI) initiatives. They 

find that not only does the private sector extract private rents from PPPs (measured as 

the positive difference between the return on the investment for shareholders and the 

cost of capital of the deals) but that this difference is very stable over time and across 

sectors.25 The evidence is even more limited when referring to more intense forms of 

PPPs (e.g., concessions, such as build-operate-transfer (BOT) or build-own-operate-

transfer (BOOT) schemes). Only a small number of papers have focused on the 

desirability of PPPs versus more traditional forms of public procurement and, 

indirectly, on the real existence of value for money for the public sector. 

 

Blanc, Brude et al use data on ex-ante construction costs of road projects in Europe in 

order to analyze cost behavior in TPPs and PPPs.26 Their results indicate that the ex-

ante cost of a PPP road is 24% more expensive than a traditionally procured one, but 

that this difference is approximately equal to the ex-post cost overruns found in 

traditionally procured public roads. While Vecchi et al. perform a capital budgeting 

analysis on the internal rate of return of 14 privately financed hospitals in Italy and find 

that private partners have gained excessively high returns on these health care 

                                                      
Organization (University of Bristol, Bristol, Working Paper 2008). 
23 Domberger, S., Meadowcroft, S., Thompson, D., Competitive tendering and 

efficiency: the case of refuse collection, Fiscal Studies, Vol. 7, No. 4 (1986), pp. 69-87; 

Domberger, S., Meadowcroft, S., Thompson, D., The impact of competitive tendering 

on the costs of hospital domestic services Fiscal Studies, Vol. 8, No. 4, (1987), pp. 39–

54. 
24 Domberger, S., Hall, C., Li, E., The determinants of price and quality in competitively 

tendered contracts, The Economic Journal, Vol. 105, No. 433 (1995), pp. 1454-1470. 
25 Colla, P., Hellowell, M., Vecchi, V., Gatti, S., Determinants of the cost of capital for 

privately financed hospital projects in the UK (Health Pol. 2015) p.110, 2–3. 
26 Blanc-Brude, F., Goldsmith, H., Valila, T., Ex ante Construction Costs in the 

European Road Sector: A Comparison of Public-Private Partnerships and Traditional 

Public Procurement (EIB, Luxembourg, Economic and Financial Report 2006/01) pp. 

3-49. 
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projects.27 They suggest that the PPP in practice is not the best contractual scheme for 

Italian health care in order to maximize value for money (based on the current 

legislation in Italy).  

 

In sum, the existing literature confirms the different rationale of PPPs compared to 

TPPs. Bundling contracts along the project life cycle reduces the probability for the 

public administration to incur in ex-post cost overruns. However, risk sharing among 

the different private parties involved in the project calls for a higher ex-ante cost. The 

equivalence of the two does not seem to unequivocally indicate the existence of value 

for money for the public administration in resorting to PPPs. In addition, private 

partners seem to be able to extract excessive value from PPP-based projects. 

 

Having discussed these various streams of literature, however, the focus of this research 

will chiefly be the incorporation of new ventures in an SPV. Although there is no 

consensus on project finance superiority over other forms of traditional finance, an 

advantage of project financing is that it is a non-recourse28 financing, which permits an 

off-balance sheet treatment of the debt. The wide set of contractual agreements allows 

risk sharing and provides efficient returns in comparison to conventional financing 

techniques. The shortcomings of project financing are related to the complexity of the 

process due to the increase in the number of parties as well as the increased cost of 

contracting and intermediation services. Project financing involves higher transaction 

costs and project debt is more expensive due to its non-recourse nature than traditional 

finance.  

 

2.3 The Choice of Public–Private Partnerships (PPPs) over Traditional 

Public Procurement 

This section assesses whether it is more cost-effective in project financing transactions 

to utilise public-private partnerships over traditional public procurement. Although it 

                                                      
27 Vecchi, V., Hellowell, M., Croce, R.della, Gatti, S., Government policies to enhance 

access to credit for infrastructure-based ppps: an approach to classification and 

appraisal Public Money and Management Vol. 37 (2017) pp.133-140. 
28 This means that in the event of default the lender’s recourse is only to the assets of 

the project itself, not the assets of the project sponsor.  
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has been argued29 that transaction costs at the initial stage of public-private partnerships 

(for bidding, contract design, negotiation, and monitoring) and during the life of the 

partnership (for renegotiations) are higher than under the traditional public procurement 

route, there are some arguments in support of public-private partnerships. 

 

In a PPP arrangement, the private contractor is more motivated to minimize costs than 

would be the private contractor under the traditional procurement system because the 

private contractor is fully responsible for delivering the capital infrastructure in PPP, 

including any cost overruns.30 In addition to private contractor motivation to minimize 

costs, governments provide more varied core service activities than a private contractor. 

Governments may have less specialized capital infrastructure delivery expertise in the 

relevant capital infrastructure activity. The rationale for the government to use PPPs in 

capital infrastructure delivery is that the private contractor, generally can deliver capital 

infrastructure more efficiently and at a lower cost.31  

 

Private contractors have more significant economies of scale and scope typically. This 

is because the infrastructure construction activities private contractors perform are more 

narrowly focused than core general government activities, which are more complex and 

more extensive.32 The private partner, in some cases, may be global in scope and thus 

able to deliver infrastructure internationally rather than only country specific. 

Governments can benefit by using the private partner’s skills and thereby obtaining cost 

and efficiency gains by partnering with the private partner for the construction and/or 

management of capital infrastructure.33 

 

Private contractors, in general, and the PPP capital infrastructure private contractor–

partner in particular, are more motivated to maximize profits, as noted above. The 

                                                      
29 Vining, A., & Boardman, A. E., Public private partnerships: Eight rules for 

governments Public Works Management and Policy (2008) 13 (2), pp.149–161. 
30 Ibid, 149–161. 
31 Vining, A., & Boardman, A., Ownership versus competition: Efficiency in public 

enterprise Public Choice (1992) 73(2), pp.205–239. 
32 CED, Infrastructure financing investments and incentives (2015) pp. 1–67. 

Retrieved from http://www.oecd.org/finance/private-pensions/Infrastructure-

Financing-Instruments-andIncentives.pdf. Accessed on February, 2021. 
33 Ibid. 



47 
 

private contractor tends to have more efficient capital infrastructure operations and less 

bureaucratic rules and regulations in the process to deliver a capital infrastructure than 

the government34. The efficiencies are evident in such dynamic and fluid capital 

construction situations as there is greater flexibility in contract renegotiation for 

example.35 Also, the private contractor may have lower employee salary and benefit 

costs than the public sector.36 Large government capital infrastructure projects 

frequently cost more than originally budgeted because they are not able to duplicate 

private contractor effectiveness.37 

 

The capital infrastructure cost difference is greater for small local governments and for 

developing and emerging market economies, especially for design and construction 

forms of PPPs.38 As an example, in the case of developing and emerging market 

economies, securing increased capital infrastructure investment is critical to ensuring 

that economic growth is commensurate with social needs. If project finance is to serve 

broader economic development goals, it is important that those goals need to be 

understood as advancing wider social interests. The Organization for Economic 

Cooperation and Development (OECD) has estimated that total global capital 

infrastructure investment requirements will be 71 trillion USD or about 31.5% of 

annual world GDP from 2007 to 2030.39 Governments in these developing and 

emerging market economies may have difficulties raising sources of finance and 

managing these large and growing capital infrastructure gaps solely through tax 

revenues and grants.40 Some mature economies also cannot afford to finance their 

significant capital infrastructure gaps as well, because of years of underinvestment and 

                                                      
34 Such as written, less complex procurement policies and highly skilled procurement 

expertise. 
35 Vining, A., & Boardman, Public-private partnerships in the United States and 

Canada: There are no free lunches, Journal of Comparative Policy Analysis: Research 

and Practice, 7(3), (2005) pp.199–220. 
36 Dosi, C., & Moretto, M., Procurement with unenforceable contract time and law of 

liquidated damages Journal of Law, Economics, and Organization, 31(1), (2013) 

pp.160–186. 
37 Ansar, A., Flyvberg, B., Budzier, A., & Lunn, D., Should we build more large dams? 

The actual cost of hydrapower development. Energy Policy (2001) pp.69, 43–56. 
38 Vining, A., & Boardman, A. (n 31) 205–239. 
39 Klepsvik, K., Emery, R., Finn, B., & Bernhard, R., Budgeting in Albania. OCED 

Journal on Budgeting 32(2), (2014) pp.1–70. Retrieved from www.oced.org. Accessed 

on February 6, 2021. 
40 Ibid. 
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tight budgets. Long-term private participation in capital infrastructure provision can 

help reduce both short-term and long-term financial pressure on government operating 

and capital budgets.  

 

Due to the need to fill large and growing capital infrastructure gaps, governments may 

choose to use PPPs for financing and delivery of new construction of physical and 

social capital infrastructure such as: roads, bridges, tunnels, railways, harbours, 

airports, tramways, subways, irrigation networks, dams and canals, water pipelines, 

water purification and treatment plants, potable water supply, power lines, power 

plants, distribution networks, oil and gas pipelines, sanitation and sewage facilities, 

health and housing services, urban services, communications, and telecommunications 

networks. These large types of capital infrastructure projects typically require the 

involvement of some type of PPP contract arrangement. PPPs are also used by the 

government to modify, rehabilitate, or expand existing extensive government capital 

infrastructure or to monetize underperforming capital infrastructure and provide the 

government budget with additional capital. In that case, the revenue from the 

government’s transferring its inherent right to operate a capital infrastructure (i.e., a 

concession) must be sufficient to justify the future loss of the infrastructure’s ongoing 

user fee revenue to the contracting government.41 

 

2.3.1 The Privatisation Theory and the Washington Consensus 

 

Public-private partnerships can be traced to privatisation and the use of private finance 

for public infrastructure. Privatisation theory is advocated for on the ground that 

privatisation streamlines the relationship between enterprise owners and managers, and 

thereby improves performance.42 There are two main theoretical strands from which 

more detailed arguments follow. Firstly, according to property rights theory, a private 

owner, with the right to residual income (i.e. profit), will exercise greater monitoring 
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effort than a public sector counterpart with no such direct rights. Secondly, public 

choice theory in the New Political Economy posits that privatisation reduces the scope 

for manipulation of an enterprise for political (and inefficient) ends.43 Therefore, 

privatisation simplifies the relationship between agent (i.e. an enterprise manager) and 

principal (i.e. a shareholder in a private company or the government in a state 

company).44 

 

The traditional mainstream theory on privatisation has been criticised on the basis that 

it is weak and that it is based on perfect competition assumptions and neglects 

information imperfections. Stiglitz argues that there is no strong theoretical justification 

for privatisation, however, he notes that in practice there are substantial benefits to 

privatisation.45 Privatisation increases the transaction costs of securing government 

protection and subsidy; there are probably better management oversight possibilities 

within the commercial sector; and privatisation allows for selection of efficient 

entrepreneurs through market-orchestrated weeding out. Stiglitz contends that 

privatisation may not be the most important policy and he points out that Chinese rapid 

economic growth has not been driven by privatisation.46 To the extent that privatisation 

is still extremely important, what really matters is that it is folded into a competition 

policy. In other words, privatisation is subservient to creating an effective competitive 

environment that still needs to be watched over by the state. 

 

Privatisation is the most tangible manifestation of the withering of the state required by 

the Washington Consensus. Therefore, Public-private partnerships and private finance 

initiatives can be traced to the Washington Consensus. The Washington Consensus is 

a set of ten economic policy prescriptions considered to constitute the "standard" reform 

package promoted for developing countries by Washington, D.C.-based institutions 

such as the International Monetary Fund (IMF), The World Bank and United States 
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Department of the Treasury.47 The policy has been gaining ground since the early 

1980s.48 About 70 per cent of all structural adjustment loans made during the 1980s 

contained a privatisation component.49 This has been especially true of structural 

adjustment loans to Sub-Saharan Africa.50  

 

The Berg Report of 198151 blamed governments for perceived development failures in 

Sub-Saharan Africa, criticising widespread state intervention and arguing that 

parastatals were a drain on scarce government resources. The report recommended 

introducing competition and expanding the remit of the private sector. This theme was 

picked up in the 1983 World Development Report.52 Privatisation was not spelt out at 

this stage – the focus was on state-owned enterprise (SOE) reform, market pricing, and 

cancelation of subsidies. In fact according to this 1983 report, competition is more 

important than ownership. The “key factor determining the efficiency of an enterprise 

is not whether it is publicly or privately owned, but how it is managed”.53  

 

Until the early 1990s, the anticipated scope of privatisation was limited. However, the 

World Bank came to see public sector reform as unsuccessful.54 Still it was emphasised 

                                                      
47 The main vehicle for promoting and informing the Washington Consensus is the 

vast body of literature published by the World Bank. However, as a large institution 

with different departments and research bodies, there are inconsistencies, for example, 

between Bank funded and supported research (e.g. the EDI and World Bank Research 
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Bureaucrats Journal of International Development, Vol. 9, No. 6, (1997), pp.888-897. 
49 Cook, P. and Kirkpatrick, C., The Distributional Impact of Privatization in 
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50 Berg, E., Privatization in Sub-Saharan Africa: Results, Prospects and New 
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that privatisation was not an end in itself but a tool to increase efficiency. A further 

shift came with the 1992 publication55 where the message now was that ownership does 

matter, after all. It was argued that even where commercialisation had brought about 

improved state-owned enterprise performance, improvements were short-lived. 

Privatisation would increase the irreversibility of reforms. The move towards 

widespread privatisation was boosted by the World Bank empirical study in 1992 that 

concluded that privatisation of monopolies can bring about net welfare gains. This was 

widely cited56 as evidence that privatising monopolies can be beneficial.57 This meant 

that the scope of what could be privatised could be widened and it became legitimate 

to aim to privatise more or less everything.  

 

A string of further World Bank publications during the 1990s reinforced the premarket 

stance and elevated privatisation.58  Privatisation in most of the literature in the 1990s 

is presented as unquestionably beneficial. Assessment is couched more in terms of 

extent of implementation than in terms of how outcomes relate to objectives. The Bank 

has thus commonly measured the success of privatisation programmes by how rapidly 

programmes were implemented and by the number of privatisation transactions. 

 

Critics however, have emphasised that the Washington Consensus greatly exaggerated 

both the ease of implementing privatisation and the gains from privatisation.59 The 

World Bank itself found that efforts to encourage privatisation have been among the 

most disappointing of all structural adjustment policies.60 In Stiglitz’s view, most 
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people at the time would have preferred to have proper regulatory systems and 

competition in place before privatisation.61 The Post-Washington Consensus recognises 

that privatisation was not well planned: “From today’s vantage point, the advocates of 

privatisation may have overestimated the benefits and underestimated the costs".62 The 

Post-Washington Consensus conception of privatisation is, at first sight, different from 

that reflected in structural adjustment programmes of the 1980s and 1990s.63 The main 

differences include a less ideologically dogmatic attachment to privatisation as a 

developmental solution and a more pragmatic appreciation of the need to combine 

privatisation with regulation and competition policy, both of these being the preserve 

of the post-Washington Consensus state.64 However, there remains considerable 

shortcomings with Post-Washington Consensus approach. Enterprises are mistakenly 

treated as an aggregate group, where a case by case approach is likely to be far 

preferable. Blanket privatisation programmes are typically conducted without regard 

for the complex, specific and necessary political economies of individual late 

industrialising societies.65 

 

A central argument of the Post-Washington Consensus is that the state should match its 

intervention to its capability. The argument is that government should not overstretch 

itself but should concentrate on what it does best.66 The implication is that poor 

performance of states is due to their being involved in too many areas and if they cut 

back on some they will improve in those remaining. However, the notion that reducing 

the range of public sector activities is sufficient to improve performance contradicts the 
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idea that the size of the government does not matter as much as the way in which it 

operates. For low-income countries, this line of reasoning is similar to the Washington 

Consensus days of the minimalist (rather than effective) state. Some states are so weak 

in capabilities that such a policy would mean that they did not carry out even core 

functions.67 

 

Taking account of the concerns that have been central to the broader, non-World Bank 

literature for some time, Stiglitz, argues that the key to development lies not just in the 

private sector taking up activities beyond the state’s capacity but in the private sector 

being competitive. Beyond the Washington Consensus emphasis on trade liberalisation 

and ownership change, Stiglitz’s view is that the full benefits of liberalisation will not 

be realised without creating a competitive economy.68 Further, he argues that 

protectionism per se has not been the cause of stagnation but that the failure by the state 

to create a competitive economy has been more important. In shifting the emphasis 

towards domestic competition, Stiglitz appears to subscribe to the “quantity theory of 

competition”, i.e. that even if perfect competition is only a Platonic dream, in the real 

world the more competition, the better.69  

 

Competition and regulation policies are central to the Post-Washington Consensus, 

having been peripheral at best to the Washington Consensus. The principle policy 

objectives must be either to increase the amount of competition or to replicate the 

presumed effects of competition by regulation where it is not possible to inculcate a 

competitive market structure.70 Without a policy framework or rationale for selecting 

the beneficiaries of protection and negotiating the conditions under which this 

protection might be offered, it is more likely that weak developing country states will 
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cave in haphazardly to pressure from other powerful domestic elites. Therefore, 

privatisation, in the Post-Washington Consensus, will be effective if it is part of the 

creation of a competitive economy.  

 

Finally, although regulation is critical to effective privatisation, however, as with the 

notions of competition and private sector behaviour vis-à-vis rent-seeking, the concept 

of regulation in the Post-Washington Consensus is rather limited. It tends not to take 

account of the implications of creating effective regulatory authorities, it tends to play 

down the politics of regulation issues, and tends to restrict regulation to a narrow issue 

of replicating competitive market structure. Low-income economies, where state 

capacity is often weakest and where there is typically little by way of competitive 

market structures, have greater need for regulatory intervention.71 Typically, regulation 

has not formed part of policy conditionality in structural adjustment loans. Presumably 

this is because liberalisation is expected to induce competition.72 Indeed, regulatory 

reform in transitional economies seems to be regarded more as a means of attracting 

private investment by ensuring good returns than of promoting competition and 

efficiency.73  

 

2.3.2 Models of PPP/PFI Regulation 

 

A) The Market-Analogue Model:  

The interests involved in PPPs/PFIs may first be coordinated according to a market-

analogue model, where the set-up of PPPs/PFIs works according to the logic of the 

market. Most of the legal literature highlights contracts and competition as the core of 

PPPs/PFIs. Legal scholarship picks up different elements of PPPs/PFIs in order to 

distinguish them as follows: partnering or partnership arrangements,74 presumption of 
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a strong competitive element,75 long-term contractual arrangements involving joint 

working between the public and private sectors etc.76  

 

Public–private partnerships epitomize the idea of contractual governance.77 

Contractualization calls for a consideration of what the legal regime should be. Vincent-

Jones has developed an answer that relies on private law and private law-related 

mechanisms as a starting point.78 Vincent-Jones suggests a tailored framework for 

government contracts in which PFIs/PPPs play a large role. He suggests a New Social 

Contract, building on Macneil’s relational contract theory. Relational contract theory 

is characterized by a view of contracts as relations rather than as discrete transactions. 

This theory highlights the discrepancy between how contracts work in principle and in 

practice. According to Macneil, parties seek to preserve their ongoing relationship in 

long-term contracts. They balance competing needs for stable expectations with 

necessary adaptations to changing circumstances. In so doing, parties develop specific 

behaviours and norms outside the legal framework.79 This theory has been influential 

in management, mostly through Williamson’s contractual governance.80 

 

The relational contract relies strongly on economic exchange and does not detail how 

to account for the political sphere and its structure.81 Vincent-Jones builds on this by 

advocating that public participation and deliberation should be integrated into 

contractualization.82 This cannot be done only by way of law, as administrative 

practices in various public, private or other organisations also need to be changed 

accordingly. So, techniques other than law might be more appropriate.83 As a result, the 
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New Social Contract, Vincent-Jones suggests, is hybrid in many respects: in terms of 

the law (public and private), in terms of law and regulation, and in terms of substantive 

and procedural answers.84  

 

B) The State-Analogue Model:  

A second model for coordinating the interests involved in PPPs/PFIs is the state-

analogue model, which emphasises the structuring role of institutions (public bodies) 

in PPPs/PFIs.85 It highlights that the techniques facilitating the development of 

PPPs/PFIs mimics a state-like activity. This model may be surprising as English 

PPPs/PFIs86 are mostly understood as contractual arrangements. However, institutions 

are an important fact to understand PPPs/PFIs for two reasons. Firstly, scholarship 

draws attention to the institutions involved in supporting PPPs/PFIs. Secondly, the legal 

literature seeks to institutionalise the concept of PPPs/PFIs, or at least to give them a 

more comprehensive statutory regime either on their own or within a distinct category 

of public contracts. Amidst the general emphasis on the contractual aspects of 

PPPs/PFIs, Freedland draws attention to the institutional framework developed to 

support them. He differentiates ‘government contracting’ from ‘government by 

contracts’. In the former case, contracts with commercial providers are used for one-

off transactions without further supporting mechanisms. In the latter case, institutional 

frameworks are set up and operated in order to make something similar to market 

contracts possible.87 

 

Different kinds of arrangements may be distinguished in ‘government by contracts’ and 

placed on a spectrum from ‘market-analogue’ to ‘state analogue’.88 Government by 

contracts falls more often into the latter category. They are long-term relational 

contracts or arrangements which may possibly be formed in a market environment, but 
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which in any event subsist and function in a context which is not a market environment 

in any ordinary sense.89 However, these highly complex mechanisms fail to provide the 

necessary environment for the arrangements to come anywhere close to the ‘market 

contract stereotype’, i.e. the discrete transaction.90 PPPs/PFIs require the development 

of sophisticated institutions and processes (such as Infrastructure UK (IUK), 

Partnerships UK (PUK), Local Partnerships or the Gateway Process).91 PPPs/PFIs 

stand out as triggering efforts by the legal doctrine to develop a specific regime for 

government contracts more than any other contractual mechanisms.92 This matches 

previous scholarship recommending that contractual powers and money to carry out 

policies (dominium) should be subject to the same principles and constraints as the use 

of statutory powers (imperium).93 

 

Additionally, Freedland and Davies especially advocate a public law framework for 

government contracts on the basis of PFIs and their criticisms.94 Assuming that, overall, 

private contract law is applicable, Davies advocates the development of an autonomous 

public law each time a particular public issue is not appropriately dealt with under 

private contract law.95 Such a case exists, for instance, in the definition of the power to 

enter into contracts or in the case of control over power delegation.96 In these cases, a 

solution should be formalised and mainly set in a statute.97 In her argument in favour 

of statutory solutions, Davies relies on how trust was restored through the Local 

Government (Contracts) Act 1997, developed to regulate PPPs/PFIs and the 

uncertainties of their financing.98 The development of an appropriate public law 

framework would offer the stability and security public and private parties need for 

their undertakings, as well as those required by citizens.  
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Finally, PPPs/PFIs should occur in a framework of constitutional values, such as respect 

for the rule of law and for the principles of democracy.99 The market-analogue and 

state-analogue models ought to exist as a continuum. The discussion of these models in 

this section, provides a starting point for the discussions in this thesis, especially 

Chapter 4, which deals with the legal and regulatory framework of PPPs/PFIs and the 

relationships between public and private partners in PPPs/PFIs. 

 

2.3.3 The Theory of the Corporation 

 

Having set out above the structuring role of institutions/public bodies in PPPs/PFIs and 

how PPPs/PFIs mimic a state-like activity in the state-analogue model, it is pertinent to 

show the differences between corporations and public entities. The section explores 

how corporations and public entities relate to each other. In a project finance as well as 

PPP/PFI context, the PPP unit could be a public corporation which operates at arm’s 

length from the public entity and is independent from the private sector, tasked with the 

mandate to regulate and administer PPPs in a certain jurisdiction. 

 

The history of corporations is a history of “sovereign” institutions (such as church or 

state) authorizing inferior institutions (corporations) to do things that the sovereign 

institution wants done but is unable or unwilling to do itself.100 Corporations are 

institutions of delegated government. Their authorization is accompanied by a grant, 

sufficient to the work to be undertaken, of powers and privileges that governments 

normally deny natural persons and reserve to themselves. At the extreme, this has meant 

granting corporations nearly plenipotentiary powers, as with the British East India 

Company. More modestly, it might mean granting a canal or railroad company the 

power of eminent domain, as was often done in the early American republic, when 
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corporations were chartered to build the nation’s infrastructure.101 Or it might mean 

granting the privileges of contractual individuality and centralized management alone, 

as with banks and insurance companies. A history of state power without a history of 

corporations is thus radically incomplete. Indeed, the practice of chartering 

corporations can be thought of historically as the building of a “franchise state.”  

 

Whether corporations should still be thought of as constituting a franchise state is 

difficult to say. In contemporary times, all business corporations depend on state-

granted privileges and authorizations. The difficulty is not that corporations have 

become genuinely “private,” but that their activities have become almost wholly 

commercial, which liberals do not associate with the state.102 Corporations, which begin 

as indirect arms of the state, are chartered for the sake of increasing commercial “public 

benefits” and end as institutions of delegated government for the pursuit of private 

profit and private consumption alone. This co-opting of public power by private need 

is only rendered more complete by the fact that the public power’s role in constituting 

the corporation has been concealed within liberalism and thus placed beyond 

challenge.103 Thus, it remains legally correct to describe corporations as a franchise 

state, but it is only philosophically plausible if one bears in mind liberalism’s 

subordination of the state to the needs of society, the political economic culmination of 

the rise of the social.  

 

Adolfe Berle emphasized corporate transgression of the public/private divide and 

rightly concluded from this the need for something like a political theory of the 

corporation. In Berle’s view, it is not just the corporation’s political heft but also its 

provision of essential goods and services that give it a “political aspect” and turn it into 

a “quasi-governing agency”.104 In other words, corporations become quasi-public when 

they have significant public consequences. Unfortunately, this argument suffers from 
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being overly broad, in that it would turn any powerful entity or individual into a quasi-

public body by virtue of its public impact; and it suffers from being vague, because 

almost any act by any actor may have eventual public consequences, forcing one into 

ad hoc line drawing and endless, destabilizing reclassifications of particular entities as 

their public impact varies over time.105  

 

Furthermore, Berle adds that corporations can become quasi-public by virtue of 

receiving public benefits. As an example, Berle mentions corporate use of publicly 

funded scientific research, though benefits can also take the form of tax breaks, or 

subsidies, or even use of public infrastructure.106 This argument is also overbroad, 

however, because it seems to turn even a private citizen who receives social security 

payments for instance, into a quasi-public entity; and it is vague, again involving 

endless controversial line drawing, because, as legal realists argued, in modern society, 

almost any activity can be seen as in some way underwritten by state authority and thus 

in receipt of a public benefit.107 The argument thus threatens to erase the very category 

of the private, which is something the legal realists rightly avoided. Classifying 

corporations by virtue of their public impact or receipt of public aid, although 

intuitively appealing, is in practice a conceptual, legal, and policy misnomer.  

 

Rather than resting the case for the reclassification of corporations on their sending 

consequences across the public/private divide or their receiving benefits across this 

divide, Ciepley argues that they are constituted across this divide and straddle it 

throughout their existence, with private parties providing financing, organization, and 

initiative, and government providing contractual individuality, a socialized mode of 

property, and governing rights.108 This conception clearly identifies all corporations, 

regardless of size and impact, as governmental, even if not fully public. It makes them 
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proper objects of political theory, and it justifies placing them in a distinct category, 

subject to rules and norms beyond those applied to properly private business entities.109 

 

Finally, corporations as privileged entities, bear heightened responsibilities toward the 

public. Intervention in the default rules of property and contract is justified only on 

grounds of public benefit. Corporations are chartered only if they promise a clear public 

benefit, and their charters regulate their activities, often heavily, to ensure this promise 

was fulfilled.110  

 

2.4 The Concept of Risk in Project Financing 

This section analyses the risks of project financing arrangements. The possibility that 

the predicted revenues do not materialize poses the greatest risk to the commercial 

viability of a project. This risk largely is borne by those providing finance or financial 

guarantees.  

 

For the public procurer, there is an obvious need to ensure that value for money has 

been achieved with public funds. To the project sponsors, project financing 

arrangements are characterized by low equity in the project vehicle and a reliance on 

direct revenues to cover operating and capital costs, and service debt finance provided 

by banks and other financiers. Effective use of public funds in the case of a public-

private partnership (PPP), can come from incentives created by the integration of asset 

design, construction techniques and operational practices, and by the transfer of key 

risks in design, construction delays, cost overruns, finance and insurance to private 

sector entities.111  

 

For the project sponsors, PPP and public finance initiative (PFI) are essentially project 

financing, characterized by the formation of a highly geared special purpose vehicle for 

the project and using project revenues to pay for operating costs and cover debt 
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financing while giving the desired return on risk capital.112 A project must meet the 

public sector’s requirement for value-for-money and the private sector’s need for robust 

revenue streams to support the financing arrangements.113  

 

Successful project design requires expert analysis of risks and the design of contractual 

arrangements prior to competitive tendering that allocate risk burdens appropriately. 

Many risks alter over the duration of the project; for example, the construction phase 

will give rise to different risks from those during the operation phase. Some technical 

design risks diminish once the engineering work is done. Planning risks change after 

the necessary procedures are met. Other risks, such as market-related ones, may 

continue over the life cycle of the project, and some risks may lie outside anyone’s 

control.  

 

For these reasons, some writers have sought to provide a taxonomy of risks according 

to type. Merna and Smith categorize risks as global or elemental.114 Global risks are 

those that are normally allocated through the project agreement and typically include 

political, legal, commercial and environmental risks, whereas elemental risks are those 

associated with the construction, operation, finance and revenue generation 

components of the project. Miller and Lessard classify risks into three categories: 

market-related risks, completion risks and institutional risks. Market-related risks 

derive from the markets for revenues (e.g. demand for use – seen in the Murtala 

Mohammed Airport 2 case study) and financial markets (interest rates, exchange 

rates).115 Completion risks (predominant in the London Underground case study) come 

from technical designs or technologies employed, construction cost and time overruns, 

and operational problems. Finally, institutional risks arise from laws and regulations, 

opposition from environmental and local groups, and government bodies wanting to 

                                                      
112 Grimsey, D. and R. Graham, PFI in the NHS (Engineering, Construction and 

Architectural Management 1997, Vol. 4, No. 3) p. 215–31. 
113 Ibid. 
114 Merna, A. and N. J. Smith, Privately Financed Concession Contract (Hong Kong: 

Asia Law and Practice, 2nd ed. 1996) Vols. 1 & 2. 
115 Miller, R. and D. Lessard, The Strategic Management of Large Engineering 

Projects: Shaping Risks, Institutions and Governance (Cambridge MA: MIT Press 

2001) pp. 165-179. 
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renegotiate contracts (evident in the discussion of the Murtala Mohammed Airport 2 

and the Dabhol Power Project case studies). These classifications are designed to give 

some broad idea of the different sources of risk.  

 

In the case of energy infrastructure in the form of a power plant, for instance, the 

sponsors contract to supply power to utilities, projecting that the contract revenues will 

suffice to service debt and generate profits.116 Once built, projects have little use beyond 

the original intended purpose. Potential returns can be good but they are often truncated. 

The journey to the period of revenue generation takes 10 years on average.117 

Substantial front-end expenditures prior to committing large capital costs have to be 

carried. During the ramp-up period, market estimates are tested and the true worth of 

the project appears; sponsors may find that it is much lower than expected. Ultimately, 

because of the high gearing, the bottom line (i.e. project default risk) is borne by the 

financiers if debt cannot be repaid, although significant costs fall on the government if 

it has to step in to guarantee continuity of services, which is why the public procurer 

must concern itself with the risks facing the private body and not simply focus on the 

lowest bid.118 

  

When considering this default scenario, possible future cash flows can be thought of as 

falling into two categories: a) moderate deviations from estimated cash-flow 

projections, resulting from fluctuating prices, costs, timing delays, minor technical 

problems, etc.; and b) disasters to a project, resulting from a major cost overrun, 

downturn in the economy, change in legal rulings, alteration to the political climate, 

environmental disaster etc., which could lead to project failure and bankruptcy.119 Blatt 

argues that the moderate deviations can be described in statistical terms and handled by 

risk analysis. But disaster scenarios cannot for they represent situations of true 

uncertainty where actual probabilities cannot be assigned to the possible occurrences 

because the potential outcomes and causal forces are not fully understood.120  

                                                      
116 Ibid. 
117 Ibid. 
118 Ibid. 
119 Ibid. 
120 Blatt, J. M., Dynamic Economic Systems: A Post Keynesian Approach (New York: 

Sharpe 1983). 
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The complexity and transaction costs of project finance are well understood and have 

received a fair amount of scholarly attention.121 Also the impacts of infrastructure 

projects are well documented and comprise a rich literature.122 Critics call for a more 

exacting review of project finance, the financing and risk mitigation vehicle that, in 

many cases, makes a significant amount of infrastructure development possible and, 

provides to sponsors perverse incentives with respect to risk management. Baker 

argues123 that the risk diffusion mechanisms that is typical of project finance 

transactions work together to undermine limits on risky behavior on the part of project 

sponsors and thereby lead to the externalization124 of risk. This reality subverts 

commonly held efficiency and risk-management principles that are deeply rooted in 

law and economics and, more fundamentally, undermines basic notions of social justice 

and fairness.125 Clearly, in these circumstances, an analysis of the nature of the risks 

and who bears them is vital. Also the evaluation of projects requires the use of several 

risk analysis techniques tailored to suit the interests of the various parties to the 

project.126  Some of these techniques are discussed in the next section. 

 

                                                      
121Carl S. Bjerre, International Project Finance Transactions: Selected Issues Under 

Revised Article 9, 73 AM. Bankr. L.J., 261 n.3 (1999). 
122 Kirk Herbertson & David Hunter, Emerging Standards for Sustainable Finance of 

the Energy Sector, 7 Sustainable Dev. L. & Pol’y 4 (2007) (discussing environmental 

issues related to energy-related projects); Michael B. Likosky, Mitigating Human 

Rights Risks Under State-Financed and Privatised Infrastructure Projects, 10 Ind. J. 

Global Legal Stud. 65 (2003) (discussing human rights risks associated with 

infrastructure development); Matthew F. Smith & Naing Htoo, Energy Security: 

Security For Whom? 11 Yale Hum. Rts. & Dev. L.J. 217 (2008) (discussing human 

rights impact of natural gas development in Burma); Abby Rubinson, Note, Regional 

Projects Require Regional Planning: Human Rights Impacts Arising from 

Infrastructure Projects, 28 Mich. J. Int’l L. 175 (2006) (discussing human and 

environmental impacts of Rio Madeira dam projects in Brazil). 
123 Baker, S. H., Unmasking Project Finance: Risk Mitigation, Risk Inducement, and 

An Invitation To Development Disaster? Texas Journal of Oil, Gas, and Energy Law, 

Vol. 6, (2011) p.273. 
124 Externality is the infringement of non-contracting parties’ rights. Schwarcz, S. L., 

Collapsing Corporate Structures: Resolving the Tension Between Form and Substance, 

60 BUS. LAW 109, 121 (2004), and environmental degradation.  
125 Baker (n 123) 273. 
126 These will be discussed in subsequent chapters of this thesis. 
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2.5 Fundamentals of Project Financing 

Project financing is the structured financing of a separate economic entity, the Special 

Purpose Vehicle (SPV)127, also known as the project company. It is fundamental that 

in a project financing transaction, project sponsors create the SPV for a specific and 

limited purpose. In project finance, the lender considers cash flows from the project as 

being the primary source of loan reimbursement, whereas assets represent only 

collateral.128 The sole purpose of an SPV is to purchase assets from the project 

sponsor.129 The SPV finances the purchase partly with debt that does not have recourse 

to the project sponsor and partly with a residual interest claim (equity) held by the 

project sponsor.  In exchange for cash and the residual interest claim, the project 

sponsor transfers legal ownership of the assets to the SPV. This structure of financing 

offers the creditors of the SPV first priority on the SPV’s assets and little to no exposure 

to the risk of the project sponsor.  

 

Figure 1 below shows a basic project finance (PPP) structure. In project financing, the 

project assets are normally segregated/insulated from the sponsor/government’s other 

assets. This is for the benefit of a third party – in this case, the investors in the project. 

Particularly in public-private partnerships, access to those assets (and the related cash 

flows) is limited by the degree of recourse to the sponsor/government that is granted to 

lenders/creditors in the project loan agreement. On the other hand, segregating the 

project assets from the sponsor’s other assets insulates lenders to the project from the 

risk of bankruptcy, provided that the sponsor’s lenders do not have recourse to the 

project corporation (SPV). 130 The lenders’ security and collateral are usually solely the 

project’s contracts and physical assets, hence, project financing is referred to as non-

recourse financing.  

 

 

                                                      
127 In this section, I am going to use the abbreviation SPV. 
128 Gatti, S., Project Finance in Theory and practice (2018) p.178. 
129 Project sponsors are usually the equity investors. 
130 Gatti, S. (n 128) 151. 
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Fig. 1. An example of a Project Finance (PPP) Structure with SPVs131 

 

 

Generally, Special Purpose Vehicles are used for specific purposes by firms, including 

tax planning, risk management, project financing, securitization, company 

restructuring, to shift certain assets off-balance sheet. SPVs have economic benefits and 

usually involve large size of projects that may vary from about US$100 to US$500 

million per project. However, SPVs also have some bad records as some huge business, 

finance, and accounting scandals were in the past centred on the use of SPVs.132 The 

shortcomings of SPVs may arise from a lack of or limited regulatory measures relating 

to the application of SPVs, so that SPVs are used for hiding identities, debts and hiding 

non-productive assets. SPVs could then be used to deceive investors making them 

unable to judge the value and risks of the firms and investments correctly. For instance, 

huge financial and accounting scandals, such as Enron involved the use of SPVs on a 

                                                      
131 The weighted average cost of capital (WACC) is the rate that a company is expected 

to pay on average to all its security holders to finance its assets. 
132 Schwarcz, S. L., Enron and the Use and Abuse of Special Purpose Entities in 

Corporate Structures, 70 U. CIN. L. REV. (2002). P.1309. 
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massive scale, which allowed not reporting or undervaluing debt and overvaluing net 

worth.133 Nonetheless, the negative effects of SPVs may be reduced with enough 

regulation on consolidation of financial reporting and disclosures. For instance, 

regulatory measures provided by the Sarbanes-Oxley Act134 require the disclosure of 

certain information in public company financial reporting in order to protect investors 

and creditors. With these regulations, the use of SPVs to deceive investors and for 

hiding identities, assets and liabilities will be curtailed. 

 

The issue of SPVs is important for at least two reasons. First, recent financial scandals 

indicate that firms use mechanisms such as SPVs to undervalue and hide liabilities or 

non-performing receivables.135 The legal structure and accounting standards that can 

be applied to support this mechanism are in the process of being reviewed. The 

accounting treatment of SPV is now still in public debate, i.e. whether SPVs should be 

consolidated to their parent companies, although in structured finance, SPVs do not 

qualify as subsidiaries. There is also the issue of which companies are their parent 

companies; and to what extent the responsible companies should disclose the assets and 

liabilities of SPVs. These perspectives cannot be interpreted to mean that the use of 

SPVs is not good, or that the SPV scheme is detrimental for national economy. There 

are many uses of SPVs that are positive for the company, i.e. inducing investments.136 

Where management has abilities in managing all the projects, then forming a single 

entity to own all the projects will be fundamental. The contractual arrangement 

involved in this, represents a system of risk sharing and economic efficiency.137 

 

Second, the public, regulators and interest groups have paid attention to issues relating 

to SPVs. These relate to the tax revenues and the extent to which firms comply with 

principles and values of social responsibility. The SPV system has been used for huge 

transactions. Some cases relating to the use of SPV such as in Enron even involve 

                                                      
133 Ibid. 
134 The Sarbanes–Oxley Act 2002. 
135 Schwarez, S., Securitization, Structured Finance, and Covered Bonds (The Journal 

of Corporation Law, Vol. 39: 1, 2013) pp. 143 – 144.  
136 Ibid, 143 – 144. 
137 Which risks are best shared in this way and why, are discussed in the next chapter 

and further in chapter 5. 
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billions of dollars of public money.138 In addition, the problems of accounting were 

augmented by the use of tax havens as most SPVs are incorporated in such 

jurisdictions.139 

 

2.5.1 The Structure of Special Purpose Vehicles (SPVs) 

 

SPVs have been used extensively in national as well as international businesses. They 

are also mentioned using slightly different terms such as Special Purpose Company 

(SPC), Special purpose entities (SPE), special purpose corporation (SPC), and recently 

they have been called Special Variable Enterprises (SVE). SPVs are very often related 

to (non-recourse or limited recourse) project financing and off-balance sheet 

transactions. Nevitt and Fabozzi define SPC as an independent corporation with 

nominal capital which is a party to a project financing for purposes of holding title as a 

nominee or acting as a conduit of funds.140 

 

An SPV can take the form of a corporation, trust, partnership, or a limited liability 

company. The SPV may be a subsidiary of the sponsoring firm, or it may be an 

“orphan” SPV, one that is not consolidated with the sponsoring firm for tax, accounting, 

or legal purposes (or may be consolidated for some purposes but not others).141 Since 

the SPV does not have any significant capital of its own, the purchase or financing of 

assets must be financed through an outside source such as the issuance of commercial 

paper or sale of ownership interests in the pool of assets acquired by the vehicle. What 

distinguishes this type of financing from other types is the requirement that it generates 

sufficient funds to repay its debt. The special purpose vehicle cannot look to the 

originator for repayment. However, a letter of credit, surety bond, or other security may 

be used to enhance the credit quality of the pool. A variety of credit enhancement 

mechanisms must be in place, in order to prevent the SPV having funding and liquidity 

problems. As a result, the special purpose vehicle allows a business to remove assets 

                                                      
138 Schwarez, S. (n 135) 143 – 144. 
139 Gorton G. and Souleles N. S., Special Purpose Vehicle and Securitization (Working 

Paper No.05-21, University of Pennsylvania, 2005). 
140 P. Nevitt, K. Fabozzi, Project Financing (Euromoney Publications PLC, Nestor 

House, Playhouse Yard, 2002). 
141 Gorton & Souleles (n 139). 
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from the balance sheet for financial and accounting purposes, thereby freeing up equity 

capital that would otherwise be used to support the assets.142  

 

SPVs are different from normal firms in terms of their actual operation, their specific 

objectives and the contracting environment in which the SPVs are established. These 

differences implicate the nature of their assets, liabilities, revenues and expenses. SPVs 

economically do not have exact rights, obligations and risks as do other firms. Most of 

their rights, obligation and risks are transferred to other institutions such as buyers, 

sellers, producers, project sponsors, lenders, and borrowers. The SPV used as the 

borrowing agent just receives advance payment, which is eventually used for paying 

the project cost.143 SPVs which perform other functions have similar characteristics. 

Most of them are vehicles with almost no assets, no liabilities, and no risks as these are 

transferred to other parties. If SPVs have rights and liabilities, they are temporary in 

nature, which are eventually transferred to other parties. In insurance, the investment 

made by SPVs actually belong to the ceding insurer144 who has the main responsibility 

to pay certain cost claimed by their clients.  

 

Lenders typically do not have recourse to the project’s owner, and often, project lenders 

are shielded from a project owner’s financial troubles,145 through the project’s legal 

structure that are used to reduce risk or to facilitate indirect guarantees.146The SPV 

enters into a network of contracts with third parties (among which sponsoring firms can 

be present). Once designed with the help of the sponsor, legal, technical, and financial 

advisors, this bundle of contracts is then presented to creditors to seek debt financing 

and to negotiate the cost of external resources.147 This cost is clearly influenced by the 

                                                      
142 Ibid. 
143 Ibid. 
144 Ceding insurer means an insurance company, licensed or otherwise authorized to 

transact the business of insurance or reinsurance in its state or country of domicile that 

cedes risk to a special purpose financial captive insurance company pursuant to a 

reinsurance contract. 
145 Ainun Na'im, (n 2) 1–19. 
146 How these contractual features achieve a reduction of risks are discussed in detail in 

Chapter 5. 
147 Yescombe, E. R., Principles of Project Finance (Academic Press, 2002) Ch.5; 

Finnerty, J. D., Project Financing Asset-Based Financial Engineering (Wiley, 2nd 

Edition, 2007) Ch.4 & 12. 
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risk management that sponsoring firms have put in place through the set of non-

financial contracts (NFCs).  

 

Berkovitch and Kim; and Leland demonstrate that project finance can reduce agency 

costs between sponsors and creditors, as the contractual design of the deal strongly 

limits managerial discretion,148 as well as the problems of asset substitution and of over 

and under investment.149 Accordingly, project finance controls the project sponsor’s 

discretion to reinvest free cash flow in projects of their own choosing, their ability to 

pay themselves high salaries and bonuses, and their freedom to make other corporate 

decisions that might benefit their self-interest at the expense of lenders or shareholders. 

In addition, the loan agreement signed by the SPV with the bank syndicate includes 

rigid covenants limiting the possibility of ex-post investment risk choice by 

management by forcing management to pre-commit to the future strategy. 

 

It may be argued that risk management is even more effective in reducing cash flow 

volatility and agency problems when sponsoring firms are also contractual 

counterparties150 to an SPV. Jensen and Mecklin; and Grossman and Hart argue that 

allocating residual cash flow and asset control rights to key counterparties of an SPV 

can be a further incentive to aligning the interests of lenders, sponsors, and contractual 

counterparties.151 In other words, an entity that is both an SPV sponsor and a 

counterparty should have sufficient incentive to honour the agreements. If so, the 

project will perform properly, and the dividend paid to the shareholder will be less 

volatile because the project’s cash flows will be exposed to less opportunistic 

behaviour. 

                                                      
148 Berkovitch, E., Kim, E.H., Financial contracting and leverage induced over and 

under investment incentives (Journal of Finance 45, 1990) p.765–794; Leland, H.E., 

Agency costs, risk management and capital structure (Journal of Finance 53, 1998) 

p.1213–1243. 
149 Myers, S., Determinants of corporate borrowing (Journal of Financial Economics 

5, 1977) p.147– 175. 
150 An opposite party in the project agreement. 
151 Jensen, M. C. and Meckling, W. H., Theory of the firm: Managerial behavior, 

agency costs and ownership structure, Journal of Financial Economics (1976) 3 305-

360; Grossman, S., and Hart, O., The costs and benefits of ownership: a theory of 

vertical and lateral integration (Journal of Political Economy 94, 1986) p.691–719. 
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In summary, the stipulation of risk-shifting NFCs reduces cash flow volatility and 

enables lenders to allow sponsors to increase debt-to-equity ratios. On the other hand, 

capital structures are likely to involve a larger fraction of equity in projects whose 

revenues are much more volatile than fixed payoffs promised to labour and suppliers. 

Similarly, John and John demonstrate that project finance is more likely to be used in 

deals with high tangible capital, proven and experienced technologies, and a low level 

of managerial discretion.152 Therefore, contracts in project finance attempt to reduce 

managerial discretion, and consequently, the volatility of revenues and costs, thereby 

stabilizing the amounts of free cash flow.  

 

2.5.2 Conceptions of Bankruptcy-Remoteness 

 

The usefulness of SPVs rests on their fitness to insulate assets and/or cash flows from 

the wider risks of the sponsor. The real test for such insulation is bankruptcy. If upon 

bankruptcy the assets or cash flows are commingled with the assets/flows of the 

sponsor, the SPV loses its economic purpose. This has led to use the term ‘bankruptcy-

remote’ in the US, to characterize SPVs and the transactions that use them. However, 

there is still much confusion because ‘bankruptcy-remote’ is a commercial term rather 

than a legal term. Perhaps the greatest effort to draw the legally significant elements 

out of it was done by Judge Schmetterer in the case of Re Doctors Hospital of Hyde 

Park Inc.153 In that case, the issue was the legitimacy of the vehicle as a normal 

                                                      
152 John, T., John, K., Optimality of project financing: theory and empirical implication 

in finance and accounting (Review of Quantitative Finance and Accounting 1, 1991) 

p.51–74. 
153 Re Doctors Hospital of Hyde Park, Inc, 2013 WL 5524696 (Bankr ND Ill 2013). 

Previous to this case two others had been decided on the same bankruptcy in Re Doctors 

Hospital of Hyde Park, Inc, 360 BR 787 (Bankr ND Ill 2007), affirmed in appeal by 

the district court in Paloian v LaSalle, 406 FSupp2d 299 (ND Ill 2007), but reversed in 

further appeal by the Court of Appeals of the Seventh Circuit in Paloian v LaSalle, 619 

F3d 688 (2010). Other court decisions have discussed the concept in Re General 

Growth Properties, Inc, 409 BR 43, 49 (Bankr SDNY 2009); Re LTV Steel Co Inc, 274 

BR 278, 280 (Bankr, ND Ohio 2001), or Roseton OL, LLC v Dynegy Holdings Inc, CA 

No 6689-VCP, 2011 Del Ch LEXIS 113 (Del Ch 29 July 2011) in the USA, and BNY 

Corporate Trustee Services Ltd v Eurosail-UK 2007-3BL plc and others [2010] EWHC 

2005 (Ch), per Morritt J; BNY Corporate Trustee Services Ltd v Eurosail-UK 2007-

3BL plc and others (BNY Ltd v Eurosail plc (CA)) [2011] EWCACiv 227; or Re 
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bankruptcy-remote SPV; which required that the nature of a bankruptcy-remote SPV 

be established first. In a lengthy analysis of evidence and legal source, the judge 

concluded that: 

“Although a ‘bankruptcy remote entity’ is not defined in the Bankruptcy Code 

or other statute, it is recognized in the business world and literature as a structure 

designed to hold a defined group of assets and to protect those assets from being 

administered as the property of a bankruptcy estate in the event of a bankruptcy 

filing.”154 

However, the court failed to examine the fact that this concept encompasses, at least, 

two possible definitions, which are characterized as ‘basic’ bankruptcy-remoteness, 

which emphasizes vehicle shielding and ‘enhanced’ bankruptcy-remoteness, which 

emphasizes the contracting out of bankruptcy proceedings.155 

 

The ‘basic’ conception of bankruptcy-remoteness is not too different from entity 

shielding or affirmative asset partitioning which are used to define corporate legal 

personality.156 The idea is that the partitioning of the assets of the corporation/vehicle 

and the assets of the sponsor/partner enhances the separate value of the partitioned 

assets.157 Separate legal personality provides these benefits, in the form of a claim by 

the vehicle’s/corporation’s creditors over the assets that has priority over the 

sponsor’s/partner’s creditors.158  

                                                      
Golden Key Ltd (In Receivership) v Re the Insolvency Act 1986 [2009] EWHC 148 (Ch) 

in the United Kingdom. 
154 Re Doctors Hospital of Hyde Park, Inc, 2013 WL 5524696 (Bankr ND Ill 2013) at 

203. 
155 David Ramos Mun ̃oz, Bankruptcy-remote transactions and bankruptcy law—a 

comparative approach (part 1): changing the focus on vehicle shielding (Capital 

Markets Law Journal Advance Access published March 29, 2015) p.4. 
156 Henry Hansmann and Reinier Kraakman and Richard Squire, Law and the Rise of 

the Firm (2006) 119 Harv L Rev 1335ff; Henry Hansmann and Reinier Kraakman, The 

Essential Role of Organizational Law (2000) 110 Yale LJ 387; Reinier Kraakman and 

others, The Anatomy of Corporate Law (A Comparative and Functional Approach 

(hereafter: The Anatomy of Corporate Law)) (Oxford: Oxford University Press, 2nd ed. 

2009) p.6–7. 
157 Ibid. 
158 Separate legal personality also involves a ‘liquidation protection’, meaning that no 

party (typically the sponsor) should be able to force the liquidation of the entity or its 
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The exclusion of bankruptcy proceedings when the proceedings would be those of the 

vehicle itself, gives rise to a second conception, of ‘enhanced’ bankruptcy-remoteness, 

which can also be called ‘bankruptcy-proof’. This implies that the vehicle is insulated 

from the bankruptcy proceedings of the originator/sponsor or other transaction 

parties.159  

When confronting bankruptcy-remote structures there is a strong temptation to paint 

them in an invariably positive or negative light. Yet such an approach is wrong for two 

reasons. First, the widespread use of bankruptcy-remote structures has made them 

natural substitutes of security interests in large-scale transactions, and the decision of 

whether to respect or unravel them will be seen as a strong indication of the law’s 

broader stance on asset partitioning in bankruptcy. Second, a black-or-white approach 

will miss the importance of details in both the structures and the law (both statutory and 

case law) applicable to them. As one moves to more advanced transaction types, the 

complexity of these transactions gives the courts a respite to focus even more on the 

policy implications of their decisions.160  

                                                      
assets; Hansmann, Kraakman and Squire (n 195) 411–13. 
159 The point is illustrated by the distinction made in the Eurosail case between 

insolvency-remoteness (i.e. avoiding the possibility of the vehicle becoming insolvent) 

and bankruptcy-remoteness (i.e. avoiding the possibility of the vehicle entering 

proceedings resulting from the insolvency). BNY Corporate Trustee Services Ltd v 

Eurosail-UK 2007-3BL plc and others [2010] EWHC 2005 (Ch), per Morritt J; BNY 

Corporate Trustee Services Ltd v Eurosail-UK 2007-3BL plc and others (BNY Ltd v 

Eurosail plc (CA)) [2011] EWCACiv 227; Re Golden Key Ltd (In Receivership) v Re 

the Insolvency Act 1986 [2009] EWHC 148 (Ch) at 47. That notion is also present in 

the witness testimony of Soleimani recorded in Re Doctors Hospital of Hyde Park, Inc, 

2013 WL 5524696 (Bankr ND Ill 2013) at 149, according to whom “a bankruptcy 

remote entity is intended to have a lower chance of having its assets administered in a 

bankruptcy case. The result is accomplished by ensuring that (a) the SPE has no other 

business other than that which is defined and permitted; and (b) there are provisions in 

the entity’s formation documents which make it more difficult for the SPE itself to file 

a voluntary bankruptcy”. The fact that the case concerned issues of vehicle shielding 

probably resulted in the court’s disregard towards the second conception. 
160 Only in cases where a statutory reform has taken place (as the limitation of 

receivership in the UK) has the policy argument been explicit. The restriction of 

receivership not only results in a limited scope of application, but may also result in a 

restrictive interpretation in borderline cases. Even though an exception is introduced in 

the statute for capital market transactions there is a grey area of which instruments are 

admissible under that exception; and careful analysis is required before concluding that 
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Also, the academic debate on bankruptcy policy has been shaped by the confrontation 

between proceduralist/contractarian on the one hand, and judicialist/traditionalist views 

on the other hand, in recent times. Proceduralist/contractarian scholars argue that the 

life and death of companies should be dictated by the Darwinian dynamics of the 

marketplace, and thus the law should not promote the rescue of companies, but, rather, 

the debate should be about the best way to give effect to pre-insolvency contractual 

arrangements.161 Judicialist/traditionalist scholars argue that contractarian views are 

elegant in theory yet not viable in practice, given the near impossibility of coordinating 

so many different creditors;162 and, even if a contractarian proposal could be 

implemented, and it actually maximized the realization of value for all creditors, its 

superior efficiency when bankruptcy policy is considered in isolation should be 

weighed by other socially desirable goals (e.g. job protection, impact on communities, 

etc.).163 

The different perspectives translate into diverging views on asset partitioning (which 

can be extrapolated to vehicle shielding). Generally, contractarians support the 

protection of the pre-insolvency status quo, especially the interest of secured creditors, 

who should be given a leading role in the bankruptcy process to shape its quasi-contract 

                                                      
receivership is admissible. 
161 Barry Adler, Bankruptcy Primitives (2004) 12 Am Bankr Inst L Rev 219–44; Adler, 

Financial and Political Theories of American Corporate Bankruptcy (1993) 45 Stan L 

Rev 311–46; Adler, A Theory of Corporate Insolvency 72 NYU L Rev (1997) 343, 

382–434; Baird, G. B., Bankruptcy’s Uncontested Axioms (1999) 108 Yale LJ 573–99; 

Baird, G. B. and Rasmussen, The End of Bankruptcy (2002) 55 Stan L Rev 751–89; 

Lucian Arye Bebchuk, A New Approach to Corporate Reorganizations (1988) 101 

Harv L Rev 775; Thomas H Jackson, Bankruptcy, Non-Bankruptcy Entitlements, and 

the Creditors’ Bargain (1982) 91 Yale LJ 857; Robert K Rasmussen, Debtor’s Choice: 

A Menu Approach to Corporate Bankruptcy (1992) 71 Tex L Rev 51; Robert K 

Rasmussen, An Essay on Optimal Bankruptcy Rules and Social Justice (1994) 1 U Ill 

L Rev 42; Alan Schwartz, A Contract Theory Approach to Business Bankruptcy (1998) 

101 Yale LJ 1807; Schwarcz, S. L., Rethinking Freedom of Contract: A Bankruptcy 

Paradigm (1999) 77 Texas L Rev 515–604. 
162 Warren, E. and Westbrook, J. L., Contracting out of Bankruptcy: An Empirical 

Intervention (2005) 118 Harv L Rev 1197, 1201, 1253; Jay Lawrence Westbrook, The 

Control of Wealth in Bankruptcy (2004) 82 Tex L Rev 795, 859–62. 
163 Warren, E., Bankruptcy Policy (1987) 54 U Chi L Rev 775, 785–89. 
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solutions.164 Critics argue that such solutions, rather than maximizing wealth, simply 

re-distribute it from unsecured non-adjusting creditors to secured creditors.165Other 

recurring argument is the need to limit the debtor’s potential for opportunistic 

behavior.166 Such theories, however, do not take into account that a secured creditor 

can behave opportunistically as well. While others have argued against security 

interests’ full priority in bankruptcy.167 

 

Some scholars, such as LoPucki, see the problem from the perspective of non-adjusting 

unsecured creditors, and regard the practice of securitization168 and the employment of 

SPVs as a means to disintegrate the bankruptcy estate, and transfer wealth to privileged 

creditors.169  Bankruptcy-remote structures with SPVs are characterized by LoPucki, as 

an example of judgment-proof strategies, which can render debtors immune to 

bankruptcy principles, to the extent that a company potentially could divest itself of all 

of its assets, yet continue to use all of those assets in the continued operation of its 
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business, drawing the distinction between entities that own things and entities that do 

things. Others, such as Bebchuk and Fried, see that SPVs could be used as a way to 

circumvent a regime of partial priority in bankruptcy (thus, as a substitute for security 

interests); but dismiss the potential threat, arguing that (1) SPVs tend to insulate non-

operating assets; (2) they are expensive to establish; and (3) risk- averse investors will 

be unwilling to lend funds to SPVs whose originating companies are at risk of 

bankruptcy, since there would be a material risk of being drawn into a bankruptcy 

proceeding should the parent file for bankruptcy.170 

 

Finally, the widespread use of bankruptcy-remote transactions as an enhanced version 

of security interests makes the conclusion about the treatment of vehicle shielding 

fundamental to establishing the balance between privileged and general creditors in the 

law. At the same time, this importance makes it more difficult to seek one-size-fits-all 

solutions, which could either disrupt credit markets (if bankruptcy-remote transactions 

are seen in solely negative terms) or unfairly deprive unsecured creditors an opportunity 

to receive their due (if bankruptcy-remote transactions are invariably protected as a 

matter of policy). 

 

2.5.3 Securitization/Structured Finance 

 

Although this thesis focuses on project finance (a form of structured finance), 

securitization will briefly be discussed, as it is the dominant form of structured finance 

transaction.171 Structured finance refers more broadly to any transaction that utilizes 

special-purpose vehicles (SPVs), structured as bankruptcy-remote facilitates.172 The 

discussion is relevant to this thesis because both securitization and project finance 

utilize SPVs for risk mitigation. The bankruptcy remote nature of SPVs protects both 

investors and governments in project financing transactions through the insulation of 
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the project company’s assets and/or project cash flows from the wider risks of the 

sponsor. 

 

Securitization is one of the primary mechanisms by which companies can obtain 

financing from the capital markets, bypassing high-cost intermediaries such as banks, 

an approach known as “disintermediation.”173 Securitization refers to a category of 

financing transactions in which companies sell rights to payment under mortgage loans, 

accounts receivable, lease rentals, or other types of income-producing financial assets 

to a trust or other special-purpose vehicle. The goal is to separate these assets from the 

risks (such as bankruptcy) generally associated with the company. The company then 

can use these assets to raise funds in the capital markets at a lower cost than if the 

company, with its associated risks, had borrowed the funds.174  

 

Like securitization, project finance creates a degree of legal separateness between an 

SPV and its sponsor, the sponsor normally capitalizes the SPV with some meaningful 

amount of equity.175 This helps to some degree to align the interests of the sponsor and 

it’s SPV, thereby mitigating moral hazard176 and reducing the motivation to engage in 

higher risk activities.177   

 

In a typical securitization, the transaction’s sponsor (sponsor) purchases a pool of loans 

or other rights to payment (financial assets) from firms, such as mortgage lenders, 

originating those assets (originators) and then sells them to an SPV.178 The SPV pays a 
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negotiated market-value price for those assets, which it raises by issuing debt securities 

to investors; those securities are repayable from collections on the financial assets.179   

 

The originator in a securitization transaction will almost always know more about the 

financial assets than investors or even third-party credit enhancers. To persuade 

investors and third-party credit enhancers to accept risk on the financial assets, the 

originator must take the first risk of loss on those assets.180 It normally does this through 

overcollateralization, i.e. effectively transferring to the SPV financial assets marginally 

in excess of the minimum amount needed to repay the securities issued by the SPV. 

Also, to further reduce information asymmetry, steps are also routinely taken to help 

ensure that risks associated with an originator, (such as potential future bankruptcy), 

will not directly or indirectly impact the ability of investors in securities issued by the 

SPV to be paid from collections on the financial assets.181 

 

In terms of bankruptcy risks, securitization transactions reallocate bankruptcy risks 

either by structuring the SPV itself to be bankruptcy remote, or by structuring the 

transfers of the financial assets as “true sales”182 to the SPV under bankruptcy law.183 

Structuring the SPV to be bankruptcy remote is similar to what obtains in project 

financing. For instance, the SPV‘s organizational structure usually allows the SPV to 

engage only in a particular project/transaction and no other business. This prevents the 

SPV from incurring debt to other creditors, who might be able to force the SPV into 

involuntary bankruptcy if their claims are not paid. The SPV is also usually required to 

have one or more directors who are independent of the originator, the goal being to 

avoid divided loyalties that might induce the SPV‘s directors to voluntarily place the 

SPV into bankruptcy if doing so would benefit the originator to the detriment of 

investors in the securitization. Furthermore, the SPV‘s organizational structure usually 

requires strict formalities to be maintained between the SPV and the originator. This 

minimizes the chance that a court overseeing a bankruptcy of the originator might, in 
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the exercise of equitable discretion, effectively consolidate the assets and liabilities of 

the originator and the SPV, thereby impairing the timeliness if not also the amount of 

payment to investors in the securitization.184 

 

In structured finance, bankruptcy-remote structuring as a legal strategy is crucial as the 

central goal is to contractually reallocate risk.185 By engaging in bankruptcy-remote 

structuring, parties usually seek to reallocate risk by assigning higher risk to yield-

seeking investors,186 thereby enabling firms to diversify.187 The risk allocation can 

make the SPV more attractive to investors, which reduces its cost of capital.188 Investors 

in a bankruptcy-remote entity, for example, assume the risks associated with its assets 

or cash flows but few of the risks associated with the entity’s affiliates or with ordinary 

business operations. Investors need only assess the creditworthiness and quality of the 

financial assets purchased by the SPV.189 For the same reasons, credit-rating agencies 

such as Moody’s, Standard & Poor’s (S&P), and Fitch often rate an SPV’s debt 

securities higher than they rate its sponsor’s debt securities.190 In contrast, traditional 

secured financing can be costly because of bankruptcy risks,191 especially if the firm is 

highly leveraged or its debt securities are rated below investment grade.192 

Furthermore, securities issued in securitization transactions can be made more 

creditworthy than securities issued by originators by reducing information asymmetry 

through bankruptcy remoteness, overcollateralization, and the focus on financial assets 

for repayment. Securities issued in securitization transactions can nonetheless be made 

even more creditworthy. A common way to do this is for the SPV to issue multiple 
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classes, or tranches, of securities, with the most senior priority securities being paid 

first (a senior-subordinated structure).193 Senior securities are thereby made less risky 

than the average risk on the SPV‘s financial assets because collections on all those 

assets, even collections intended to otherwise support payment of subordinate-priority 

securities, are dedicated first to assure payment of the senior securities.194 

 

Finally, diversifying funding sources also increases the access to capital markets.195 

Increased access to capital markets at lower costs and more favourable interest rates 

can provide valuable economic benefits by enabling firms to pursue a wider range of 

projects and business opportunities, potentially increasing employment and shareholder 

wealth196 and ultimately reducing consumer costs.197 Furthermore, the protection 

afforded by bankruptcy remoteness can encourage productive risk-taking and 

innovation by firms.198 

 

2.6 Principal-Agency Conflicts  

 

Having discussed above how in structured finance, bankruptcy risks can be reallocated 

by structuring the SPV to be bankruptcy remote, it is now crucial to examine how 

potential owner-manager agency types of conflicts in project finance, can be avoided 

by well-constructed contracts. Agency theory explains agency problems that emerge 

due to the conflict of interests between various contracting parties such as shareholders, 

corporate managers, and debt holders.199 In agency relationship, agents who manage 

firms have more information about the firms than the principals who do not manage the 
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firms. Due to this information asymmetry, managers may make decisions that are not 

in the best interests of shareholders or debt holders. This problem results in agency 

costs, monitoring costs, bonding costs and residual loss. Agency theory has been used 

to analyse issues and approaches in management, accounting and finance area, with 

most of the analysis being focused to provide solutions to agency problems.200 

 

In project finance however, potential owner-manager agency types of conflicts may be 

avoided by well-constructed contracts which specify the contractual relationships 

between the project owner and the primary contractors.201 Behaviour-based contracts 

and outcome based contracts are two generic types of contractual relationships which 

have been developed to mitigate the problems which arise from the conflict of interest 

between principal (the government) and agent (the project company).202 

 

The behaviour-based contract model is preferable when the principal can completely 

prescribe and monitor the actions of the agent.203 Incentives are created whereby the 

agent is compensated for following the prescribed behaviour and penalized for any 

deviation. While an employment contract, in which employee behaviour is specified 

and directly monitored, may be the most familiar example of a behaviour-based 

contract, the model can be generalized to the relationship between two organizations 

such as a project owner and its chosen contractor, project finance transactions. For 

example, the cost plus fixed fee or cost-plus contracts traditionally favoured by utilities 

for power plant construction are essentially behaviour-based. A utility hires an 

architect-engineering firm to perform the design, engineering and procurement, and the 

firm is paid incurred costs plus a fixed fee. The use of cost-plus behaviour-based 
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contracting allows the utility to manage contractor performance and specify contractor 

behaviour over the duration of the contract.204  

 

Agency costs in behaviour-based contracts205 are sensitive to the level of goal conflict 

between principal and agent and the competence of the principal in gathering the 

information necessary to monitor and evaluate agent behaviour. Personnel must be 

assigned to specify and control the agent’s actions and to audit cost accounting data. 

Behaviour-based contracts are more likely to be adopted when there is a high degree of 

goal congruence between principal and agent.206 A reduction in goal conflict tends to 

reduce monitoring costs because the agent will tend to behave in accordance with the 

interests of the principal, regardless of the level of monitoring. Thus, as the goals of the 

principal and the agent converge, the lower will be the monitoring costs, and the more 

likely the use of behaviour-based contracts.207  

 

In circumstances of informational asymmetry between agent and principal concerning 

the relationships between agent input and project outcome, an outcome-based 

contractual model is preferable. This may arise in situations where monitoring is too 

costly or not feasible and the agent has information that is not available to the principal. 

When the principal has information only about the outcome of an agent’s effort and not 

the actual effort itself, a moral hazard arises such that the agent may find it in its best 

interest to reduce its efforts on behalf of the principal or to give priority to other 

projects.208 

 

Outcome-based contracts provide a solution to problems of incomplete information 

because the agent’s reward is based on the project outcome rather than agent behaviour. 

One example of an outcome-based contract is the incentive contract in which the 
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principal pays the agent a fixed price for following a prescribed behaviour and 

penalized for deviating from it.209  

 

The existence of information asymmetry may lead to a moral hazard whereby an agent 

can take advantage of an unknowledgeable principal and make choices which minimize 

its own costs and not those of the principal.210 This may occur when the agent knows 

of a cost reduction technology and methods but fails to share this information with the 

principal. Further, before finalizing a contract the agent may know that the proposed 

technology is new and untested but, because it wishes to test and improve the 

technology, fails to raise this problem with the principal.211 In situations which involve 

the delivery of a pre-specified product, which is the case in project financing 

transactions, outcome based contracts may be preferable. Unlike a cost-plus contract, 

in an outcome based contract the agent is a residual claimant for any project cost savings 

which provides an incentive to the agent to be more efficient. The turnkey contract is 

one example of an outcome based contract in which the principal incurs costs in 

specifying the desired outcome, and verifying that the completed project conforms to 

specifications.212  

 

Adequate pre-existing information gathering procedures and systems, which are a 

function of the degree of expertise and competence of the principal, will also reduce 

behaviour monitoring costs. Since proper evaluation of agent behaviour depends on a 

sufficient knowledge of the technology and the tasks to be performed, a competent 

principal will be more effective in monitoring agent behaviour. Thus, the more expert 

and more competent the principal in monitoring the agent, the more likely that 

behaviour-based contracts will be used.213 

 

Unlike the behaviour-based contract, in which the project completion risk is borne by 

the principal, outcome based contracts shift the risk of completion to the agent. In 

project financing transactions, a major source of uncertainty involves the final project 
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cost, which is not solely dependent on agent efforts, but is also a function of various 

unforeseen factors beyond the agent’s control. The risk averse agent may require a risk 

premium to partially insure against the possibility that the final cost exceeds the lump 

sum paid by the principal. The more risk averse the agent, the higher the agent’s risk 

premium, and the more likely the agent’s increased risk premium will outweigh the 

benefits to the principal of an outcome-based contract. In such circumstances it is less 

likely that an outcome-based contract will be used.214  

 

In engineering projects the use of untested technology is a major source of 

uncertainty.215 Principals may have to pay agents high completion risk premiums, 

which may exceed the principal’s completion risk premium. As a result, outcome based 

contracts, which specify a fixed price, are rarely used in technology research and 

development.216 While outcome variability may initially suggest the use of behaviour-

based contracts, the cost of bearing the completion risk represents an additional cost for 

the principal. If the principal’s degree of completion risk aversion is higher than that of 

the agent, the principal may find it preferable to shift the cost of risk bearing to the 

agent by using an outcome-based contract. 

 

Principal-agent theory suggests that neither the behaviour-based nor the outcome based 

contract is optimal in all situations and the choice of contract model will depend on that 

alternative which minimizes total agency costs.217 For a given project this will involve 

a comparison of the costs of monitoring behaviour plus the principal’s completion risk 

premium in the case of a behaviour based contract, and the costs of verifying the 

outcome and the agent’s risk premium in the case of an outcome based contract. For a 

given project these costs vary with the degree of goal congruency between principal 

and agent, principal expertise, technological uncertainty, the degree of principal risk 

aversion and the degree of agent risk aversion. The relative impact of each contract 

design factor may favour one type of contract over another. 

 

                                                      
214 Ibid. 
215 Floricel & Lampel, (n 201) 193–206. 
216 Lafont, J-J., Ward, S. C., A Theory of Incentives in Procurement and Regulation 

(Cambridge, Mass: MIT Press, 1993). 
217 Farrell (n 204) 547–561. 



85 
 

2.6.1 Alignment of Interest Theory  

 

Alignment of interest theory builds on agency theory and provides a solution to the 

agent’s high completion risk premium. It posits that firms may align owner and agent 

interests through agents’ equity ownership or the structure of their compensation.218 

Such incentive alignment involves two inter-related components. First is the financial 

alignment, where an agent’s economic rewards tally with those of owners through 

ownership and/or compensation. The expectation that the agent’s future financial 

outcomes will be strongly contingent on the shareholders’ outcomes should motivate 

the agent to direct its attention, preferences, and efforts toward those actions that benefit 

shareholders (thereby benefitting as well).219 The degree to which executive and 

shareholder financial interests are linked creates an expectation of rewards which then 

motivates ongoing and future executive actions that benefit all shareholders. 

 

The second is alignment of preferences and actions, where the agent’s preferences 

become more aligned with those of owners, and where the agent’s choice of actions, 

though still motivated by self-interest, are more consistent with owner interests.220 

Depending on how financial alignment is created (e.g., through the use of outcome-

based contracts, stock options, etc.), however, it may also affect agents’ risk 

preferences, causing them to potentially make either riskier or less risky decisions than 

is optimal from the shareholders’ perspective. 

 

Applying the alignment of interest theory to public-private partnerships, where public 

and private interests are not adequately aligned, it can result in conflict and erode value 

for money (VfM) if not properly managed. The public interest in a PPP is typically to 

maximize social welfare from an infrastructure project, traditionally seen as “public 

goods” in economic theory. The public sector will seek to deliver an infrastructure asset 

at the lowest possible cost to the taxpayer and at the highest possible benefit for the end 
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users.221 However, a public agency may also have more specific targets. It may seek to 

ensure that the project fits with its policy objectives for national and/or regional 

economic growth, job creation, and budget allocation. It may want to guarantee that the 

project meets its environmental and social targets by ensuring that the needs of special 

interest groups, communities, or disadvantaged groups are met. Governments will also 

typically want to confirm that the procurement and contracting process is transparent, 

accountable and democratic.222 

 

The private interest in a PPP, on the other hand, is represented in the special purpose 

vehicle (SPV), a legal entity whose sole responsibility is to execute the project’s 

contract. The contract reflects the underlying interests of all parties of the SPV: the 

equity investors, whose interest is to ensure an adequate return on capital invested; the 

financiers, who want to ensure sufficient cash flow to meet annual interest and principal 

payments (“debt service coverage”); and the subcontractors, who want to ensure fair 

compensation for services delivered. In a PPP transaction, the private party will 

therefore have different objectives than the public agency, such as ensuring that (i) the 

project is financially viable and technically implementable and manageable; (ii) the 

most important risks, whether political, legal, economic or project related, have been 

identified and managed; (iii) the governance and policy framework is stable and 

predictable; and (iv) regulatory and administrative processes are undertaken within a 

reasonable time frame.223 

 

Maximizing both the public interest in social and economic returns and the private 

interest in financial returns may seem inherently challenging. However, it is the 

differing interests and cultural perspectives of the public and private sectors that form 

the key advantages of a PPP. This thesis argues that synergy between the government 

and the private sector is what is required to adequately manage risks in public-private 
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partnerships. Synergy between the public and private sector is about leveraging the best 

assets and skills of the public and private sectors in a long-term partnership to 

adequately manage risks and generate VfM. Indeed, the most successful PPPs 

acknowledge these differences and leverage the strengths of both parties by developing 

mechanisms within the procurement and implementation stages that align these 

interests. An incentivized payment mechanism, linked to a performance monitoring 

system, is the core of aligning public and private interests throughout the contract’s life. 

The incentivized payment mechanism, including the performance monitoring system, 

lies at the heart of ensuring that the private party performs according to the agreed-upon 

(public sector) objectives for the project. 224 

 

A successful performance monitoring system is made up of three main components.225 

First, output-based specifications and/or key performance indicators (KPIs), which 

should reflect the public agency’s national or local policy objectives for the PPP project. 

Output-based specifications stipulate the results that a private party is expected to 

achieve during the construction of an asset and/or the provision of a service. Specifying 

the “outputs” rather than the “inputs” of an asset or service is a key feature of PPP 

contracts. By providing the private party with incentives to develop innovative 

solutions and use life cycle costing, output-based specifications can create cost-

efficiencies and enhance the quality of service delivery (both key drivers of value for 

money).226 In addition to driving VfM, KPIs can be used as a tool to advance the public 

sector’s specific objectives for the PPP project. The KPIs should clearly reflect the 

public sector’s overall goals for the project, as well as any local or national objectives. 

Despite the challenges associated with developing successful KPIs and the tendency to 
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rely on existing indicators, they should not be standardized, but rather tailored to each 

individual project.  

 

The second component is the performance-monitoring system,227 which is similar to 

the behaviour-based contract model discussed above. Although PPPs shift 

responsibility for monitoring towards the private sector (which conducts self-

monitoring), the public agency should nonetheless be proactive in independently 

verifying results to ensure that its specified project objectives are being met. In stark 

contrast to a traditional procurement mechanism, in which the public agency is fully 

responsible for monitoring the performance of its contractors, a PPP contract typically 

shifts the responsibility for performance monitoring to the private partner.228 The 

private party will typically establish its own quality assurance procedures and report to 

the public agency, a system that is significantly less costly for the government. For self-

monitoring to be effective, however, the penalty in case of cheating must be sufficiently 

high. Because it is in the public agency’s interest to ensure quality delivery, however, 

it should also undertake audits of the information provided. Independently verifying 

both performance monitoring and actual service delivery will not only allow the public 

agency to ensure that its objectives are being met throughout the life of the project, but 

it will also prevent any conflicts of interest between the two parties that could stem 

from either of them having financial interests in the results of the audit.229  

 

Third, a payment mechanism that is linked to the output based specifications and KPIs 

aligns the interests of the public and private parties by incentivizing the private party to 

meet performance objectives.230 The public agency has an interest in ensuring that the 

private partner meets its contractual obligations throughout the life of the project. The 

public agency can incentivize private performance by linking the payment mechanism 

to KPIs, in other words, by making payments from the public agency contingent upon 

the performance of the private party. Payment mechanisms typically function by 

imposing financial penalties, including payment deductions or retentions, whenever the 

private party underperforms. If penalties for noncompliance points reach a certain level, 

                                                      
227 Hovy (n 221) 1-7. 
228 Nyberg, Fulmer, Gerhart, and Carpenter (n 219) 3-6. 
229 Hovy (n 221) 1-7. 
230 Ibid, 1-7. 
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they can prompt even more severe consequences, such as additional costs at the private 

party’s expense, or even a suspension or termination of the contract. The most 

challenging aspect is determining the size of the financial penalties, which must be 

large enough to encourage strong performance and align interests, but not so large that 

they risk causing defaults after minor breaches.231  

 

Finally, when these three components, the output-based specifications, the self-

monitoring system and the payment mechanism, work together as one system. They 

incentivize the private partner to perform according to the agreed-upon quality and 

price objectives for the project, aligning interests between the two parties.  

 

 

2.7 Conclusion 

This chapter conceptualized the question of risk management and assessed whether in 

identifying and managing risks that arise in connection with the project financing of 

energy, transport and infrastructure projects, it is more efficient and cost-effective to 

utilise public-private partnership arrangements. In addition, this chapter focused on the 

legal and commercial management of risks and considered the contractual structure of 

project financing arrangements.  

  

This chapter then discussed privatisation and the Washington Consensus as well as its 

criticisms. Privatisation is the most tangible manifestation of the withering of the state 

required by the Washington Consensus. Regulation is critical to effective privatisation, 

and privatisation in the Post-Washington Consensus, will be effective if it is part of the 

creation of a competitive economy. Low-income economies, where state capacity is 

often weakest and where there is typically little by way of competitive market 

structures, have greater need for regulatory intervention. The next chapter evaluates 

risk bearing comprehensively and examines the roles that the government and the 

private sector play. 

 

                                                      
231 Ibid, 1-7. 
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This chapter assessed the models of PPP/PFI regulations. Under the market-analogue 

model, the interests involved in PPPs/PFIs may first be coordinated according to a 

market-analogue model, where the set-up of PPPs/PFIs works according to the logic of 

the market. This model postulates that public–private partnerships epitomize the idea 

of contractual governance. Here, contractualisation calls for a consideration of what the 

legal regime should be. Whereas the state-analogue model for coordinating the interests 

involved in PPPs/PFIs, emphasises the structuring role of institutions (public bodies) in 

PPPs/PFIs. It highlights that the techniques facilitating the development of PPPs/PFIs 

mimics a state-like activity.  

 

Furthermore, this chapter analysed the role of special purpose vehicles (SPVs) in 

project financing, particularly in public-private partnerships. SPVs are used for a 

number of objectives such as setting up a structure of off-balance sheet accounts, 

mitigating and distribution of risk to achieve economic efficiency, improving credit 

rating, and tax planning. In essence this contractual arrangement represents the system 

of risk sharing and economic efficiency described previously. This will be examined 

further in the next chapter.  SPVs are also used for attracting investments and 

supporting economic growth through financial schemes used for developing 

infrastructures and large size projects. Thus, the use of SPVs has a lot of benefit to 

businesses and the economy. 

 

This chapter also examined instances where insulation of the vehicle (and its assets) 

has been or can be put in jeopardy, whether or not the legal device that is used 

corresponds to those traditionally envisaged and argued that the downside of SPVs 

could be reduced with enough regulation on consolidation of financial reporting and 

disclosures. In finance and accounting scandals involving SPVs, a number of 

companies were found to have huge values of liabilities, non-performing assets, and 

risks hidden in their SPVs. The non-consolidation of assets and liabilities of SPVs into 

their beneficiary companies deceived investors and misled them in judging the value of 

the companies. Considering the potential risks of poor standards of consolidation, it is 

crucial for Governments to make policies towards preventing financial scandals.  

 

Finally, the chapter showed how in project finance, potential owner-manager agency 

types of conflicts may be avoided by well-constructed contracts which specify the 
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contractual relationships between the project owner and the primary contractors.  By 

discussing the alignment of interest theory, the chapter explored ways in which these 

interests of the owner and the agent can be aligned. This thesis argues that synergy 

between the government and the private sector is required to adequately manage project 

financing risks. To ensure an efficient management of project financing risks, it is 

critical to create an enabling PPP framework and environment to facilitate this. 

Consequently, the roles of the public and private sector parties have to be properly 

defined. The next chapter explores risk bearing in project financing and the roles that 

the government and the private sector play in ensuring an effective and efficient 

management of risk.
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Chapter 3 – Risk Bearing in Project Financing: The Role of the 

Government and the Private Sector 

 

3.1 Introduction 

 

As discussed in chapters 1 and 2, the viability of long-term capital investments hinges 

critically on how risks associated with such investments are evaluated and managed. 

The basic principle governing risk management in a project finance deal is to allocate 

risks to parties best able to bear them in order to achieve successful economic outcomes. 

In allocating risks to either the government or the private sector, each party’s appetite 

for and aversion to risk needs to be taken into account. For instance, in the management 

of financial risk, the issue that arises is that the perceived risk of default predominantly 

influences the cost of debt both to governments and to private firms. This leads to the 

debate on the cost of finance in project financing transactions, whether sovereign 

borrowing is cheaper than private finance, in project financing transactions. This 

chapter discusses this debate and will analyse whether government borrowing is indeed 

risk free.  

 

Therefore, the aim of this chapter is to examine the roles that the government and the 

private sector play in managing risks that arise in connection with the project financing 

transactions. To achieve this, this chapter analyses whether in managing risks in project 

financing transactions, it is cost-effective to use a fully integrated bundled approach or 

an unbundled conventional public procurement approach. In a fully integrated bundled 

approach, construction incorporates a particularly innovative special-purpose vehicle, 

leading to integration between construction risks and operating risks. On the other hand, 

in a conventional public procurement, the government first contracts with a builder to 

construct the facility and then later contracts with another private sector party to operate 

and run the facility. This chapter argues that in managing project financing risks, it is 

cost-effective to use a fully integrated bundled approach. Finally, this chapter explores 

the conditions for successful PPPs. 
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The remainder of the chapter is organised in five further sections. Section 3.2 examines 

the cost of finance, while section 3.3 analyses whether government funding is cheaper 

than private sector finance, but private management is better. Section 3.4 explores the 

modes of offering infrastructure projects to the market, bundling and value for money. 

Furthermore, section 3.5 discusses the conditions for a successful public-private 

partnership (PPP), accountability and public interest. Section 3.6 discusses Equator 

Principles, how the implementation of the Principles may fail in practice and the effect 

of such failure; while section 3.7 examines PPP contract clauses that protect workers in 

PPP transactions. The chapter then concludes in section 3.8 with a summary of prior 

discussions. 

 

3.2 Costs of Finance  

PFI projects, and most public private partnerships (PPPs), differ from traditional public 

procurement by virtue of the requirement that private sector entities finance the 

projects. Although there may be extra costs of private sector funding vis-à-vis public 

borrowing, it is arguable that the private sector is able to deliver sufficient cost savings 

and value for money in other aspects of the project such as design, operation, and 

management.  

 

A number of writers consider that the ‘lower government borrowing cost’ argument is 

seriously flawed.1 Both Grout and Klein2 adopt a position that in some ways is 

analogous to the famous Modigliani–Miller theorem about the cost of capital. 

Modigliani and Miller argued that the true value of a firm is governed by the risk 

                                                      
1 Kay, J., Efficiency and Private Capital in the Provision of Infrastructure, in 

Infrastructure Policies for the 1990s, (Paris: Organisation for Economic Co-operation 

and Development, 1993) pp. 55–73; Gilibert, P. L. and A. Steinherr, Private Finance 

for Public Infrastructures: In Search of a New Framework (EIB Papers, 1994) pp. 23, 

77–90; Grout, P., The Economics of the Private Finance Initiative, Oxford Review of 

Economic Policy, Vol. 13 No.4 (1997), pp. 53–66; Klein, The Risk Premium for 

Evaluating Public Projects, Oxford Review of Economic Policy, Vol. 13 No.4 (1997), 

pp. 29–42; Argy, F., M. Lindfield, B. Stimson and P. Hollingsworth, Infrastructure and 

Economic Development, CEDA Information Paper No 60, (Melbourne: Committee for 

Economic Development of Australia, 1999); Partnerships Victoria, Guidance Material, 

Melbourne: Department of Treasury and Finance (2001). 
2 Klein (n 1) 29–42. 
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characteristics of the underlying stream of returns, and is independent of how finance 

is raised. In corporate finance theory, an investor in a company with high leverage 

would expect a higher return than one in a company with low leverage, on the basis that 

high leverage equals high risk, and equally the lenders would be happy with a lower 

return where there is lower leverage, so the overall cost of finance to a company should 

always be the same whatever its debt to equity ratio.3 However, this correlation is not 

that close in project financing investment, since its high leverage does not imply high 

risk. Higher leverage can only be achieved in project finance where the level of risk in 

the project is reduced, for instance by passing risks down to sub-contractors. 

 

From an allocative efficiency perspective, De Bettignes and Ross argue that 

government funds come mainly from borrowing in financial markets where it competes 

for funds with the private sector and is only able to raise money at a slightly lower rate 

than the private sector because it has a lower risk of default. They further argue that 

when this default risk is taken into account, the effective borrowing rates of government 

and the private sector are not much different.4 One can argue that because government 

has a more diversified portfolio of projects than any private sector consortium, the risk 

to government is lower and consequently the cost of funds is lower. Furthermore, 

Boardman et al. argue that most government projects are ultimately funded via taxes.5 

In a PPP, short-run financing might come from other sources, but most of the funding 

will ultimately come from taxpayers, often future taxpayers. For instance, in a 

concession, the private sector pays the upfront capital expenditure for design and 

                                                      
3 This principle known as the Miller–Modigliani theorem (after its original authors) 

means that the value of a company is not affected by how it is financed; it follows from 

this that a company’s weighted cost of capital should always be the same, whatever its 

financing structure (debt: equity ratio). However there are acknowledged exceptions 

which distort this approach, one of the key ones being that debt interest is generally tax-

deductible whereas equity dividends are not, which is another reason for using a 

project-financing structure. It may also be assumed that there is perfect efficiency in 

the financial markets for both debt and equity, which may not be the case, especially in 

developing countries. 
4 De Bettignes, J. and Ross, T., Public-private partnerships and the privatization of 

financing: an incomplete contracts approach, International Journal of Industrial 

Organization 27 (3), (2009), pp.358–368. 
5 Boardman, A., Moore, M. and Vining, A., The social discount rate for Canada 

based on future growth in consumption, Canadian Public Policy 36 (3), (2010), 

pp.323–341. 
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construction and receives either a shadow toll (linked to use) or an agreed schedule of 

payments in the future. Boardman and Vining characterize this government strategy as 

‘renting the money’.6 Thus, there is likely to be a net cost of ‘renting the money’ from 

the perspective of taxpayers who ultimately pay for it, either now or in the future. 

Government ‘renting the money’ represents a political economy motivation for PPPs. 

 

Furthermore, Klein argues that taxpayers have assumed a contingent liability for which 

they are not remunerated.7 They have become, in effect, shadow equity providers. This 

residual risk imposed on taxpayers is a cost, which ought to enter into any cost–benefit 

analysis. If this were done, the real cost of government borrowing would be the same 

as the private sector if the underlying risk of the projects were the same.8 Taken to its 

limit, the lower government borrowing cost argument would seem to imply that the 

government should undertake all activities, as the cost of capital is so low. Were this to 

happen, the question whether the debt then would still be regarded as riskless, will arise. 

To answer this, public debt is not riskless. Nevertheless, in comparison with private 

bodies, governments enjoy near risk-free status because they can resort to general taxes 

and inflation of taxation to avoid bankruptcy.9 The private sector is, however, exposed 

to this taxation risk, an externality that is ignored in risk evaluation but which needs to 

be built into social risk analysis.  

 

The consequence is that the higher credit rating of governments, and hence their lower 

borrowing rates, is largely irrelevant to the choice between public and private provision 

of infrastructure. Argy et al. argue that, subject to three conditions, the cost of capital 

should be assumed to be the same for both the public and private sectors.10 These 

                                                      
6 Boardman, A. and Vining, A., P3s in North America: renting the money (in 

Canada), selling the roads (in the USA), in G. Hodge, C. Greve and A. Boardman, 

eds., International Handbook on Public-Private Partnerships (Cheltenham, UK: 

Edward Elgar, 2010b) pp. 354–398. 
7 Klein (n 1) 29–42. 
8 Ibid. 
9 This is the case with the UK’s current strategy in dealing with the economic effects 

of the Covid-19 pandemic. 
10 Argy, F., M. Lindfield, B. Stimson and P. Hollingsworth, Infrastructure and 

Economic Development, CEDA Information Paper No 60, (Melbourne: Committee for 

Economic Development of Australia, 1999). 
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conditions are:  

1. That the risks associated with the specific project (variance in returns) are 

mainly commercial rather than policy-related in character;  

2. That the private capital market is reasonably efficient; and  

3. That private sector financing transaction costs (being on a smaller scale) are not 

overwhelmingly large relative to those usually incurred by the public sector.11  

According to the authors, these three conditions probably do hold for many new 

infrastructure projects so that, provided the rewards match the risk, reliance on the 

private sector for provision should not entail any extra capital cost and indeed if the 

private sector is more efficient at project design and managing the capital, the capital 

cost should be lower. This position probably oversimplifies matters. 12 

 

In summary, most PPP/PFI projects involve substantial private sector finance and, in 

all but very exceptional circumstances, this finance in itself will be more costly than 

public sector borrowing, although there are many hidden costs in the latter. Clearly, 

governments are not immune from fiscal difficulties, which can lead to credit rating 

downgrades and higher project costs, but the main reason why the government’s cost 

of borrowing is low is that it can levy taxation to repay the debt. Due to these taxing 

powers, lenders to the government consider that it is unlikely to default, and so demand 

a lower interest rate risk premium. But having the true risks hidden and passed on to 

taxpayers in the form of a contingent liability does not mean that public investments 

are risk-free. Project risks depend more on the project’s design than on the specific 

financing mechanism.13  

 

For a long time it was argued that the cost of capital of publicly funded projects is below 

that of privately funded projects, not due to lower borrowing costs but because, through 

the tax base, the government can achieve better risk-sharing and pooling than is possible 

                                                      
11 Ibid. 
12 Ibid. 
13 Flemming, J. and C. Mayer, The Assessment: Public-sector Investment (Oxford: 

Review of Economic Policy, 1997) Vol. 13 No.4, pp.1–11. 
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in the private sector.14 This position has been replaced by a new view that the cost of 

capital of equivalent projects is the same in the private and public sector when account 

is taken of taxpayers shedding their contingent liability through the capital markets.15 

The new orthodoxy sees a project’s cost of capital as being set by the cost of bearing 

the market risk of the project which, according to standard finance theory,16 can be 

established by adding to the risk-free rate a risk premium dependent on the extent to 

which the asset’s returns are co-variant with market returns. 

 

There may be grounds for questioning how appropriate a market-based analysis such 

as the capital asset pricing model (CAPM) is for dealing with projects where there can 

be a divergence between market and social risks, as a result of externalities and 

distributional considerations.17 Taxation also drives a wedge into cost of capital 

calculations, with the private sector evaluating projects at an after-tax cost of capital, 

and the government at pre-tax costs.18  

 

3.3 Government funding is cheaper, but private management is better 

When governments are not credit-rationed, they tend to be able to raise funds at lower 

rates than private firms. To advocate private projects in this situation one would need 

to assume that the government's funding advantage is more than offset by the private 

sector's management efficiency. According a World Bank report,19 in infrastructure 

projects, the cheaper credit available to governments needs to be weighed against 

possible inefficiencies in channelling funds through government. The report cites an 

example where a 3-percentage interest rate advantage of government funding would 

                                                      
14 Arrow, K.J., and Lind, R.C., Uncertainty and the Evaluation of Public Investment 

Decisions, American Economic Review, Vol. 60 (1970), pp. 364–78. 
15 Brealey, R., I. A. Cooper and M. A. Habib, Investment Appraisal in the Public Sector 

(Oxford Review of Economic Policy, Vol.13 No.4, (1997), p.23. 
16 Brealey, R. and S. Myers, Principles of Corporate Finance, 7th ed., (Boston: Irwin 

McGraw-Hill, 2003) 13(4), 12–78; Copeland, T. E. and J. F. Weston, Financial Theory 

and Corporate Policy, 3rd edn, (New York: Addison Wesley, 1988). 
17 Flemming, J. and C. Mayer (n 13) 1–11. 
18 Brealey, R., I. A. Cooper and M. A. Habib (n 15) p.23. 
19 The World Bank, World Development Report (Washington, DC. 1994, Box 5.1) p. 

91. 
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need to be offset by cost savings of more than 20 percent for private ownership to be 

advantageous.  

 

There are a number of cases where efficiency gains of 20 or more percent have, indeed, 

been achieved by transferring management to the private sector.20 But efficiency gains 

vary widely. They may amount to only a few percent and in some important cases it is 

not clear whether private is really more effective than public management, particularly 

when private enterprise is subject to monopoly regulation.21 For example, the most 

thorough study of the relative efficiency of private versus public sector power utilities 

in the United States suggests that, in controlling for differences in cost of capital, tax 

treatment and other factors, public utilities are more efficient than investor-owned 

ones.22 The question which arises here is should the United States, therefore, nationalize 

all power utilities? If we believe in the basic arguments about the cost of government 

borrowing, the case would seem strong, because public sector utilities deliver slightly 

cheaper service even when one does not add in the borrowing cost advantage.  

 

On the other hand, if we believe that a trade-off between low-cost government finance 

and greater private sector efficiency exists, then we need to be careful with privatisation 

unless it is reasonably clear that private management will yield sufficient benefits to 

offset the lower cost of sovereign funds. By the same token private management is then 

justified to clamour for government financial support up to the point where its own 

incentives to perform efficiently are undermined.23 This line of argument also lies 

behind calls for government or multilateral financial participation in private projects. 

The Institute for International Finance, for example, makes such calls, and suggests the 

                                                      
20 Carnaghan, R., and B. Bracewell-Milnes, Testing the Market: Competitive Tendering 

for Government Services in Britain and Abroad (Institute of Economic Affairs, London, 

1993); Domberger, S. and S. Rimmer, Competitive Tendering and Contracting in the 

Public Sector: A Survey, International Journal of the Economics of Business, Vol.1, 

No. 3, (1994), p. 439–53. 
21 This is the case in a concession contract, where the concessionaire ensures the 

insertion of safety clauses in the contract like ‘non-compete’ clauses. 
22 Kwoka, J.E., Jr., Privatisation, Deregulation, and Competition: A Survey of Effects 

on Economic Perfornance, World Bank, (Washington, DC: Mimeo, 1996). 
23 Klein, M., Risk, Taxpayers and the Role of Government in Project Finance (Policy 

Research Working Paper, December 1996) p.4. 
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World Bank lending to the private sector.24 As is well known, a number of infrastructure 

projects25 benefit from some type of government financial participation (beyond 

guarantees for policy failures). 

 

Extending this argument then means that privatisation of infrastructure should often be 

reserved for countries with highly inefficient government enterprises. But countries 

with good public enterprises could gain relatively little from privatisation. Given the 

cost advantage of public borrowing they should then not privatise. In particular the cost 

of government funds would appear cheaper than private equity. An Australian task 

force on private infrastructure rejected the argument that the cost of government debt 

is necessarily cheaper than the private sector cost of capital (which would have implied 

that the government should finance most infrastructure investment).26 The task force 

argued that governments' lower cost of funds largely reflects the fact that taxpayers are 

providing an implicit guarantee for project risks under public ownership. Thus it 

concluded that much of the difference in the private and public cost of capital is 

apparent rather than real.  

 

In other words, if the taxpayers were to receive appropriate remuneration for the 

insurance they provide, the apparent cost advantage of government finance would 

disappear.27 If this were so, there would be no trade-off between the cost of sovereign 

funds and efficiency gains from private management. Notwithstanding, it would still 

be true that in countries with good public enterprises the benefits from privatisation 

may be lower than in countries with bad ones.28 By the same token there would be no 

rationale for private firms to ask for government financial support in the form of debt 

or equity or guarantees of credit obligations. Using World Bank instruments as an 

example, there would be no rationale to use straightforward loans or credit guarantees, 

                                                      
24 Institute of International Finance, Increasing the Supply of Bankable Infrastructure 

Projects in Developing Countries, (Washington, DC. 1995) p.6. 
25 Hungary's M5 motorway project. 
26 Economic Planning Advisory Commission, (Private Infrastructure Task Force 

Report, 1995) p. 37. 
27 Klein (n 23) p.5. 
28 Ibid, 5. 
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only policy guarantees29 and like instruments would be justified30.  

Yet, privatisation could still be advocated even if it brought only very small 

improvements. Therefore, government efforts ought to be directed to improve 

macroeconomic stability, improve the policy environment for private projects and 

deregulate and liberalize the financial sector to allow private entrepreneurs to put 

together the best possible deals. This position underlies the philosophy of the World 

Bank's new policy guarantee program. 31 

 

3. 4 Offering Infrastructure Projects to the Market 

Deciding whether to offer an infrastructure project to the market as a PPP, or to deliver 

it by traditional procurement, rests on a number of considerations. These are: (1) 

whether the PPP transaction will be bundled or unbundled; (2) whether such delivery 

could constitute value for money; and (3) whether conditions for a successful PPP exist. 

3.4.1 Bundling: Arguments For and Against 

 

A defining characteristic of PPPs is the integration within a private sector party of all 

or most of the functions of design, building, financing, operating and maintenance of 

the facility in question, often in the form of a special purpose vehicle created for the 

specific project. Some writers32 have questioned whether this is a cost-effective 

                                                      
29 Policy-based Guarantees are applied in the context of development policy operations 

where the World Bank supports a member country with their program of policy and 

institutional actions that promote growth and sustainable poverty reduction. 
30 In the case of World Bank credit taxpayers in industrial countries underwrite risks. 

When loans or guarantees are counter guaranteed by the host government, then 

taxpayers of that country also underwrite leaving taxpayers in developing countries to 

assume risks as a last resort. 
31 Frank, C.R. Jr., The Role of the World Bank in Infrastructure Investment (Paper 

presented at Forbes Infrastructure Conference, New York, January18, 1995). 
32 Daniels, R. J. and M. J. Trebilcock, Private Provision of Public Infrastructure: An 

Organizational Analysis of the Next Privatisation Frontier (University of Toronto Law 

Journal, Vol. 46, 1996) pp. 375–425; Trujillo, A., R. Cohen, X. Freixas and R. Sheehy, 

Infrastructure Financing with Unbundled Mechanisms, The Financier, 5(4), (1998) pp. 

10–27; Hart, O., Incomplete Contracts and Public Ownership: Remarks, and an 

Application to Public–Private Partnerships [Economic Journal, 113(486), 2003] C69–

C76; Quiggin, J., Risk, PPPs and the Public Comparator, Public Private Partnerships 

Forum, The Accounting Foundation, The University of Sydney, (8 December, 2003). 
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arrangement. According to Hart’s analysis33, he develops a theoretical model to 

examine the economic efficiency of bundling from an incomplete contracting 

perspective, in which imperfections arise because it is hard to foresee and contract about 

uncertain future events.  

PPPs are generally entered into for a lengthy period of time, usually 20 to 30 years, and 

are developed in an environment of uncertainty. As such they exhibit, as Hart suggests, 

the characteristics of incomplete contracts, and their usefulness as integrated 

arrangements hinges on the nature of contracting costs.34 His model compares a 

bundled contract for facility construction and service provision with unbundled 

conventional public procurement in which the government first contracts with a builder 

to construct the facility and then later contracts with another private sector party to 

operate and run the facility. The choice between the two alternatives, bundled versus 

unbundled, depends on whether it is easier to write contracts on service provision than 

on building provision. 

  

According to Hart’s model,35 conventional provision (unbundling) is better if the 

quality of the building can be clearly specified, whereas the quality of the service 

cannot. In contrast, PPP is better if the quality of the service can be well specified in 

the initial contract (or, more generally, there are good performance indicators that can 

be used to reward or penalize the service provider)36, whereas the quality of the building 

cannot. Contracting on the building is relatively simple, while contracting on the service 

may not be. Hart surmises that schools may fall into the first category. On the other 

hand, hospitals may fall into the second category in that although specifying service 

quality is far from straightforward, it may be easier to come up with reasonable 

performance measures concerning how patients are treated than it is to specify what 

may be a very complex building.37 

 

                                                      
33 Hart, O. (n 32) 69–76. 
34 Ibid. 
35 Hart, O. (n 32) 73-74. 
36 It is arguable that the question of the incentive structure is central to the issue of 

bundling. 
37 Hart, O. (n 32) 73-74. 
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Quiggin comes to much the same conclusion, in that he sees merit in a fully integrated 

(bundled) approach where construction incorporates a particularly innovative special-

purpose design, leading to an integration between construction risk and operating risk.38 

But, with most public projects following well-established design principles, such cases 

are regarded as rare. His particular concern is that in many PPP projects that are 

‘financier-led’, a financial institution devotes substantial resources to putting together 

a consortium to make a bid, only to ‘unbundle’ the components as soon as the bid is 

successful. In these circumstances, Quiggin considers that the government would do 

better by contracting directly with the private parties that ultimately bear the risk rather 

than contracting through the financial intermediary.  

 

Furthermore, Trujillo et al. explore the potential for ‘unbundled mechanisms’ in the 

case of build-operate-transfer (BOT) type of projects such as toll roads, although they 

consider that many other PPPs could be unbundled.39 Bundling is normally argued for 

on the grounds of enhancing the potential to realize economies of scale and scope along 

with innovations in design, pricing and risk sharing. Usually, however, the BOT 

concessionaires are joint ventures of a number of private companies, which agree in 

advance to subcontract each of the different activities and take equity stakes in the SPV 

to cement the relationship. The authors argue that two problems are thereby introduced. 

First, good constructors may be teamed with less good financiers. Superior knowledge 

of one activity may not carry over to other activities. Second, competition is limited to 

those bodies, which are part of the group. Companies, especially local entities, with 

perhaps good technical know-how but poor financial capability are unable to bid 

because the activities are jointly, rather than separately, auctioned. Transparency and 

competitiveness in the bidding process are lost, or traded-off for innovation 

opportunities, which the authors consider may not always be the best solution.  

 

For these reasons, Trujillo et al. examine the case for unbundling.40 They recognize that 

the costs of unbundling (e.g. creating different entities and monitoring the 

specifications in the different stages) may be considerable but may be offset by an 

                                                      
38 Quiggin, J. (n 32). 
39 Trujillo, A., R. Cohen, X. Freixas and R. Sheehy (n 32) 10–27. 
40 Ibid, 375–425. 
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improved allocation of risk. There is then the question of how the unbundling is to be 

done. The authors consider two possibilities. One is for a public sector agency to play 

the role of the concessionaire in BOT projects.41 However, the lack of qualified public 

sector institutions capable of articulating the project and supervising the private sector 

participants limits this option. As an alternative, the authors suggest appointing a 

private company to carry out the job. Subject to the conditions established by the public 

sponsor, the private agent would subcontract and monitor the arrangements, while 

simultaneously structuring and launching the joint venture or special purpose vehicle 

needed for financing.42 That is, a private company acts as a service company for the 

project but without assuming the project risks.  

 

In this latter case, it might be argued that this type of unbundling is effectively what 

happens already under a PPP since the concessionaire rarely assumes all the project 

risks and many are put out to a range of specialist contractors.43Yet there is an important 

difference between the two situations – incentives are stronger when the supplier is 

bearing at least some of the risks of supply. The assumption of overall responsibility 

prior to risk transfer gives the concession winner the appropriate incentives to do the 

job properly, which may not be present to the same degree when there is a nexus 

between the principal (the public body) and the agent (the private sector special purpose 

entity).44 Also, a feature of PPPs is that risks are usually shared between the private 

sector and the public sector, with the government taking back some risks for which 

private bodies would charge too much. For this risk allocation process, the public sector 

entity might find it less costly to negotiate with a single body rather than with a host of 

individual subcontractors, either directly or by proxy through the coordinating 

company.  

 

                                                      
41 Ibid. 
42 Ibid. 
43 Lewis, M. K., Towards the Networked Firm and the End of Geography in M. 

Shanahan and G. Treuren (eds), Globalisation: Australian Regional Perspectives, 

Adelaide: Wakefield Press (2003). 
44 Sappington, D. E. M., Incentives in Principal–Agent Relationships, Journal of 

Economic Perspectives, Vol. 5, (1991), pp. 45–66. 
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Daniels and Trebilcock, after raising the question of unbundling, and considering it at 

some length, reach a similar conclusion.45 They visualize a more limited potential for 

‘unbundling’, with potential gains for the public sector for instance, in partly 

decoupling design from other functions if a consortium with an inferior design but 

superior construction and other capabilities won the integrated bid.46 In principle, the 

government stands to realize efficiency gains from contracting out the design function 

and, effectively, creating a competition for ideas. Daniels and Trebilcock argue that the 

case for bundling and vertical integration is much the same as that for the existence of 

firms in economic theory, and rests on the presence not only of contracting costs 

(examined by Hart), but also information costs and economies of scale and scope.47 

Essentially, the case for integrating design, construction, finance, operations and 

maintenance is that private firms can coordinate these activities at lower cost than can 

government, and they are better able to respond to economic incentives.  

 

On whether the incentive structure is central to the issue of bundling, Grout48 observed 

that when contracts are incomplete, and not every eventuality can be covered, 

incentives could pose a particular problem and it is important to get them correct. For 

instance, there are large information difficulties surrounding construction contracts, and 

determining the responsibility for cost overruns is a serious source of conflict when 

there are design changes and other unexpected developments. However, writing the 

contract in terms of the flow of services from the infrastructure facility rather than the 

process of construction can change the incentive system.49 If, for example, the same 

entity is responsible for both construction and supplying the services, but is 

remunerated only for the successful provision of services of a suitable quality, it is 

important for the entity to build the correct facility, get the process of delivery right, 

and contain costs while not sacrificing quality.50  Therefore, using this fully integrated 

                                                      
45 Daniels, R. J. and M. J. Trebilcock (n 32) 375–425. 
46 Ibid, 375–425. 
47 Williamson, O. E., The Mechanisms of Governance (Oxford: Oxford University 

Press, 1996); Casson, M., Economics of International Business – A New Research  

Agenda (Cheltenham: Edward Elgar, 2000); Chandler, A. D. Jr (1990), Scale and Scope 

– The Dynamics of Industrial Capitalism (Cambridge: MA. Harvard University Press, 

1990).  
48 Grout, P. (n 1) 53–66. 
49 Ibid, 53–66. 
50 Ibid. 
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bundled approach becomes cost-effective. Financiers also have incentives to make sure 

that services are supplied on time and to the requisite standard when the revenue stream 

that is generated represents the main source for repaying debt. It is the welding of 

upfront design and financial engineering to downstream management of the 

construction costs and revenue flow that gives the PPP its distinctive incentive 

compatibility characteristics. 

3.4.2   Value for Money and the Need for Competition 

 

Value for money is the optimum combination of whole life cost and quality or fitness 

for purpose to meet the user’s requirement.51 What is required to achieve value for 

money is that projects are awarded in a competitive environment. Accordingly, 

economic appraisal techniques, including proper appreciation of risk, have to be 

rigorously applied, and that risk is allocated between the public and private sectors so 

that the expected value for money is maximized. Also, comparisons between publicly 

and privately financed options have to be fair, realistic and comprehensive.52 

 

Competition creates an environment that encourages bidders to be innovative in their 

design solution and efficient in-service delivery. Based on the results of some early PFI 

contracts in the British health service53, it came to be recognized that a considerable 

degree of competitive tension was needed in the bidding process, so that the private 

                                                      
51 Office of Government Commerce, Green Public Private Partnerships, (Norwich: 

OGC 2002a) p.6. 
52 Arthur Andersen, Value for Money Drivers in the Private Finance Initiative (London: 

Arthur Andersen and Enterprise LSE, 2000). 
53 PFI had mixed results when it was first introduced to the NHS, as it was then 

mandatory for all capital schemes over a certain value to be market tested. This resulted 

in a banking-up of incomplete deals, a number of which were, in hindsight, either 

inappropriate to tackle under PFI, or unaffordable for the NHS. Also, many of the 

schemes coming to the market faced the following issues: their focus tended to be on 

acquiring an asset rather than providing a service; some key stakeholders did not fully 

accept or understand the PFI concept; and risk allocation was sub-optimal, either too 

much or too little risk was transferred to the private sector. The UK Labour government 

has applied the PFI model much more selectively by devoting the resources needed to 

make the selected PFI schemes a success; addressing the way PFI projects were 

structured; moving towards optimizing risk and value; seeking to place risk with the 

party best able to manage it; and tight project management to ensure the investment 

required by both public and private sectors is kept at an acceptable level.  
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sector provides its most efficient bids. A deep and competitive market of capable 

bidders is needed to get the benefits of the PPP procurement process. 

 

One of the principal PPP benefits is the whole-of-life cycle bundled approach. This 

integration creates a facility that is not only tailored to the provision of core services 

but also closely aligned to the requirements of the facilities operator. It results in a 

design, from both an architectural and an engineering perspective, which aims to 

maximize service efficiencies in the ancillary services as well as aid maintainability 

and minimize life cycle costs, for example using better quality materials. Even small 

changes (e.g. allowing access space for ease of maintenance) have had a large 

cumulative effect. As Peter Drucker argues, innovation is often not about grand 

architectural design but about the cumulative impact of a large number of small 

changes.54 These benefits can be lost in traditional procurement methods due to little or 

no integration between design, construction and operation of the facility.  

 

It is in this sense that the PPP model can be seen as an incentive contract since the 

private sector entity is encouraged to think beyond the bounds of the construction phase 

and build in features that will facilitate operations and maintenance. Despite the 

arguments considered earlier in this chapter of those who see possible benefits in an 

‘unbundling’ by government of PPP contracts into separate design, construction, 

operations, and maintenance contracts, vesting the coordination in one private sector 

entity could provide a better set of incentives and a clearer line of accountability.55  

 

Furthermore, the PPP programme has raised awareness of project risks in ways that 

public procurement has not been able to do. The result is that the identification, 

allocation and management of risks have grown to become an essential part of PPP 

processes. The transfer of appropriate risk improves value for money as the supplier is 

able to reduce either the probability that the risk will occur, the financial consequences 

if it does eventuate, or both. There comes a point, however, when this transfer becomes 

                                                      
54 Drucker, P., Innovation and Entrepreneurship (New York: Harper Collins, 1984). 
55 Darrin, G. and Mervyn, L., Public Private Partnerships: The Worldwide Revolution 

in Infrastructure Provision and Project Finance, (Edward Elgar Publishing, 2007) p. 

136. 
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sub-optimal. If risks that, in fact, cannot be best managed by the private sector continue 

to be transferred to private bodies, value for money will decline since the premium 

demanded by the private sector will outweigh the benefit to the public procurer. 

Optimum, rather than maximum, risk transfer is the objective of the PPP arrangement.56  

In addition, on the issue of discount rate, there is a tendency for governments to use the 

same discount rate for a project whether it is publicly provided or is to be provided to 

the government by the private sector through a PPP. Grout  argues that the standard 

practice of using the same discount rate between public sector provision and PPPs is 

inappropriate because it prejudices private sector provision and leads to excessive 

reliance on public procurement.57 According to him, when public sector provision is 

being valued, a discount rate is applied to a cost cash flow. This cash flow represents 

the cost of building the facility if it is done in the public sector. In contrast, for valuing 

the private sector provision a discount rate is applied to a stream that constitutes an 

outlay for the public sector but is a revenue item to the private entity and is being valued 

from the revenue side.58  

 

With a PPP, this revenue stream is not the equivalent cost of building the facility, it is 

instead the cash flow associated with the flow of benefits valued at the price in the 

contract and there is no reason to suppose that the risk characteristics are equivalent for 

these two cash flows. Indeed, Grout argues that there is every reason to suppose that 

they are not, because in general costs are less risky than revenues (particularly when 

the revenues depend on services of a suitable quality being provided).59 Under what 

appear to be plausible conditions, he contends that a higher discount rate should be used 

for the PPP than for the public sector equivalent. Failure to do so will suggest that 

private provision is less efficient than public since the present value of private provision 

will be overestimated relative to public procurement.  

 

                                                      
56 Ibid, 136. 
57 Grout, P. A., Public and Private Sector Discount Rates in Public–Private 

Partnerships, [Economic Journal, 113(486), 2003] C62–C68.  
58 Ibid. 
59 Grout, P., (n 57) 62–68. 
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3.5 Conditions for Successful PPPs  

Accountability and a regard for the public interest are important for the success of a 

PPP project because, as Berg et al. emphasize, legitimacy is an important aspect when 

institutional frameworks are being designed for sectors of the economy like 

infrastructure.60 Legitimacy is of significance on a number of scores. First, consumers 

of the infrastructure services must be convinced that they are paying appropriate prices 

for services received. Second, if there are government subsidies for services, taxpayers 

must view these as contributing to social objectives. Third, those who receive and value 

the services need to accept the public and private arrangements that are brought together 

to attract and allocate resources for infrastructure activities. Without such acceptance, 

it will be difficult to raise the private finance on which the project depends.61  

 

Obviously, there are many other considerations that must be taken into account in 

designing a successful PPP, and a number of bodies have outlined what they consider 

to be the main factors. The six key drivers of successful PFI projects identified in a 

report commissioned by the Treasury Task Force in London62 are: risk transfer, long-

term contracting, output-based project specification, competition, performance 

measurement and private sector management skills. Also recommended was greater 

centralized monitoring of PFI project performance, transfer of experienced staff 

between government departments, use of ongoing benchmarking to ensure continuing 

value for money from existing projects, and more careful assessment of the value of 

risks transferred to the private sector. From its own parallel evaluation of 15 PFI 

projects, the National Audit Office63 highlighted four key aspects of successful PFI 

projects: clear objectives, application of proper procurement processes, getting high-

quality bids and ensuring that the final deal either makes sense or is dropped or re-

tendered. 

 

                                                      
60 Berg, S. V., Pollitt, M. G. and Tsuji, M., Private Initiatives in Infrastructure 

(Cheltenham: Edward Elgar, 2002). 
61 Ibid. 
62 Treasury Taskforce, Public Sector Comparators and Value for Money, Policy 

Statement No. 2 (February), London: HMSO (1998). 
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Berg et al. conclude their examination of private sector initiatives in infrastructure by 

arguing that a proper mechanism for private sector involvement must be designed, 

which should include a number of criteria.64 They single out four elements in particular: 

incentive compatibility, governance, credibility and transparency. The arrangements 

have to provide incentives for the private sector to bear risks, and the contract should 

clarify responsibilities and roles in a clear and transparent way if it is to be governed in 

a correct fashion. Credibility is seen to be especially important for developing countries, 

since foreign investors and multinational enterprises are likely to be major participants 

in projects and they face various political as well as country risks. Without credibility 

in the arrangements it will be difficult to attract investment for infrastructure projects.65  

3.5.1 Accountability  

 

The accountability of the government to taxpayers remains one way of achieving 

effective and efficient value for money; i.e., with identifying the most cost-efficient 

way of securing a high-quality service.66 Value for money can be achieved in a number 

of ways: by establishing a competitive and contestable market for infrastructure 

projects; from private sector innovation and skills in asset design, construction 

techniques and operational practices; and from transferring key risks in design, 

construction delays, costs overruns, finance and insurance to private sector entities for 

them to manage. Risk allocation is needed for project success, and value for money is 

a key facet of it. If sufficient risk cannot be transferred to private parties, it is unlikely 

that a PPP will deliver value for money. 

 

The implication of this point becomes apparent when considering one of the most 

common criticisms of PPPs. Government bodies in both Australia and the United 

Kingdom have been accused of having a predisposition to PPP- type arrangements 

because they represent ‘back door’ financing.67 Some of the reasons why public sector 
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65 Ibid. 
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entities might be attracted to PPPs involve the potential to get off-balance sheet status. 

This motivation presumably is similar to those of other enterprises engaged in off-the-

balance sheet financing (despite government bodies not producing commercial-style 

accounts), i.e. to expand activities beyond balance sheet restrictions while preserving 

credit standing.68 As off-balance sheet undertakings, payments under the PPP 

agreement would be shown as revenue charges in the year to which they relate, rather 

than as an asset, and a corresponding liability, to be accounted for when the project is 

entered into.  

 

Most of the accounting issues have been discussed in the literature. It is true that the 

pivotal issue with respect to the accounting treatment revolves around where the risks 

lie, and judgements about the relative importance of different kinds of risk are likely to 

be paramount, for example, the balance between construction risk, design risk, demand 

risk and residual value risk.69 However, the real issue is not so much one of whether or 

not the PPP undertaking is off-balance sheet, and thus whether the arrangement 

constitutes borrowing in another name, but whether it represents good value for money. 

This is the real prerequisite for evaluating the PPP route.  

 

The UK Treasury Taskforce guidance on PFI accounting70 specifically countenanced 

against sacrificing value for money in the search to obtain off-balance sheet accounting 

treatment. The objective of PFI procurement is to provide high quality public services 

that represent value for money for the taxpayer. It is therefore value for money, and not 

the accounting treatment, which is the key determinant of whether a project should go 

ahead or not. Purchasers should focus on how procurement can achieve risk transfer in 

a way that optimizes value for money and must not transfer risks to the operator at the 

expense of value for money.71 The decision to undertake PFI investment should be 
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taken on value for money grounds alone, and whether it is on or off-balance sheet is a 

subsequent decision taken by independent auditors and is not relevant to the choice of 

procurement route. Almost 60 percent of PFI projects by value are on the balance 

sheet.72 This brings out the point that value-for-money considerations are ex ante. The 

accounting decision is made ex-post, i.e. looking at matters after the event.  

 

A major reason why accounting has proven to be such a controversial aspect of PPPs 

is because the scope of these arrangements strains design boundaries and commercial 

concepts envisaged by the existing leasing standards. Leasing standards pre-date the 

emergence of PPP models for involving the private sector in the delivery of services 

(dependent on infrastructure assets). When the leasing standards were drafted they did 

not contemplate the more complex and interwoven risk transfers that characterize many 

PPP service delivery models. Development of an international standard on PPPs still 

appears some way off, and in the meantime, there seems to be a recognition in the 

industry that the UK approach, in particular Financial Report Standard 5 (FRS 5), 

constitutes the best available.73 

 

Accounting principles distinguish property, an asset, from services, accounted for as 

current expenditure. In the case of a PPP, the issue is whether to regard the resulting 

property as an asset of the government or to record the stream of unitary charge 

payments as expenditure in the year in which they occur. Whether a party has ‘an asset 

of the structure or property’ will depend on whether it has access to the benefits, and 

exposure to the risks, normally associated with ownership of that property. FRS 5 

methods seek to resolve this fundamental question by employing a standard set of tests 

to measure the quantum of key risks for the type of property (assets) involved, and then 

estimate which party bears the overall majority of the risks. For example, where a 

facility is needed to fulfil a contract for services, and there is a need to determine which 
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party has an asset of that property and recognize the identified assets and corresponding 

liabilities. 74 

 

A starting point of the accounting analysis under FRS 575 is to determine if the contract 

is separable; that is, whether the commercial effect is that individual elements of the 

contract payments operate independently from each other. ‘Operate independently’ 

means that the elements behave differently and can therefore be separately identified. 

The more integral the asset is to the provision of the service, the more likely the asset 

will not be separable. If the contract is not separable down to any underlying amounts, 

FRS 5 methods will directly apply. Should the contract be separable and can be reduced 

down to the supply of an asset, leasing rules can be used to determine whether the 

arrangement is a finance lease (on balance sheet) or an operating lease (off-balance 

sheet) by reference to the payment stream for the asset.76  

3.5.2 The Public Interest  

 

In the United Kingdom, the Commission on Public Private Partnerships has come up 

with a set of principles against which any system of public accountability should be 

judged: transparency, responsibility and responsiveness.77  

 

Transparency means that organizations delivering public services are required to 

disclose key information, making their decisions open to public scrutiny. Responsibility 

means that there is clarity as to the organization or individual that is answerable for 

particular decisions and courses of action. Responsiveness means that services are able 

to adapt to reflect citizens’ needs, priorities, and expectations and give quick redress to 

individuals when things go wrong. In this way accountability is a vital mechanism for 

improving service quality.78 In the context of government tendering, these principles 

are protected by due process. Such due process is one in which clear procedures, 

consistent with the government’s objectives and the legitimate interest of bidders, are 
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established, understood and observed from the outset. All bidders need to be treated 

equitably and decisions taken in a transparent manner that allows them to be 

subsequently understood and justified.79  

Development of a unified approach across the range of public sector bodies would help 

to establish a common set of standards for the management of probity and governing 

principles for probity advisors and auditors, confidentiality and disclosure, and 

conflicts of interest. Such an approach is needed because government agencies are 

accountable for the efficient management of public resources, and probity standards 

help to deliver a clear and open process in which taxpayers can have confidence. They 

also provide the government’s existing and prospective partners in the business 

community with the reassurance that they will be treated fairly and consistently in their 

dealings with the public sector. This in turn encourages a wider field of bids, increased 

competition and better value for money.80  

 

Also, there is the question of the wider public interest, for the government has particular 

responsibilities and democratic accountability with respect to the delivery of services 

to the community. Quite clearly, the use of taxpayers’ money to pay for the services 

necessitates that there be checks and balances to ensure that money is spent wisely. It 

is ultimately Parliament’s right to determine how revenue is raised and spent, and it has 

created the statutory position of Auditor-General to verify that proper financial 

standards are being maintained by the executive branch of government. In Britain and 

in the Australian states that have implemented PPPs, the Auditors-General have played 

a central role in reporting on PPP arrangements, and it seems desirable that this function 

should be strengthened.81  

 

Furthermore, governments are responsible for more than using taxes appropriately. 

People need to be treated in a fair and equitable manner, and the government has a 

special duty of care to those citizens disadvantaged by personal and economic 

circumstances. For PPPs the issue that has to be addressed is whether public functions 

                                                      
79 Darrin, G. and Mervyn, L. (n 55) 157. 
80 Ibid, 157. 
81 Ibid. 



114 
 

can be delegated to private sector entities without losing sight of the expectation of 

citizens that public services ought to be more than seller–buyer, customer–provider 

exchanges and serve a larger social purpose.82 Accountability needs to cover equity, 

probity and access as well as financially responsible behaviour. Behn in his book, talks 

about accountability in four senses: accountability for finances, accountability for 

fairness, accountability for performance and accountability for personal probity.83 

 

Under a PPP agenda, protection of the public interest can be considered in terms of a 

number of elements, and a best practice framework would allow for a checklist of 

questions to be answered in the bidding process, constituting a public interest test.84 

Whilst there may be a concern that private provision will inherently result in a lesser 

consideration of public interest matters than may occur under public provision, it can 

be argued that, in fact, PPPs offer an opportunity to expand the level of public interest 

protection. The traditional model of accountability derives from a particular approach 

to public administration that emphasizes the divide between the public sector and the 

private sector and puts the stress on political control via a chain of relationships through 

which authority flows. Too frequently in practice, however, the line between policy and 

administration has been blurred; administrative coordination has been flawed; decisions 

made have often been in secret and not disclosed. What is needed instead is a new 

framework, which enshrines the highest standards of accountability in line with 

accepted standards of probity. PPPs, with their deliberate, step-by-step approach to 

decision-making, are a good vehicle for bringing this about. 
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3.6 The Equator Principles  

Having discussed above the conditions for a successful PPP and the costs of financing 

these transactions, it is pertinent to discuss projects risks and the negative impacts on 

the local environment and community. International financial institutions (IFIs) have a 

major role to play in managing these risks and have taken measures by setting out 

conditions for obtaining funding for project finance deals.  

 

As a result of the public outcry against the negative social and environmental impacts 

of projects funded through project financing globally,85 IFIs86 created social and 

environmental standards by which the projects they fund must be governed.87 The 

Equator Principles (“Principles”) are a set of voluntary guidelines adopted by IFIs to 

ensure sustainable social and environmental practices as a condition to obtaining 

funding for project finance deals.88  The discussion of the Equator Principles in this 

section is crucial to this thesis especially in ensuring that sustainable practices are 

carried out in relation to project financing. 

 

Although these set of social and environmental policies have changed the way most 

major IFIs approach project finance,89 however, even for projects that promise to abide 

by these standards, noncompliance continues as investors try to maximize profit and 
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shirk their contractual responsibilities in project affected areas.90 Lawrence & Thomas 

argue that imposing the Principles is not always in the lender’s interest because 

requiring such compliance would increase the operating costs of the project, and reduce 

the project’s financial viability.91  Unfortunately, the local communities affected by 

these projects often have little effective access to justice under international law.92 

Governance gaps provide the permissive environment for wrongful acts by companies 

without adequate sanctioning or reparation.93 Also, transnational companies have 

power and influence and without the public law responsibilities of statehood. 

 

Furthermore, to insulate lenders from bearing risks, the law governing project finance 

loan documentation is often the law of a jurisdiction with an established commercial 

law and legal system.94 For this reason, loan documentation is commonly governed by 

UK law or New York state law.95 In the UK, there is no unified regulatory framework 

governing project finance. Also, there are no specific laws in the UK that govern project 

finance transactions. In general, common law principles under English law, and UK 

and EU legislation (subject to Brexit) apply to project financings in the UK.  Therefore, 

the focus of this section will be New York law, which allows any person to bring a 

breach of contract action against an out-of-state corporation provided that the contract 

is governed by New York law and involves an amount of money greater than one 

million US dollars, and that the corporation submits to the jurisdiction of New York 

courts.96 In addition, it is common for lenders to require borrowers to waive their rights 
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to any jurisdictional objections that could arise in the course of litigation, such as forum 

non conveniens.97 

 

According to the preamble, the purpose of the Principles is to ensure that Equator 

Principles Financial Institutions (EPFI) - funded projects are performed in a way that 

is socially and environmentally sound and avoids negative impacts on local 

communities.98  In order for a project to obtain funding from an EPFI, the project must 

conform to the Principles.99 Under Principle 1, EPFIs must categorize each project 

according to IFC standards by the potential impacts and risks on the local environment 

and community.100 Category A projects have substantial negative impacts on the local 

community, while Category B projects have more limited social or environmental 

consequences.101 Projects in Category C have little or no social or environmental 

effects.102 High-impact projects, those in Category A or B, must conduct and submit an 

assessment of these impacts and risks, including labour, health, and safety concerns.103 

The Assessment should also propose methods to alleviate and control these impacts and 

risks.104 In addition, projects must create an action plan (“Action Plan”) and 

management system, which prioritize the steps required to mitigate, monitor, and 

rectify the impacts and risks in accordance with host country laws and the IFC 

Performance Standards.105 

 

Principles 5 and 6 address communication with affected communities.106 A project that 

is expected to have significant negative impacts must demonstrate, to the satisfaction 

of the EPFI, that it has sufficiently taken into account the concerns of the community.107 
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To do so, the project must establish “free, prior and informed”108 consultation and 

involvement with the community.109 Throughout the construction and operation of the 

project, a grievance mechanism must be accessible to project affected communities as 

a forum in which to raise their concerns.110 The mechanism must be able to resolve 

issues expeditiously, transparently, and in accordance with the local culture.111 

Independent experts must be appointed to monitor compliance under Principles 7 and 

9.112 EPFIs will require independent monitoring and reporting of the borrower’s 

compliance for the life of the loan.113 Thus, borrowers must either appoint independent 

experts or retain appropriate external experts to monitor their projects.114  

 

In Principle 8, the Principles create formal contractual obligations, rather than solely 

voluntary guidelines.115 Principle 8 requires Category A borrowers and Category B 

borrowers to covenant to the following items in their financing documents.116 

Borrowers must promise to comply with all relevant host country laws, as well as their 

Action Plans for the duration of the project’s construction and operation.117 Borrowers 

must also promise to provide documentation of their compliance.118 Finally, borrowers 

must promise to decommission facilities in accordance with an agreed plan.119 EPFIs 

also have responsibilities under the Principles,120 which has led some authors to 

consider whether banks may be liable for failing to abide by them.121 Under Principle 

8, should a borrower fail to uphold the above covenants, the EPFI will assist the 
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borrower to achieve compliance for an agreed grace period.122 If, after this period, the 

borrower still fails to comply, the EPFI may exercise remedies against the borrower.123 

In addition, EPFIs must release reports of their projects to the public at least once a year 

under Principle 10, taking into account the relevant confidentiality issues.124 Finally, 

EPFIs are responsible for establishing whether borrowers have complied with the 

Principles.125 As a result of these requirements, EPFIs have educated their staff and 

hired external consultants to achieve the Principles’ standards, which sometimes 

requires the EPFI to act in the borrower’s stead.126 Finally, a new set of governance 

rules released in July 2010 (“Governance Rules”)127 requires EPFIs to make a 

commitment to comply with the Principles in a formal contract (“Adoption 

Agreement”).128  

 

However, the Principles also contain two elements that tend to release an EPFI from 

responsibility. First, the preamble states that the Principles serve as “a common baseline 

and framework” for implementation in each project.129 Second, a disclaimer that 

appears in the Principles and in the Governance Rules states that no rights or liabilities 

are created by the Principles.130 Thus, although EPFIs have responsibilities pursuant to 

the Principles, EPFI liability under the Principles appears to be disclaimed. While the 

Principles aspire to create sustainable practices in project finance, both borrowers and 

EPFIs often fail to implement the Principles in practice.131 This failure results in serious 
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environmental and social impacts that leave project affected communities devastated 

and often without a legal remedy.132 While a borrower must covenant to comply with 

the Principles in order to obtain funding from an EPFI, nevertheless, borrowers are able 

to circumvent the Principles in myriad ways.133 For example, borrowers may avoid 

being categorized as high risk through a process of segmentation during the assessment 

period.134 Because borrowers typically divide a project into phases, the Assessments 

often are based on isolated segments of the project’s lifespan.135 Thus, the Assessment 

may represent an incomplete picture of the project’s total impact on the local 

community or ecosystem.136  

 

Also, because many of the Principles require only that a borrower meet “the satisfaction 

of the EPFI,” no well-articulated test exists to determine whether borrowers are in 

compliance.137 Thus, EPFIs and non-governmental organizations (“NGOs”) often 

disagree as to whether a project satisfies Principles standards.138 In addition, prior to 

the newly implemented Governance Rules, the Principles did not address how to deal 

with EPFIs that adopt the Principles in name but fail to implement them in practice.139 

Thus, noncompliant EPFIs gained good publicity from their association with the 

Principles, while affected communities suffered from a lack of implementation.140 The 

Governance Rules attempts to resolve this issue with procedures for de-listing 

noncompliant EPFIs; the liberal criteria, however, have met criticism.141  
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Furthermore, because the current regime recognizes legal redress only by EPFIs, proper 

policing and enforcement by EPFIs remains a primary concern.142 Monitoring of 

borrower compliance is performed by the EPFIs themselves, thus the level of oversight 

will depend on staff and resource allocation by each EPFI.143 This leads to inconsistent 

levels of monitoring among EPFIs and a way for borrowers to avoid carrying out their 

promises.144 As noted by Professor David B. Hunter, “because of well-recognized 

internal incentives to lend money, [financial institution] project staff frequently view 

environmental and social concerns as impediments to their development role. The net 

result is somewhat frequent examples of [financial institution] project staff 

downplaying or ignoring significant environmental and social concerns during project 

preparation.”145 

 

Finally, the former general counsel to the World Bank, Ibrahim Shihata, commented 

that, although covenants are included in loan documentation, the covenants do not 

guarantee actual compliance with social and environmental standards.146 In addition, 

after completion of a project, once the full amount of a loan has been disbursed, the 

EPFI’s ability to enforce compliance is limited.147 While the EPFI could declare that 

the borrower has defaulted on its loan obligations, this is a severe path that IFIs most 

likely would not be inclined to follow.148 Although the Principles create contractual 

obligations for both borrowers and EPFIs, in practice there are many ways to avoid 

compliance and such noncompliance has serious implications for local communities. 

Nevertheless, IFIs recognise the importance of assessing non-financial risks associated 

with investment decisions such as risks that arise from potential adverse environmental 

and social impacts.149 IFIs financing PPPs want to assess all kinds of potential risks to 

their investment which may include the risk of labour disputes. Therefore, banks may 

want to encourage prior consultations with unions in order to avoid the risk of such 
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disputes. This is another aspect of risk assessment by which IFIs are satisfied that their 

investments are worthwhile. The impact of PPPs on employees is discussed in the next 

section. 

 

3.7 Worker Protection Clauses in PPP Contracts 

The purpose of this section is to demonstrate how aspects of the PPP contract that relate 

to labour law, can mitigate employment risk. Analysing clauses and relationships 

between the key parties is crucial for setting out some contract dilemmas that may arise 

from PPP projects. For example, PPPs may worsen the employment conditions of 

workers and their collective organisation in unions.  

 

The impact of PPPs on workers is affected by a number of factors. These include the 

legal and policy framework for procurement, PPPs, and employment law in a particular 

country; the rules and policies of the public authority which creates a PPP; the practices 

of the private companies; and collective agreements at all levels. The possibilities for 

negotiating protection for workers and unions also depend on local social and political 

context, including the strength of union organisation. There is also the issue of the 

dominant role of the PPP contract itself, which forces public authorities to prioritise 

payments to the project company over all other expenditure.150  This section examines 

how workers can be protected by discussing the general use of ‘fair wages’ clauses, and 

other social clauses, under international and European Union (EU) law; as well as the 

negotiation of national and local framework agreements to regulate the impact of PPPs 

on employment, pay and conditions. 

 

Fair wages policies have been applied to public sector contractors for over a century, 

in order to use the economic activity of public authorities to create avenues of just and 

secure employment. In France, the USA, the UK and other countries, ‘fair wages’ 

legislation and clauses were introduced, specifying minimum conditions of work and/or 

the need to recognise rates agreed with trade unions. 151The EU included the principle 
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of equal pay in the original Treaty of Rome, and procurement clauses were a key 

mechanism for enforcing this principle, through the adoption of linkage between 

procurement and non-discrimination requirements by several states in Germany, 

several local authorities in the United Kingdom, and many local authorities in the 

Netherlands.152  

 

In addition, the International Labour Organisation (ILO) adopted the principle of fair 

wages clauses in 1949, in Convention 94153, which requires States to include clauses in 

their public contracts ensuring that wages (including allowances), hours of work, and 

other conditions of labour were not less favourable than those established for work of 

the same character in the trade or industry in the district where the work is carried out. 

The ILO also adopted the use of procurement clauses for pursuing equality,154 which 

advocates that commitment to equality principles should be a condition of eligibility 

for public contracts. The ILO encourages the use of social clauses as a mechanism for 

enforcing its core labour standards, especially to protect construction workers, and to 

improve conditions of employment in developing countries.155  

 

Furthermore, the objectives of social clauses have not been a prominent feature of other 

recent international initiatives on procurement, which have been concerned to liberalise 

trade through opening government procurement to international bidders. One part of 

the work of the World Trade Organisation (WTO) has been to try and open public sector 

procurement to international competition. This includes a special government 

procurement agreement (GPA), which requires such liberalisation.156 However, this has 

been strongly resisted around the world. Although the EU has signed it on behalf of its 

27 member states, only 12 others have ratified it.157 The GPA is silent on social clauses, 

neither requiring them nor containing any provisions that forbid them. Indeed, 12 out 
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of the 38 countries which are parties to the GPA have also ratified ILO Convention 94. 

Consequently, the principle of non-discrimination in the GPA means that such clauses 

must be applied equally to bids from countries all over the world.158 More so, the UN 

commission on international trade (UNICITRAL) 1994 model law on procurement, 

neither requires nor forbids social clauses.159 Nevertheless, these trade-focused 

initiatives affect the climate on social policies, even where they do not formally exclude 

them. This is because national and international policy environments regarding social 

procurement are a primary determinant of the extent to which organisations engage in 

social procurement.160 

 

The purpose of ILO Convention 94 is, first, to prevent companies bidding for public 

contracts from competing on the basis of cutting labour costs; and second, to ensure 

that public contracts do not exert a downward pressure on wages and working 

conditions, by placing a standard clause in the public contract to the effect that workers 

employed to execute the contract shall receive wages and shall enjoy working 

conditions that are not less favourable than those established for the same work in the 

area where the work is being done by collective agreement, arbitration award or 

national laws and regulations.161 An ILO report published in 2008 notes that the 

increased use of outsourcing - including through PPPs - and the use of labour-only 

subcontracting, make the problems even more acute now than when ILO 94 was first 

agreed.162 
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Article 2 of the Convention163 requires governments which have ratified the convention 

to include fair wages clauses in government contracts.164 The Convention also requires 

governments to ensure the health and safety of contractors’ workers,165 and for the 

provisions to be publicised and enforced166 60 countries have ratified Convention 94, 

however, implementation is weak. In some countries which have signed the 

Convention, such as France, new legislation on procurement no longer requires a fair 

wages clause.167 Only 3 countries have ratified the convention in the last 10 years, and 

modern initiatives on social procurement rarely mention the ILO Convention. 

Development banks have, at best, adopted weak clauses on employment, but the World 

Bank has acknowledged that in countries which have signed up to ILO Convention 94, 

procuring entities must ensure that clauses on labour standards (fair wages, health and 

safety measures and social security) are incorporated in works contracts and enforced 

by contract managers.168 

 

It is sometimes suggested that the complexity of the arrangements in PPPs makes it 

uncertain whether these are covered by the conventional procurement process.169 In the 

EU, there is no doubt that PPPs are covered by procurement laws and treaty rules on 

competition, because they involve the award of contracts to entities which are separate 

from the public authority.170 Policies, rules, laws and treaties concerned with public 

contracts, including ILO Convention 94, are applicable to PPPs. In terms of ILO 

convention 94, a PPP always involves employment of workers by the other party to the 
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contract, and expenditure of funds by a public authority (except for a pure 

concession).171 

 

Notwithstanding the above, opponents of fair wages clauses have suggested that labour 

clauses in general, and the ILO Convention itself, may be in conflict with the EU 

procurement directives.172 The main claim behind these suggestions is that the EU 

procurement directives require the selection of the cheapest bid, and that social clauses 

prevent this. On the contrary, the procurement directives do not, and never have, 

required the selection of the cheapest bid. They explicitly allow for the selection of the 

most economically advantageous tender, which can include a range of other criteria.173 

Academics have therefore dismissed the idea of any general incompatibility, stating 

that there is no conflict or contradiction between the EU legal regime on public 

procurement and the ILO Convention No. 94.174  

 

In addition, the European Commission itself has always been careful not to imply any 

conflict. It has acknowledged that public authorities may pursue social objectives 

through procurement, including legal obligations relating to employment protection 

and working conditions binding in the locality where a works contract is being 

performed; that where all the work is performed within the country concerned, then 

tenderers and contractors must comply, as a minimum standard, with all obligations 

relating to employment protection conditions and working conditions, including those 

deriving from collective and individual rights, that arise from applicable labour 
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legislation, case law and/or collective agreements; and that in all cases provisions more 

favourable to workers may be applied and must be complied with.175  

 

The Public Sector Directive176 explicitly acknowledges that public authorities can use 

social and environmental conditions in procurement. The preamble of the Directive 

itself envisages a wide range of contract performance conditions, which are compatible 

with the directive. For example, mention may be made of the requirements, applicable 

during the performance of the contract, to recruit long-term jobseekers or to implement 

training measures for the unemployed or for young persons, to comply in substance 

with the provisions of the basic International Labour Organization (ILO) Conventions, 

assuming that such provisions have not been implemented in national law.177 The 

Directive also states that the laws, regulations and collective agreements, at both 

national and community level, which are in force in the areas of employment conditions 

and safety at work apply during performance of a public contract.178 Thus the contract 

conditions can include objectives and criteria related to employment, for example 

observation of collective agreements, requiring sub-contractors and suppliers to do the 

same, observing conditions comparable to public authorities, employment of 

young/local/unemployed.179 Under article 53, in selecting the contractor, the public 

authority can use not only the simple criterion of the lowest price, but also on the basis 

of other criteria specified in advance such as when the award is made to the tender most 

economically advantageous from the point of view of the contracting authority, or to 

the lowest price only.180  
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In the EU, two rulings by the ECJ threaten the ability of public authorities to regulate 

pay and conditions of workers employed by contractors. In April 2008, the ECJ ruled 

in the Rüffert case that a German regional authority, the land of Lower Saxony, could 

not enforce a requirement for contractors to apply the pay and conditions in a local 

agreement, where workers were ‘posted’ from another country (in this case, Poland).181 

Like other German States, Lower Saxony has a law that building contractors, and their 

sub-contractors, must pay wages and conditions as specified in a regional collective 

agreement. The court acknowledged that Lower Saxony could in principle impose 

requirements, but said that the law could not restrict the freedom of employers under 

the Posting Directive because (a) the agreement covered only part of the construction 

industry – the part working for public authorities, and so did not have the status of 

“universally applicable” necessary to cover posted workers; and (b) that there was no 

evidence to justify protecting workers on public contracts in this way when workers on 

private contracts did not enjoy such protection.  

 

There had previously been political controversy in Germany over legislation on 

procurement requiring companies to declare that they pay wages in line with those 

collective agreements which are applicable at local level. In 2002 the upper house, 

dominated by a right-wing majority, rejected a bill passed by the lower house with a 

social democrat majority.182 The ECJ ruling was criticised by the European Trade 

Union Confederation (ETUC), which described it as "in effect an open invitation for 

social dumping” which failed to recognise "the rights of Member States and public 

authorities to use public procurement instruments to counter unfair competition on 

wages and working conditions of workers by cross-border service providers”.183 The 

association of public sector employers, CEEP, also criticised the restriction on the 

freedom of public authorities to pursue social goals and ensure that the quality of 
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services through ensuring the quality of employees conditions.184 MEPS from both 

centre-left and centre-right groups also criticised the ruling and supported changes in 

EU legislation if necessary to reverse the effect of the Rüffert judgment.185 

Furthermore, a previous ECJ ruling on the Posting Directive ruled that a strike by 

Swedish trade unionists, against a foreign sub-contractor for paying wages below 

Swedish agreements was illegal. The action took place on a site refurbishing a school, 

but the court ruled that Swedish law on collective agreements was too vague to restrict 

the right of foreign employers under the Posting Directive.186  

 

In the national sphere, framework agreements can be used to regulate the impact of 

PPPs on employment. A framework agreement can specify the rules on consultation 

rights and procedures to be followed when PPPs are proposed or implemented. It may 

include provision for information and consultation in regard to PPP policies, tendering 

procedures, contract awards, monitoring of PPPs.187 The terms of such a framework 

may be included in a law, a code, or a collective agreement and should directly or 

indirectly regulate the activities of a national PPP body as well as public authorities. In 

the UK for example, negotiations between the UK trade unions and the government 

have resulted in a number of agreements concerning the treatment of employees in PPPs 

created under the government’s private finance initiative (PFI). The key principles of 

these agreements have been included in the official government policy guidelines for 

all UK public authorities on PFI schemes,188 and in the guidance on assessment of 

comparative value-for money.189  

 

The government guidelines now state as a central policy rule that the Government uses 

PFI only where it can be shown to deliver value for money and where this is not at the 
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expense of employees’ terms and conditions. The Government continues to pursue a 

strategy for enhancing worker protections and ensuring fair and reasonable treatment 

in PFI projects, based on being open with staff; protecting terms and conditions for both 

transferees and new joiners; protecting staff pensions; and retaining flexibility in public 

service delivery, including through PFI. The guidelines states that procuring authorities 

should ensure that VfM  is not achieved at the expense of employee terms and 

conditions and all existing guidance relating to the treatment of staff terms and 

conditions is fully taken into account. This is implemented in a quantitative model 

which does not allow for different assumptions for staff costs between the public sector 

option and the PFI proposals.190 The guidelines also requires all PFI proposals to 

include a statement on staffing details, including the number and timing of any staff 

being transferred or seconded to the PPP consortium.191 

 

Finally, it is possible to negotiate greater protection for workers employed in PPPs, 

through agreements at national or local level which provide greater security both for 

workers transferred and for new recruits to a PPP. The UK unions, with long experience 

of PPPs, have negotiated a series of agreements in relation to the UK’s programme of 

PPPs under the private finance initiative (PFI), which provide protection for staff. Over 

the years, the unions have succeeded in broadening and generalising the scope of these 

agreements and strengthening their provisions. The scope covers agreements protecting 

workers against transfer and preserving public sector employment status; codes of 

practice on the pay and conditions of workers recruited after the PPP starts; local 

agreements giving additional protection for transferred and new workers and 

agreements protecting the pension rights of workers. 

 

3.8 Conclusion 

This chapter discussed that most PPP/PFI projects involve substantial private sector 

finance and, in all but very exceptional circumstances, this finance in itself will be more 

costly than public sector borrowing, however, there are many hidden costs in the latter. 

In these projects, risk allocation has to be cost-effective so that risks are allocated to 

                                                      
190 HM Treasury (n 188).  
191 Ibid. 
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the party best able to manage them and respond to the incentives they offer. This is 

essential for maximizing efficiency. Only by transferring risk to the private sector party 

can there be certainty that it has the incentives to price and produce efficiently. On their 

part, governments can significantly reduce the cost of risk-bearing by conducting 

prudent macroeconomic policies, deregulating and liberalizing the financial markets so 

that private players can do their best to take advantage of low-cost funding 

opportunities. 

 

This chapter also discussed that PPPs do provide a proper mechanism for private sector 

involvement in project financing transactions through the fully integrated bundled 

approach, but they have to be managed effectively to bring about good outcomes. Thus, 

various factors need to be put in place and risks should be shared between the private 

sector and the public sector parties. Government bodies should view the transaction as 

the purchase of a service and not the acquisition of the underlying asset (with payment 

made when the service is provided satisfactorily, not when the asset is built). Hence, 

the PPP model can be seen as an incentive contract since the private sector entity is 

encouraged to think beyond the bounds of the construction phase and build in features 

that will facilitate operations and maintenance. It is essential to establish that both sides 

have the capabilities to fulfil and carry out their side of the bargain. Both parties must 

accept that the transaction is not a purchaser–supplier contract but is a partnership in 

which there is a sharing of risks and responsibilities. The private party has to have the 

abilities and motivation whereas the government agency must understand the market 

and have the capacity to formulate the business plan and manage the contract. 

 

Furthermore, this chapter discussed Equator Principles, a set of social and 

environmental standards set by IFIs as a condition for obtaining funding for project 

finance deals. The standards serve as a risk management mechanism for avoiding the 

negative social and environmental impacts of projects. The chapter assessed 

circumstances in which the implementation of these Principles may fail in practice. 

Although the Principles create contractual obligations for both borrowers and EPFIs, in 

practice there are many ways to avoid compliance. Even for projects that promise to 

abide by these standards, noncompliance continues as investors try to maximize profit 

and shirk their contractual responsibilities in project affected areas. The effect of such 

failure of implementation / noncompliance results in serious environmental and social 
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impacts for the local communities. In addition this chapter examined how workers in 

PPP transactions can be protected by discussing the general use of fair wages clauses, 

and other social clauses, under international and EU law. It also explored the regulation 

of the impact of PPPs on employment, pay and conditions through negotiation of 

national and local framework agreements. 

 

Following the analysis conducted in this chapter of the roles that the public and private 

sector parties play in bearing/managing project financing risks to achieve successful 

outcomes, Chapter 4 explores the legal and regulatory framework of public-private 

partnerships by analyzing the framework in place in various jurisdictions such as 

Nigeria, South Africa, Brazil and India.
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Chapter 4 – The Legal and Regulatory Framework of Public-Private 

Partnerships (PPPs) 

 

4.1 Introduction 

 

Having discussed the role of the private sector vis-à-vis the government in bearing 

project financing risks to ensure successful economic outcomes in chapter 3, it is crucial 

to examine the legal and regulatory framework that enable the risk management of these 

project finance transactions. The use of the project financing financial technique is very 

frequently associated with projects that are developed under a public-private 

relationship, even though not all the PPP contracts involve project financing. Public-

private partnerships are complex arrangements in which the relationship between the 

public authority and the private company moves beyond that of a client-supplier, to a 

partnership between the public authority and a private consortium, that is, the private-

sector partner(s) of the project. The mandate of the private consortium in a project 

financing transaction, is to deliver an infrastructure project over a long term in return 

for a reward, usually in the form of tolls or charges.  

 

In order to create an enabling environment to facilitate effective management of project 

financing transactions and to achieve value for money through a PPP arrangement, 

governments that desire to procure public infrastructure using this technique, must 

establish a PPP framework. The PPP framework defines the rules and provides a guide 

for all stakeholders, including public officials, private sector participants and other 

stakeholders, such as the community where the PPP project is to be located. A 

comprehensive approach to PPP administration is made up of policy, law, regulations 

and procedures setting down what should be done by different agencies of the 

government and how the responsibilities of the different parts of the government 

throughout the PPP project cycle knit together.  

 

This chapter deals with the policy, legal and regulatory framework for effective running 

of a PPP regime. Before deciding on implementing PPPs as a solution to a country’s 

infrastructure deficit, it is vital that the public authority establishes a clear policy for 
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using the PPP model. When a government adopts a PPP policy, the next phase is to put 

in place a legal and regulatory framework to serve as a guide and to provide investors 

and promoters the confidence that the process is clear and predictable.  

 

This Chapter will explore the legal and regulatory framework of Public-Private 

Partnerships and will achieve this by discussing the framework in place in certain 

jurisdictions. This chapter will also discuss dispute resolution, given the fact that PPPs 

are complex, and disputes are bound to arise. The need to determine how disputes 

arising from a PPP arrangement are to be resolved usually determines whether 

investors, lenders or promoters would be interested in participating in a PPP 

arrangement.  

 

The remainder of the chapter is organised in six further sections. Section 4.2 examines 

the public-private partnership framework, and the factors to be considered in 

determining whether a project will be undertaken as a PPP; while section 4.3 discusses 

public-private partnerships in practice by exploring the various initiatives adopted by 

the selected four countries (Nigeria, South Africa, Brazil and India) to improve on their 

PPP processes and to attract investors. Section 4.4 analyses the limitations of the 

frameworks prevalent in the selected jurisdictions. Also, section 4.5 explores the 

regulation of PPP contracts and further discusses resolution of disputes in PPP 

transactions, protection of PPP assets, elements of a PPP contract as well as the sanctity 

of contracts. The chapter then concludes in section 4.6 with a summary of prior 

discussions.  

 

4.2 The Public-private partnership (PPP) Framework 

 

The proper way to implement a PPP regime in any given jurisdiction is to take into 

consideration the administrative and legal traditions of that jurisdiction as well as the 

policy-maker’s objective(s). There is therefore no single proper way of giving force to 

a PPP framework. This notwithstanding, countries with greater levels of PPP success 

can serve as examples for others. Conversely, even those with good results have lessons 

to be learned from their peers with less impressive records.  
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Although it is clear that the facilitation of a fair and transparent PPP legislation is a 

fundamental requirement for PPP success, common law countries like the United 

Kingdom and Australia have established their PPP regimes through policy statements 

and administrative documents without enacting a PPP law.1 Yet, in other common law 

countries, PPP laws have been passed, especially where they were required to override 

existing laws that would have restricted the implementation of PPP projects.2 PPP laws 

where applicable, ought to be designed to meet the socio-cultural and economic life of 

the people concerned and allow for amendments to ensure that the aim of adopting it in 

that jurisdiction is achieved.3  

 

A PPP framework can be made up of policy, law, regulations and/or procedures. 

According to the World Bank, the PPP framework refers to ‘the policy procedures, 

institutions, and rules that together define how PPPs will be implemented – that is, how 

they will be identified, assessed, selected, budgeted for, procured, monitored and 

accounted for.’4 In a similar vein, the UNCITRAL Legislative Guide on Privately 

Financed Infrastructure Projects states that the existence of an appropriate legal 

framework is a prerequisite to creating an environment that fosters private investment 

in infrastructure.5 More importantly, the UNCITRAL document stipulates the need to 

ensure that PPP laws remain sufficiently flexible and responsive to keep pace with the 

developments in various infrastructure sectors in the economy.6 Even though it is 

possible to implement PPPs on a one-off basis without a supporting framework, it is 

worthy to note that most countries with a successful PPP regime have built that regime 

on a viable PPP framework.7 

                                                      
1APMG International, Establishing a PPP Framework available at <https://ppp-

certification.com/ ppp-certification-guide/152-legal-and-administrative-approaches-

establishing-ppp-frameworks> accessed 22 September 2020. 
2 Ibid. 
3 Arimoro, A. E., Public-Private Partnerships in Emerging Economies, 1st ed. (London: 

Routledge 2020) p.42. 
4 The World Bank, Public-Private Partnerships Reference Guide Version 2.0 

(Washington, DC: The World Bank Group, 2014) 65. 
5 United Nations Commission on International Trade Law (UNCITRAL), Legislative 

Guide on Privately Financed Infrastructure Projects UN 2001 A/CN.9/ SER.B/B/4 23. 
6 Ibid. 
7 The World Bank (n 4) 65. 
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The establishment of a clear framework for PPPs in any jurisdiction restates the 

government’s commitment to ensuring that PPPs succeed.8 It outlines how projects are 

to be procured, implemented, managed and operated. Undoubtedly, investors or 

promoters are more likely to show interest in jurisdictions where the framework for 

PPPs is certain, rather than in a jurisdiction where there is lack of clarity in the process. 

It is imperative to state that a good PPP regime that will ensure successful 

arrangements, implementation and operation of PPP projects begins with a government 

policy adopting PPP and setting in motion the necessary modalities for the 

implementation of a PPP framework. As such, it behoves the public authority to ensure 

that the right policy is put in place. 9 

4.2.1 PPP Project Procurement – Affordability, Risk allocation and Value for 

Money  

 

In determining whether a project should be undertaken as a PPP, these three concepts 

are very important factors. With regards to affordability, it is important to build up an 

expected flow of the operating cost and maintenance costs for projects at the selection 

phase. Loans as well as investor returns are to be paid from the cash flow. Thus, a 

project financial model is required to assess this. The assessment carried out by the 

experts must show that the project is affordable. In addition to assessing the sources of 

revenue linked with the affordability of the project, it is essential to establish a complete 

picture of the risks that flow from the project.10 

 

The subject of risk and PPP is one that is crucial for a discussion on successful PPP 

projects. In a traditional PPP setting, the government is usually more concerned with 

transferring the risk associated with the design, construction, management and 

operation to the private sector and satisfying the needs of the public.11The consortium, 

for its part, is usually motivated by profits and hence will be willing to accept some 

                                                      
8 Ibid, 65. 
9 Arimoro, A. E. (n 3) 33. 
10 National Treasury Unit, p.24. 
11 Cheung, E., Developing a Best Practice Framework for Implementing Public Private 

Partnerships (PPP) in Hong Kong (Unpublished PhD Thesis, Queensland University 

of Technology, 2009) p.46. 
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risk.12 It is submitted, however, that project failures can occur where the intention of 

the government is merely to transfer risk and utterly neglect its responsibility to the 

public simply because it considers PPP a one stop solution or, on the other hand, when 

the private-sector party is only driven by the need to increase profit margins. It is 

understandable that the private sector is in business to make profits in the first place 

and would not commit funds or source for finance for an unprofitable venture. 

However, it is imperative that both the private sector and the public sector must be 

‘partners’ in a PPP arrangement to ensure successful outcomes. 

 

A successful project must benefit from workable, commercially viable, and cost-

effective risk sharing.13 It is fundamental that risk must be allocated before a conclusion 

is reached about whether a given project is suitable for PPP. Usually, for finance 

projects, certain risks (such as market risk, political risk and completion risk) will be 

allocated by the grantor to the SPV in relation to the role the latter plays in the project. 

Thus, for bearing such risks, the SPV is compensated by higher returns on its 

investment. However, Delmon notes that project financing is obtained primarily 

through the lenders rather than the investment or liability of shareholders.14 In turn, the 

lenders will attempt to limit their own assumption of risk by requiring the SPV to 

allocate as much of its risk as possible to the different counterparties, for example, the 

offtake purchaser, the construction contractor and the operation and management 

contractor. This effort to transfer the project risk to these subcontractors is known as 

‘back-to-back’ risk allocation. It is, however, rare to achieve back-to-back risk transfer 

where the SPV will completely transfer all the risk to other parties.15 

 

Value for money (VfM) is not a new concept. It is about maximising the impact of each 

dollar spent to improve the lives of the ordinary citizen. The achievement of VfM 

outcome in the use of public funds is considered vital in the procurement and delivery 

of each public investment project. VfM is a consideration for the sponsoring agency 

                                                      
12 Ibid, 46. 
13 Delmon, J., Public-Private Partnership Projects in Infrastructure: An Essential 

Guide for Policy Makers (Cambridge: Cambridge University Press, 2011) p.95. 
14 Ibid, 97. 
15 Ibid, 98. 
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throughout the process of procurement. The UK Treasury defines VfM as ‘the optimum 

combination of whole-life costs and quality (or fitness for purpose) of the good or 

service to meet the user’s requirement.’16 Governments around the world are gradually 

shifting towards PPPs to deliver infrastructure to achieve VfM.  

 

VfM is not necessarily the choice of goods or services based on the lowest bid price but 

is, rather, a choice based on the whole-life costs of the project or service.17 The VfM 

test is necessary to determine the suitability of a project to be executed as a PPP. 

Basically, a PPP may provide VfM compared to traditional procurement if the 

advantages of risk transfer combined with private-sector incentives, experience and 

innovation–improved service delivery or efficiencies over the project lifetime–

outweigh the increased costs of contract and financing.18 It follows that the granting 

authority (public sector) must determine the VfM for both traditional procurement and 

PPP before a choice is made about whether the project is PPP viable. Simply put, the 

purpose for VfM analysis is to indicate whether to implement proposed projects as PPPs 

or to use other forms of traditional public procurement to execute a given project. 

 

4.2.2 The Institutional Framework for PPPs 

A good PPP framework must spell out a well-designed institutional framework with 

clear and strong political support.19 Although PPP offers an opportunity for a 

government to tap into private-sector expertise and finance in order to reduce public-

infrastructure deficit, it is essential for the government to ensure coordination of the 

process to implement PPP successfully.20 Thus, the setting up of an institutional 

framework to effectively administer PPPs in any jurisdiction will facilitate PPP success. 

                                                      
16 The World Bank, Value-For-Money Analysis–Practices and Challenges 

(Washington, DC: The World Bank, 2013) 10. 
17 Morrallos, D. and Amekudzi, A., The State of the Practice of Value for Money 

Analysis in Comparing Public Private Partnerships to Traditional Procurements 13(2) 

Public Works Management and Policy (2008) 114. 
18 The World Bank, (n 16) 10. 
19 Jeffrey D., Public Private Partnership Programs: Creating a Framework for Private 

Sector Investment in Infrastructure (Hoevelaken: Kluwer Law International, 2013) p. 

11. 
20 The World Bank (n 4) p.1. 
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Therefore, while the private-sector party is expected to provide the design, source the 

financing, and then build or rehabilitate the facility as well as maintain the infrastructure 

and provide services, the onus is on the public authority to ensure there is a framework 

to guarantee successful PPP results.21 The difference between the legal framework for 

PPPs and the institutional framework for PPPs is that the former lays the foundation for 

the process, while the latter provides the strategy for its success.22 The institutional 

framework for PPP is therefore represented by those organs, agencies or state structures 

put in place by law to ensure that PPPs are successfully administered.23 These agencies 

or entities are either created by legislation or as units within government departments.24  

It is important to note that the PPP unit, which in most cases is the main institutional 

actor in the regulation and administration of PPP, does not initiate projects. The 

responsibility for initiating projects is the task of the line ministry, department or 

agency (MDA) that has direct oversight of the proposed facility. Similarly, the 

guidelines for the operation of the institutions regulating PPP must be clear to ensure a 

fair, transparent, and competitive bidding process. Dispute resolution mechanisms 

should also be in place to deal with differences that will inevitably arise between the 

public and private partners during the life of a long-term PPP contract.25  

 

The institutional framework provides the responsibilities of the agencies of the state in 

the PPP process. It defines which institution plays what role at every point.26 A 

                                                      
21 Arimoro, A. E., Institutional Framework for Public-Private Partnerships in Nigeria: 

Is It a Case of Too Many Cooks for One Pot of Broth? (2019) 40(2) Business Law 

Review pp.73–79.  
22 Ibid, 73-79. 
23 Beyene, T.T., Policy, Legal, and Institutional Frameworks for PPP Implementation 

in Development Process: Stakeholders’ Perspective (2015) 14(3) China-USA Business 

Review 155. 
24 The Institute for Public-Private Partnerships Inc (IP3), Development of Policy, Legal, 

and Institutional Framework for the Public-Private Partnership Program in Malawi 

(Washington, DC: The Institute for Public-Private Partnerships Inc., 2007) p. 38. 
25 Economic and Social Commission for Asia and the Pacific, PPP Policy, Legal and 

Institutional Frameworks in Asia and the Pacific (2017) 6 available at 

<www.unescap.org/sites/default/files/S4_PPP-Policy-Legal-Institutional-

Frameworks_0.pdf> accessed 21 March_2020. 
26 Ibid. 
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government’s institutional set up for PPP should include the provision for a PPP unit,27 

standard procedures, and guideline tools to identify, structure, evaluate, award and 

monitor PPP projects.28  

 

Furthermore, it is imperative that the institutional framework for PPP in any given 

jurisdiction is made simple without the complexity of multiple actors.29 Where there 

have been complexities, it has been noted, there are high incidences of PPP governance 

issues which, in turn, result in project failures.30 There are at least two options in 

providing such clarity. The government may choose to enact a dedicated law or adopt 

a policy document. While a law provides a stronger basis, policy documents, on the 

other hand, are more easily modified to suit-changing circumstances, especially in the 

early phase of a PPP regime. More importantly, using old structures to regulate PPP 

may be an invitation for failure since a PPP was not envisaged at the time when some 

of the structures were set up.31  

 

4.2.3 The Role of State Institutions 

 

The institutional theory, which is akin to the State-Analogue PPP Model discussed in 

chapter 2, has been used to explain both individual and organisational actions.32 The 

theory attends to the deeper and more resilient aspects of social behaviour and culture.33 

                                                      
27 This may be known by another nomenclature. For example, Nigeria’s national PPP 

unit is referred to as the ICRC while that of South Africa is named the National Treasury 

PPP Unit. 
28 The Institute for Public-Private Partnerships, ‘Development of Policy, Legal, and 

Institutional Framework for the Public-Private Partnership Programme in Malawi –

FinalReport(2007)availableat<www.sadcpppnetwork.org/wpcontent/uploads/2015/02/

MalawiFinalReport.pdf> accessed 02 October 2020. 
29 Van den Hurk, M. and Verhoest, K., The Governance of Public-Private Partnerships 

in Sports Infrastructure: Interfering Complexities in Belgium (2015) 33 International 

Journal of Project Management pp. 201. 
30 Ibid, 201–211. 
31 Jeffrey, D. (n 19) 27. 
32 Goodstein, J. and Scott, W. R., Institutional Theory and Institutional Change: 

Introduction to the Special Research Forum (2002) 45(1) Academy of Management 

Journal p.45. 
33 Scott, W. R., Institutional Theory in George Ritzer (ed.), Encyclopaedia of Social 

Theory (Vol. 1) (London: Sage Publications Inc., 1995) 408–114. 
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It considers the processes by which structures, including schemas, rules, norms and 

routines, become established as authoritative guidelines for social behaviour.34 Thoenig 

asserts that public agencies as organisations are considered as institutional actors in as 

far as their field units appropriate and promote values and interests that are embedded 

in the local communities in which they operate and not just as machines implementing 

goals and values defined by a principal.35 

 

A study of the behaviour and roles of state institutions in relation to PPP framework, is 

important especially in developing economies. This is because no matter how good 

laws and developmental plans are, the responsibility to see to their successful 

implementation or otherwise is a function of state institutions. Weingast asserts, and 

rightly so, that the problem with developing countries is not the institutional 

technologies for providing the rule of law, such as property rights, civil rights, personal 

liberties, incorporation laws, corporate governance structures, contract law and judicial 

systems, but failure of state institutions to perform their roles effectively.36 It follows, 

therefore, that in project financing, a government can conceive a good PPP approach to 

providing solutions to infrastructure problems, develop a policy and pass laws to 

implement the policy and still fail to achieve its goals, not necessarily because the laws 

were defective but for the ineffectiveness of state machinery to implement the laws. 

 

Schmidt posits that there are four types of institutional theories.37 These are the rational 

choice theory, the sociological theory, the historical theory, and the discursive 

institutionalism theory.38 The rational choice theory states that actors have fixed 

                                                      
34 Ibid 408. 
35 Thoenig, J-C., Institutional Theories and Public Institutions: New Agendas and 

Appropriateness in BG Peters and J Pieerre (eds.), The Handbook of Public 

Administration (London: Sage Publications Ltd, 2011) p.3. 
36 Weingast, B. R., Why Developing Countries Prove So Resistant to the Rule of Law 

(2008) available at < 

http://jenni.uchicago.edu/WJP/Vienna_2008/Weingast_ROL_MS_2%2000_08-0519. 

pdf > accessed 21 November 2020. 
37 V Schmidt, Give Peace a Chance: Reconciling Four (Not Three) “New 

Institutionalisms” in D Beland and R Cox (eds.), Ideas and Politics in Social Science 

Research (Oxford: Oxford University Press, 2010). 
38 Ibid. 
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preferences and act rationally to maximise their preferences.39 The sociological 

approach examines how actors follow rules and norms, assuming their identities and 

cultures are the sources of interest for individuals.40 This looks at how human 

institutions shape actors and not how actors shape institutions.41 Thus, every fresh 

individual that joins the institution with a different mind-set and objectives soon begins 

to act like others in that institution. The sociological approach clearly explains the 

situation in developing countries, as there remains no change in attitude to work. The 

historical theory states that institutions are sets of regularised practices built over time. 

For its part, the discursive institutionalism construct examines how actors generate and 

legitimise ideas through a logic of communication, focusing on the interactive process 

through which ideas are generated.42 

 

If a government must transform its governance to meet the aspirations of the people, it 

is imperative that the institutions of state play a pivotal role. This is because the 

institutions of state are the arena within which policymaking takes place, and 

policymaking is contingent upon cooperation among ‘the gladiators’.43 In the same 

vein, it is noted that the most daunting frontier still to be crossed in most of postcolonial 

Africa is the creation and maintenance of institutions that will uphold transparency and 

the rule of law.44 Transparency and the rule of law are conditions for successful PPPs. 

Therefore, there is a requirement that the institutions of state must embrace best 

practices, have regard for the rule of law and ensure transparency and fairness to all, 

irrespective of affiliation or persuasion, in order to create an enabling environment to 

attract investors and for PPPs to thrive. 

 

 

                                                      
39 Daniel Friel, Understanding Institutions: Different Paradigms, Different 

Conclusions (2017) 52 Revista de Administração pp.213. 
40 Ibid, 212–214. 
41 Ibid. 
42 Ibid. 
43 John, P., Analysing Public Policy (London: A_& C Black, 1998) p.38. 
44 Joseph, R., Challenges of a Frontier Region in Diamond, L., and Plattner, M. F. 

(eds.), Democratisation in Africa: Progress and Retreat (Baltimore, MD: JHU Press, 

2010) 11. 
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4.2.4 Designing the Institutional Framework to Support PPPs 

 

Every successful PPP regime requires the setting up of strong PPP institutions to 

administer and regulate PPP transactions. There is an emerging trend with respect to 

what it should take for a project to be approved as a PPP. For example, India and South 

Africa have multi-stage approvals for their PPP projects and all relate to the 

commitment of public funds or contingent support.45 The countries have ministries of 

finance leading on approvals based on the economic viability of the project. This is in 

addition to value for money (VfM) and risk assessments that are prerequisites for 

qualifying a project to be procured as a PPP. In South Africa, for instance, there are 

three standard tests applied to determine whether a project should be procured as a 

PPP.46 The answer to these three questions determines whether PPP or the traditional 

form of procurement should be adopted: 

 

1. Can substantial risk be transferred to the private sector? 

2. Is the project affordable to the procuring institution? 

3. Does a PPP procurement option show value for money? 

 

It is through the institutional framework for PPP set in place that South Africa can 

determine and assess whether a project meets the requirements of these basic tests.47 

 

Furthermore, the PPP institutional framework should outline the procurement stages 

for PPP projects and how they would be coordinated. A steering committee may be 

created to ensure that there is coordination amongst the different government agencies 

involved. India provides a good case study in this regard. For example, the Government 

of India (GoI) aims to ensure better coordination of projects by putting in place a 

mechanism that includes the public authority, developer and other agencies to facilitate 

efficient communication and implementation. 

 

                                                      
45 Ibid, 11. 
46 National Treasury PPP Unit, Introducing Public Private Partnerships in South Africa 

(Pretoria: National Treasury PPP Unit, 2007) p.5. 
47 Ibid. 
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It can be argued that it is more appropriate to establish a single PPP unit that is charged 

with the responsibility of coordinating and regulating PPP in any given jurisdiction.48 

The rationale for this is that it reduces state bureaucracy and provides clarity. The case 

in Nigeria, where there are several agencies of government involved in the 

administration of PPP transactions, creates a lot of overlap and could potentially give 

room to wielding of excessive powder by government institutions and could negatively 

affect the country’s PPP regime.49 Additionally, it is essential that the institutional 

framework for PPP in developing economies is designed to efficiently identify which 

projects are suitable for PPP. In Nigeria, for instance, projects are sometimes initiated 

for political reasons, for example, to ‘reward’ a region for voting massively for that 

government. It is important that before a project is procured as a PPP, it should be viable 

in the long run.  

 

Finally, the PPP institutional framework must be designed to ensure a smooth and 

efficient project-selection process, a well-coordinated project approval process and a 

robust and corruption-free bidding process. Also, for a good institutional framework to 

support the PPP regime in any jurisdiction, it should adequately mobilise significant 

expertise and effort from dedicated team members.50 This informs the discussions in 

the next section. 

 

4.2.5 Setting up the PPP unit 

 

To have a successful PPP regime, the creation of a dedicated PPP unit cannot be 

overemphasised. The importance of a PPP unit is predicated on the state-analogue PPP 

model discussed in chapter 2. A dedicated PPP unit refers to any organisation set up 

with full or partial aid of the government to ensure that necessary capacity to create, 

support and evaluate multiple public-private partnership agreements are made available 

                                                      
48 Arimoro, A. E. (n 21) 41. 
49 Ibid, 41. 
50 Delmon, J., Creating a Framework for Public-Private Partnership (PPP) Programs: 

A Practical Guide for Decision Makers (Washington, DC: The World Bank, 2014) 

p.12. 
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and reside in government.51 Simply put, government teams concentrating skills in PPPs 

with the public administration are often called PPP units.52 A PPP unit operates at arm’s 

length from the government and is independent from the private sector. It is tasked with 

the mandate to regulate and administer PPPs in a certain jurisdiction.  This is derived 

from the political theory of the corporation discussed in chapter two. 

 

These dedicated units are entrusted with specific functions in PPP administration and 

regulation. They define PPP policies and processes and build the capacity of 

implementing agencies to follow the outlined processes. It is the responsibility of the 

PPP unit to prepare guidance documents and standard operating documents for PPPs 

within their jurisdiction. The PPP unit is responsible for promoting PPP both within the 

government and to members of the public. The staff are experts trained to provide 

technical support in implementing PPP projects. In addition, the PPP unit is charged 

with the task of gatekeeping, or reviewing and overseeing, the management of PPP 

projects to ensure efficiency and affordability. They play a role in the approval or non-

approval of PPP projects and give advice on the approval process.53 It is possible to 

have more than one PPP unit performing different roles. This is, however, not 

advisable, as multiple agencies do not only increase administrative costs but also 

upsurge the chance of having several government agencies playing overlapping roles. 

 

In some countries, the PPP unit is a creation of law, and it does not matter what name 

it is known by. For example, in Nigeria, the Infrastructure Concession Regulatory 

Commission Establishment (Etc.) Act of 200554 created the Infrastructure Concession 

Regulatory Commission (ICRC), which is the country’s PPP unit. In South Africa, the 

PPP Unit was established under the country’s National Treasury in 2000. It is the lead 

agency for PPP in the country, and, apart from its regulatory function, the unit plays an 

important role in the development of the PPP market in South Africa.  

                                                      
51 OECD, Dedicated Public-Private Partnership Units: A_ Survey of Institutional and 

Governance Structures (Paris, France: OECD Publishing, 2010) 11. 
52 PPP Knowledge Lab, Dedicated PPP Units (2019) available at < 

https://pppknowledgelab.org/ guide/sections/32-dedicated-ppp-units > accessed 18 

November 2020. 
53 Arimoro, A. E. (n 3) 43. 
54 The Infrastructure Concession Regulatory Commission Establishment (Etc.) Act 

2005. 
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In India, the PPP unit is referred to as the PPP Cell in the Department of Economic 

Affairs (DEA). The PPP Cell was set up in 2006 and acts as the Secretariat for the PPP 

Appraisal Committee (PPPAC), Empowered Committee (EC), and Empowered 

Institution (EI) for the projects proposed for financial support through the Indian 

Viability Gap Fund (VGF). The PPP Cell is also responsible for policy-level matters 

concerning PPPs, including schemes, programmes, model concession agreements and 

capacity building.55 In Brazil, the Federal PPP Project Unit is responsible for outlining 

the technical, economic and financial aspects of federal projects. The unit also performs 

feasibility studies and is a part of the Ministry of Planning.56 

 

A review of international practice reveals that PPP units may sometimes be an 

independent government agency, like Nigeria’s ICRC57, or be part of a line ministry in 

the government, like the South African PPP Unit,58 the Indian PPP Cell59 and the 

Brazilian PPP Project Unit.60What is important is that the units, by whatever name they 

are called, are to be regarded not just as regulators but also be PPP champions within 

their various jurisdictions. What remains to be stated is what role these units should 

play in PPPs arranged at the subnational levels. In Nigeria, Brazil and India, it is clear 

enough since these three are federations. Subnational governments have to create their 

distinct PPP units. In South Africa, however, the PPP Unit in the National Treasury 

performs the same functions for PPPs arranged at the provinces.61 

 

                                                      
55 Department of Economic Affairs, PPP Cell, Infrastructure Division (2019) available 

at < www. pppinindia.gov.in/overview > accessed 18 November 2020. 
56 Thiago Fernandes Moreira and Thiago Luís Sombra, Brazil (2019) The Public-

Private Partnership Law Review – Edition 5 available at < 

https://thelawreviews.co.uk/edition/the-public-private-partnership-law-review-

edition-5/1189691/brazil>accessed18 November 2020. 
57 The Infrastructure Concession Regulatory Commission. 
58Housed in the National Treasury. 
59 Housed in the Department of Economic Affairs. 
60 Housed in the Ministry of Planning. 
61 Dutz, M., Harris, C., Dhingra, I. and Shugart, C. Public-Private Partnership Units 

(2006) Public Policy for the Private Sector available at < 

http://siteresources.worldbank.org/EXTFI NANCIALSECTOR/Resources/282884-

1303327122200/311Dutz_Harris_Dhingra_Shugart. pdf > accessed 18 

November 2020. 
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4.2.6 The PPP Legal Framework  

 

It is imperative that the PPP framework lays the foundation for an excellent regulatory 

and legal procedure for PPP projects. This should be the standard to ensure a successful 

PPP regime, especially in developing economies where the institutions of state are still 

developing. The PPP legal framework refers to the laws and regulations that underpin 

the PPP regime in any jurisdiction.62 The legal framework usually enables the 

government to enter into PPP contracts, thereby setting the rules and limits for how 

PPPs are to be arranged, regulated, managed and operated. In most cases, the law 

establishing the legal framework also creates a PPP unit63 or a government regulatory 

body tasked with the mandate to regulate and administer PPPs in that jurisdiction. The 

legal framework is often anchored on a legal instrument that implements the PPP 

policy.64 There is no doubt that an independent, fair and efficient legal framework is a 

key factor for successful PPP project implementation.65 Cheung et al. argue that a 

transparent and stable legal framework should help make the contracts and agreements 

beneficial and should entail adequate dispute resolution mechanisms to ensure stability 

in PPP arrangements.66 

 

4.2.7 Creation of a PPP law 

 

As stated previously, a comprehensive approach to PPP involves identifying the policy 

and then crystallising it into a PPP law to serve as framework for PPP. For emerging 

economies, it is appropriate to have a PPP law in place to show investors that the 

government is committed to a successful PPP regime. 

 

                                                      
62 The World Bank (n 4) 65. 
63 A dedicated PPP unit refers to any ‘organisation set up with full or partial aid of the 

government to ensure that necessary capacity to create, support and evaluate multiple 

public-private partnership agreements are made available and reside in government. 
64 Delmon, J., (n 49) 2.  
65 Cheung, E., Chan, A. P., Lam, P. T., Chan, D. W., & Ke, Y., A Comparative Study 

of Critical Success Factors for Public Private Partnerships (PPP) Between Mainland 

China and the Hong Kong Special Administrative Region (2012). 
66 Ibid. 
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In a bid to update the United Nations Commission on International Trade Law 

(UNCITRAL) guidelines and Model Legislative Provisions in 2014, UNCITRAL’s 

Secretariat and advisers identified that the legislative text on PPPs should include those 

based on the minimum features of a PPP and should also address whether the payment 

for the services was derived from the public authority, from end users or from a 

combination of both.67 This is important to avoid confusion. For example, the Nigerian 

PPP law is the Infrastructure Concession Regulatory Commission (establishment, etc.) 

Act of 2005.68 The law makes mention only of concessions69 without mentioning the 

project finance initiative (PFI).70 The assumption, therefore, is that, as far as PPP in 

Nigeria is concerned, PFI is not envisaged. The South African regulations provide a 

clearer picture. 

 

In 2014, the UNCITRAL Colloquium found that there is an evolving trend in law and 

practice and that countries respond in different ways to PPP practice. Evidence also 

shows that as a country gains experience with successful PPP, more opportunities 

emerge for wider PPP application.71 Even though the UNCITRAL guidelines 

comprehensively spell out the items that a PPP law should address and cover, it is 

submitted that PPP practice in any given jurisdiction should determine what the law 

should cover. The PPP law should be designed to meet the socio-cultural and economic 

life of the people concerned and allow for amendments to ensure that the aim of 

adopting it in that jurisdiction is achieved. 

  

The PPP law of any jurisdiction is a matter of style, and there is no standard about how 

much detail a PPP law must contain. In principle, however, a PPP law should aim to 

address broad principles with a degree of certainty.72 

                                                      
67 United Nations General Assembly A/CN.9/821 UNCITRAL. Forty-seventh Session. 

New York, 7–18 July_2014 and; Possible Future Work on PPPs Report’ UNCITRAL 

Colloquium on PPPs 3–4. 
68 Infrastructure Concession Regulatory Commission Establishment (Etc.) Act of 2005. 
69 In a concession, end-users pay for using the PPP facility. 
70 In a PFI the government pays the project company for the use of the facility by 

members of the public. 
71 Kelly, P., Preparing a Public-Private Partnership Law: Observations from the 

International Experience (Manila: Asian Development Bank, 2016) 12–13. 
72 Jeffrey, D. (n 19) 11. 
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4.2.8 Value for Money and the Establishment of an Adequate Legal Framework  

An independent, fair and efficient legal framework is the key to successful PPP project 

implementation. As a result of the complex nature of PPPs, it is important that the 

branch of law that regulates it, is clear to investors and practitioners to ensure value for 

money (VfM).  

Value for money is regarded as a key driver to support the PPP initiative of the public 

sector and has been described as the optimum combination of whole-of -life costs and 

quality (or fitness for purpose) of the goods or services to meet the user’s requirement. 

To undertake a well-managed procurement, it is necessary to consider upfront, and at 

the earliest stage of procurement, what the key drivers of VfM in the procurement 

process will be.73 In determining the value of pursuing a PPP project, the public sector 

must make sure to consider the costs and savings over the life of the project. Although 

many PPP projects are successful, there are some unsatisfying results that have been 

shown to result from a lack of understanding of the mechanisms to achieve VfM.74  

In view of this, the main rationale for using PPP as a procurement model is that they 

can deliver better VfM than traditional procurement. For example, in Brazil, the 

execution of a PPP agreement must be preceded by a competitive bidding process and 

the VfM test is critical in determining the choice of PPP model for the procurement of 

any given project.75 Under the Indian framework, the government seeks to increase 

VfM through mandatory requirements on environmental and social safeguards.76 It is 

safe to say therefore that the VfM standards are taken to a higher level to ensure that 

the effect of using the PPP model is considered alongside other factors besides the 

monetary valuation. In the PPP life cycle for Nigeria, it is critical at the development 

phase of any project to determine that PPP is the right approach to be adopted in place 

                                                      
73 HM Treasury, Value for Money Assessment Guidance (London: HM Treasury, 2006). 
74 Wang, N., Chen, X.  and Wu, G., Public Private Partnership, a Value for Money 

Solution for Clean Coal District Heating Operations  Sustainability, 11(8), (2019) 

p.2386. 
75 Thiago Fernandes Moreira and Thiago Luís Sombra, Brazil (2019) accessed 18 

November 2020. 
76 IISD, Value for Money in Infrastructure Procurement: The Cost and Benefits of 

Environmental and Social Safeguards in India (Manitoba: The International Institute 

for Sustainable Development, 2014) 5. 
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of traditional procurement. Thus, a VfM analysis is usually undertaken at that stage.77 

In South Africa, there is a tripartite test for determining whether a project should be 

executed using the PPP model. The tests are:  

 

1. Is substantial technical, operational and financial risk transferred to the private 

party?  

2. Can the institution afford the envisaged fee?  

3. Is it a VfM solution?78  

 

It then follows that VfM considerations are key for determining the choice of PPP for 

the procurement of public-infrastructure projects in project finance. The question, 

however, is how can the governments of these countries accurately and effectively 

determine that a project has passed the VfM test? It is important that countries critically 

examine their methodologies for determining VfM, as there may be costs associated 

with a project that are not covered by the PPP process in itself,79 for instance the cost 

of land, which will ultimately contribute to the overall cost of the project. In this sense, 

it is appropriate to consider, first, the overall VfM of the project and, second, the VfM 

of the PPP contract itself.80  

 

In the selected countries, there are similar arguments in support for the use of the PPP 

model of procurement. Generally, governments all over the world, and especially in 

emerging economies, are increasingly adopting the PPP model of infrastructure 

procurement.81 PPP in Nigeria is the result of a need to ensure the participation of the 

private sector in financing the construction, development, operation, or maintenance of 

                                                      
77 Izuwah, C., Financing Nigeria’s Infrastructure: The PPP Imperative (2017) 

availableat<www.globalinfrafacility.org/sites/gif/files/GIF%20AC%20Meeting%20%

20Big%20Movers%20 Panel%20-%20Nigeria.pdf> accessed 28 March 2020. 
78 National Treasury PPP Unit, (n 46) 13. 
79 PPIAF, Public Private Partnership: Value for Money and the Public Private 

PartnershipProcurementProcess(2007)availableat<https://ppiaf.org/sites/ppiaf.org/fil

es/documents/toohghwaystoolkit/6/bibliography/pdf/value_for_money_and_the_publi

c_private_partnership_pro- curement_process.pdf> accessed 28 March 2020. 
80 Ibid. 
81 Osei-Kyei, R., Ayirebi, D. and Ofori-Kuragu, JK., Reasons for Adopting Public-

Private Partnership (PPP) for Construction Projects in Ghana (2014) 14(4) 

International Journal of Construction Management pp. 227–238.   
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infrastructure development projects of the federal government through concession or 

contractual arrangements.82 The South African authorities adopted the PPP method in 

order to facilitate rapid infrastructure delivery, leverage on private-sector skills and to 

encourage the injection of private-sector capital, among others.83 In Brazil, the choice 

of PPP as an alternative to traditional procurement is occasioned by the need to attract 

private investment in infrastructure projects in water and sewage, health and hospitals, 

administrative facilities and logistics, including roads, urban mobility, and underground 

transportation’84 The Indian government adopted PPP in order to address the shortage 

in public infrastructure as well as the need for private investment to boost the 

economy.85  

 

4.3 The Critical Success Factors for PPPs 

 

There are some essential characteristics required to have successful PPP projects. These 

fundamentals have been referred to as critical success factors (CSFs). CSFs are the key 

areas of activity in which favourable results are necessary for a manager to achieve set 

goals.86 According to Babatunde et al. the CSFs for successful PPP projects are a 

competitive procurement process; a thorough and realistic assessment of the cost and 

benefits; a favourable framework; an appropriate risk allocation and risk sharing; 

government involvement by providing a guarantee, political support, stable 

macroeconomic policy; and the availability of the financial market.87 They posit that 

the parties to the PPP arrangement to ensure successful implementation of 

                                                      
82 Onuoha, F., Okoro O. J. and Mimiko, B., Nigeria in Bruno Werneck and Mário Saadi 

(eds.), The Public-Private Partnership Law Review, 3rd Ed. (London: Law Business 

Research Ltd, 2017) 157. 
83 National Treasury PPP Unit, (n 46) 12. 
84 Werneck, B. and Saadi, M., Brazil in Bruno Werneck and Mário Saadi (eds.), The 

Public- Private Partnership Law Review, 3rd Ed. (London: Law Business Research 

Ltd, 2017) 33. 
85 Seth, S. and Rajaskekaran, V., India in Bruno Werneck and Mário Saadi (eds.), The 

Public- Private Partnership Law Review, 3rd Ed. (London: Law Business Research 

Ltd, 2017) 112. 
86 Babatunde, S. O., Opawole, A. and Akinsiku, O. E., Critical Success Factors in 

Public-Private Partnership on Infrastructure Delivery in Nigeria (2012) 10(3) Journal 

of Facilities Management 215. 
87 Ibid, 223. 



152 
 

infrastructural projects using PPP and to achieve optimum objectives of the contractual 

agreement should give these identified CSFs due consideration.88 To elaborate further, 

it is pertinent to state that the elements discussed in this section are essential for 

successful PPP projects. 

 

A) A favourable framework for PPP 

 

There must be an enabling structure in place prior to initiating PPPs in the first instance. 

An enabling framework must include a legal framework. There should be legislation or 

a body of legislation that backs PPP. Certain other legislation must be amended or 

repealed to make PPPs practicable. It may even require constitutional amendments in 

some cases. For example, in Nigeria, there are some item in the Exclusive Legislative 

List in the Second Schedule to the 1999 Constitution of the Federal Republic of Nigeria 

(as amended),89 that fall within the purview of the federal government, and no matter 

how needful a project is, a state government may not initiate a PPP project as touching 

any of the items on that list. 

 

In a similar vein, there should be a regulatory framework to monitor PPP projects. For 

example, the Infrastructure Concession Regulatory Commission Act of 2005,90 apart 

from serving as the primary law for PPP projects involving the federal government of 

Nigeria and any of its MDAs, established a regulatory commission to superintend over 

PPP projects as well as take into its custody all signed PPP agreements. Following this, 

it is fundamental that the framework must be clear and devoid of ambiguities. It is 

essential for the success of PPPs that the parties (i.e. the public sector and the private 

party) understand what their role is and what part the other party should play. 

 

B) Transparency and anticorruption 

 

One of the challenges of development in developing economies is the vexed issue of 

corruption. It is fundamental that if a government must adopt a PPP that the transactions 

                                                      
88 Ibid. 
89 The Constitution of the Federal Republic of Nigeria (as amended) 1999. 
90 The Infrastructure Concession Regulatory Commission Act, 2005. 
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must be free of corrupt practices. Good governance advocates transparency, equal 

treatment and open competition.91 The lack of these is a source of worry to potential 

investors, whether foreign or local. It is no doubt that corruption increases the cost of 

doing business as well as poor output. To curb corrupt practices in PPP procurement, 

Delmon recommends the following: 

1. The use of financial and fiduciary management, ring-fencing revenue and 

subsidy flows from the government to demonstrate project viability and attract 

investment;92  

2. Improved access to information about the project and the procurement process, 

for example, through a dedicated project website with all the relevant 

information for contract bidding and award, which will attract bidders and 

improve competition;93 and  

3. The project procurement must be transparent and competitive.94 

 

It is imperative, therefore, that for PPPs to succeed in emerging economies, the 

government must commit to the fight against corruption.  

 

C) Ensuring an enabling investment environment for PPPs 

 

Once a healthy investment climate is delivered and the proper practice is put in place 

to ease doing business in any given economy, investments in infrastructure can become 

an alternative asset class for private investors, provided an acceptable risk/return profile 

is offered.95 To ensure a healthy investment environment for PPP, it is essential that 

there is political will on the part of the public authority to pursue PPP and the legal and 

regulatory regime appropriate to ensure PPP success. In addition, there needs to be a 

stable political and social environment to enable the successful PPP implementation in 

any given jurisdiction.96 Therefore, as Cheung et al. rightly note, the political and social 

                                                      
91 Delmon, J. (n 13) 16. 
92 Ibid, 16. 
93 Ibid. 
94 Ibid. 
95 OECD, Private Financing and Government Support to Promote Long-Term 

Investments in Infrastructure (Paris: OECD, 2014) 5. 
96 Cheung, E., Chan, A. P. C., Lam, P. T. I., et al, (n 65) 6. 
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issues that go beyond the private sector’s domain should be handled by the 

government.97 

 

The three elements mentioned earlier are vital, and the lack of any of them will certainly 

discourage potential investors. In the following subsections, the various initiatives 

adopted by the selected four countries to improve on their PPP processes and to attract 

investors, will be examined. The aim is to provide examples that can be adopted by 

developing economies.  

 

4.3.1 Good Public Private Partnership Practice in Nigeria  

 

Although the government of Nigeria has been slow in terms of law reforms, there have 

been several policy changes to make PPP attractive to the private sector and to unbundle 

local finance for PPP. One of the areas that may ensure the attraction of local finance 

for PPP is the pension market in Nigeria. Investments from the pension funds 

contributed under the Nigerian Pension Scheme could potentially fund several people-

oriented public-infrastructure projects in the country.  

 

The setting up of some local infrastructure funds by asset-management firms in Nigeria 

to provide private-sector capital for public infrastructure is a plus and worthy of 

emulation by other developing economies. For example, the ARM-Harith Infrastructure 

Fund is a pioneering, indigenously developed infrastructure fund with over US$250 

million being managed by the fund managers.98 Another example is the Infracredit 

Fund, which is a US$50 million callable funding facility for the first Nigerian-based 

credit guarantor focused on credit-enhancing infrastructure bonds to target pension-

fund investors in the country.99 These funds, which have been approved by the 

Securities and Exchange Commission (SEC), will help to augment other sources of 

domestic funding for private infrastructure in the country. The SEC has set up 

guidelines and rules for the establishment and management of infrastructure funds in 

                                                      
97 Ibid. 
98 ARM-Harrith, More About Us (2014) available at <http://armharith.com.ng/> 

accessed 22 October 2020. 
99Infracredit,Portfolio(2020)available at <https://guarantco.com/portfolio/infracredit/> 

accessed 22 October 2020. 
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the country. The effect of this is to create room for more private-sector funds for 

infrastructure. Considering that Nigeria, as well as other developing economies, has a 

problem of an undeveloped local capital market, the setting up of infrastructure funds 

is an opportunity to create long-term funding for domestic infrastructure development.  

 

4.3.2 Good Public Private Partnership Practice in South Africa  

 

The institutional framework for PPP in South Africa is clear-cut in terms of the agencies 

that are to be dealt with when negotiating or executing a PPP project. Furthermore, 

South Africa, arguably has a well-developed financial market, compared to other 

emerging economies. There is also a strong commitment on the part of the political 

class in South Africa to support PPP. For example, the N4 toll road and the Gautrain 

project received tremendous public-sector support. There are also several projects that 

have outlived the administrations that started them.100  

 

Worthy of mention is the protection for investors’ and lenders’ funds. This is at the core 

of South Africa’s PPP framework. A watertight project preparation process is required 

to prove the merit of the project to potential funders.101 Other critical components of 

the feasibility study under Module 4 of the PPP Manual include project due diligence, 

value assessment, economic valuation and a procurement plan. The procedure involves 

the engagement of advisors on behalf of the sponsors and the lenders to provide advice 

on technical, market, financial, legal and incidental matters.102 This is fundamental to 

achieving financial closure for the project.  

 

                                                      
100 Stoddard, E. D. and Strydom, T. J., South Africa’s Stock Market Defies Recession, 

Scales Record Highs, Reuters Business News, 31 July 2017. 
101 National Treasury PPP Unit, PPP Project Cycle: Reflecting Treasury Regulation 16 

to the Public Finance Management Act, 1999 National Treasury PPP Manual: Module 

1 (Pretoria: National Treasury PPP Unit, 1999). 
102 Switala, H., Project Finance and Obtaining Sufficient Funding for the Successful 

Completion of your Project, a presentation by the Project Manager, Development Bank 

ofSouthAfricaavailableat<www.dbsa.org/EN/AboutUs/Publications/Documents/Proje

ct%20finance%20and%20obtaining%20sufficient%20funding%20for%20the%20suc

cessful%20completion%20of%20your%20project.pdf>accessed 23 October 2020. 
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Furthermore, the funding of specific projects in South African currency offers 

protection against currency-fluctuation risk. For example, the Sasol Natural Gas project 

is a R8.6 billion project aimed at developing the gas fields and processing facility in 

Mozambique and operating a gas pipeline from the processing plant to facilities in 

South Africa.103 The 1996 Constitution of the Republic of South Africa states that when 

an organ of state in the national, provincial or local sphere of government or other 

institution identified in the national legislation contracts for goods or services, it must 

do so in accordance with a system that is fair, equitable, transparent and cost-

effective.104 It follows that South African law emphasises transparency and 

accountability, which are key to ensuring that funds effectively utilised. This 

philosophy happens to be the driving force behind the Public Finance Management 

Act105 and the Municipal Finance Management Act106.  

 

In South Africa, various projects are structured in such a way as to ensure that there are 

sufficient revenue streams accruing in the short to long term. The goal is to optimise 

the performance of the PPP and encourage private participation. Two examples are 

worth stating here. The City of Johannesburg contracted with a consortium of 

international operators led by Suez. The project was structured in such a way that 

Johannesburg Water purchased some biogas-fuelled generators, and the contractor 

invested in other required capital infrastructure. The contract recovered its cost from 

the sale of biogas generated from the operations.107 Another example is the city of 

Tshwane’s PPP with Magalies Water Board, ABSA Bank and Bigen Africa. The 

arrangement was structured to ensure sustainable revenue flows to Tshwane as the city 

was the main beneficiary of the R500 million project.108 The protection of investments 

is vital to the sustainability of PPP arrangements in any economy. This was the intent 

behind the passing into law of the Protection of Investment Act 22 of 2015. The Act 

                                                      
103 Switala, H. (n 102). 
104 Ibid.  
105 Public Finance Management Act, 1999. 
106 Municipal Finance Management Act, 2003. 
107 Ruiters, C. and Matji, M. P., Public Private Partnership Conceptual Framework 

and Models for the Funding and Financing of Water Services Infrastructure in 

Municipalities from Selected Provinces in South Africa (2016) 42(2) Water SA. DOI: 

10.4314/wsa.v412i2.13. 
108 Ibid. 
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was passed to replace the bilateral investment treaties (BITs) with European countries 

and to make direct investment in the country attractive to foreign investors.109  

 

The Protection of Investment Act No. 22 of 2015 defines an investor as ‘an enterprise 

making an investment in the Republic of regardless of nationality.’110 It follows that the 

protection afforded to indigenous investors will be extended to foreign investors as 

well. The purpose of the Act is threefold: first, to protect investment in accordance with 

and subject to the Constitution; secondly, to affirm the Republic’s sovereign right to 

regulate investments in the public interest and thirdly, to confirm the Bill of Rights in 

the Constitution and the laws that apply to all investors and their investments in the 

Republic.111 The Act stipulates that foreign investors must not be discriminated 

against.112 The Republic must accord foreign investors and their investments a level of 

physical security equivalent to that enjoyed by domestic investors, in accordance with 

minimum standards of customary international law.113 Investors have the right to 

property in consonance with Section 25 of the Constitution of South Africa.114 

Furthermore, the Act provides that a foreign investor may, in respect of an investment, 

repatriate funds subject to taxation and other applicable legislation.115  

 

Regarding disputes, when an investor has a dispute in respect of action taken by the 

government, the action having affected an investment of said investor, the investor may 

within six months of becoming aware of the dispute request the Department to facilitate 

its resolution by appointing a mediator.116 In addition, a foreign investor is not 

precluded from approaching any competent court, independent tribunal or statutory 

body within South Africa for the resolution of the dispute. When all domestic remedies 

have been exhausted and the dispute persists, the South African government may 

                                                      
109 In 2012, South Africa terminated its BITs with European countries such as Denmark, 

Spain, Germany, Belgium, Luxembourg, Switzerland and Holland. It maintained the 

BITs with Russia and China. 
110 S. 1 of the Protection of Investment Act 2015. 
111 S. 4 of the Protection of Investment Act 2015. 
112 S. 5 of the Protection of Investment Act 2015. 
113 S. 9 of the Protection of Investment Act 2015. 
114 S. 10 of the Protection of Investment Act 2015. 
115 S. 11 of the Protection of Investment Act 2015. 
116 S. 13 of the Protection of Investment Act 2015. 
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consent to international arbitration, with such arbitration conducted between South 

Africa and the home state of the foreign investor. Thus, an investor who feels wronged 

by an action of the South African government or any of its agencies is clearly 

empowered by the law to seek redress. It is submitted, however, that what the South 

African government is giving with the right hand, it seeks to take away with the left, 

through the provision that the state must only consent to arbitration when domestic 

remedies have been exhausted and international arbitration becomes the option.117  

 

4.3.3 Good Public Private Partnership Practice in Brazil  

 

Like most developing economies, and despite being one of the largest economies in the 

world, Brazil has a substantial infrastructure gap to deal with. This is more evident in 

the transport sector. The country lacks a viable railroad network and must find the 

means to deal with many stretches of unpaved roads. In response, the Brazilian 

Development Bank (BNDES), the Inter-American Development Bank (IDB) and IFC 

collaborated to create the Private Sector Participation Programme (PSP Brazil) in 2008 

to form the Brazilian alliance to implement innovative PPPs and to foster best practices 

through making available consulting services to regional and municipal 

governments.118  

 

In order to ensure a smooth take off of a PPP regime in Brazil, the PPP programme 

empowers the federal government of Brazil to issue completion guarantees and to allow 

private-sector participants to pledge their revenue streams to lenders and permit 

arbitration to resolve disputes. The programme in Brazil also sets up a fiduciary fund 

to hold assets contributed by the public authority to support payment obligations of the 

government. Where there is a default in payment by the public sector, the funds held in 

trust would pay out to the private investor from quotas based on the aggregate value of 

the assets held by the fund.119 

                                                      
117 Ibid. 
118 World Bank Group for the G20 Investment and Infrastructure and Working Group, 

Overcoming Constraints to the Financing of Infrastructure (Washington, DC: The 

World Bank, 2014) p.6. 
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The pilot PPP project was the concession to expand, rehabilitate, operate and maintain 

667 kilometres of federal roads in the state of Bahia. Notably, this project introduced a 

new structure that serves as a model for the development of similar federal road 

projects.120 This road concession led to new innovations to the PPP concept itself. 

Because the quality of the service on the concession could not be maintained in the long 

term without increases in fees or tariffs paid by end users, some changes were made to 

the Brazilian road concession model. The changes can be described as the ‘three-fold 

innovations.’ First, is the introduction of the focus on performance parameters,121 the 

second is the concept of the traffic trigger122 and the third is the re-equilibrium 

discount.123 The World Bank Group for the G20 Investment and Infrastructure notes 

that the evolution of the road concession model and the efforts by the government of 

Brazil have in no small measure improved the country’s perception of international 

investors, thus making the country attractive to foreign direct investment to the 

country’s road concession projects.124 

 

With regards to financing PPP, Brazil offers deep capital markets, domestic players 

with infrastructure experience and local-currency financing options. BNDES is the 

primary source of funding for infrastructure projects.125 This is one area that countries 

must improve upon in order to ensure successful PPP outcomes i.e. value for money, 

                                                      
004/10/BrazilsChallenge/Files/Download-PDF-Brazils-

Challenge/FileAttachment/PDF_1004.pdf> accessed 11 May 2020. 
120 The World Bank (n 4) 65. 
121 This refers to performance parameters which are the outcomes required of the 
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122 The ‘traffic trigger’ concept in a contract serves to obligate the concessionaire to 
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met. 
124 World Bank Group for the G20 Investment and Infrastructure and Working Group, 

Overcoming Constraints to the Financing of Infrastructure (Washington, DC: The 
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especially for projects that do not pass the currency exchange risk test. The reliance on 

local currency for the private funding of private infrastructure has been a challenge for 

emerging economies. Thus, innovation by policymakers in Brazil is commendable. As 

such, other developing economies should seek ways to unlock domestic funding for 

their PPPs.  

 

Furthermore, the ownership structure of the project company with regard to some 

projects in Brazil that allow for public-sector participation is worth emulation. For 

example, in the Rio de Janeiro Airport Project Company, the Brazilian government 

maintains a 49 per cent stake in the ownership structure of the company.126  Some other 

mechanisms have been introduced by law to ensure PPP success in Brazil. These come 

in the form of state guarantees.127 The payment obligations undertaken by the 

government may be guaranteed by any of the following forms:  

1. The pledge of revenues;  

2. The creation or use of special funds contemplated by law;  

3. The purchase of guarantees from insurance companies that are not under public 

control;  

4. Guarantees by international organisations or financial institutions not controlled 

by any government authority; or Guarantees by guarantor funds or state-owned 

companies created especially for that purpose.128  

4.3.4 Good Public Private Partnership Practice in India  

India offers a structure that allows for the streamlining of the procedures for systematic 

appraisal and approval of projects. This helps to reduce administrative hurdles and 

bureaucracy that usually characterise procurement in developing economies. The 

Government of India maintains a simple structure for administering PPP, including:129  

                                                      
126 Ibid. 
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128 Ibid. 
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1. Setting up the PPP Appraisal Committee (PPPAC) to simplify the appraisal 

process and to eliminate administrative hurdles;  

2. Setting up the India Infrastructure Project Development Fund (IIPDF) for 

extending financial assistance in infrastructure projects;  

3. Formulating the viability gap fund (VGF) for making infrastructure projects 

commercially viable;  

4. Setting up institutions, such as the Infrastructure Finance Company Limited, to 

provide long-term financial support and act as a catalyst in the stream; and  

5. Standardising bidding and contractual documents, such as requests for 

qualification (RFQs), requests for proposal (RFPs) and model concession 

agreements (MCAs), for making the process swift.130  

 

Over time, a PPP system comprising institutions, developers, financiers, equity 

providers, policies and procedures has been developed in India.131 It is submitted that a 

consistent and seamless PPP framework would lead to trust in the system by all 

stakeholders. There is a significant contribution by multilateral agencies132 to the PPP 

regime in India. This has in turn led to improving the investment climate in the country. 

Notably, the private-sector financing arm of the World Bank did set up an Indian 

Infrastructure Fund with a mandate to invest in a diversified portfolio of project-equity 

investments.133 It is submitted that developing economies need to make their processes 

clear and work on their institutions to reduce the bureaucracy often noted in government 

establishments to get the support of multilateral agencies. It is important that these 

measures are adopted to make the PPP process seamless and attractive. This is more so 

as one of the banes of progress in developing economies is the issue of bureaucratic 

holdups. 

 

                                                      
130 Ibid, 202. 
131 Ernst and Young, Public Private Partnership: The Next Continuum (2013) a Report 

by Ernst and Young available at < www.ey.com/publication/vwluassets/ey-public-
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132 Such as the World Bank, Asian Development bank (ADB) and Department for 

International Development (DFID). 
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In addition, there is a wide sectoral spread of PPP projects in India. This results in a 

broader impact of PPP being felt in the economy of that country. Mahapatra notes that 

Indian PPP diversity includes transport projects (roads, airports and ports), which are 

considered more successful. Indeed, the new airports at Delhi, Mumbai, Bangalore and 

Hyderabad and a large volume of highway projects taken up on BOT showcase the 

pragmatic success of PPPs in the country.134 Another factor responsible for PPP 

successes in India as per Mahapatra is the streamlining of procedures for systematic 

and speedy appraisal and approval of projects.135 It is submitted that the regulators of 

PPP in any given jurisdiction should seek ways of organising the process that are devoid 

of bottlenecks and unnecessary delays. There is no point in having a 12-stage process 

if the job can effectively be done in 6 stages. 

 

Furthermore, to incentivise private-sector participation in the country, the Government 

of India has developed model concession agreements (MCAs) for PPPs, especially in 

the road sector, such as the MCAs for major road projects valued at more than Rs. 

1billion or minor projects costing less than Rs. 1billion undertaken on a BOT (toll) 

basis and the MCAs for road projects structured as BOT (annuity).136 These standard 

agreements are meant to provide uniformity in road PPP projects. In this regard, it is 

submitted that a PPP structure must allow for the development of a uniform procedure, 

as this will give potential investors clarity of the process beforehand. 

 

Finally, since PPPs usually require long-term funding (equity or debt), it is noteworthy 

that the Government of India has taken steps in this regard. There is now in place a 

scheme for financing commercially viable infrastructure projects in sectors, such as 

roads, power, solid waste management and water supply through an SPV called the 

India Infrastructure Finance Company Limited (IIFCL). In the same vein, a fund known 

                                                      
134 Mahapatra, A. Sharing India’s PPP Experience (2015) a presentation at the 

UNESCAP Policy Dialogue on PPPs in Infrastructure held in Kathmandu on 22 

September 2015, 5availableat<www.unescap.org/sites/default/fi les/Day%201%20-
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Scheme (2009) Proceedings of the 2009 Mid-Continent Transportation Research 
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as the India Infrastructure Project Development Fund (IIPD), with a take-off grant of 

Rs. 1billion has been set up to provide financial assistance to state and central ministries 

for quality project development. This is in addition to the Viability Gap Funding 

Scheme launched in 2004 to meet the need of economically essential projects and make 

it commercially viable for private-sector partners.137   

 

4.4 Limitations of the Frameworks in Select Jurisdictions  

The limitations of the select jurisdictions can serve as a lesson for their contemporaries 

and can in turn provide opportunities for improvements. Having noted the areas where 

the chosen countries have their strong points above, this section deals with areas of 

weaknesses.  

 

4.4.1 Nigeria  

 

Nigeria’s PPP framework is weighed down by several challenges. Chief of the issues 

in Nigeria is a not-so-clear legal framework. The current PPP law138 does not provide 

for much except for information regarding the creation of the Infrastructure Concession 

Regulatory Commission (ICRC), which is the country’s PPP unit. There is a web of 

laws that overlap and makes it difficult for an investor to get a full grasp of the PPP 

process in the country.  

 

Sourcing finance for PPP projects in Nigeria is another area of major concern. In recent 

years, the Nigerian government attempted to arrange a PPP deal for a new national 

carrier for the country. It was shocking that no investor indicated interest in the project. 

This may be a result of a distrust of the Nigerian government and the inability of the 

political class in the country to show the will to allow PPP projects to succeed.139  

 

Several cases of unilateral cancellations of projects and failure to respect court orders 

portray the government and institutions in Nigeria as lacking any regard for the rule of 

                                                      
137 Ibid. 
138 Infrastructure Concession Regulatory Commission Establishment (Etc.) Act of 

2005. 
139 Arimoro, A. E. (n 3) 208. 
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law. The protracted court cases between Bi-Courtney Aviation Services Limited and 

the Federal Airports Authority of Nigeria140 as well as the cancellation of the Lagos 

Ibadan Expressway Project by the federal government of Nigeria are very good 

examples.  

 

4.4.2 South Africa  

 

Despite some of South Africa’s good PPP practices, there have been errors and pitfalls 

that could have been avoided. South African PPP rules require that before a project is 

arranged as a PPP, the institution sponsoring the project must register the project with 

the relevant treasury for a project officer and a transaction advisor to be appointed.141 

What the rule omits to state is that public consultation is fundamental. This omission in 

the rules could lead to avoidable challenges.  

 

In line with the above, Stephen criticises the Gautrain Rapid Rail Link project for 

insufficient public consultation and legislative debate before the project was approved 

and put to tender.142 Although the Gautrain project was a success, the need to consult 

with stakeholders before embarking on PPP projects is essential. Fombad has argued 

that a lack of transparency could negatively affect PPPs in South Africa, referring to 

superficial and inconsistent disclosure of PPP information online via the PPP 

Quarterly.143 The argument here is that with little information being made available to 

the public, the principle of transparency is compromised. No matter how successful a 

project is, it often remains tainted where there are questions of ethical and procedural 

irregularity in concluding the contract and executing the project.  

 

It is arguable that insisting on a Black Economic Empowerment (BEE) Code for PPP, 

as is currently the case in South Africa, is a procedural requirement that could deter 

                                                      
140 The Federal Airport Authority of Nigeria v. Bi-Courtney Limited & Anor. (2011) 

LPELR 19742 (CA) pg.1–57; Suit No: CA/A/239/M/2010. 
141 The 2004 PPP Manual. 
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9 November 2005. 
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foreign direct interest or even encourage corrupt practices.144 Companies who have the 

experience and wherewithal to promote and execute flawless projects may find it 

difficult to meet the BEE targets and be ruled out of the reckoning in favour of less 

experienced sponsors who may just superficially appear to be BEE-compliant. It is 

important that the government deals with issues of inequality in such a way as not to 

deter legitimate private-sector ventures, which should be allowed to manage their 

businesses as best as they can.  

 

4.4.3 Brazil  

 

The law for PPP in Brazil is now little over a decade and has been tested in the courts.145 

The lack of a dedicated single agency to administer PPP at the federal level needs to be 

reconsidered. What is obtainable is that there are several agencies tasked with 

administering different aspects of the country’s PPP programme. These agencies 

include the Ministry of Finance, the Ministry of Planning, Budget and Management, 

the National Treasury Secretariat and the Partnership Steering Committee. The impact 

of this is that there is no single agency that takes direct ownership of the PPP process.  

Some of the challenges faced in the PPP programme in Brazil are due to its mirroring 

of the UK’s framework for PPP.146 The UK experience was used as a reference point 

for the establishment of the Brazilian framework.147 Hence, several projects in Brazil 

were arranged as PFIs. Given the fact that the Brazilian environment is different from 

that of the UK, several issues have arisen as these projects mostly require payments by 

the public authority for the use of facilities by citizens, hence the need for a review of 

the PPP legal framework in Brazil.  
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Another area of weakness in the Brazilian PPP market is the lack of flow of information 

to external stakeholders.148 There is a need to maintain a steady flow of communication, 

such as a regular update of websites. In a study conducted in Brazil, some respondents 

identified, among others, inadequate PPP staff training as a problem for successful PPP 

arrangements in the country.149  

 

4.4.4 India  

Despite being the largest PPP market in the world, India still struggles with a number 

of issues. One is a lack of flexibility in contractual arrangements.150 There have been 

cases of former infrastructure powerhouses weighed down by a huge debt profile and, 

as a result, can no longer able to compete in the market.151  

Another clog in the wheel of progress of the PPP environment in India is the vexed 

issue of failure to understand the meaning of ‘partnership’ in PPP.152 This results in 

poor risk sharing and in inappropriate business models.153 Other significant issues 

bedevilling the PPP framework in India include a poor regulatory environment, lack of 

comprehensive data, lack of institutional capacity to undertake large and complex 

projects and a lack of domestic funding for projects.154  
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4.5 Regulation of PPP Contracts  

In this section, the discussion focuses on the regulation of PPP contracts by an agency 

of government with regulatory oversight. Usually, this task is undertaken by the PPP 

unit in the jurisdiction concerned. Regulation is important for various reasons. It 

provides certainty and helps to sustain the PPP system. It also provides direction for all 

stakeholders involved.155  

 

It is pertinent to note that PPPs may be regulated by contract without the need for a 

separate regulatory agency, whose function is to protect the private parties.156  Although 

this approach may not be suitable for emerging markets due to the fact that public 

authority agencies that contract with the private sector are known to wield too much 

power as they may also be involved in regulation. These public authority agencies may 

be tasked with the mandate to regulate and administer PPPs and could have direct 

oversight of the proposed facility. Therefore, there is need to ensure regulation of PPP 

by setting up an independent entity rather than by the sole regulation of contracts. The 

advantages of using an independent public agency as a regulator include the ability to 

wane the powers of the public institution, thereby creating a level playing field for the 

contracting institution and the private-sector partners.  

 

PPP regulation involves the establishment of a clear, predictable institutional 

framework, as discussed above that is supported by competent and well-resourced 

institutions to effectively administer PPPs.157 PPP regulation, or governance, must 

ensure that the process for awarding PPP contracts is transparent. Furthermore, the 

institutions of government in a PPP transaction should aim to achieve success. The 

authorities must be adequately prepared and ensure that PPP projects meet the VfM 

requirements and that the tender process is competitive. In line with a government’s 
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fiscal policy, it is vital that the central budget authority ensure that the project is 

affordable.158  

 

4.5.1 Resolution of Disputes in PPP Transactions 

 

Due to the complex nature of PPP transactions, it is not uncommon for the parties to 

have disputes. The disputes may involve parties from a variety of legal, social and 

cultural backgrounds.159 If a PPP is to succeed, it is paramount that dispute-resolution 

measures are put in place. In most cases, the private-sector partner will feel safer if an 

alternative dispute resolution (ADR) mechanism is put in place160. The legal basis for 

the settlement of disputes is an important consideration for PPP arrangements as well 

as for the implementation of PPP projects. Private parties (concessionaires, financiers 

and contractors) feel encouraged to participate in PPP projects when they have the 

assurance that the disputes between themselves and the governmental agency or other 

parties (for example, the service users of the facility) can be resolved fairly, efficiently 

and in a timely manner.161  

 

It is vital for the legal system to define a clear-cut policy framework for the resolution 

of PPP disputes. The framework should be such that it assures a fair return to investors 

and protects the interest of the users of the facilities, especially the poor. This is a 

prerequisite for a sound PPP regime.162 Resorting to arbitration to resolve PPP disputes 

is ideal in the event of a misunderstanding or a conflict because of its flexibility and 

greater ease of award execution.163 In addition, the cost of arbitration is sometimes 

cheaper than court proceedings. The proceedings in an arbitration are held in private, 

and the public, including rival companies, do not get access to potentially sensitive 
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information. As a result, parties in an arbitration do not run the risk of any damaging 

publicity arising out of the proceedings.164  

 

Furthermore, international arbitration awards can be enforced as if they were domestic 

awards under the New York Convention.165 Even though a resort to litigation may 

occur, it is not advised because of the high cost involved and the long-term nature of 

PPPs. Litigation may also result in hostility and may smear the image of the parties. 

Other commonly used methods for dispute resolution include facilitated negotiation, 

where a facilitator is appointed by the parties in a contract to provide an opinion; 

conciliation and mediation, whereby a person or panel is appointed by the parties to 

provide independent and impartial assistance to help them resolve the dispute; 

adjudication by regulatory body, whereby matters of dispute may be referred to the 

regulatory authority if a statutory authority with powers to adjudicate upon disputes 

between the contracting government agency and the concessionaire exists.  

 

4.5.2 The Elements of a PPP Contract  

 

Under the concession/PFI agreement, the grantor gives a series of rights to the project 

company to build and operate a unit or feature of government infrastructure for a 

determined tenure. It is crucial that the concession/PFI contract itself makes provisions 

for elements such as the obligations of each party; the tenure of the contract; the 

ownership of the land and facility; the allocation of risks and consequences; the 

construction, commissioning, operation and maintenance of the facility; performance 

requirements; payments and other financial matters; price review adjustments; 

amendments and variations of the agreement; monitoring and review; dispute 

resolution; termination of the contract; end-of-term arrangements; service delivery 

management; contract compliance and management renegotiation.166 
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More so, if countries, especially developing and emerging market economies discussed 

above, can improve on their rule of law index, investors will gain confidence that 

domestic courts can be objective and fair in their decisions. To this effect, at the request 

from member countries of the Group of 20 (G20),167 staff at the World Bank were 

mandated to prepare a report recommending a model language for PPP contracts.168 

The outcome of the exercise was a number of key Model Contract Terms (MCTs), set 

out under eight headings, namely, force majeure, Material Adverse Government 

Action, change in law, termination payments, refinancing, lenders’ step-in rights, 

confidentiality and transparency and dispute resolution.169  

 

These new or re-modelled terms introduced in the report by Shrybman and Sinclair are 

applicable in circumstances beyond the control of the parties to the PPP contract, 

making it impossible for the contract to be executed or for the parties to fulfil their 

obligations under the PPP contract. For example, where political events such as war, 

acts of terror, nuclear explosions and natural disasters (such as earthquakes, floods, and 

landlines), strikes and protests, and a force majeure occurs. In the World Bank Group’s 

(WBG) recommendation, general labour disturbances, such as boycotts and strikes, 

which are unique to the private-sector partner or sub-contractors and occur outside the 

country do not constitute a force majeure but a default by the private partner.170 The 

implication of this is that if there is a failure on the part of the private sector to fulfil its 

obligation(s) as a result of strike action outside the host country of the PPP project, the 

private partner bears the risk and will be considered in default of the contractual 

agreement. This is a departure from the conventional norm171 and ought not to be the 
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case. Implementing such a proposal will stifle private-sector interest in PPPs, especially 

in countries that do not have a significant market advantage.  

 

As a general rule in many legal systems, a fundamental change to the circumstances of 

a contract can serve to loosen the binding nature of that contract. The legal doctrine that 

provides this effect is generally called ‘change of circumstances’. The WBG’s proposal 

identifies what is referred to as a Material Adverse Government Action (MAGA).172 A 

MAGA event occurs when there is an act or omission by the contracting authority, or 

any relevant public authority, which occurs during the term of the contract and which 

renders the private partner incapable of complying with the terms of the agreement. In 

a MAGA event, the private-sector partner shall be excused from the performance of the 

PPP contract to the extent that it is prevented, hindered or delayed in the performance 

of its obligations by reason of the MAGA and shall be entitled to compensation under 

the PPP contract. This new proposed term is commendable; however, it gives rise to 

the issue of what would constitute adequate compensation. It is better that the public 

authority refrains from committing any MAGA, unless it is necessary and in the public 

interest. This is because one failed PPP project is a message to PPP investors and 

promoters that any future dealings with the public authority concerned is susceptible to 

cancellation.173  

 

Based on the recommendations by the WBG, a change in law that can affect a PPP 

contract occurs when any new applicable law is enacted; an existing applicable law is 

repealed, modified or re-enacted; any government entity imposes any material 

condition in connection with the issuance, renewal, modification, revocation or non-

renewal (other than in accordance with the existing applicable law) of any approval; 

and/or taxes, which were not foreseeable at the time the successful bidder submitted its 

bid and which have a material adverse effect on the ability of a party in a PPP contract 

to fulfil its obligations, are levied. The WBG recommends that the public sector should 

bear a change in law risk only when it is the author of discriminatory reforms, in which 

case the private sector should be compensated to leave the latter in no better nor worse 

position than it would have been had such a law not been made.174 The situation that 
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the proposal enables could afford the public authority the room to cleverly absolve itself 

of its obligations by passing a new law that affects the project while claiming that it is 

not discriminatory.  

 

Regarding termination payments, the WBG recommendation is in line with 

conventional norms. Accordingly, when the public authority voluntarily terminates the 

PPP contract, for reasons of public policy, for example, the private-sector party is to be 

compensated. Also, where the public authority, by way of default, makes it 

impracticable for the private-sector party to perform its obligation(s), the public 

authority is to pay the private party compensation to ensure that the latter is left in no 

better nor worse condition than it would have been had the early termination not 

occurred. While this insertion in the proposals is commendable and ensures the 

protection of the assets of the investors/lenders, it is important to state that a private-

sector investor will appreciate and derive more satisfaction from a completed project 

executed from a business point of view than from receiving compensation for default 

by the contracting authority. No matter the amount paid out as compensation, it cannot 

compare with successfully completing a project and receiving what is due.175 Therefore, 

the fact that compensation can be paid or that a buyback can be structured should not 

constitute sufficient reason to cancel a project.  

 

With respect to dispute resolution, the WBG proposes a reliance on the World Bank’s 

Investor-State Dispute Settlement (ISDS) procedure.176 The report proposes the 

following steps for the resolution of PPP disputes: first, a mutual commitment to try to 

resolve the disagreement promptly and amicably; second, an agreement that technical 

disputes be referred to an expert to recommend solution; and third, that more intractable 

issues be brought before a dispute board comprised of representatives of both parties, 
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which may be empowered to reach a binding resolution through consensus. The 

proposal notes that, given ‘the time and the cost of international arbitration, serious 

consideration should be given to the use of mandatory alternative dispute resolution 

mechanisms (such as the dispute boards).’177 The report proposes further that, if the 

board fails to resolve the dispute within 30 days, the dispute shall be referred to and 

finally settled by international arbitration.178 Unfortunately, this recommendation is 

problematic as it clearly seeks to sideline the jurisdiction and authority of domestic 

courts and this could potentially lead to non-recognition of domestic courts.179  

 

In light of the above, there needs to be a balance between the protection of investors’ 

assets and the public policy of a state party. One of the first investor-state disputes that 

attracted global interest in this regard, was that of Aguas del Tunari v Bolivia.180 In that 

case, the government of Bolivia cancelled a water-services concession on the grounds 

of price hikes that triggered public protests. The concessionaire subsequently initiated 

an arbitration proceeding under a Bolivia-Netherlands investment treaty.181 In its 

defence, the Bolivian government argued that the concession agreement provided for 

disputes between public authorities and the concessionaire to be resolved ‘in Bolivian 

courts in accordance with Bolivian laws.’182 The tribunal rejected this defence and ruled 

that the forum selection clause in the concession agreement was unclear and, in its 

place, asserted that it had jurisdiction over the claim. This case certainly emphasizes 

the need for balance between the protection of investors’ assets and the public policy 

of a state. 

                                                      
177 Proposed Dispute Settlement Provision S. 8.2, Article 23, 52. 
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179 Shrybman, S. and Sinclair, S. (n 168) 23. 
180Aguas del Tunari SA, Claimant/Investor v Republic of Bolivia ICSID Case No 
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181 It emerged during arbitration that, prior to bringing its claim as public opposition 
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4.5.3 PPP Arrangements and the Sanctity of Contract  

 

A PPP represents a contract between a private party and the public authority. Given that 

the government or public agencies are always the dominant partners in PPP 

arrangements, a discussion on the concept of sanctity of contract as it relates to PPP is 

necessary. This is more so as governments in most emerging markets struggle to submit 

to the rule of law and the need to respect agreements. In Anglo-American common law, 

like in India and Nigeria, formation of a contract generally requires an offer, 

acceptance, consideration and mutual intent for the parties to enter legal relations and 

be bound thereby.183 In civil law jurisdictions, contract law is a branch of the law of 

obligations.  

 

Contractual agreements are considered fundamental to business.184 An agreement is not 

a contract unless there is an intention for the parties be bound thereby.185 It follows that 

if parties willingly enter into a contract, the terms of that contract are to prevail except 

if they are illegal or impossible to perform. In this regard, the respect of contractual 

obligations may go against the wider social interests in the country where the project is 

being conducted. Generally, the setting in which the agreement is made can help to 

determine the intention of the parties. If an agreement was made in a commercial 

setting, it is to be assumed, unless proven otherwise, that there was an intention on the 

part of the parties to the agreement that legal obligations were created.186  

 

It is accepted that the commercial and economic lives of people in society are woven 

around agreements. It follows that commerce and trade would become chaotic if the 

law allowed a promisor to break his or her promises without, at least, placing him or 

her under the obligation to pay a compensation to their promisee for the loss caused by 

their default. This is because law generally regards contracts as sacrosanct, which is the 

underlying principle of sanctity of contract. Thus, where parties duly enter a contract, 

they must honour their obligations under that contract. This principle is also applicable 

                                                      
183 Paul S. Davies, JC Smith’s The Law of Contract 2nd Edition (Oxford: University 

Press, 2018) Ch.3 & 8. 
184 Lucy Jones (n 164) 119. 
185 The parties maybe natural or artificial, a private or government body. 
186 Lucy Jones (n 164) 119. 
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in public-private partnerships, where a public authority agency having oversight 

powers, is a party to the PPP contract.   

 

The law of contract is concerned with determining whether there is a legally binding 

agreement between the parties and ensuring that there is a remedy in a situation where 

a party fails to perform an obligation in accordance with the terms of the agreement. It 

becomes clearer where there is some form of exchange between the parties based on 

their agreement.187 For an agreement to be considered a contract, a promise to undertake 

or assume an obligation must be communicated.188 The standard for determining 

whether the parties intended to create a legally binding agreement is that of a reasonable 

man.189 In common law, the question is, will a reasonable person, observing the words 

and the conduct of the parties objectively and considering the nature and context of the 

agreement, consider that there was an intention to create legal relations? If the answer 

is yes, then the court would order the party in breach to compensate the injured party.190  

 

The law, therefore, should recognise a promise as a contract when a reasonable person 

in the promisee’s position would expect performance or equivalent compensation.191 A 

valid contract is binding upon the parties. It can only be modified or terminated by the 

consent of the parties or if provided for by the law. The parties to a contract must, unless 

legally excused from performance, perform their respective duties under the contract.192 

This lays the foundation for the principle of the sanctity of contract. Sanctity of contract 

entails that obligations in a contract must be honoured because the contract was entered 

into willingly.193  

 

                                                      
187 Ibid, 117. 
188 Smith, S, A., Contract Theory (Oxford: Oxford University Press, 2004) 57. 
189 Gibson v Manchester City Council (1979) UKHL 6, (1979) WLR 294, (1979) 1 

WLR 294. 
190 Lucy Jones (n 164) 118. 
191 Valente, D., Enforcing Promises: Consideration and Intention in the Law of 

Contract (Thesis, University of Otago, Otago, 2010) 4. 
192 Berger, K, P., Sanctity of Contracts (2009) available at <www.trans-

lex.org/919000/_/sanctity-of- contracts/> accessed 27 October 2020. 
193 Dale Hutchison, Chris-James Pretorius and JE du Plessis, The Law of Contract in 

South Africa (Oxford: Oxford University Press, 2012) 21. 
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This principle of contract, in the context addressed by this research, becomes more 

compelling due to the emergence of private-sector participation in the provision of 

public infrastructural services, with far-reaching effects.194 The failure of the 

government to adhere to the terms of a PPP contracts gives rise to political risks which 

are caused by factors such as corruption or change in government, where a previous 

administration’s commitments are not respected by a succeeding administration. The 

consequence of this is severe, shaking the confidence of prospective investors in taking 

an investment decision.195 Contracts freely entered into must be honoured and, where 

necessary, enforced by the courts.196 

 

The doctrine of sanctity of contract, also known as pacta sunt servanda, came into 

question in the South African case of Everfresh Market Virginia (Pty) Ltd v Shoprite 

Checkers (Pty) Ltd,197 where the court invoked the age-old contractual doctrine that 

agreements solemnly made should be honoured and enforced. The decision of the 

Supreme Court of South Africa in Mohammed’s Leisure Holdings (Pty) Ltd v Southern 

Sun Hotel (Pty) Ltd198 reinforces the need to ensure that contractual agreements are 

respected, especially when the terms of the contract are not against public policy. 

Hence, the principle of pacta sunt servanda should be applied. The case before the 

Supreme Court was an appeal against the decision of the Gauteng Local Division of the 

High Court. The court entered judgement in favour of the plaintiff (Southern Sun Hotels 

Interest (Pty) Ltd) on the grounds that an eviction of the plaintiff based on their breach 

of Clause 20 of the lease agreement for failing to pay rent to the defendant on the due 

date was manifestly unreasonable, unfair and offended public policy.199 However, the 

Supreme Court held that ‘it was a material term of the agreement that should the 

respondent fail to pay the rental on due date, then the appellant would be entitled to 

                                                      
194 Ayeni, O., The Need for Sanctity of Contracts for the Success of the Power Sector 

Reform: An Investor’s Experience, The Lawyer (2016), a This Day weekly Pull-out 24 
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195 Ibid, 8-10. 
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Company, 1994) 173. 
197 2012 (1) SA 256 (CC). 
198 (183/17) [2017] ZASCA 1. 
199 Mohammed’s Leisure Holdings (Pty) Ltd v Southern Sun Hotel (Pty) Ltd supra. 
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cancel the lease and retake possession.’200 It therefore follows that, in so far as enforcing 

a contract will not lead to an illegality, the parties must respect the terms of the 

agreement.201 

 

In South Africa, the principle of sanctity of contract is applied in line with the 1996 

Constitution of the Republic of South Africa, which promotes the principles of dignity, 

equality and justice.202 In the case of Brisley v Drotsky,203 Cameron J. A. used section 

39(2) of the Constitution to connect the common law of contract with these 

constitutional values. Similarly, in Bredenkamp & Ors v Standard Bank of SA Ltd,204 

the court inter alia held that contractual promises should be kept and that the exercise 

of a contractual right, which does not involve public policy considerations or 

constitutional values, does not have to be fair to warrant being set aside when it is not 

in breach of the constitutional values of equality and justice.  

 

The Supreme Court of Nigeria was firm in upholding the duty to honour binding 

agreements involving the public sector or governments in their sovereign might, as 

illustrated in Attorney General Nasarawa State v Attorney General Plateau State.205 At 

the creation of Nasarawa State out of the former Plateau State, the military 

administrators had a meeting with General Abacha, the then Head of State, during 

which some areas of Plateau State were, by agreement, allocated to Nasarawa State. 

Later, the government of Plateau State failed to abide by the agreement, and the 

Nasarawa State government instituted action to enforce the agreement. The Supreme 

Court noted that if mutual agreement entered by parties to it shall be treated lavishly 

and that any party shall be allowed to unilaterally resile from the commitment both 

parties have signed to bind themselves, then the essence of any agreement or mutual 

contract is woefully defeated.206 

 

                                                      
200 Mohammed’s Leisure Holdings (Pty) Ltd v Southern Sun Hotel (Pty) Ltd supra. 
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Further deprecating the attitude of the Plateau State government in seeking to 

unilaterally resile from its agreement with the Nasarawa State government, Peter-Odili 

JSC said:  

 

“This attempt by the defendant is reckless with capacity to encourage 

lawlessness and disobedience to constituted authority and the Rule of Law 

which outcome would not rule out chaos. People or those in charge of 

institutions or government at every level should be cautious and wary of taking 

steps that are definitely not in keeping with the peace and order of this nation. 

The defendants are bound and stopped from going against that Agreement.”207  

 

It is further noted that for a prospective investor who wishes to enter into a contract 

with the public sector in a developing economy, the following questions may arise: 

first, would such a contract in writing be respected? Second, can the investor enforce 

the terms in case of default? Third, would an investor have a remedy? And where there 

is a remedy, would the government honour the remedial measures? Fourth, if there is a 

change in government, would a previous administration’s commitments be respected 

by the succeeding administration? Fifth, would the government as a party honour its 

own obligations under the contract?208 The answers to these questions are hinged on 

sanctity of contract, and therefore investors consider whether a country’s legal and 

regulatory environment favours cross-border projects.209 In a contractual relationship 

between the government and a private-sector entity, both parties are bound by their 

agreement.  

 

The importance of respect for contracts by the government came into question in the 

United States210 in Perry v United States,211 when the court, per Chief Justice Hughes, 

held as follows:  

                                                      
207 Attorney General Nasarawa State v Attorney General Plateau State supra. 
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“The United States are as much bound by their contracts as are individuals… 

When the United States, with constitutional authority, makes contracts, it has 

similar rights and incurs responsibilities similar to those of individuals who are 

parties to such instruments… The [contrary] argument…is in substance that 

Government cannot by contract restrict the exercise of a sovereign power. But 

the right to make binding obligations is a competence attaching to 

sovereignty… The binding quality of the promise of the United States is of the 

essence of the credit which is . . . pledged. The fact that the United States may 

not be sued without its consent is a matter of procedure which does not affect 

the legal and biding character of its contracts.”212 

It is imperative to note that sanctity of contract is enshrined in the Constitution of the 

United States under Article I, Section 10. It provides, in the relevant part, that “No state 

shall . . . pass any Bill of Attainder, ex-post facto Law, or Law impairing the obligation 

of contracts.”213 What this means is that the US government is prohibited by the 

Constitution from taking any action that may retroactively alter the terms of a contract.  

 

Furthermore, in the Nigerian case BFI Group Corporation v Bureau of Public 

Enterprises,214 the respondent advertised for expression of interest by interested bidders 

for the privatisation of the Aluminium Company of Nigeria. The appellant completed 

the request for proposals (RFP) issued by the National Council on Privatisation (NCP). 

The RFP contained the term that a bidder would be selected on the basis of approval by 

the NCP. The relevant clause in the RFP stipulated that bid proposals would remain 

valid for 60 days after the submission date and that proposals were binding offers 

acceptable by the Bureau of Public Enterprises (BPE) to form a binding contract 

between the parties during the validity period. Undertakings and agreement signed by 

the appellants also contained a clause that 10 per cent of the acceptable bid price would 

be paid within 15 working days of the signing of the share purchase agreement, and 

that the outstanding 90 per cent would be paid within 90 calendar days. The appellant 

was successful in his bid of US$410 million for the 77.5 per cent shares of the federal 
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government in the Aluminium Smelter Company of Nigeria (ALSCON). By a letter 

dated 17 June 2006, the respondent, in confirming the appellant’s success, unilaterally 

introduced a term stipulating that 10 per cent of the bid price must be paid within 15 

days of the appellant’s receipt of the letter. The appellant fulfilled all conditions for the 

validation of its bid, including the procurement of a bid bond. The respondent, however, 

repudiated the agreement on the basis that the 10 per cent of the bid price was not paid 

within 15 days of the receipt of its letter. The appellant instituted a suit at the Federal 

High Court, claiming various declaratory and injunctive reliefs. The trial court 

dismissed the claims. The appeal to the Court of Appeal was also dismissed. Aggrieved 

still, the appellant appealed to the Supreme Court. The Supreme Court, in a decision in 

favour of the respondents, held inter alia that the court must treat as sacrosanct the 

terms of an agreement freely entered by the parties.  

 

In Brazil, the general position of the law is that contracting parties are authorised to 

determine the specific terms and conditions that will be applicable to their contractual 

relationship, to the extent that the terms in the contract are not illegal or against public 

order.215 Under Article 422 of the Brazilian Civil Code, the parties must act in 

accordance with the principles of probity and good faith, which are tightly connected 

with the pacta sunt servanda principle. The case of Brazil is unique as there are specific 

laws which make PPP contracts binding on the government, such as Federal Law 

11,079/2004, which introduced PPP.216  

 

In accordance with Section 10 of the Indian Contracts Act of 1872, all agreements are 

contracts if they are made by the free consent of parties competent to contract for a 

lawful consideration and with a lawful object and are not expressly declared to be void. 

With regards to PPP in India, it has been argued that PPPs are specified to constitute 

legally bound and rigid contractual agreements, as one party is the government and for 

                                                      
215 Leonardo Padilha de Lima Cosa and Bruno Triani Belchior, Enforceability of the 
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it only formally signed understandings (legal contracts) are necessary. These also 

become essential as the public agent has adhered to the needs of maintaining 

transparency, accountability, equity, and consistency. Signed and legally enforceable 

contracts are argued to be necessary to protect the public and private interests in the 

projects.217  

 

It is therefore vital that governments, especially in emerging markets, identify the 

problems that give rise to contractual difficulties and seek a holistic strategy to ensure 

these difficulties do not occur in new agreements with the private sector as far as PPP 

is concerned. This emphasizes Freedland and Davies’ argument as discussed under the 

theoretical overview in chapter 2, that there should be a public law framework for 

government contracts.218 Davies advocates219 that there should be a formalised solution 

which is mainly set in a statute and achieved through the development of an 

autonomous public law. Davies argues that the development of an appropriate public 

law framework would offer the stability and security public and private parties need for 

their undertakings, as well as that needed by citizens. In turn there needs to be an 

adequate institutional framework to implement the public law. 

Finally, the doctrine of sanctity of contract cannot be convincing without genuine 

freedom of contract. Although in the modern era, courts tend to consider whether it is 

reasonable for the parties to perform the terms of a contract, it is sacrosanct that parties 

who of their own volition enter contractual obligations, respect the terms of their 

agreement. As pointed out in Perry v United States earlier, governments that enter into 

contractual obligations with private parties must be held accountable like individuals.  
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4.6 Conclusion  

Although it is possible to arrange PPPs independent of a formal PPP framework, i.e. 

before the formal PPP framework has been established, the formation of a dedicated 

PPP framework indicates that the government is committed to PPP success. As 

discussed in this chapter, a PPP framework should provide clarity and uniformity in the 

PPP process. The framework includes the policy, the legal framework, the institutional 

framework and the regulatory mechanism put in place to ensure that there is a 

successful PPP regime.  

 

Furthermore, the fundamental requirements for the establishment of an efficient PPP 

framework must be assured. First, the government needs to articulate its intent to utilise 

PPP in the procurement of infrastructure in the form of a policy. Second, there is a need 

to ensure that the legal framework enables the government to enter PPPs. The laws 

must set out how a PPP is to be undertaken. Third, there should be in place an 

institutional framework for the administration and regulation of PPP. In most cases, a 

PPP unit will be created. This chapter highlighted the need to ensure regulation of PPP 

by setting up an independent entity rather than by the sole regulation of contracts. The 

advantages of using an independent public agency as a regulator include the ability to 

wane the powers of the public institution, thereby creating a level playing field for the 

contracting institution and the private-sector partners.  

 

Dispute resolution was another important aspect considered in this chapter. The lack of 

a clear-cut dispute resolution mechanism for PPP transactions in any jurisdiction is akin 

to planning to fail from the start. The reason is because PPPs are highly complex 

infrastructure transactions and are susceptible to conflicts. The parties also need to be 

assured that conflicts will be resolved as inexpensively as possible. This should be spelt 

out in the PPP contract. Contracts are agreements into which the parties involved 

voluntarily enter. The intention of the parties is that they will be bound by their 

promises and that the promises should be enforced in the event of a breach. A PPP 

contract is a specialised form of contract that is usually long-term and complex. The 

discussion in this chapter on PPP contracts relates more with the fact that the parties to 

a PPP contract are usually a public authority and the private sector. Even though one of 
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the parties in a PPP contract is the government, the law imposes a requirement for all 

parties to be bound by their promise.  

 

Worthy of mention is the fact that every contract must not breach the provision of the 

law. This is because a breach of the law in the first place makes the contract void. This 

is another reason why the services of experts are required in handling PPP agreements. 

Where, for instance, a subnational government is, under the Constitution of the country, 

precluded from contracting in any area that is reserved for the national government, a 

PPP contract in that area may be declared void. For example, the Exclusive Legislative 

List in the 1999 Constitution of Nigeria (as amended) lists items such as aviation, 

airports, federal roads, inland waterways, among others to be matters under the 

exclusive purview of the federal government of Nigeria. As such, a PPP contract 

between any subnational government in the country and a private-sector consortium for 

the construction or rehabilitation of an airport or federal highway is unconstitutional, 

and any such agreement is void in the first place. Therefore, prospective investors, 

lenders and promoters of PPP projects must seek expert opinion before making any 

agreements. Given the highly complex nature of PPP contracts, it is advisable to 

develop a standard PPP contract template to serve as a guide and to provide uniformity.  

 

Apart from the main PPP contract itself, it is worthy of note that there are other sub-

contracts that must be negotiated and agreed upon by the project company to ensure 

successful delivery of the PPP project. These include supply contracts, lending 

agreements, shareholding agreements, engineering contracts, construction contracts, 

operation and maintenance contracts, among others. The next chapter discusses risk 

management in project financing in more detail by focusing on the energy sector. The 

chapter further examines how project finance and PFI schemes are structured to ensure 

that energy and infrastructure projects are able to generate sufficient cash flow to 

service debt in a timely manner. Also, the legal and commercial strategies for the 

mitigation of project finance risks are evaluated, particularly for energy (power) 

projects.
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Chapter 5 – Risk Management in Project Financing  

 

5.1 Introduction 

 

As discussed in chapters 1, 2, 3, and 4, a project’s ability to achieve forecasted revenues 

is directly affected by risk. If a power project for instance, fails to yield anticipated cash 

flows then, in the absence of recourse to the project’s ultimate owners, the project risks 

not meeting debt service commitments and falling into default. Therefore, the 

identification of risk mitigation strategies is an important constituent of profitability 

assessments in project financing.  

 

To support the argument in this thesis that synergy between the government and the 

private sector is required to adequately manage project financing risks, this chapter 

examines how project financing transactions and PFI schemes are structured, financed 

and regulated, particularly in electricity-generating projects (power projects). The 

chapter further focuses on the identification and assessment of the risks that arise in 

connection with the project financing of energy projects. This chapter seeks to analyse 

how project-financing risks can be mitigated in the development of energy 

infrastructure projects by examining the legal and commercial strategies for the 

mitigation of risks for energy projects.  

 

The focus of this chapter in particular, is on the development of electricity-generating 

projects (power projects). The point is to identify and assess risk for project financing 

in terms of liberalised and non-liberalised electricity markets, and also from a 

developed and developing world perspective. This Chapter argues that for a power 

project, risks primarily comprise diminishing demand for power, whether as a result of 

a cross-market reduction in demand (e.g., through increased energy efficiency) or as a 

result of increased supply, and corresponding fluctuations in the market price for power. 

Each is affected by regulatory structures and rules that affect the way in which a power 

project interacts with the market. 

 

The remainder of the chapter is organised in five further sections. Section 5.2 examines 

Project Financing and Private Finance Initiative (PFI) Schemes, the instruments and 
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tools for financial risk management and how derivatives can have a substantial impact 

on the risk exposure of investment institutions as well as the financing and profitability 

of energy projects. While section 5.3 analyses different electricity market structures as 

well as liberalised and non-liberalised electricity markets, and section 5.4 explores the 

role of law in mitigating electricity market risk. The chapter then concludes in section 

5.5 with a summary of prior discussions.  

 

5.2 Project Financing and Private Finance Initiative (PFI) Schemes 

As outlined in chapter 2, project finance structuring typically requires a special purpose 

vehicle (SPV) to own and operate the financed asset (i.e., a power station) as its sole 

business purpose. The project under development will constitute the only source of 

revenue available to the project owner with which to repay project debt.1 Ideally, from 

the investors’ perspective, one of the key advantages of using project finance is that it 

allows the allocation of specific project risks to the project itself rather than the 

investors’ balance sheet.2  

 

Most project finance and private finance initiatives (PFI) loans are financed on a limited 

or non-recourse basis, with the lenders' recourse being restricted to project assets and/or 

cash flows.3 Project finance has been widely used for financing infrastructure and 

public sector facilities; the key characteristic of project financing being that long-term 

assets are funded by long-term capital.4 In most project finance projects, the credit risk 

associated with the borrower is of relatively low importance. As a consequence, 

financial risk analysis centres on those risks, which threaten the project's completion or 

operation.  

 

                                                      
1 Brealey, R.A., Cooper, I. A., and Habib, M. A., Using Project Finance to Fund 

Infrastructure Investments, Journal of Applied Corporate Finance, vol.9 (1996), p.25. 
2 Ibid, 25. 
3 Carrick M., Commercial Debt Raising for PFI Projects (2000), Ernst and Young UK, 

CorporateFinance,InternetArticle(www.budgetnews.co.uk/Template1.nsf/HomePages

), accessed on 19 June 2020. 
4 Ibid. 
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Another important criterion for project finance projects is whether the project can 

provide an adequate return on the investment.5 Strict non-recourse project financing is 

now rare, as financiers insist on some risks being borne by the sponsors.6 While external 

financiers usually meet the main part of the capital requirement, the project sponsors 

are often expected to provide a certain amount of equity capital in order to demonstrate 

their commitment to the project.7 Regarding sponsor's equity, it was traditionally 

assumed that this includes any subscription for share capital in the SPV made by the 

project sponsor. However, the term is now commonly used to describe any form of 

investment akin to equity.8 Equity is the lowest ranking capital layer of a PFI project 

and in case of project failure, the equity investor is therefore likely to bear the highest 

risk of loss. Since financial rewards in terms of expected rates of return typically 

correspond to risk exposure, equity carries the highest rate of return,9 making this type 

of investment attractive to some financiers.  

 

With regard to equity investors, the recourse is usually restricted to their equity 

investment and commitment, completion guarantees in respect of the construction, and 

performance guarantees in respect of facilities operator. In most cases, the private sector 

partners create an SPV that takes on the responsibility for building and operating the 

facility. Sapte has investigated a number of factors, which determine the ability of SPVs 

to limit their equity contributions to the total capital requirement.10 The main factors 

include economic considerations, costs attached to the equity, requirements of the 

jurisdiction of the SPV, government requirements, and lender requirements. Due to the 

non-recourse nature of project financing, financial institutions have developed 

thorough approaches for the scrutiny of risk, which are aimed at ensuring that no 

relevant risk has been left unchecked. As a subgroup of project finance projects, PFIs 

                                                      
5 Akintoye A., Beck M. and Hardcastle C.; Public-Private Partnerships-Managing 

Risks and Opportunities (John Wiley & Sons, 2003) p.128. 
6 Ibid, 128. 
7 Ibid. 
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9 Finnerty, J. D., Project Financing Asset-Based Financial Engineering (Wiley, 2nd 

Edition, 2007) Ch.4 & 12. 
10 Sapte (n 8). 
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essentially require a similar focus on potential risk, which has given risk identification, 

allocation, evaluation, and management paramount importance in PFI procurement. 

 

In the UK, relatively few banks have established themselves as principal financiers of 

PFI projects. Currently the main form of capital raised for PFI projects is senior bank 

debt. As a rule, these banks combine financial strength with the ability to analyse large 

projects with diverse risks and complicated financial structures.11 The lender must 

understand how the project works in order to assess the risks attached to future revenue 

forecasts. Typically, one of the main functions of financial companies involved in the 

PFI is to ensure that a proper financial structure is in place, which will guarantee that 

the project's financial requirements are properly met. Therefore, the financial company 

usually acts both as a project's loan arranger and a financial advisor to the SPV. Other 

financial companies are often involved in PFIs as equity providers, senior debt 

providers, insurers, or bond underwriters.12 

 

In order to ensure the soundness of a PFI project, financiers need to examine the 

proposed risk allocation among project participants within the specific political and 

economic environment of the project. Stein noted that this involves a number of 

issues.13 For example, financiers must ensure that all costs for project completion are 

covered without further recourse to the lender and that, once completed, the project will 

be able to generate enough revenue to service the debt. In case of anticipated 

difficulties, it is essential that creditworthy parties back the project. Finally, in order to 

ensure that the project is not abandoned before completion, it must be ascertained that 

it is of sufficient national or strategic interest to elicit the required commitment from 

relevant parties. 

 

Risk management in PFI, however, is an ongoing process. Before committing funds, 

financiers typically investigate relevant potential risk factors in some detail. To protect 

their investment after the financial close, financial institutions continue to monitor the 

                                                      
11 Akintoye, Beck and Hardcastle (n 5) 129. 
12 Ibid, 129. 
13 Stein S.W., Construction Financing and BOT projects, International Business 

Lawyer, Vol. 32 No. 4, (1995), pp 173 - 180. 
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project accounts while being able to apply certain restrictions to the borrower.14 For 

example, a financier might set a certain debt-to-equity ratio, which is required to ensure 

the availability of debt service reserves. If this ratio is approaching critical values, the 

financiers can prohibit any additional borrowings. In order to ensure that the payments 

to the loan provider are met, the bank can also restrict the dividend payments and can 

exercise controls over the cash flows. In addition, as the project's assets constitute the 

main source of repayment, some banks impose restrictions on the selling of assets.15 

 

5.2.1 Instruments and tools for financial risk management 

 

Generally, a risk is seen as the uncertain possibility of something happening in the 

future. Risks concern potential problems, i.e. the possibility of something going wrong 

that can result in increased cost or cause delay. It could be something unforeseen 

happening in the way a project deal is structured, or it might be foreseen but unclear.16 

Risk management is extremely important in project finance settings. A successful 

project financing initiative is based on a careful analysis and management of all the 

risks the project will bear during its economic life. Such risks can arise either during 

the construction phase, when the project is not yet able to generate cash, or during the 

operating phase.17 

 

Risk is a crucial factor in project finance since it is responsible for unexpected changes 

in the ability of the project to repay costs, debt service, and dividends to shareholders. 

Cash flows can be affected by risk, and if the risk hasn’t been anticipated and properly 

hedged, it can generate a cash shortfall. If cash is not sufficient to pay creditors, the 

project is technically in default. Most of the time allocated for designing the deal before 

it is financed is, in fact, dedicated to mapping all the possible risks the project could 

suffer from during its life. Above all, focus lies on identifying tools that can be used to 

limit the impact of each risk or to eliminate it.18One of such tools is the use of 

                                                      
14 Carrick (n 3). 
15 Ex-Im BUS, EX-IM Bank Project Finance (1999) Internet Article 

(www.exim.gov/mpfprogs.html), accessed on 11 July 2020. 
16 Akintoye, Beck and Hardcastle (n 5) 42. 
17 Yescombe, E. R., Principles of Project Finance (Academic Press, 2014) pp.197-312. 
18 Ibid, 197-312. 

http://www.exim.gov/mpfprogs.html
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derivatives19 in managing risks in project finance projects. Derivatives are risk-shifting 

instruments that are used to mitigate financial risks and to reduce exposure or lower the 

cost of the project. The key risks mitigated by derivative instruments are those related 

to fluctuations in currency exchange rate and interest rates.20 

 

Although basic types of financial derivatives have been known for decades, they have 

become a major feature of financial markets since the 1970s. At that time, the 

development of derivatives was accelerated by increased instability in financial markets 

in terms of exchange rates, interest rates and price fluctuations. The main types of 

derivatives include futures, options and swaps. While derivatives, as contracts, do not 

possess initial value, they can have a substantial impact on the risk exposure of different 

on-balance sheet assets and liabilities and therefore on the assets of the institutional 

investors. The value of the financial derivatives (or derivative securities) is based on 

cash market instruments such as stocks, bonds, currencies and commodities. As a result 

of the long-term nature of project finance projects, the basic idea underlying the use of 

derivatives is to provide protection against adverse price movements and exchange 

rates by fixing their future transactional values.21 

 

Most widely used amongst derivatives are conventional fixed interest rate swaps. In 

addition, Cuny and Gethin emphasise the growing importance of the Retail Price Index 

(RPI) hedging market and the event-driven hedging in PFI projects.22 The use of these 

instruments is based on the observation that, while the basic revenue stream paid by the 

client will be certain to be within some limits, the inflation-linked revenue cannot be 

estimated exactly. The argument for RPI hedging is that inflation-linked revenues 

                                                      
19 A derivative is a contract that derives its value from the performance of an underlying 

entity. This underlying entity can be an asset, index, or interest rate. 
20 Tinsley, R., Project Finance: Project Finance Risks, Structures and Financeability 

(2nd Ed) (London, United Kingdom: Euromoney, 2000), p. 23. 
21 Blommestein H.J., The Changing Nature of Risk and the Challenges to Sound Risk 

Management in the Global Financial Landscape, Financial Market Trends, vol. 75, 

(2000), p. 171-194. 
22 Cuny C., Gethin I., Hedging Risk in PFI Deals, The Private Finance Initiative 

Journal, vol. 4 (1999), pp. 76-78. 



190 
 

cannot be forecasted exactly, but that uncertainty can be removed through the use of 

the hedging tool, which would fix the RPI at project inception.23 

 

Other types of derivatives such as forwards and futures, options, and swaps, are with 

the exception of swaps, used to a lesser degree in PFI finance. A forward is an 

obligation to buy or sell an asset at a specified forward price on a known date.24 Swaps 

open the possibility of obtaining a fixed price for an asset despite changes in the cash 

price and are often used for currency contracts or interest rate markets.25 Futures are a 

standardised form of forward contracts and, although they are conceptually identical, 

differ from them in operational terms. Thus, futures involve a commitment to buy or 

sell a fixed amount of specified underlying asset at a fixed future day.26 While forwards 

are not exchange-regulated and are traded over-the-counter, futures are traded in 

formalised exchanges,27 where access is restricted only to the circle of members. The 

main advantage of using options is that the holder (the purchaser) is in a position either 

to use or to disregard them. Options contracts avoid the effect of adverse changes in the 

price of the underlying instrument.28 

 

According to Neftci, a swap is the simultaneous selling and purchasing of cash flows 

involving various currencies, interest rates, and a number of other financial assets'.29 

Swaps are considered to be fairly complicated instruments, which may stretch over long 

time periods. Banks are often involved in swaps as an intermediary. The basic interest 

rate swap, called 'vanilla swap', between fixed rate and floating rate is commonly used 

to illustrate the principle of swap operation. In this process any losses of interest rates 

from one customer are compensated with the corresponding gains from another 

                                                      
23 Ibid, 76-78. 
24 Neftci S.N., An Introduction to the Mathematics of Financial Derivatives (San Diego; 

Academic Press, 1996) 
25 Eales B., Financial Risk Management (McGraw-Hill, Maidenhead, 1995). 
26 Das S., Risk Management and Financial Derivatives (London: Macmillan Press Ltd, 

1997). 
27 Neftci (n 24). 
28 Ibid. 
29 Ibid. 
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customer.30 

Risk adjusted discount rates are used in banking and business activities. The underlying 

principle of this financial instrument is to adjust a risk free discount rate by accounting 

for future inflation and extraordinary risks.31 The risk premium, which is often used in 

construction projects, constitutes a contingency sum added to an estimate to account 

for unforeseen eventualities that cannot be fully priced when the estimate is prepared.32 

Risk premiums in construction range from 5% to 15% of the project price.33 Similar 

allowances for contingencies are sometimes made in financial transactions. Another 

type of risk premium involves the allowances, which are added to a risk-free discount 

rate, by investors, to reflect the perceived risk in an estimate.34 Ranasinghe has argued 

that a differential adjustment of the estimates of individual bill item costs or activity 

durations is better than adjusting the project cost or duration through the general 

contingency allowance.35 In addition, escrow or trust accounts are established in order 

to ensure that revenues from a project are appropriately used to finance the operation 

of the project and to service its debt.36 

 

5.2.2 Financing and Profitability of Energy Projects 

 

As discussed above, prior to making debt available, lenders will require assurances that 

a project has the ability to earn sufficient revenues over the tenor of the debt to meet 

debt service and operating costs, irrespective of the prevailing market conditions. 

Lenders in a project finance context require an expansive security package and, with 

that, have a range of options available to them to protect or recover their investment 

                                                      
30 Winstone D., Financial Derivatives - Hedging with Futures, Forewords, Options and 

Swaps (London: Chapman & Hall, 1995) p. 303. 
31 Flanagan R., Norman G., Risk Management and Construction (London: Black-well 

Scientific Publications, 1993). 
32 Raftery J., Risk Analysis in Project Management (London: E&FN Spon, 1994). 
33 Ruster J., Mitigating commercial risks in project finance, World Bank Note No. 69 

(1996).  
34 Flanagan and Norman (n 30). 
35 Ranasinghe M., Risk management in the insurance industry: insights for the 

engineering construction industry, Construction Management and Economics, vol.16 

(1998), pp. 31-39. 
36 Stein (n 13) 173 - 180. 
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should a borrower default. Therefore, various measures of security and contractual 

arrangements, which may vary over time in line with the progress of a project, are 

designed to allocate the various risks presented by the project to those parties that are 

best able to control and appraise those risks.  

 

In the energy sector, developers of independent power projects often wish to utilise 

project finance.  In this context, long-term, fixed-price power purchase agreements 

(PPAs) can be considered standalone guarantees. They act as an assurance that the off-

taking body will off-take an agreed sum of electricity from the project company.37 

Lenders are aware that, if a power project experiences a diminution in cash flows 

resulting from market risk factors, the enforcement of their security is unlikely to 

enhance their repayment prospects. Consequently, in the case of market risk occurring 

due to decrease in demand or lack of infrastructure, there is little that these contractual 

arrangements can provide to mitigate risk.38 Therefore, to manage this, it is important 

to identify market risk mitigation strategies as a constituent of profitability assessments 

for energy infrastructure projects.  

 

Even project developers who finance new projects from their own balance sheets, and 

thus do not rely on third party debt, will undertake robust financial modelling to ensure 

that a project has the ability to meet expected levels of return on equity before 

developers make their final investment decision. There are, however, increasing 

concerns regarding the due diligence exercises involved in such projects. Especially in 

a developing country context, it is likely that the off-taker and subsequently the state, 

due to a non-liberalised model, will be unable to meet payments under the PPAs. In a 

non-liberalised market, the nature of the market defines the nature of the market risk. 

With only one potential customer in a single buyer market for instance, power project 

owners are fully exposed to the credit risk of that customer and the potential loss of that 

customer. This is a common occurrence in India, Pakistan, Nigeria and other 

developing economies and is explored further in the next section.39  

                                                      
37 Rory, C. and Heffron, R. J., Legal Strategies for the Mitigation of Risk for Energy 

Infrastructure Projects, Journal of Energy & Natural Resources Law, (2018) pp.48-66. 
38 Brealey, R.A., Cooper (n 1) 25. 
39 Planning Commission of Pakistan and USAID, The Causes and Impacts of Power 

Sector Circular Debt in Pakistan (2013) 

http://pdf.usaid.gov/pdf_docs/PA00KPHC.pdf  accessed 11 November 2020. 
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5.3 Electricity Market Structure 

In order to adequately identify and apply legal and commercial strategies for the 

mitigation of risks in energy infrastructure projects, it is crucial to first examine the 

different electricity market structures. This section will assess market risk in terms of 

liberalised and non-liberalised electricity markets, and also from a developed and 

developing world perspective.  

 

An understanding of market risk40 is important for making investment decisions and 

implementing corporate and contractual structures to mitigate market risk to protect 

investments.41 Conventional wisdom suggests that, in the absence of understanding, 

and mitigation of risk, investors will keep their money at home even when it could be 

used more efficiently abroad.42 In the event that investment flow is inhibited due to the 

prevalent market risks, development, modernisation and access to basic amenities will 

adversely be affected.43 

 

It then follows that market risk is a function of the market in which a particular project 

operates. In electricity markets, electricity generators operate predominantly in the 

wholesale markets, in which electricity suppliers purchase the electricity they sell on to 

end-users. However, the nature of wholesale electricity markets themselves differs 

from one jurisdiction to another.44Specifically, the scope and nature of the wholesale 

electricity market in any jurisdiction, indeed the very existence of a wholesale market, 

is dependent on the extent to which the relevant jurisdiction has embarked on 

‘liberalisation’ of its electricity industry. Throughout history, infrastructure projects, 

                                                      
40 Market risk refers to the range of risks a business enterprise may be exposed to as a 

result of operating in a competitive, market-based economy. 
41 Subedi, S.P., International Investment Law: Reconciling Policy and Principle (Hart 

Publishing, 2nd ed. 2012). 
42 Marina Van Neumann Whitman, Government Risk Sharing in Foreign Investment 

(Princeton University Press, 1965) p.417. 
43 Paola Morales Torrado, Political Risk Insurance and Breach of Contract Coverage: 

How the Intervention of Domestic Courts May Prevent Investors from Claiming 

Insurance, Pace Int’l L, vol.17 (2005), Rev 301. 
44 Daniels, R. J. and M. J. Trebilcock, Private Provision of Public Infrastructure: An 

Organizational Analysis of the Next Privatisation Frontier (University of Toronto Law 

Journal, Vol. 46, 1996) 375–425. 
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including energy, have utilised private finance.45 However, in the post-war eras of the 

early to mid-20th century, most countries have favoured the traditional approach of 

state ownership of key industries, energy being a prime example. Electricity markets 

were characterised by governmental bodies or vertically integrated utilities enjoying 

monopolies over the ownership and operation of generation, transmission and 

distribution infrastructure.46 

 

Today, many developing countries still maintain market structures that closely 

resemble this traditional approach. Meanwhile, the liberalised electricity markets many 

developed economies have moved towards over the past 30 years are characterised by 

the unbundling of generation, transmission and distribution, and the opening up of 

markets to new entrants and competitive trading.47 This is akin to unbundling in a PPP 

arrangement. As analysed in chapter 3, unbundling has been argued to have potential 

gains for the public sector.48 In Europe, there has been a move away from using the 

term ‘deregulated’ (which was often used synonymously with the term ‘liberalised’) in 

acknowledgment that the process of electricity market liberalisation is inherently based 

on regulation and regulated structures, albeit that it may result in less regulation in areas 

such as price controls. This reflects energy law theory, which demonstrates the different 

stages of energy law and how different drivers such as safety, security, economics, 

infrastructure and justice, have influenced energy law.49 According to the theory, 

economics (i.e. liberalisation policies) have become less influential in new energy law 

and policy development while the demand for new energy infrastructure has increased. 

It highlights that the need for new energy infrastructure across the world is a key focus 

for legal change in the energy sector.  

 

It is evident here in relation to the mitigation strategies that reduce risk which are 

outlined in the following sections, that energy infrastructure is a key driver of energy 

                                                      
45 Brealey, R.A., Cooper (n 1) 25. 
46 Rory, C. and Heffron, R. J. (n 36) 48-66. 
47 Ibid, 48-66. 
48 Daniels, R. J., (n 43) 375–425. 
49 Heffron, R. J. and Talus, K., The Evolution of Energy Law and Energy 

Jurisprudence: Insights for Energy Analysts and Researchers, Energy Research and 

Social Science, vol. 19 (2016) p.1. 
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law development at the moment. 

 

5.3.1 Liberalized and Non-liberalised Electricity Markets 

 

The electricity industry can be divided into three principal components: (a) generation; 

(b) transmission; and (c) distribution.50 Transmission and distribution, which concern 

the physical movement of electrical energy from generation to load (consumption), are 

conventionally perceived as ‘natural monopolies’ in that they provide a single, 

harmonious set of infrastructure which best serves the market as a whole.51 

Accordingly, while many liberalised electricity markets have undergone a process of 

‘unbundling’ (i.e., the separation of generation, transmission and distribution into 

separate and distinct businesses), most of the true liberalisation, such as the 

deregulation of price controls, minimisation of subsidies and progression towards an 

open competitive market, has occurred in respect of generation alone.52 In addition, 

despite liberalisation of distribution companies, the lack of independence, transparency 

and accountability has meant that the liberalisation programmes have not had a positive 

effect on the entire scheme of deregulation. Therefore, in this chapter, a reference to 

liberalised electricity or energy markets should be taken as referring to a liberalised 

market for wholesale electricity.  

 

Both liberalized and non-liberalised electricity markets influence market risk in that, in 

a liberalized market, market risks are driven by dynamics such as an affinity for the 

complex web of policy, law and regulation underpinning the market. For governments 

to be able to significantly reduce the cost of risk-bearing they need to conduct prudent 

policies, and develop adequate legal and regulatory framework in order to create an 

enabling and attractive environment for investors in energy infrastructure projects. 

More so, supporters of liberalisation believe that it is the most effective way of 

                                                      
50 Willis, H. L., Power Distribution Planning Reference Book (CRC Press, 2nd ed. 2004) 

p.1. 
51 Biggar, D. R. and Hesamzadeh, M. R., The Economics of Electricity Markets (IEEE 

Press, 1st ed. 2014) pp.73–92. 
52 Andres, L., Guasch, J. L., and Azumendi, S. L., Regulatory Governance and Sector 

Performance: Methodology and Evaluation for Electricity Distribution in Latin 

America World Bank (Policy Research Working Paper; No. 4494, 2008). 
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improving the efficiency and productivity of electricity markets. Critics, however, 

voice concerns that liberalisation of electricity markets can stifle investment in new 

generation because wholesale prices are most attractive to investors, when the market 

is suffering supply shortages, as is the case in non-liberalised electricity markets.53  In 

the same vein, in non-liberalised electricity markets, power project owners are fully 

exposed to the fluctuations in the demand and credit risk of the customer(s).  

 

Non-liberalised electricity markets can be broadly categorised as falling into one of the 

following three models: full vertical integration, single buyer or regional monopolies. 

Full vertical integration is characterised by a single entity, either state-owned or 

privately owned but state-regulated, having a monopoly over the market as a whole and 

owning and operating all generation, transmission and distribution assets.54 This is akin 

to bundling in a PPP arrangement, where the defining characteristic is the integration 

within one private sector party of all or most of the functions of design, building, 

financing, operating and maintenance of the facility in question, often in the form of a 

special purpose vehicle (Project Company). Bundling is normally argued for on the 

grounds of enhancing the potential to realize economies of scale and scope along with 

innovations in design, pricing and risk sharing.55 In vertical integration, the market 

structure does not feature a wholesale electricity market component, as the sole utility 

company (Project Company) owns all the generating facilities and therefore does not 

procure power from independent generators in order to meet the customer demands in 

its retail business.  

 

The primary argument against vertical integration is predicated on the notion that 

central influence paves the way for inefficiency and lack of transparency. Unbundling 

these entities leads to transformation from an inefficient state-controlled monopoly to 

a competitive, market-driven system.56 The tariffs charged by the utility to the end-

                                                      
53 Rory, C. and Heffron, R. J. (n 36) 48-66. 
54Buchan, D., Crusading against Vertical Integration, Oxford Energy Comment, 

(2007). 
55 Daniels, R. J., (n 43) 375–425; Hart, O. (n 32) 73-74; Quiggin, J. (n 32). 
56 Kennedy, D.; Power Sector Regulatory Reform in Transition Economies: Progress 

and Lessons Learned, European Bank for Reconstruction and Development Working 

Paper No 78, (2003) pp.13-14. 
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users could be regulated and may not reflect the investment and operating costs of the 

utility; therefore state subsidies are often required to plug the funding gap, 

consequently, international investors rarely feature in this market structure. This view 

corroborates Daniels and Trebilcock’s argument57 that the case for bundling and 

vertical integration rests on the presence not only of contracting costs, but also 

information costs and economies of scale and scope.58 Essentially, the case for 

integrating design, construction, finance, operations and maintenance is that private 

firms can coordinate these activities at lower cost than can government, and they are 

better able to respond to economic incentives.  

 

A single-buyer market shares many features with full vertical integration. The 

distinguishing feature is that the single buyer may purchase electricity from 

independent generators in the wholesale market, rather than or in addition to owning its 

own generation facilities.59 End-user tariffs are usually regulated, and wholesale tariffs, 

while usually agreed in long-term contracts with independent generators, will typically 

be subject to some level of state oversight or approval. This model is commonly found 

in developing countries across Africa and Asia and often represents the first step 

towards liberalisation.60 The third model involves the granting of local monopolies to 

utility companies who purchase electricity from generators in the wholesale markets 

for on selling to their customers. This model was common across Europe as an early 

form of liberalisation, but has since given way to full liberalisation.61 

 

In comparison to the above three examples of non-liberalised electricity markets, 

liberalised electricity markets work differently. In fully liberalised markets any 

business can, in principle, establish itself as a generator or wholesale purchaser of 

electricity and trade freely with other market participants. A market participant will 

                                                      
57 Daniels, R. J., (n 43) 375–425. 
58 Williamson, O. E., The Mechanisms of Governance (Oxford: Oxford University 

Press, 1996); Casson, M., Economics of International Business – A New Research  

Agenda Cheltenham: Edward Elgar (2000b); Chandler, A. D. Jr (1994), Scale and 

Scope – The Dynamics of Industrial. Capitalism (Cambridge, MA. Harvard University 

Press, p.24.  
59 Rory, C. and Heffron, R. J. (n 36) 48-66. 
60 Ibid, 48-66. 
61 Ibid. 
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typically require a licence, issued by a regulator, to lawfully perform the functions of a 

generator or supplier in the market, but the individual entity’s ability to enter the market 

and perform such functions will be based solely on its ability to fulfil licensing criteria 

and not as a result of market design. This model commonly appears across Europe, 

driven by the 1986 common energy policy of the European Council, which set out to 

build a competitive, sustainable and secure energy system for the benefit of all 

European Union stakeholders62 and resulted in three subsequent energy packages in 

1996, 2003 and 2009. 

 

Fully liberalised markets can be likened to unbundling in a PPP arrangement, with 

potential gains for the public sector for instance, in partly decoupling design from other 

functions. Trujillo et al. examine the case for unbundling63and recognize that the costs 

of unbundling (e.g. creating different entities and monitoring the specifications in the 

different stages) though considerable may be offset by an improved allocation of risk. 

Furthermore, prior to making debt available, lenders will require assurances that a 

project has the ability to earn sufficient revenues over the tenor of the debt to service 

its debt and operating costs, regardless of the prevailing market conditions. 

Consequently, investors seek to protect their investments by entering into long-term 

contracts as a strategy for mitigating market risks.  

 

In 2016, nearly two-thirds of global investment in power generation and networks took 

place in countries with single-buyer or vertically integrated systems. However, as 

outlined in the International Energy Agency’s report, there is a likelihood that there will 

be a transition from single-buyer model to open wholesale markets and retail price 

competition, creating opportunities for new players.64 Recently, countries like China, 

Japan, Mexico and Korea, which collectively contribute 40 per cent of global 

investment, have shifted their focus to reforms in the electricity sector. There is a 

widespread reform under way in emerging and developing economies. Japan, for 

                                                      
62 Council Resolution of 16 September 1986 concerning new Community energy policy 

objectives for 1995 and convergence of the policies of the Member States [1986] OJ 

C241/1. 
63 Trujillo, A., R. Cohen, X. Freixas and R. Sheehy (n 32) 375–425. 
64 International Energy Agency, World Energy Investment (IEA 2017). 
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example, has introduced a full liberalisation model of the retail market. The reform 

aims to eliminate boundaries for vertically integrated, regional electric power 

companies (EPCOs) and open their markets to new entrants. Another example is 

Mexico. Mexico’s Comision Federal de Electricidad, a state-owned vertically 

integrated utility (VIU), is being restructured in order to unbundle its generation and 

networks and spread its assets among new companies.65 

 

5. 4 The Role of Law in Mitigating Electricity Market risk 

 

As outlined above, non-liberalised energy markets tend to fall into three broad 

categories. Of these, the single-buyer paradigm provides the most useful reference point 

for comparative analysis, as it represents an intermediate step towards a mature, 

liberalised energy market. This structure is common to many developing countries, and 

is therefore well understood by sponsors and lenders. 

 

5.4.1. Non-Liberalised Markets 

 

In a single-buyer market, the nature of the market defines the nature of the market risk, 

with only one potential customer, power project owners are fully exposed to the 

fluctuations in demand from that customer, the credit risk of that customer and the 

consequences of the loss of that customer. Investors in new generation facilities have 

traditionally sought to protect their investment, and give comfort to their lenders, by 

entering into long-term contracts with utility company purchasers, known as power 

purchase agreements (PPAs), which lock in demand at fixed prices. In order to attract 

private capital and developers, and to raise debt finance in emerging markets, PPAs are 

offered for 20–25 years as a way to reduce risks of revenues falling short of what is 

required to recover the investment. Since electricity generation is carried out through a 

newly incorporated special-purpose entity (project company), it is important that there 

are robust measures of security.66  

                                                      
65 Ibid.  
66 Rory, C. and Heffron, R. J. (n 36) 48-66. 
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PPAs are a form of security measure especially in the context of a newly incorporated 

entity. They provide a robust measure of security and a guarantee that payments will 

be made by the off-taking body as debt. Moreover, in view of the separate incorporation 

of PPAs, it is therefore necessary and important to allow the sponsors to set up a capital 

structure of high-debt, syndicated lending that is rigid and tied to a single-purpose 

capital test.67 Project owners can take advantage of the bilateral structure and negotiate 

carefully drafted PPAs that dampen market risk factors. As such, the primary strategy 

for mitigating market risk in single-buyer markets is through the enforcement of private 

law rights and obligations. The enforceability of private law contractual rights and 

obligations will be determined in accordance with the governing law of the relevant 

contract. Where a state-owned entity is involved, Davies advocates the development of 

an autonomous public law each time a particular public issue is not appropriately dealt 

with under private (contract) law.68  For Davies, the development of an appropriate 

public law framework would offer the stability and security that public and private 

parties need for their undertakings. This view supports Vincent-Jones’ new social 

contract theory discussed in chapter 2, which suggests a hybrid in terms of the law 

(public and private), in terms of law and regulation, and in terms of substantive and 

procedural answers. 

 

Under the English law, in single-buyer markets, key PPA features include tariff 

structure, fixed price, and deemed energy/availability payments. Tariff structures 

mitigate the risk of insufficient end-user demand and the subsequent non-dispatch of a 

generating facility (i.e. dispatch risk).69 In a developing country context, however, there 

is some evidence to suggest that these investment incentive mechanisms have proved 

detrimental for the electricity markets.70 Fixed price refers to a fixed, per unit price, 

often with an index-linked escalation mechanism. This strategy insulates a project 

                                                      
67 Sawant, R. J., The Economics of Large-scale Infrastructure FDI: The Case of Project 

Finance, Journal of International Business Studies vol.41 (2010) p.1036. 
68 Davies, A. (n 218) 71-72. 
69 Holland, B., Enforceability of Take-or-pay Provisions in English Law Contracts – 

Resolved, Journal of Energy & Natural Resources Law vol.34 (2016) p.443. 
70 Policy Framework and Package of Incentives for Private Sector Power Generation 

Projects in Pakistan’ (1994). 
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developer against fluctuations in the market price for power.71 While deemed 

energy/availability payments enable the project owner to earn revenue for energy not 

delivered, or during times of unavailability, where the occurrence of certain events 

outside its control affect its ability to operate the power plant and earn revenues in the 

usual way.72 Such provisions typically provide a project owner with relief for 

circumstances occurring under the control of a state-owned off-taker (or other state 

entities), such as political events, or technical issues affecting other aspects of the 

electricity infrastructure. However, in developing countries, operating single-buyer 

electricity markets and with an otherwise high risk profile for investors, PPAs may also 

provide project owners with relief against other events outside the project owner’s 

control (whether or not in the control of the off-taker) including the risk of adverse in 

situ conditions such as lack of wind, sun or river flows.73 

 

Often, the contractual mechanism underpinning deemed energy payments is a force 

majeure clause,74 which provides relief against exceptional events that hinder 

contractual performance. English law does not recognise the concept of force majeure 

as a common law principle. Its application in any particular case therefore depends on 

the wording in the applicable contract. PPAs in single-buyer markets often characterise 

force majeure events as ‘political’ and ‘non-political’ with non-political events entitling 

a project owner to relief from its performance obligations but not deemed energy 

payments and with political events entitling a project owner to relief from its 

performance obligations and deemed energy payments.  

 

As the PPA represents the sole route to market, in a single-buyer structure, the early 

termination of a PPA effectively represents the end of a project’s ability to earn 

revenue. The project owners cannot sell power to another buyer because the applicable 

market rules will prohibit them from doing so and, in practice, no other buyers will 

exist in the market. Assuming a breach of contract caused the termination of a PPA 

then, in the absence of express provisions in the PPA, some common law damages 

                                                      
71 Rory, C. and Heffron, R. J. (n 36) 48-66. 
72 Ibid, 48-66. 
73 Ibid. 
74 Force majeure clause was discussed in chapter 3. 
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would likely be available to the non-defaulting party. Under English law, damages for 

breach of contract are intended to put the non-defaulting party in the same position, as 

it would have been in had the breach not occurred. A defaulting party would have no 

right to recover damages from the non-defaulting party.75 

 

However, project finance lenders do not like to rely on common law damages remedies 

and in any event would not accept the risk of loss caused by a default of their borrower. 

As such, PPAs typically provide the project owner with substantial compensation in the 

event of early termination, even where the termination is due to the default of the project 

owner. To achieve this, the project owner recovers termination payments from the off-

taker, which are sized to cover, as a minimum, full repayment of project debt. Projects 

are often procured by the utility on a ‘build-operate-transfer’ (BoT) basis, meaning that, 

upon expiry or termination of the PPA, ownership of a power plant transfers to the off-

taker, so it receives an asset in return for the termination payment, making it palatable 

for an off-taker to make substantial termination payment where it is the non-defaulting 

party.76 

 

Project owners are able to negotiate PPAs on these terms in non-liberalised markets 

because such terms are required to attract investment; these projects have only one route 

to the market and investors have limited means of legally mitigating their risk other 

than through their private law contractual terms rights. The somewhat counter-intuitive 

outcome is that a less liberalised market structure can result in greater contractual 

bargaining strength for investors. With such PPA terms available, the key risk in non-

liberalised energy markets tends to be the credit profile of the off-taker (i.e., the 

financial capability of the off-taker to honour its contractual commitments) rather than 

market risk factors per se.77 

 

5.4.2 Liberalised Markets 

 

The situation in liberalised energy markets is noticeably different, and requires 

                                                      
75 Paul S. Davies, JC Smith’s The Law of Contract 2nd Edition (Oxford: University 

Press, 2018) Ch.27. 
76 Rory, C. and Heffron, R. J. (n 36) 48-66. 
77 Ibid, 48-66. 
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investors and lenders to adopt a much broader view. Whereas participants in single-

buyer markets can rely on carefully drafted contractual provisions to mitigate market 

risk, adapting to the reality of a fully liberalised energy market requires an application 

of the policy, law and regulation underpinning the market, as well as an appreciation 

for the dynamics that drive risk factors. Project owners have a range of options for 

monetising their assets, including selling energy through PPAs, short-term bilateral 

traders (often referred to as ‘over-the-counter’ (OTC)) and through real-time power 

exchanges and spot markets. In addition, market balancing and clearing rules offer 

financial incentives to project owners in certain circumstances and the emergence of 

markets for capacity-only and ancillary services allows project owners to earn revenue 

for services other than the delivery of energy alone. Certain liberalised markets have 

also recently evolved to allow generators to sell on-grid power directly to large end-

users.78 

 

These market conditions provide project owners with natural mitigation of certain risks 

faced in non-liberalised markets, in that a project owner has a much broader range of 

options for its commercial strategy and a broader pool of customers, meaning the loss 

of one customer can, theoretically, be replaced by a new customer. However, it also 

means that project owners are less able to secure long-term PPAs and, in any event, 

PPA terms will not offer the same extent of market risk mitigation as those available in 

non-liberalised markets.79 The general perception to the debate for liberalised and non-

liberalised markets relates to how economically advanced countries compare with 

developing countries. A developing country experiencing low investment in its 

electricity regime will offer higher returns. However, these returns are cognisant of the 

risk that the investor bears. Therefore, the terms within a PPA will reflect this risk, in 

addition to other security measures. These may include take-or-pay provisions or cost 

plus model. Host states, especially developing countries, may issue guarantees. These 

enable the sponsors to shift the financial risk of a project to one or more third parties.80 

In this context, key PPA features include tariff structure, fixed price, deemed 

                                                      
78 Ibid. 
79 Ibid. 
79 Ibid. 
80 Nevitt, P. K., and Fabozzi, F. J., Project Financing Principle (Euromoney 

Publications PLC, 7th ed. 2004); Rossi, E., and Stepic, R., Infrastructure Project 

Finance and Project Bonds in Europe (Palgrave McMillan, 2015). 
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energy/availability payments and buy-out payments. 

 

An off-taker may agree to take a fixed portion of the power that a power plant puts on 

the grid, but the project owner will carry the risk of getting power on to the grid. In a 

liberalised energy market, shortfalls in the physical delivery of forecasted amounts 

under a PPA will not usually result in shortfalls in the amount ultimately consumed by 

the off-taker (or, more accurately, the off-taker’s customers); rather, it will mean that 

the off-taker needs to purchase the additional volumes of power through alternative 

channels to make up such shortfalls, another reason why an off-taker is very unlikely 

to agree to pay for any volume of power not actually delivered to the grid.81 

 

Furthermore, most PPAs involve some degree of price certainty, as that is one of the 

key reasons for the parties to enter into a PPA, but in a liberalised electricity market 

PPA tariffs are often pegged against the prevailing market price rather than fixed on a 

per unit basis. Such a mechanism allows PPA revenues to fluctuate in accordance with 

movements in the market price of power, which lessens the mitigation of market risk 

as compared to an actual fixed price.82 In addition, PPA tariffs in liberalised markets 

tend to work on an energy-only basis for the reasons described above. However, in 

countries that have embarked on market liberalisation but in which state-owned entities 

remain prominent participants in the market,83 private project owners may find some 

countenance for PPA terms that protect against loss of revenues arising from political 

circumstances or other circumstances falling within the control of the applicable state 

entities.84 

 

Contrary to what obtains in non-liberalised markets, a PPA in a liberalised market will 

not normally provide for compensation covering full project debt repayment in the 

event of early termination. Off-takers can rely on an expectation that the market 

conditions will allow the project owner to mitigate losses through seeking an alternative 

                                                      
81 Rory, C. and Heffron, R. J. (n 36) 48-66. 
82 Ibid, 48-66. 
83 Such as in Turkey, where private power plants have a number of routes to market 

including power exchanges and PPAs but where most off-takers remain either state-

owned entities or private entities operating under state control. 
84 International Energy Agency, Energy Policies of IEA Countries (Turkey 2016 

Review). 
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source of revenue as a means of resisting significant termination payment obligations. 

However, some termination payments, particularly in the case of an off-taker default, 

may remain achievable for a project owner. For instance, if a project owner suffers loss 

because the market price for power deteriorates such that, upon termination of a PPA, 

it cannot achieve the same price in the market as it would have achieved under the PPA 

for the remainder of the term, then the project owner may have a right at law to recover 

its loss of revenue in such circumstances and the parties to the PPA may therefore prefer 

to address that possible scenario at the time of entering into the PPA by liquidating the 

potential damages in a termination payment mechanism, which commonly occurs.85 

 

For the reasons summarised above, power plant owners in liberalised energy markets 

tend to experience higher levels of market risk and have less leverage for passing such 

risk to off-takers through PPAs when compared to a project owner with a PPA in a non-

liberalised energy market. However, part of the relevant literature posits that well-

regulated, liberalised electricity markets embody self-regulation, and therefore 

diminish risk, despite the lack of concluding evidence on this matter.86 Structurally, 

however, liberalised markets present power plant owners with opportunities for 

mitigating their exposure outside contractual arrangements with off-takers.  

 

 

5.5 Conclusion 

Over the last decade, a number of banks and other financial institutions have become 

specialised in the provision of capital and financial advice in the context of project 

finance and PFIs. Based on the principle of project finance, PFI finance entails the 

repayment of debt from a revenue stream, which is generated by a capital project. As 

part of this setup, there is typically no recourse to the assets of any of the companies 

involved. Delayed project delivery can create cash flow problems because the interest 

on the loan rolls up, thus increasing the amount of debt, which can threaten the loan 

repayment. All of these factors conspire to give prime importance to the early and 

comprehensive assessment and management of risks in project financing arrangements 

                                                      
85 Rory, C. and Heffron, R. J. (n 36) 48-66. 
86 Kennedy, D. (n 55) pp.13-14. 
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and PFIs.  

 

As a result of the wide scope of risks in project finance transactions and the various 

ways of mitigating these, this chapter focused on how market risk manifests itself across 

different electricity market structures. This chapter highlighted how project finance can 

contribute to risk mitigation strategies in electricity market structures. Different 

electricity market structures exist in the world today from one country to another, and 

each has slightly different objectives. Consequently, each country presents different 

manifestations of market risk and requires tailored solutions for successfully attracting 

private investment.  This chapter has shown how unliberalised electricity markets, 

particularly markets with a single-buyer model, have been able to attract private 

investment and finance through long-term contracts that guarantee minimum returns 

for properly developed and constructed power plants. 

 

Furthermore, this chapter demonstrated that, from the investor perspective, liberalised 

markets may experience higher levels of market risk due to low availability of long-

term PPAs, and less favourable PPA terms. However, dynamic liberalised markets offer 

mechanisms for mitigating market risk, which lessen the need for long-term PPAs on 

favourable terms, thereby ensuring the market creates the right incentives for investors 

but also ensuring efficiency and price-competitiveness for end-users. 

 

Finally, this chapter analysed how through the negotiation of carefully drafted contracts 

by project owners, market risk factors can be dampened. Therefore, it could be argued 

that the main strategy for mitigating market risk in single-buyer markets is through the 

enforcement of private law rights and obligations. The enforceability of private law 

contractual rights and obligations are determined in accordance with the governing law 

of the relevant contract. Consequently this chapter lays the foundation for the 

discussion of the policy and operational issues highlighted by the case study analyses 

conducted in chapter 6. 
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Chapter 6 – Case Studies  

 

6.1 Introduction 

 

This chapter presents case studies, from a number of world regions at different stages 

of political, legal, regulatory and financial sector development. The case studies 

illustrate certain aspects of project financing that are most relevant within the scope of 

this research. The study dwells on the institutional concerns presented in chapter 4, and 

the important legal and commercial risk mitigation factors discussed in chapters 2, 3 

and 5, by which project financing rationale for non-recourse finance stands.   

 

The case studies present both general and specific purposes. The intention is that while 

the case studies have a general integrative theme, they will also be used to illustrate one 

or more specific project finance principles highlighted in this thesis. The discussion of 

the case studies is not based on empirical research but is based on doctrinal research 

conducted. 

 

The first case study discusses how risk has been treated in PPP contracts in Nigeria by 

analysing the Murtala Mohammed Airport 2 (MMA2) concession in Lagos. This 

project was chosen because it was the first major build, operate and transfer (BOT) 

project in Nigeria, and also because of the multitude of disputes and court cases that 

have emanated from that single transaction. The question arising here is whether these 

disputes would have arisen if the demand risk in the project was handled differently 

and if adequate project evaluation was carried out. 

  

With respect to the second case study from India, the Dabhol power project, the 

discussion dwells on the prevalent institutional concerns that were fully or partly 

anticipated in the project’s financing structure but failed to be fully managed. Focusing 

on concepts outlined in chapters 2, 3, 4 and 5, this case study relates a range of problems 

from Project Company risks associated with political opportunism to problems that may 

be described as a lack of credible commitment by project sponsors. 

 

In discussing the third case study, the London Underground, this chapter deals with 
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what has been described as one of the most complex contracts ever to be seen in the 

United Kingdom. This pertains to the public private partnerships (PPP) entered into 

between London Underground Limited (LUL) and two infrastructure companies 

(infracos), Tubes Lines and Metronet, to refurbish, upgrade, maintain and operate the 

London Underground metropolitan rail system. Given the scale of the transaction and 

its term of 30 years, it is notable that such a PPP was even concluded, and an indication 

of the commitment of certain political leaders to the principles of public private 

partnerships and private finance initiatives. However, with these transactions, there 

seemed to be some lack of control, both for LUL and the infrastructure companies. The 

LUL PPP case outlines elements of the relevant history of LUL and the PPPs. 

 

These case studies were selected because they provide insight into the legal and 

regulatory issues that form the basis of this research. The findings from the analysis of 

the case studies support the argument in this thesis that for project financing risks to be 

effectively managed, the interests of the public and private sector partners have to be 

appropriately aligned. This argument is predicated on the alignment of interest theory 

discussed in chapter 2.  The findings also support the state-analogue PPP model which 

postulates that a legal regime should be set up for PPPs/PFIs to be administered by state 

institutions. It is this PPP legal framework that regulates PPP transactions and sets the 

procurement rules. 

 

From a methodological perspective, the relative similarity of the legal systems of these 

three countries is ideal due to the fact that all three countries are of common law 

jurisdictions. Also, with Nigeria and India, the thesis focuses on developing economies. 

By discussing the selected case studies this chapter seeks to address the issues raised 

by the following policy and operational questions: 

Policy Issues 

Several key questions will be explored: 

Whether with adequate regulation and proper PPP framework in place, these projects 

would have performed better? 



209 
 

How effective is it to have a public partner which in turn oversees and administers the 

PPP arrangement? Does this ensure independence, transparency and accountability? If 

so, to what degree is the private party allowed to freely exercise its technical expertise 

in the management of risk?  

 

Operational Issues 

To ensure value for money to end users, how can a competitive environment be created, 

considering that it is often not attainable in project financing arrangements? Can the 

interest of consumers be protected without thwarting the profitability of the service 

provider? 

When using project finance as a way to transfer a significant share of the financing 

burden from the government to the private sector, are adequate guarantees provided by 

the government to investors, in the case of project failure (i.e. where the project is 

unable to generate sufficient funds to pay its debt)? 

 

6.2 Case Study I - Murtala Mohammed Airport, Terminal 2 (MMA2), 

Lagos, Nigeria 

Since the commencement of operations of the MMA2 local airport in Lagos, Nigeria 

on 7 April 2007, there have been at least five suits in court that have directly questioned 

the legality of the concession, or the duration of the concession, or breach of the 

concession contract. A number of the suits have been filed by either the public sector 

(the Ministry of Aviation) or private sector partners (Bi-Courtney Limited, BCL) 

against each other, or by Federal Airports Authority of Nigeria (FAAN), the sector 

regulators, against BCL (the concessionaire). Other suits have been instituted against 

BCL by the private sector users of the airport (Arik Air, a local airline), as well as the 

worker’s union at the airport.1 What was supposed to have been the first major PPP 

                                                      
1 Bi-Courtney Limited v. Attorney General of the Federation (unreported), Suit No. 

FHC/ABJ/CS/50/2009; Ojemaie Investments Limited (Claiming as Landlords to Arik 
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project in Nigeria in the transport sector and an advertisement of the readiness of the 

country to embrace PPP has not worked. With a number of years left on the concession 

term, the private sector partner will have to continue to deal with an upset partner 

(FAAN) that happens also to be the regulator of the aviation sector.2  

 

Essia and Yusuf3 also note that the project encountered challenges in securing long term 

financing agreement, and unwillingness of FAAN to support the project enforcing the 

use of MMA2 by airlines as required in the PPP agreement. They also note that the 

absence of a sustainable long-term financing model for PPP in the country was a 

challenge for the MMA2 concession. In addition, BCL’s shortcomings could have been 

avoided with better foresight, planning and realistic goal settings and timelines for 

delivery. There was also an absence of a dispute-resolution mechanism other than 

having to resort to litigation, compounded by FAAN’s several refusals to obey court 

orders as well as a weak ICRC that has not been properly empowered to defend PPP 

projects or protect private investors.4 

 

It is submitted that the majority of the law suits, disputes, or issues regarding the 

concession can directly or indirectly be tied to the allocation and management of 

demand risk in the project.5 The level of demand from users that a project is able to 

attract is one of the most significant factors in determining a project’s cash flow and, 

                                                      
Air) v. Bi-Courtney Limited (unreported), Suit No. CA/A/141/M/2009; Safiyanu Dauda 

Mohammed and National Union of Air Transport Services, Air Transport Services 

Senior Staff Association of Nigeria (ATSSAN) v. Bi-Courtney Limited (unreported), Suit 

No. CA/A/141/M/09 (This was an action filed by the workers union); Arik Air v Bi-

Courtney Limited; The Federal Airport Authority of Nigeria v. Bi-Courtney Limited & 

Anor. (2011) LPELR 19742 (CA) pg.1–57; Suit No: CA/A/239/M/2010 and Attorney 

General of the Federation v. Bi-Courtney Limited, reported in This Day newspaper, 

Wednesday, 31 October 2020.  
2 This is manifesting, as there are suspicions that the cancellation of the Lagos–Ibadan 

road concession granted previously to Bi-Courtney Limited (the concessionaire of 

MM2) by the government and the subsequent prosecution of the majority shareholder 

of the company for money laundering is as a result of the dispute.  
3 Uwem, E. and Abubakar, Y., Public-Private Partnership and Sustainable 

Infrastructure in Nigeria, Advances in Management & Applied Economics (2013) 3, 

P.15. 
4 Ibid. 
5 Allocation and mitigation of demand risk is discussed below. 
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consequently, determines how the project company meets its debt service repayments 

and returns to shareholders. It is further argued that, if the demand risk in this project 

had been better allocated and managed, it would have led to better project performance 

and the majority, if not all, of the suits would not have arisen.  

 

6.2.1 Project Background  

 

The government entered into three agreements with BCL, the concessionaire, within a 

period of less than four years. The original agreement was a Build, Operate and Transfer 

(BOT) Agreement signed in April 2003 between FAAN and BCL for a period of 12 

years. A supplementary agreement was signed in June 2004 that mainly increased the 

construction period from 18 to 33 months after the slow pace of work had meant that 

the earlier agreed construction period was no longer realistic.6 A third agreement, the 

Addendum Agreement, was signed in February 2007 and extended the concession 

period from 12 to 36 years.  

 

Operations commenced at the airport terminal in May 2007. By 2011, the relationship 

between the public sector and the private sector partners had degenerated to the extent 

of multiple court cases, legislative hearings and press wars. In summary, it is the case 

of the government that the concessionaire, BCL, has not remitted to the government the 

concession fee or rent for the use of MMA 2 (which is 5 % of the concessionaire’s turn-

over) as stipulated in the Agreement.7 Also, the government claims that concession is 

for a period of 12 years and not 36 years (as claimed by the concessionaire) because 

the Addendum Agreement between the parties which increased the duration of the 

concession to 36 years was not approved by Federal Executive Council (FEC) in line 

with the mandatory provisions of the ICRC Act. According to FAAN, as at 2012, BCL 

owed the government US$6.7 million, being 5 % of the concessionaire’s annual 

turnover.8  

 

                                                      
6 The recital to the Supplementary Agreement. 
7 MMA 2 Concession Agreement, 2003. 
8 The Federal Airport Authority of Nigeria v. Bi-Courtney Limited & Anor supra.  
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The concessionaire’s case is that the concession from the government, which is for 36 

years, bars FAAN from renovating or operating any other terminal within Lagos State 

and that this includes the General Aviation Terminal (GAT), which is a second terminal 

located a few metres from the MMA2 terminal under concession. Consequently, BCL 

argued that FAAN is currently operating the GAT terminal in breach of restrictive 

covenants in the Concession Agreement with the government not to do so, and that this 

is impacting negatively on its revenue streams because the action of the government 

agency is drawing demand away from the MMA 2 terminal. Therefore, the 

concessionaire contends that the government owes it US$73 million, being proceeds 

from the operation of the GAT.9  

 

The Court of first instance upheld the claims of the concessionaire that the Federal 

Government should render account of all monies collected from their other airports 

asides MM2 as mutually agreed by parties. The government still didn’t botch after the 

judgement of the court. This led the concessionaire to unilaterally compute it at about 

N132.5 billion based on a subsequent order granted by the Federal High Court 

consequent upon the failure of the government to comply with the initial judgement.10 

 

Court judgements confirming the owner of GAT as Bi-Courtney include the 2009 ruling 

of Justice J. Chikere of the Abuja Federal High Court.11 The same judgement was 

affirmed in a ruling on 13 February 2013 by Justice AR Mohammed of the same court 

in a suit filed by FAAN and the Ministry of Aviation asking the court to declare that 

they were not bound by the ruling of Justice Chikere. In his ruling, Justice Mohammed 

stated categorically that by suing the Attorney-General of the federation, Bi-Courtney’s 

suit was binding on all agencies of the federal government.12 It is noteworthy that 

                                                      
9 Ibid. 
10 Lugard, S., B., Risks and Challenges in Public-Private Partnership Projects in 

Nigeria: A Case Study of the Concession of Murtala Mohammed Airport 2 Terminal 

(Lagos) to Bi-Courtney Nigeria Ltd., KAS African Law Study Library (2019) 

Vol.6(4), pp.563-576. 
11 Suit No. FHC/ABJ/CJ/50/2009. 
12 Eze, C., Bi-Courtney Claims Arik Owes it N12.5bn, This Day, 2 May 2016 (Lagos). 
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FAAN’s appeals against court rulings against it have all been dismissed, yet FAAN 

refuses to obey court rulings and maintains an ‘above-the-law’ posture.13 

 

Furthermore, the Supreme Court’s decision in Bi-Courtney Aviation Services Ltd. v. 

Attorney General of the Federation & AMCON14 vividly portrays the fact that the 

government, represented by FAAN, was guilty of several breaches of the agreement 

and liable to pay compensation to the private party. 

 

6.2.2 Analysis and Findings  

 

It is evident from the history of contractual negotiations and renegotiations on this 

transaction that the parties had probably not carried out thorough feasibility studies on 

the project, otherwise there would not have been any need for the subsequent two 

renegotiations of the duration of the contract just three years after signing the initial 

agreement.15 Therefore, it is safe to assume that the reason for the subsequent final 

Addendum Agreement of February 2007 was due to the realisation that the level of 

demand (and therefore revenue) accruing to the private sector would be insufficient to 

enable BCL to recover its costs and make sufficient profits within the initially agreed 

12-year period. This is presumably why the duration of the concession was 

subsequently increased to 36 years amidst speculation that recurrent renegotiations 

were made possible by undue political influence, collusion and corruption in the 

procurement of the project.16 

 

While conceding that demand risk is difficult to predict, the margin of difference 

between the term of the concession in the initial contract and that in the subsequent 

amended Addendum Agreement is considerable (24 years). Despite the accepted 

                                                      
13 The Nation, FAAN, Bi-Courtney Bicker over N1.2b Debt, The Nation, 1 April 2013 

(Lagos) available at < http://thenationonlineng.net/faan-bi-courtney-bicker-over-n1-

2b-debt/ > accessed 10 September 2022. 
14 Suit No. SC.770/2014 - decision of the Supreme Court delivered on the 5th April 

2019. 
15 It is claimed in some quarters that KPMG recommended the extension of the term of 

the concession for 36 years, in order to allow the concessionaire to recover its 

investment - Tell magazine (2012). 
16 Editorial, Power Tussle over MMA2, Vanguard newspaper, Monday 11 August 2013: 

p. 11. 
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difficulty in accurately predicting the demand for the use of these types of services and 

facilities, it is submitted that, if the parties had seriously conducted a demand and 

revenue analysis of the project prior to completing the transaction, they would have 

been able to determine, in closer and more realistic terms, Contract duration in this type 

of case should be determined with the primary purpose of providing appropriate 

investment incentives. The duration of the contract must therefore always have a 

correlation with the future payments and the funds invested in the project by the private 

sector partner.17 The residual value of the asset may also be taken into consideration. It 

is improper that a second feasibility study would determine that an initial study had not 

accounted for two-thirds of the period it will take the private sector to recover its 

investments.  

 

In PPP contract renegotiation, there is the risk of accepting back some costs and risks 

whenever a government has to renegotiate contract terms with a private partner.18 The 

major challenge associated with renegotiation of terms of the agreement with the 

government, especially in relation to tenure, is the imbalance in the negotiation power 

of the parties. The private party having injected its funds, especially when they were 

borrowed, isn’t left with so much of a choice than to continue with the project so as to 

minimise the risk of loss of funds.19 Therefore, it is important in determining the tenure 

of the contract that recourse is had regarding the need for the private consortium to 

adopt a whole-life costing approach to the project design, service management and 

guaranteeing service performance at the lowest cost.20  

 

The key commercial terms to be included in the contract must be clear for all the parties 

involved. The need for the PPP contract to be as clear as possible cannot be 

                                                      
17 Note that it may also be argued that there is an inverse relationship between the 

service charge and the duration of the concession contract; that is, the lower the service 

charge, the longer the concession. 
18 Infrastructure Concession Regulatory Commission (ICRC), Disclosure of Project 

and Contract Information in Public Private Partnerships in Nigeria - Introductory 

Note accessed 08 September 2022. 
19 Ibid. 
20 PPP Knowledge Lab, Designing PPP Contracts (2019) available at  

< https://pppknowledgelab.org/ guide/sections/61-designing-ppp-contracts > accessed 

08 September 2022. 
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overemphasised, as this would save all parties from making assumptions regarding their 

respective roles. Therefore it is crucial that the contract enumerates the very important 

parts that will make the PPP project successful. First, the performance requirements 

(i.e. the required quality and quantity of assets and services in addition to monitoring 

and enforcement mechanisms) must be stated. This may include penalties. Second, the 

payment mechanism must be defined, i.e. how the project company recoup its 

investments. This may be through the payment of tolls or charges. It must also be stated 

whether the end users or the government are responsible for the payments. It may be 

possible to have a combination of both.21 Third, the method for resolving disputes and, 

finally, the procedure for termination of the contract, including handover provisions for 

the facility. It is noteworthy that some countries have made efforts to design standard 

PPP contract templates to have some degree of uniformity. 

 

Nigeria could learn some lessons from the United Kingdom which has grown in its use 

of PPP as a medium for efficient provision of infrastructure and services hence enabling 

the system benefit immensely from funding and management expertise of the private 

sector.22 Under the Private Finance Initiative (PFI) approach, the public party is 

required to purchase some minority shares in the special purpose vehicle (SPV) 

established to execute the project; take responsibility for increased insurance 

obligation; the government gives an undertaking to shoulder the responsibility for any 

unforeseen increase in cost of the project beyond what was initially contemplated by 

parties; among other transferred risks from the private party to the public sector23 as a 

means of mitigating the financial risk and other risks by the private party. It is submitted 

that this sort of approach is likely to better protect the interest of the private party in 

Nigeria if cautiously explored by the government. This is because the government does 

not just play a supervisory role in the execution of the project, but are part owners of 

this sort of “joint venture” enterprise. This has the potentials of curbing the passive 

disposition of the government officials who see their role as that of an enabler and not 

participant.24 

                                                      
21 PPP Knowledge Lab (n 20). 
22 Richards, M, et al, United Kingdom in Sombra, TL .and Moreira TF (ed.), The 

Public-Private Partnership Law Review, 5th ed. (London, Law Business Research 

Ltd., 2019) pp.252-273. 
23 Ibid. 
24 Lugard (n 9) 563-576. 
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Furthermore, it is submitted that in a situation where an agency of the government 

which is a party to a concession, violates the agreement and at the same time refuses to 

obey court rulings undermines the essence of PPP in the first place.  There is also no 

clear-cut arbitration route to follow to resolve the myriad conflicts arising from the 

concession. The regulatory body (i.e. the ICRC) appears so weak that it cannot exercise 

any power to protect the investor from the might of the agency of the federal 

government.25 

 

Although PPPs may be regulated by contract without the need for a separate regulatory 

agency,26 this approach is not suitable for developing countries due to the fact that 

public-authority agencies that contract with the private sector are known to wield too 

much power. For example, the Federal Airports Authority of Nigeria (FAAN) and Bi-

Courtney Limited (BCL), the concessionaire for the Murtala Mohammed Terminal II 

concession, have not had a smooth relationship due to the excessive powers that the 

governmental department exercises. Therefore, an independent regulator would be 

beneficial to assure investors that the government has the political will to ensure PPP 

success.27 The PPP regulation in Nigeria should involve the establishment of a clear, 

predictable institutional framework that is supported by competent and well-resourced 

officials.28 Given the complex nature of PPP transactions, the public authorities in 

emerging economies need to ensure that their PPP units have the requisite in-depth 

financial, legal, economic and project-management skills to ensure that PPP deals are 

not only closed but also monitored to ensure performance.29 

 

                                                      
25 Arimoro, A. E., Public-Private Partnerships in Emerging Economies, 1st ed. 

(London: Routledge 2020) p.152. 
26 The World Bank Group, Regulation by Contract (2016) available at < 

https://ppp.worldbank.org/ public-private-partnership/regulation-contract > accessed 

11 September 2022. 
27 Ibid. 
28 OECD, Recommendation of the Council on Principles for Public-Private 

Partnerships (2012) available at < www.oecd.org/governance/budgeting/PPP-

Recommendation.pdf > accessed 10 September 2022. 
29 Ibid. 
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In the Nigerian PPP regulatory space, there is a lack of legal and policy requirements 

on transparency and disclosure. The legal and regulatory frameworks for PPP in Nigeria 

do not require the duty to disclose information concerning the design and execution, 

and the terms and contents of the agreement. For instance, section 4(a) of the Public 

Procurement Act30 merely provides in general terms that the goal of the Bureau of 

Public Procurement is to harmonise public policies and practices regarding public 

procurement (including PPP projects) in order to secure “probity”, “accountability”, 

and “transparency” of the process. This sort of provision does not impose any specific 

responsibility on the public representatives regarding disclosing the contents of 

contracts reached with public parties - wherein the details regarding mode of payment 

for the projects, tenure, among others are disclosed.31 This being the case, the private 

party and the public representative are the stakeholders that have access to the 

agreement while the public and other stakeholders are not aware of the responsibilities 

of parties under the agreement.  

 

In realisation of the need to enhance transparency and disclosure in its operations, the 

ICRC states that the ICRC in collaboration with the World Bank Institute (WBI) seeks 

to ensure transparency in PPP contract implementation in Nigeria in line with global 

best practices with a view to making easily available to the public “non-confidential” 

information relating to PPP contracts in the country.32 Although this is a laudable 

initiative, the website where ICRC claims to have made accessible to the public 

information regarding the project in issue has been inaccessible, hence defeating the 

purpose of such initiative.33 

 

 

 

 

                                                      
30 Act No. 14 2007. 
31 Lugard (n 10) 563-576. 
32 ICRC, Disclosure of Project and Contract Information in Public Private 

Partnerships in Nigeria - Introductory Note accessed 09 September 2022. 
33 All attempts to access the web page for the contract document between the parties 

proved abortive.  
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6.2.3 Demand Risk Allocation 

 

By using the user charge or concession model payment mechanism, as opposed to the 

availability payment model,34 the demand risk under the contract was transferred to the 

private sector partner, BCL. Article 11 of the concession agreement reinforces this fact 

by providing that the Concessionaire shall throughout the Concession period be entitled 

to collect from the users of the terminal and retain for its benefit all revenue accruing 

from specified sources of income ceded to the concessionaire by FAAN.  

 

Article 11.2 goes on to specify the charges that are ceded to the concessionaire as:  

(a)  Passenger service charge collectible from departing passengers including avio-

bridge charges;  

(b)  VIP lounge(s) usage charge;  

(c)  Car park charges;  

(d)  Rents/concession franchise fees;  

(e)  Service charge payable by concessionaires within the Terminal;  

(f)  Advertisement royalties payable by advert concessionaires within the Terminal 

excluding advertisements along the roads; and  

(g)  Associated revenue derivable from the use of associated facilities in the 

Terminal.  

Article 11.4 allows the concessionaire to put in place such tariff/charge collection 

mechanism or system as it may deem expedient, and to engage any person or entity to 

collect the said tariff/charge on its behalf.35 These provisions unequivocally allocate the 

demand risk to the private sector, whereas Article 2.2 deals with the mitigation of 

demand risk in the contract.36  

 

The BCL having assumed the demand risk under the contract, had tried to protect its 

revenue stream through the use of guarantee and non-compete clauses. First, the 

                                                      
34 In the availability payment model, payments are made based on the private sector 

party’s ability to meet predetermined standards.  
35 Article 11.4 of MMA 2 Concession Agreement, 2003. 
36 Article 2.2 of MMA 2 Concession Agreement, 2003. 
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agreement bars the government from building any domestic terminal in Lagos and also 

implied that the GAT, which was in disrepair at the time of the concession, would not 

be repaired. If, however, due to congestion, the government decides to build another 

airport terminal, then BCL should have the first right of refusal to build the terminal. 

The net effect of these clauses is to ensure that, for the duration of the concession, the 

government is prevented from improving the airport infrastructure in Lagos State, the 

country’s commercial centre. The only other option would be to request the 

concessionaire to build another airport if the government can show proof that MMA2 

is congested. This is a win–win situation for the concessionaire because it has 

effectively secured a second project without going through any form of competitive 

bidding. The alternative option for the government is not to improve the aviation 

infrastructure in Lagos State for the duration of the concession period. This is despite 

the likelihood that the state would soon require an additional airport due to the increase 

in population. The contract also ensures exclusivity for BCL for any flight leaving 

Lagos state and for other infrastructure (such as shopping malls, hotels or any facility) 

near the airport.37  

 

It can be argued that, at the time the initial contract for 12 years was negotiated, the 

danger of an elongated period of being restrained from developing other facilities would 

not have been very obvious to the public authority because of the relatively short 

duration of the contract. However, the public authority ought to have looked at the 

contract in its entirety when the contract was renegotiated for an additional 24-year 

period, and should have appropriately priced the risks and benefits of increasing the 

contract duration. From the transaction documents, especially the reports written by the 

consultants justifying the increase in the length of the concession and the recital to the 

Addendum Agreement,38 it can be deduced that the increase was justified solely on the 

basis of cash flow and the fact that the construction phase of the contract had taken 

longer than expected.39 There was neither costing of the ancillary benefits that are likely 

to accrue to BCL as a result of the renegotiation of the length of the agreement, 

                                                      
37Ibid. 
38Ibid. 
39 Nwangwu, G., Public Private Partnerships in Nigeria: Managing Risks and 

Identifying Opportunities (2016) p. 174. 
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including the possibility that it would be entitled to build an additional terminal in 

Lagos State without competition from other investors, nor consideration of the issue of 

whether the project still provided value for money for the public sector. Simply, the 

additional social costs to the public sector and the country were neither considered nor 

evaluated.40  

 

6.2.4 Future Allocation of Demand Risk  

 

In allocating demand risk in future infrastructure projects, parties to PPP contracts, 

particularly public authorities, should not tie themselves to the use of concession 

contracts, as was the case in the MMA 2 airport project and a number of other PPP 

concessions, to the exclusion of availability contracts. In availability contracts, the 

private sector party bears no demand risk, while in concession contracts, the private 

sector party bears all or some of the demand risk.  The decision to use either of the two 

options must be predicated on sound project evaluations. Regarding the MMA 2 

project, it is believed that a number of the existing disputes surrounding the project 

would not have arisen if the availability contract model had been used instead of the 

concession model.41 

 

Notwithstanding, there are advantages to be gained from the use of concession contracts 

over the use of availability contracts. The reason for this is that in concession contracts 

the private sector has more incentive to take users’ satisfaction into account, as this will 

influence the number of people using its service and therefore lead to the increase of its 

revenue. It is also argued that it will motivate the public sector to be more responsive 

to public demands, as the consumers are better empowered.42 The creates some level of 

accountability as the consumers have the power to oust the private sector provider by 

refusing to use the service,43 depending on the availability of alternative options. It is 

                                                      
40 Ibid, 175. 
41 Ibid. 
42 Athias, L., Political Accountability, Incentives, and Contractual Design of Public 

Private Partnerships MPRA Paper No. 17,089, (2007). 
43 However, for this condition to be possible, there needs to be a competitive 

environment, which is often not attainable, especially when the concession is on an 

essential facility (airport, port, motorway, railway etc.). 
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believed that this will compel the private sector to better innovate and therefore increase 

the quality of service provided.44 On the other hand, the consequence of the use of 

concession contracts is that the private sector will always try to protect its investment 

and ensure that the actions of the public sector do not negatively affect the demand for 

its services and, therefore, its revenue. For instance, in a road project it might be 

disastrous to the private sector’s projected revenue in situations where the government 

decides to build an alternative road close to a private sector operated tolled road; this 

will certainly drive demand away from the tolled road.45 For these reasons, the private 

sector concessionaire will ensure the insertion of safety clauses in the contract like 

‘non-compete’, ‘demand guarantee’ and ‘compensation events’ clauses. These clauses 

have potentially serious consequences for the government.  

 

It has been argued that these clauses have the effect of making the government the 

insurer and guarantor of the earnings of the private sector, and destroys competition 

and consumer choice.46 More disturbing, however, is the likelihood that these clauses 

may stunt economic development and even lead to stagnation in the development of 

infrastructure in a country. For instance, the net effect of the use of these clauses might 

be to forbid the government from the building of competing infrastructure near the 

location of the private sector managed facility in order to guarantee the revenue streams 

of the private sector. In a country like Nigeria, where the population continues to grow 

rapidly and where the government is ambitious in achieving rapid economic 

development this may become a major issue following the end of the concession, as the 

citizens could be left with obsolete infrastructure, unless the government is willing to 

breach its agreement with the private sector.  

                                                      
44 De-Brux, J. and Desrieux, C., Public Private Partnerships and the Allocation of 

Demand Risk: An Incomplete Contract Theory Approach, (2012) available at 

https://extranet.sioe.org/uploads/isnie2012/de-brux_desrieux.pdf accessed 08 January 

2022.  
45 In the UK, an example is the M6toll around Birmingham, where the incentive to use 

the toll is that drivers save time because the road is less likely to be jammed (from 

London to Manchester for instance); but on the other hand drivers will still have the 

options not to pay and use the free motorway. 
46 Dannin, E., Crumbling Infrastructure, Crumbling Democracy: Infrastructure 

Privatisation Contracts and Their Effects on State and Local Governance, North 

Western Journal of Law and Social Policy, 6(1), (2011) p.47.  

https://extranet.sioe.org/uploads/isnie2012/de-brux_desrieux.pdf
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Several studies have proved that it is erroneous to assume that either contract type is 

better than the other.47 The key is to understand when to use one option in favour of the 

other. According to Julie de Brux and Claudine Desrieux, the decision whether to use 

either of them depends on a number of factors.48 This includes, first, whether it is a 

captive market where users of the service are forced to use the service because of the 

lack of an alternative. There might be no incentive for the private sector to innovate in 

terms of quality in service delivery and price. It is suggested that availability contracts 

are more suitable in these situations.  

 

Second, the sensitivity of users to quality variations and user fees is also a significant 

determinant. If the demand is elastic to the quality of service and level of fees, then 

users of the service play a more prominent role.49 This influences the private sector 

operators to improve service quality, reduce service fees and invest more in the project. 

In this case, concession contracts are preferred. If the case is reversed, then availability 

contracts are a better option. A third determinant is whether the quality of output is 

capable of contracting.50 In situations where it is possible to prescribe the standards of 

the quality of service to be provided by the private sector, then it is possible to use 

availability contracts. Otherwise, it would be difficult to find a benchmark on which 

availability payment could be made, as payments in availability contracts are tied to the 

private sector party meeting predetermined standards. This is linked to the outcome-

based contracts discussed in chapter 2 where the agent’s reward is based on the project 

outcome, i.e. the principal pays the agent a fixed price for following a prescribed 

behaviour.  

 

Furthermore, the existing social and political norms in the society where the project is 

located could determine the type of demand model adopted51. Since the availability 

model, due to its characteristics, will increase access to the service, as it is assumed that 

                                                      
47 Athias, L and Soubeyran, R., Less Risk, More Effort: Demand Risk Allocation in 

Incomplete Contracts (2012). 
48 Ibid. 
49 Nwangwu, G., (n 39) 175. 
50 Ibid, 175. 
51 Ibid. 
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the government will be interested in encouraging as many citizens as possible to use 

the service, it should be used when there is a need to accommodate as many users as 

possible. The concession model, however, incentivises the private sector to improve the 

quality of service and should be used where the quality of service is a priority and there 

are competing providers of the same service.52  

 

For the avoidance of doubt, there is generally nothing wrong with the public sector 

passing demand risk to the private sector. Indeed, it is commonly accepted that there 

are advantages in doing this, some of which are the incentives it gives the private sector 

to innovate, improve service delivery and reduce price as the realisation that its 

revenues are inextricably tied to the willingness of the public to patronise the service 

pushes it in that direction. However, all these advantages are only realisable where there 

are real and competitive options available to users.53  

 

As seen in the MMA2 case study, to be able to pass on this risk adequately, the private 

sector will demand and the public sector must be willing to provide sufficient incentives 

to the private sector to assume this risk. The public authority must also assess whether 

it is able to live with the consequences of such decisions, instead of resorting to breach 

of contract as in the case study. This requires a conscious evaluation and pricing of the 

risk, including non-commercial factors like the satisfaction of citizens, both in the short 

and long term.54  

 

In situations where the government decides that it will transfer demand risk to the 

private sector, there are other less onerous methods of achieving this than was the case 

in the MMA2 concession. These techniques will ensure the protection of the interest of 

the private sector and also guarantee equity between the parties, instead of resorting to 

the use of non-compete and similar clauses. These methods are basically demand risk 

mitigation instruments that have been used around the world and are now discussed in 

more detail.55  

 

                                                      
52 Ibid, 176. 
53 Nwangwu, G., (n 39) 176. 
54 Ibid. 
55 Ibid. 
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6.2.5 Mitigation of Demand Risk  

 

For countries like Nigeria, where the government is bent on using concession contracts, 

especially in the transport sector as with the MMA2 concession, the most common 

strategies used to mitigate traffic demand risk is to allow either the term of the 

concession or the revenue accruable to the concessionaire to adjust with demand 

realisations. The three most common mechanisms are: modification of the economic 

balance of contracts; traffic guarantee contracts; and, duration adjusted contracts.56  

A) Modification of the Economic Balance of Contracts  

This method is thought to have originated in France57 and subsequently applied in Spain 

with certain variations.58 Under this approach, if the internal rate of return (IRR) of the 

project falls below a minimum threshold stipulated in the contract, then the economic 

balance of the concession is re-established. In most cases, a minimum IRR is 

accompanied by a maximum IRR. This ensures that the concessionaire’s profits are 

limited or clawed back if traffic is much higher than expected.59  

Generally, the compensation measures to be adopted for re-establishing the economic 

balance of the contract are not predetermined but, rather, are negotiated when the IRR 

falls above or below the target levels.60 The nature of the compensation may take the 

form of change in toll levels, adjusting the contract length, or the provision of other 

public subsidies. These subsidies could take the form of capital expenditure 

contributions (capex), which can either be in the form of loans or equity as capital grants 

to the private sector.61 The problem with this approach is that it involves a long and 

                                                      
56 Transport Research Centre (TRANSYT), Evaluation of Demand Risk Mitigation in 

PPP Projects (2007) p. 8. 
57 Gomez-Ibanez, J. A., and Meyer, J. R., Going Private: The International Experience 

with Transport Privatisation (Brookings Institution, Washington, DC: 1993). 
58 Vasello, J. M. and Gallego, J. Risk Sharing in New Public Works Concession Law in 

Spain, Transport Research Record 1932, (2005) p. 1–8; Vassallo, J. M. Traffic Risk 

Mitigation in Highway Concession Projects: The Experience of Chile, Journal of 

Transport Economy and Policy, 40(3): (2006) pp. 359–381. 
59 Nwangwu, G., (n 39) 177. 
60 Vassallo, J. M. (n 58) 359–381. 
61 Iossa, Elisabetta et al., Best practices on contract design in public-private 

partnerships Report prepared for the World Bank (2007) 
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tiresome renegotiation process between the concessionaire and the government, since 

the way to re-establish the economic balance of the contract is not fully specified 

upfront. Also, the concessionaire has no incentive to reduce operating costs when the 

project IRR is close to the lower limit, since falling below the limit allows a 

renegotiation of the contract.62  

B) Traffic Guarantee Contracts 

This approach involves guaranteeing either the traffic or revenue levels in the contract. 

The failure to reach the minimum levels triggers compensation from the public sector. 

Many countries, such as Korea, Colombia, Chile, the Dominican Republic, Malaysia 

and Spain, have used this method.63 In many contracts, the lower limit is often 

complemented with an upper limit above which the revenues are clawed back and 

shared between the government and the concessionaire. 

 

The main problem of the guarantee approach is that it cannot ignore the strong 

correlation between the volume of traffic and economic development; thus, the 

guarantee can have very negative consequences for the public budget if the country 

suffers an economic downturn, as in Nigeria during the period of falling oil prices. 

Nevertheless, it has been shown that the method has worked quite well in some 

countries, such as Chile, where, even during an economic recession, only 4 out of 29 

transport concessions in operation at the end of 2004 performed below the minimum 

income guarantee band.64 Surprisingly, however, it did not reduce pressure from the 

concessionaires for contract renegotiations.65 This mechanism has not worked so well 

in more unstable countries, such as Colombia, where traffic volume turned out to be 

                                                      
http://www.gianca.org/papersHomepage/Best%20Practices%20on%20Contract%20D

esign.pff. Accessed 19 Nov 2020. 
62 Transport Research Centre (n 56). 
63 Irwin, T., Public Money for Private Infrastructure: Deciding When to Offer 

Guarantees Output Based Subsidies and other Fiscal Support, World Bank Working 

Paper 10, Washington, DC (2003); Transport Research Centre (n 56); Vassallo, J. M. 

(n 58) 359–381. 
64 Nwangwu, G., (n 39) 177. 
65 Vasello, J. M. and Solino, A., Minimum Income Guarantee in Transportation 

Infrastructure Concessions in Chile, Transport Research Record, Journal of the 

Transportation Research Board, 1: (2006) pp.15–22. 
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lower than guaranteed levels for many of the concessions in that country.66 In situations 

like this, this mitigation method is capable of becoming a considerable strain on the 

government’s finances.  

C) Duration Adjusted Contracts  

This method, which has been adopted in several countries, involves matching the 

duration of the concession to a predefined verifiable target, usually related to traffic or 

revenues. This approach was first applied in 1990 in the concession of the Second 

Severn Crossing in the United Kingdom. Although the government initially decided 

that the maximum period for the concession should be no longer than 30 years, the 

concessionaire, Severn River Crossing Plc, proposed the basis of the length of the 

concession be pegged to a fixed target of “Required Cumulative Real Revenue”.67 This 

way, total project revenue was established at 1989 prices (NPV), which, once collected 

from tolls income, would end the concession. Based on actual traffic levels during the 

early years of the operation of the concession, it is now expected that the concession 

duration is ultimately likely to be 22 years, considerably less than initially predicted.68 

Another similar concession was awarded in Lusoponte, Portugal, at the end of the 

1990s. The concession agreement was designed in order for the concession to expire 

no later than March 2028, or at a total cumulative traffic flow of 2250 million vehicles; 

if the traffic is higher than expected the concession will finish earlier than the projected 

2028.69 

 

A good enunciation of this mechanism is called “Least Present Value of the Revenues 

(LPVR)” and has been extensively developed by Engel, Fischer and Galetovic.70 The 

authors were of the opinion that fixed-term contracts do not allocate demand risks 

                                                      
66 Transport Research Centre (n 56). 
67 Foice, D., Second Severn Crossing, Proceedings of the Seminar PPP Risk 

Management for Big Transport Projects, Ministerio de Fomento, Spain (1998). 
68 Transport Research Centre (n 56). 
69 T. de Lemos, D, Eaton, M. Betts and L. Tadeu de Almeida (2004) Risk Management 

in Lusoponte Concession: A Case Study of the Two Bridges in Lisbon, Portugal, 

International Journal of Project Management 22: (2004) pp.63–73.  
70 Engel, E. M. R. A., Fischer, R. and Galetoric, A., Highways Franchising Pitfalls and 

Opportunities, American Economic Review, 87: (1997) pp.68–72; Engel, E. M. R. A., 

Fischer, R. and Galetoric, A, Least Present Value of Revenue Auctions and Highway 

Franchising, Journal of Political Economy, 109(5): (2001) pp.993–1020. 
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optimally. They therefore advocated for a least present value of revenue auction, instead 

of the bidding process being based on the length of the toll period. Under this procedure, 

the lowest bid wins (i.e. the bidder who offers the least present value of accumulated 

revenues, discounted according to the discount rate fixed in the contract) and the 

concession comes to an end when that lowest bided amount has been recovered by the 

concessionaire. Therefore, the concession comes to an end earlier if the demand is high 

and has a longer duration when the demand is low. Engel, Fischer and Galetovic also 

claim that significant welfare gains can be made from using LPVR auctions.  

 

Another major advantage is that since the concession term adjusts to demand 

realisations in LPVR auctions, the concessions are less sensitive to demand information 

and thus more cost-oriented than fixed-term concessions. However, this mechanism has 

been implemented with minimal success in Chile.71 The major reason for this is said to 

be the luke-warm reception of the method by concessionaires.72 An advantage of this 

option is that, apart from being a method of demand risk mitigation, LPVRs provide 

the public sector authority with a price with which to buy out the concession. A fair 

compensation for the concessionaire is the difference between the winning bid and the 

revenue collected thus far, unlike in fixed-term contracts where compensation is based 

on estimates of expected profits during the remainder of the concession period, which 

calculation is always subject to dispute.73 It is presumed that this will act as a 

disincentive to a private sector party seeking to renegotiate a concession, since the 

public authority can opt to buy out the concession.74  

 

The major criticism of the LPVR method is that it does not provide sufficient incentive 

for the concessionaire to exert effort in enhancing the quality of service.75 It has been 

suggested that this could be overcome by complementing the method with other 

regulatory inventions, such as the appointment of third parties who verify the minimum 

                                                      
71 It was used in the Santiago–Valparaiso Vina del Mar Concession in Chile.  
72 Vasello, J. M. (n 58) 15–22.  
73 E. M. R. A. Fischer, R. and Galetoric, A. (n 70) 68–72. 
74 Vasello, J. M. (n 58) 15–22. 
75 E. M. R. A. Fischer, R. and Galetoric, A. (n 70) 68–72. 
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quality standards and exact appropriate fines for non-compliance with those 

standards.76  

 

There is also an interesting suggestion put forward by Quiggins that PPPs will be 

improved by the inclusion of ‘put and call’ options in contracts77 which allow either 

contracting party to terminate after a predetermined period, which Quiggins proposed 

should be every seven years, with the public sector having an option of buying off the 

remainder of the unamortised period by the private sector.78 In a similar vein, Viegas 

argues that concessions are better designed in successive shorter-term contractual 

cycles of a maximum of 15 years each, each cycle involving a revision of objectives, 

policies, technological standards and demand forecasts. This is aimed at the partial 

amortisation of the private sector party’s investment. At the end of the concession 

period, the concessionaire would collect a payment equivalent to the value of the 

unamortised payments.79 The government does not need to have recourse to funds from 

the budget to make these payments. It may raise the money by organising a subsequent 

concession for another period of similar duration without the cost of a new construction. 

It can be done in a manner that allows the new rent to cover the exit payment of the 

first concessionaire.80 

 

It is suggested that, in projects like the MMA 2 concession, the use of this method may 

have given the government the flexibility to pay a predetermined compensation if it 

decides to opt out of the contract and also be able to build a new facility without being 

                                                      
76 Tirole, J., Comentario a la propuesta de Engel, Fischer y Galetovic sobre licitación 

de carreteras, Estudios Públicos, 65: (1997) pp.201–14, cited in E.M.R.A. Engel et al. 

(2001). 
77 Buying an options contract, a person is granted the right, but not the obligation to 

buy or sell an underlying asset at a set price on or before a certain date. A call 

option gives the holder the right to buy a stock and a put option gives the holder the 

right to sell a stock. 
78 Quiggins, J., Public Private Partnerships: Options for Improved Risk Allocation, 

Australian Economic Review, 38: (2005) p.445; Quiggins, J., Public Private-

Partnerships: Options for Improved Risk Allocation, University of New South Wales 

Law Journal, 29(3): (2006) p.289. 
79 Viegas, J. M., Questioning the Need for Full Amortisation in PPP Contracts for 

Transport Infrastructure, Research in Transport Economics, 30: (2010) pp.139–144. 
80 Ibid, 139–144. 



229 
 

in breach of contract. If the uses of availability contracts are preferred to concession 

contracts, then the public sector ought to ensure that payments are only made according 

to predefined and measurable outputs in the contract. These outputs should act as 

targets, with which the private sector shall comply.81  

 

To compel adherence to the standards of the specified output and encourage efficiency 

from the private sector, the contract should provide for deductions to penalise any 

failure to comply with specified standards and where complete failure of availability 

occurs. It is suggested that, when making provisions for deductions, a scale to measure 

the degree of service unavailability should be specified in the contract, where 

possible.82 In the same vein, bonuses may also be introduced for instances where the 

private sector records performances above the target levels. This will encourage the 

private sector partner to continue to innovate. The use of bonuses will also partially 

address the issue of lack of incentive to improve service quality that is normally 

attributed as one of the disadvantages of availability contracts.  

 

From the private sector point of view, in order to consummate a successful PPP project 

in the transport sector, the goal should be to prepare a painstaking and sophisticated 

cost-benefit and competition analysis which ensures the long-term viability of the 

project without the need for government financial support, whether in the form of 

capital expenditure contributions, guarantees, or other forms of concessions.83 The 

government should also be able to commission consultants to do the same on its behalf. 

If such studies are not properly undertaken, the consequences can be grave, as the MMA 

2 case study revealed. This is said to be one of the major shortcomings of another airport 

concession: the Kassel-Calden local airport PPP project in Germany, undertaken in 

April 2013.84  

 

                                                      
81 Iossa, E. and Martimot, D., The Simple Micro-Economics of Public-Private 

Partnerships, Working Paper, (2008).  
82 Ibid. 
83 European Commission (2004) Resource Book on PPP Case Studies, Brussels: EU. 
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6.3 Case Study II - The Dabhol Power Project 

In discussing Dabhol Power Project, this section dwells on the prevalent institutional 

concerns that were fully or partly anticipated in the project’s financing structure but 

failed to be fully managed. Dabhol may have been wrongly conceived, wrongly 

analysed and structured, or a foreign-inspired device to allow vehement debates on 

Indian nationalism to become tangible in a commercial setting, but it appears to have 

powerful lessons for project sponsors and their financiers/investors.  

6.3.1 Background 

 

In October 1991, India’s government opened the energy sector for private investors to 

build and operate power generation plants without restriction on foreign ownership.85 

With a steadily growing population, mass urban migration and agglomeration, and the 

beginning of a phase of above-trend growth in industrialisation, the power sector was 

critical to India’s economic development. National power demand was growing at an 

annual rate of almost 8% and was projected to increase to some 140000MW by 2005 

but total installed capacity was only around 80 000MW in the early 1990s.86 The power 

generation system was both inefficient and incapable of meeting demand on this scale.87 

The power sector operated a two-tier system, with responsibility shared between the 

federal centre and each state, all of which maintained a State Electricity Board (SEB) 

involved in the generation, transmission and distribution of electricity. While some 

central government utilities also generated electrical power, the functions of 

transmission and distribution were largely left to the SEBs. In the mid-1990s, about 

70% of national power was generated and distributed by SEBs.88 As India struggled 

with power shortages, the SEBs were prone to subsidise the tariffs of agricultural 

consumers while industrial consumers bribed state officials for lower power bills. With 
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losses accumulating at up to US$2 billion annually,89 the SEBs’ ability to invest in new 

capacity was severely limited.  

 

Given the importance of the power sector to India’s economic development, the 

government decided to fast-track eight projects to induce foreign investment in this 

sector as part of a wider programme of economic liberalisation.90 These projects were 

to be initiated through individual negotiation rather than public tendering and also 

enjoyed support from central government, including certain guarantees.91 Phase I of the 

Dabhol power plant was the first such project to be launched and was widely seen as 

the flagship initiative marking the opening of India’s domestic energy sector to foreign 

interests. At the time of its instigation, Dabhol was the world’s largest independent 

power project and the largest foreign-sourced investment project in India.  

 

In 1992, Enron opened discussions with the Indian authorities over the Dabhol power 

plant, to be built, owned and operated by Dabhol Power Company (DPC), an Indian 

private company unusually owned entirely by foreign interests. Enron owned 80% of 

the company, with General Electric Corporation (GE) and Bechtel Enterprises Inc. 

(Bechtel) each holding 10% interests. GE would supply gas turbines for Dabhol and 

Bechtel serve as the turnkey engineering procurement and construction contractor. The 

three shareholders controlled DPC through a series of companies registered in 

Mauritius, which had favourable double taxation agreements with India that might help 

the owners lessen withholding taxes in the event of the project producing surpluses for 

distribution.92 A further Enron subsidiary was made turnkey contractor for the re-

gasification plant.  

 

Subsequently on 20 June 1992, Enron and the Maharashtra state government signed a 

memorandum of understanding (MoU) to develop a 2000 MW LNG-fired power plant 

at Dabhol, 180km south of Mumbai. The Agreement in principle over the US$3.1 
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billion project was made unusually quickly.93 Neither the central nor state government 

engaged with independent technical assistance or conducted a financial appraisal of the 

project. The main contract was concluded without competitive bidding of any kind.94  

 

Maharashtra State Cabinet Committee reviewed the project in 1995 and commented 

that in a matter of less than three days, a Memorandum of Understanding (MoU) was 

signed between Enron and MSEB in a matter involving a project of the value of over 

10000 crore rupees (US$2.5 billion) at the time, with entirely imported fuel and largely 

imported equipment, in which, admittedly, no one in the government had expertise or 

experience. In fact, the file on the Dabhol project did not show what Enron was – what 

its history is, business or accomplishment. It looked more of an ad hoc decision rather 

a considered decision on a durable arrangement with a party after obtaining adequate 

and reliable information. Neither the balance sheet and annual accounts of Enron, nor 

any information about its activities, area of operation, its associates, etc., was obtained 

by the government then or later.95  

 

A) Project structure  

Two months after signing the MoU, Enron submitted detailed implementation 

proposals to India’s Foreign Investment Promotion Board96 and at its recommendation 

split the project into two separate phases. Maharashtra State Electricity Board (MSEB) 

had earlier suggested that the project be divided in such a way but Enron disagreed on 

the grounds that it would adversely affect Dabhol’s economies of scale in production. 

MSEB’s motivation was unclear but splitting the project into two phases might have 

made it easier for the board as Dabhol’s sole power buyer to cope with the financial 
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consequences of the project, which in every sense was transforming for the state in 

terms of capacity, output and costs.97  

 

Phase I of the project involved the construction of a 695 MW gas-fired power station 

that would run on imported distillate oil, scheduled to commence production in 

December 1997.98 Phase II would expand the capacity of the plant to 2015MW and 

involved the construction of a 1320MW gas-fired plant, a re-gasification facility, a 

LNG carrier plus corresponding port facilities including fuel jetty, navigation channel 

and breakwater.99 The second phase was scheduled for commissioning at the end of 

2001 and upon the completion of Phase II, the entire plant would switch to using LNG 

for fuel.  

 

With the completion of Phase II, Dabhol would run on Qatar-sourced LNG, where 

Enron had extensive interests, including the US$4 billion development of a new gas 

field100 and another pipeline construction. Dabhol’s total cost would exceed US$2.8 

billion. The scheme was designed as a gas-fired baseload station that generates 

electricity constantly, compared to peak load stations that generate power only during 

peak hours. Under a 20-year contract, MSEB would buy a minimum amount of 

electricity at a plant load factor of 90%. The project’s debt-to-equity ratio was intended 

not to exceed 70:30. The capital cost of Phase I was US$920 million and that of Phase 

II was about US$1.9 billion.101 

 

B) Objections  

Both Enron and the central government sought financing from the World Bank for 

Dabhol. This was a strategic decision, for not only did the World Bank offer loans on 
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favourable terms for many such power projects but to raise funds in this way would 

represent endorsement of the project so as to make commercial funding easier to obtain. 

However, World Bank analysis showed that the project would produce too much power 

at too high a cost for Maharashtra.102 New unwanted capacity would compel MSEB to 

replace cheaper coal-fired power output with a source that was as much as five times 

more costly, for MSEB was contracted to buy a minimum amount from Dabhol even if 

the plant’s output was unwanted.103 As transmission network capacity between India’s 

five regional grids was limited and most state electricity boards were in poor financial 

condition, selling power to other states was scarcely viable.  

 

The World Bank also noted that the Dabhol plant was planned as a baseload power 

station when Maharashtra faced electricity shortage only during peak hours, and the use 

of LNG was dubious given the considerably lower cost of domestic coal. It concluded 

that the project did not meet a least-cost test, lacked an overall justification, and the 

Maharashtra-Enron MoU was unduly favourable to Enron. In April 1993, the World 

Bank turned down the Maharashtra government’s loan application on the grounds that 

the project was ‘not economically viable’.104 India’s federal authority supervising the 

power sector, the Central Electricity Authority (CEA), studied the project 

independently and also found that the entire MoU was one-sided in favour of Enron.105 

  

C) Deal closed  

CEA withheld clearance for the project on the grounds that the tariff was overly high. 

Nonetheless, the Maharashtra government urged the central government to give 

clearance to the project and the central government succumbed, despite CEA clearance 

for such projects being mandated by law.106 In December 1993, Maharashtra signed a 
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20-year power purchase agreement with DPC, putting the final seal on the project.107 

To allow Dabhol to proceed, Enron needed to secure some 150 federal and state 

approvals, resolve many legal issues, and deal in principle with complicated federal and 

state taxes.108 Enron, with its aggressive lobbying efforts, overcame the notoriously 

conservative Indian bureaucracy with exceptional speed. 

  

6.3.2 Power Purchase Agreement  

The power purchase agreement between MSEB and Enron was a take-or-pay 

contract109 under which MSEB committed to purchase an agreed amount of power 

capacity without heed to the amount of energy it used. MSEB would buy power from 

Dabhol for 20 years, regardless of demand or whether cheaper sources of fuel were 

available. While the tariff for electricity for most state power projects increased or 

decreased marginally over time, the tariff for Dabhol was structured such that it was 

expected to increase steadily over the project’s life.110  

Each unit of electricity purchased by MSEB comprised a capacity charge and an energy 

charge.111 The capacity charge covered the recovery of capital invested in the project 

and was calculated predominantly in US dollars with MSEB bearing all currency risks. 

The capacity charge would be applied in full whenever a plant load factor of 90% was 

achieved. The energy charge was a variable component of the tariff based upon the 

volume of fuel consumed, variable operations and maintenance charges, take-or-pay 

charges for fuel supplies and special operations fees.112 The final price of Dabhol power 

depended largely on the US$–rupee exchange rate, oil price levels, and the plant’s 

actual load factor.113  
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The power purchase agreement assured DPC of an internal rate of return of 16%, which 

was less than many analysts deemed adequate to attract foreign capital, taking into 

account foreign investors’ perception of the risks involved in investing in India. 

Nonetheless, industry observers calculated DPC’s real post-tax internal rate of return 

to be between 26% and 32%, which amounted to annual excess payments of US$15.9– 

US$20.4 million from MSEB.114 

 

6.3.3 Phase I financing  

Financing for Phase I of the project was arranged by March 1995.115 The three foreign 

sponsors together contributed equity investment of US$276 million. Debt financing 

came in four main parts:116  

● US$150 million through a syndication of 12 banks, arranged by Bank of 

America and ABN Amro Bank NV;  

● About US$298 million in commercial export credit loans guaranteed by the 

US Export-Import Bank; 

● US$100 million loan from the Overseas Private Investment Corporation 

(OPIC), a US agency that provides political risk insurance;  

● US$98 million in long-term loans through Industrial Development Bank of 

India (IDBI), a state-sector lender.117  

Credit support was in the form of a letter of credit, guarantee from the state government, 

counter-indemnities from the central government, and an escrow account over certain 

of MSEB’s payments. Dabhol was the first of the eight fast-tracked energy projects for 

which the central government offered guarantees in order to attract private sector 

involvement.118  
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6.3.4 The agreement revised  

 

In March 1995, prior to the commencement of construction of Phase I,119 a new 

coalition of the nationalist Bharatiya Janata Party (BJP) and the Hindu nationalist Shiv 

Sena replaced the Congress State government that had been responsible for entering the 

Dabhol contract. Both BJP and Shiv Sena campaigned for election on an anti-Dabhol 

platform, fanning the widespread perception that dealings with foreigners were likely 

to be to India’s disadvantage.120  

 

Antagonism to Dabhol was accentuated by a statement before a US congressional 

hearing by a senior company official that Enron had spent US$20 million in education 

in India to show the benefits of private power projects, a sum which many in India 

interpreted as bribe. The new Maharashtra coalition government quickly formed a 

committee to review the project.121 The Munde Committee studied the project and 

concluded the following.  

● There was no reason not to include competition in bidding for the project. It 

was an act of impropriety for the central government to negotiate solely with 

Enron.  

● The capital costs of the Dabhol project were artificially inflated.  

● The foreign currency denomination of tariff payments would lead to 

unjustifiably high rates for consumers.  

● The high cost of power generated by Dabhol would adversely affect the 

economic development of Maharashtra.122  

In response, Enron indicated that the company had taken into account that duties on 

imported equipment would be subject to the whim of Indian customs, implying that 

Enron had indeed fudged the costs.123 Following this, the state government declared the 
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Dabhol project cancelled in August 1995 at the recommendation of the Munde 

Committee. State chief minister Manohar Joshi called a halt to construction work of 

Phase I until the Dabhol contract could be rescinded.124  

 

The state government’s decision to declare the Dabhol project cancelled prompted 

Enron to issue an arbitration notice and demand compensation for US$300 million that 

DPC had by then injected into the project. The company ran advertisements in 

prominent Indian newspapers publicising the benefits of the project.125 By September 

1995, polls showed that 80% of the state and 60% of the nation wanted the project to 

resume. In the hope of saving its investment, Enron International (a subsidiary of 

Enron)  suggested renegotiation, proposing a tariff revision to take account of Dabhol’s 

special infrastructure and tax requirements and to match the most favourable offer 

delivered under similar private power projects recently approved in Maharashtra.126  

 

Enron also suggested switching from distillate fuel to naphtha or LNG from domestic 

suppliers, and offered MSEB a 30% share in DPC. The state government began 

negotiations with Enron and in February 1996 the two parties agreed to revise the 

Dabhol agreement. A new power purchase agreement was signed in August 1996 and 

construction work on Phase I resumed by year end.127 The revised agreement was given 

a counter-guarantee by the central government and Phase I of Dabhol went online in 

May 1999.128 Under the revised agreement, DPC’s annual return on the entire project 

was expected to be around 20%.129  
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The state government’s attempt to cancel Dabhol was a serious setback to the central 

government’s effort to attract foreign investment, especially in India’s energy sector.130 

Dabhol was intended as a trailblazer to lure foreign investment, but the state’s 

behaviour was chilling to certain foreign investors, heightening their perception of India 

being relatively risky for cross-border investment. To many observers, the state 

government’s decision was a political ploy by the BJP to discredit the Congress Party 

central government prior to a national election due in 1997.131 Critics suggested that 

the new agreement failed to address the underlying cost issues of the project and 

worsened MSEB’s position,132 by removing the optional nature of Phase II of the 

project.  

 

6.3.5 Phase II financing  

More than 40 lenders became financially committed to aspects of the project but over 

12 months were needed before a bank syndicate could be formed to fund the foreign 

currency debt requirements of Phase II.133 Financing for Phase II was completed in May 

1999, with the loan described in the specialist financial press as among the most 

successful international project financings. The projected capital cost of Phase II, 

including re-gasification facilities, was US$1.9 billion with US$1.414 billion in loans 

and US$452 million in commitments from the original foreign sponsors.134 US$1.082 

billion comprised foreign debt, representing the most sizeable foreign borrowing 

sanctioned by India.135 The proceeds were to be applied towards the construction of an 

additional 1320 MW of generation capacity, an LNG re-gasification facility and port 

facilities. Enron had by now secured 20-year contracts to buy annually 1.6 million 

tonnes of LNG from Oman LNG LLC and 460 000 tonnes from Abu Dhabi 

Liquefaction Gas Co. Ltd.136 Unlike Phase I, financiers of Phase II were given no 
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central government counter-indemnities but received support from the state 

government.  

6.3.6 Godbole committee  

During the 1999 Maharashtra elections, the Congress Party, now projecting Dabhol as 

a symbol of its opponents, campaigned against the project and defeated the ruling 

coalition.137 The new administration set up a committee to review the second phase of 

the project. Many saw the move as a ploy by the incoming administration to undermine 

the BJP, which at the time was leading the federal government. The committee, led by 

Madhav Godbole, released its findings138 on 12 April 2002 after studying the projects 

for two months and recommended a renegotiation of the PPA with a reduction and re-

denomination of the tariff. The committee noted that DPC had emphasized the sanctity 

of the contracts139 entered into with it. However, it was well known that many 

commercial contracts were routinely renegotiated with major changes. In a sense, 

economic reality dominated technical legality in the commercial world.140 However, 

with 90% of the construction cost of Phase II already committed, Dabhol’s sponsors 

strongly opposed the recommendations of the committee and negotiations between the 

state and Enron broke down for lack of an agreement.  

6.3.7 Analysis and Findings 

 

Not all the forces that led Dabhol to adversity were intrinsic to the project or its 

conceptual design. Some were genuinely exogenous to Dabhol, but were unguarded 

against while others were matters which Dabhol and its sponsors helped bring about, 

i.e., events that were partly endogenous, and likely to have damaged the project’s 
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performance in certain circumstances.  In addition, Enron and other parties involved, 

failed to prepare against the institutional problem and political risks.  

 

Dabhol failed to anticipate political change at either local or national level, or the 

tensions that could result.141 In its promotional work, partly to secure government 

approvals, Enron invested the project with such notoriety that the political leaders of 

the time could not refuse to play the project as a pawn in their wider dealings.142 

Nevertheless, in a wider sense, the project’s structure left it highly vulnerable to 

political change, tension and dispute. Even if Dabhol could not be isolated from all 

these factors, certain institutional elements which would have been made to offer 

protection in the agreements between the Indian authorities and the sponsors, were 

missing or defective. These should have included explicit time-sensitive federal and 

state indemnities or third-party financial guarantees. 

  

This is crucial given that the cost of Dabhol’s output was relatively high, and the plant 

was effectively exposed to a monopsony buyer143 with a poor credit standing. Enron 

and others sought or obtained inadequate institutional support for their project’s risk 

exposure to MSEB, and no real contingent provision appeared to have been made at a 

sufficiently early stage for Dabhol output to be used elsewhere.144 In due course, all 

these factors were gradually cemented into the project, because the peculiar financial 

interests of Enron were so entrenched that the company’s ability to negotiate changes 

to the project, least of all to command new financial resources, were increasingly 

strained.145 Enron International wanted a ‘display trophy’, a high-profile, high-

technology project in a new overseas market, to show success to future partners 

elsewhere. This may have hampered it from being able to radically change course with 

Dabhol, or abandon the project at an earlier stage.146 
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Enron was also driven by the group’s need to conserve capital and maintain its reported 

earnings performance. Thus, while it would be incorrect to see in Dabhol a critical 

reason for Enron’s later collapse, nor to suggest that Enron was in financial distress 

throughout its involvement with Dabhol, it remains true that the marks of Enron’s 

approach wholly infected Dabhol. This includes concerns for earnings management, 

capital conservation, exorbitant promotion, and highly visible performance. The 

promoters were thus able to accept vulnerable transaction economics. In effect the 

greatest controversy in Dabhol was not the role of foreign commercial interests in a 

sensitive sector, but the result of Dabhol’s promoters needing to establish economic 

rents in the project’s operations, in order to make their cash flow numbers satisfactory 

and satisfy their wider objectives.147 All these left many potential investors with a good 

excuse to avoid the project.148  

 

6.4 Case Study III - The London Underground  

This section deals with what has been described as one of the most complex contracts 

ever to be seen in the United Kingdom, namely the public private partnerships (PPP) 

entered into between London Underground Limited (LUL) and two infrastructure 

companies, Tubes Lines and Metronet, to refurbish, upgrade, maintain and operate the 

London Underground metropolitan rail system.149 Given the scale of the transaction 

and its term of 30 years,150 it is notable that such a PPP was concluded, and an indication 

of the commitment of certain political leaders to the principles of public private 

partnerships and private finance initiatives.  
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6.4.1 Background 

 

As LUL was effectively a transport operator and not a construction and maintenance 

specialist, this resulted in assets becoming run down, poor service performance, high 

operating costs and a need for premature replacement.151 The make-do-and-mend 

culture accounted for ineffectual investment despite substantial sums being involved. 

The average core investment for the two decades up to 1997 was £395 million per 

year.152 Between 1997 and the start of the PPP operations in 2003, the level of 

investment increased to around £530 million per year, but was still not enough in light 

of the city’s rapid economic development and the fast growth in tourism. Overcrowding 

had become a serious problem, with the number of passengers hovering around the 1 

billion per year mark, yet LUL was still only able to generate 71% of its revenue from 

fares, relying on Treasury support for the majority of the balance.153 Cancellation of 

trains had become a common occurrence, with one in twenty peak hour trains not 

running. Breakdowns were frequent, repairs to the system were very slow, stations were 

neglected and severely under-maintained and projects undertaken were often late and 

over budget. The last major government-funded project had been the 16km Jubilee Line 

extension which opened in 1999 and which, under LUL’s management, had taken nine 

years to build (1.5 years longer than planned), coming in £1.5 billion over budget and 

with a faulty signalling system that almost immediately necessitated repair work.154  

 

6.4.2 Structure of the LUL PPP project  

The LUL PPP was intended to provide the Underground with a structure that would 

raise investment over time, promote value for money (VfM) and foster efficiency while 

retaining the social accountability that came with public ownership.  
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A) A public sector operating company and three private sector 

infrastructure companies  

In 1998, the central government announced that the best policy objective would be 

achieved by firstly retaining LUL as a public-facing operating company responsible for 

safely running the trains and stations, determining service patterns and setting fares, 

thus remaining in the public sector and retaining its public service focus.155  

 

The second part of the policy was to set up three private sector infrastructure com- 

panies (Infracos), taking responsibility for, but not ownership of, the track, signal, 

stations, and rolling stock of a certain part of the network.156 In return, LUL would pay 

an annual infrastructure service charge (ISC). Some of the division of responsibilities 

depended upon the nature of the underground lines. The sub-surface lines in cut-and-

cover tunnels were under Infraco SSL, while those lines running in deep tunnels were 

split between Infraco BCV and Infraco JNP.157 Infraco BCV was responsible for the 

Bakerloo, Central, Victoria and Waterloo & City lines. Infraco JNP was responsible for 

the Jubilee, Northern and Piccadilly lines. Infraco SSL was responsible for the Circle, 

District, Metropolitan, East London and Hammersmith & City lines.158  

B) Union of expertise, division of duties  

While LUL remained responsible for train operations, staffing, customer services at 

stations, fare collection and safety, the infrastructure companies took control of LUL’s 

assets and were responsible for maintaining, renewing and upgrading London 

Underground’s infrastructure under long-term contracts without actually owning the 

infrastructure itself. Investors were invited to bid for the companies and their associated 

rights. The private sector was responsible for providing the underlying finance for the 

investments they would require to maintain and upgrade the facilities and services on 

the relevant tube lines, covering track, trains, tunnels, signals and stations.159  
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By this policy, the government intended to combine the strengths of the public sector’s 

management of the train network and the private sector’s expertise in the maintenance 

and renewal of the infrastructure, giving London Underground its first committed long-

term investment programme in decades.160 The public’s hope for better London 

Underground services was ostensibly being safeguarded through agreements which 

only paid the PPP companies for the results they achieved, with good performance 

rewarded and poor performance penalised. The intention was to encourage the private 

sector companies to reduce their risks and seek to avoid the penalties through better 

planning and the introduction of more reliable systems and newer technology.161 

Undoubtedly, the introduction of significant private sector management and finance 

into the running and refurbishment of the world’s oldest underground marked a mile-

stone in the development of PPPs.162  

 

To assuage public concerns that separating the infrastructure from operations could 

jeopardise safety, the PPPs set down in detail safety responsibilities across the network 

for the infrastructure companies, promising that the London Underground would 

remain one of the safest mass transit systems in the world. To achieve maximum 

economic efficiency from the available funding, particular attention was paid to the 

way the assets were to be managed. Special attention was to be paid to performance 

and cost issues over the whole asset life-cycle of design, construction, maintenance, 

refurbishment and replacement.163  

 

In part, the practical realities of long-term asset management explained the split 

between operations and infrastructure. Whilst the private sector was bringing in a wide 

range of disciplines, skills and expertise driven by commercial incentives, innovation, 

management expertise and more, the public sector could focus on activities 

fundamental to the core of the role of the government, such as setting, monitoring and 
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enforcing safety, quality and performance standards for the transport service, 

safeguarding the interests of the wider public and defining the level and quality of 

services to be provided.164  

C) Financial incentives  

The public sector was limited in its ability to create powerful and consistent incentives 

to management and to take advantage of business opportunities. This was largely due 

to a multiplicity of policy objectives165 and the difficulty in defining clear measures of 

performance.166 Public opinion was another reason explaining why the public sector 

had a tendency to be risk averse. On the contrary, with commercial incentives, the 

private sector was more likely to accept challenges and to create innovative approaches 

in renewing and managing LUL assets.167 Incentives were created through contractual 

arrangements in which the private sector bore the financial risk involved in delivering 

specified services, where standards were enforced through regulation or payment by 

results. Putting their own capital at risk would lead the Infracos to make their own 

judgements about how best to deliver their contribution, balanced against heavy 

financial penalties if operating performance declined during the contract term. The 

intention was to provide a strong incentive for the Infracos to deliver the capital projects 

on time and within budget and to ensure that underlying assets were properly managed 

over their life-cycle.168  

D) Transfer of risk  

Another contributing factor to the commercial incentives offered to the Infracos was 

the risk transfer involved. It was expected that by entering into contracts with the 

private Infracos, LUL could better manage its risks than it could alone. In practice LUL 

would specify the outputs that it required and leave the responsibility for many of the 
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associated risks in delivering those outputs to the Infracos.169 This transfer would create 

incentives for the Infracos to increase their efficiency as they now bore the costs 

associated with those risks, such as non-delivery, cost over-runs and technical or asset 

management failures.170 The fact that the private sector put its own capital at risk and 

was only paid based upon performance had been judged by the government to be an 

effective and efficient motivator on PPP projects. When this was coupled with the 

competitive pressures that came from bidding and innovation, PPPs had been able to 

outperform the public sector based upon recognised and established comparisons such 

as those described as public sector comparators (PSCs).171  

E) Management expertise  

The government wanted to bring in the management expertise of the private sector since 

the mainstream business of many private firms involved complex investment projects. 

The private sector firms were seen to be more experienced and more likely to attract 

and retain staff equipped with the necessary skills to perform effectively, thus resulting 

in higher operational efficiencies.172 Nevertheless, routine and effective 

communications between the infrastructure companies and London Underground 

would be critical in relation to a wide range of technical, commercial and operational 

issues. To facilitate this, the PPP contract set out a detailed plan to manage the 

interactions between the public and private sectors.173  

F) Long-term planning  

Past annual rounds of funding debates had created continual uncertainty about any long-

term programme of works that the London Underground might have wished to 
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undertake. In practice the rolling programme of works had frequently changed based 

upon things such as differing social benefit criteria, changes in the availability of 

funding, reassessments of engineering and customer requirements over both the short 

and long term, forecast of future trends and conflicting political objectives. These 

factors all led to uncertainty from a delivery point of view as the priorities changed.174  

 

The intention was for the LUL PPPs to provide a more stable funding environment for 

work to be planned and carried out, thereby achieving efficiencies through more 

predictable planning and delivery of the maintenance, operation and new investment 

programmes.175 The PPPs would bring supply-chain dynamics to the Underground. The 

30-year contract structure was expected to give the private sector time to make 

investment decisions and to procure and manage assets on an efficient whole life basis, 

unhindered by changes in scope or priorities. It also gave the private sector a better 

chance to recover its investments over the lifetime of the project.176  

 

6.4.3 The bidding process  

 

The bidding process for the Infraco business was seen to be very important to the 

success of the PPPs. The city of London needed to have sufficient confidence in the 

bidding process that those bidders appointed to take over the three infrastructure 

companies would have the required technical and financial capability to do so. Thus, 

the bidding process was long and involved with extensive evaluation of the bidder’s 

submissions and their financial models. The bidding process started in 1998 and in 2001 

the preferred bidders for all three Infracos were announced.177 This was seen by many 

to have been done unnecessarily early in the negotiation process, while there were still 

a significant number of issues to be worked out, including the conditionality in the bids, 

outstanding technical issues and the impact of changes in scope. Deloitte & Touche 
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documented their concern that negotiations undertaken without the benefit of 

competitive tension may well lead to material erosion of VfM.178  

 

In reply to similar concerns voiced by TfL, LUL stated that they considered that given 

the history of negotiations on the remaining open issues, they felt that nothing would 

be gained by keeping open the competition; that a preferred bidder would provide 

momentum to closure. The final appointment of those same preferred bidders was 

announced in the following year, and their operations started in 2003, two years later 

than originally planned, with the minutiae of the agreements being worked out into the 

most complex commercial contract Britain had witnessed.179  

 

6.4.4 Contract commitment and dispute resolution  

 

The size and complexity of the London Underground network and the amount of work 

required to modernise the system were undoubtedly going to have a bearing on the 

length and depth of negotiations, and the final contracts that emerged after five years 

of negotiations were indeed so complex that £455 million was paid in lawyers’ and 

consultants’ expenses just to have them drawn up.180 These 30 year, £16 billion 

contracts to modernise the tracks, stations and tunnels involved a unique and highly 

complex system of performance measurement entailing hundreds of mathematical 

formulae never previously tested in the world of transport.181 

 

The contracts were based on four basic performance metrics: lost customer hours 

(availability and reliability of services); journey time (theoretical time taken to get from 

A to B); ambience (cleanliness); and service points (performance of services such as 
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lighting and heating which did not affect the running of the trains).182 The private sector 

was to pay 25% towards the work, government grants 60% and fares 15%. From the 

private investors’ point of view, the deals were almost risk-free and guaranteed them 

30 years’ work with periodic reviews every 7.5 years. The deals were expected to 

generate a good return for the Infracos in the last 12 years of the 30-year contracts and 

offered guaranteed 18% returns on equity for 30 years, higher than in many other PFI 

contracts.183 With benchmark performance targets set at 5% below existing levels, there 

was opportunity for substantial profits.184  

 

Charged with delivering an outstanding Underground for London, Tube Lines 

committed over £4.4 billion and Metronet around £7 billion to improve their respective 

lines over the first 7.5 years of the 30-year PPP agreements.185 The PPPs allowed for 

periodic reviews of the terms of the PPP service contracts every 7.5 years because it 

was judged to be unrealistic to expect the infrastructure companies to submit fixed 

prices for the whole contractual period, technological advances may affect project plans 

and also because it was not possible for LUL to predict its future service requirements. 

The periodic reviews would look at, for example, the output requirements, any changes 

to risk profile, any needs for new finance, and the level of infrastructure service charge 

to be made to the infrastructure companies. Given the size of the undertaking, the 

periodic reviews would avoid some of the drawbacks of typical PFI deals where 

schemes would be very rigidly devised within fixed and constrained budgets, yet the 

flexibility would also work in favour of the Infracos, theoretically allowing them to 

withhold investment if it was in their interest to do so.186 The ultimate price to be paid 

for the private finance investment was therefore not known, when the prices were only 

firm for the first 7.5 years of the 30-year contract.  
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According to an independent review of the LUL PPP commissioned by the Department 

for Transport in February 2002,187 Ernst & Young found that the contract structure does 

not allow the presentation of an indisputable quantified assessment of value for money, 

referring to the room for substantial adjustments permitted under the periodic reviews. 

It found that the risk transfer was complex and subject to various sharing and limitation 

procedures and that the levels of performance expected by the private and the public 

sector were subjective. Furthermore, it noted that the commercial leverage LUL might 

apply during the periodic reviews would be potentially hampered by the costs of 

unwinding the long-term relationships as set out in the contracts.188  

 

An independent Arbiter was appointed by the Secretary of State for Transport, 

responsible for ensuring that any financial disputes between the parties could be 

resolved quickly and cleanly. It was anticipated that there would be frequent referral to 

the Arbiter for interim guidance as well as those matters which might come up in the 

periodic reviews. The Arbiter was expected to act in a manner best calculated to 

promote an efficient and economic maintenance and upgrading of the London 

Underground, and was subject to judicial review by the courts should he, when 

discharging his duties, ignore matters brought to his attention by the various parties.189 

 

 

6.4.5 PPP/PFI performance developments and LUL performance under PPP 

 

Despite government support for the PPP/PFI process remaining very strong, public 

sector skills were still being honed, and the National Audit Office (NAO) report of 

March 2007 on ‘Improving the PFI Tendering Process’ laid out very clearly the 

weaknesses attributed to the tendering stage, the area subject to harsh criticism in the 

case of LUL PPP.190 The report maintained that the public sector’s skills in negotiating 
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the deals remained below par, generally resulting in high costs and risking poor VfM 

and called for structured training and recycling of existing skills in complex 

procurement.191 A new procurement procedure known as competitive dialogue had 

been introduced to ensure the commercial basis of a PFI deal as well as key aspects of 

the detailed design being agreed with all bidders before a preferred bidder was selected, 

to maintain competitive tension for longer at the negotiating stage.192 The lengthy 

tendering process was thought to be a factor contributing to the poor response from the 

private sector to new PFI projects, another concern highlighted in the report, which 

called for review on the scope of the project in question and the suitability of the bids 

on the table to ensure bidder interest did not weaken and the competition remained 

viable.193  

 

The LUL PPPs were already one-tenth of the way through their contracts, and while it 

was undeniable that more money was being spent on the Underground in a more 

considered and strategic way than had been the case for decades, the fundamental issue 

as to whether the LUL should have been funded by the private sector rather than the 

public purse remained controversial.194 Critics of the LUL PPP said a simpler public 

sector solution, unburdened by the need to make profits for shareholders, would have 

been more efficient195 but the PPPs had won through because of the Labour 

government’s refusal to accept that while PFI might be the right approach in some 

projects, it might not be in others. Suspicions were rife about behind-the-scenes 

politicking pertaining to the transactions, and calls for the PPPs to be scrapped 

continued.  

 

With the LUL PPP service charge representing 40%196 of all Underground expenditure, 

public expectation had been high, and while improvements had been seen, they were 
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not to the levels expected. A few years on and the travelling public continued to suffer 

through massive overcrowding at peak times, made worse in summer by the record 

temperatures. While both organisations had received praise for their swift actions 

following the London terror attacks in July 2005, the ongoing service disruptions, 

delays, repeated track, signal and rolling stock breakdowns all remained commonplace 

and certain high-profile failures had only served to emphasise the level of turnaround 

required.197 

 

According to the 2006 Arbiter’s independent report on Metronet198, there had been poor 

delivery of maintenance and renewals’. Metronet, from 2003 to 2006, had not carried 

out its activities in an overall efficient and economic manner and in accordance with 

good industry practice, further detailing assessments of a long list of criteria against 

agreed benchmarks, and citing examples of gross underperformance. The company’s 

bid document had estimated that station modernisations on the sub-surface lines would 

cost £2 m each, whereas in fact they had cost an average of £7.5 million.199 Track 

renewals on those lines cost double the bid estimate. Deep underground tube 

reconditioning, estimated to cost £3 million per km, actually cost £5.7 million.200 In 

signing the contracts, the Infracos were supposed to be working under incentives to 

perform, facing penalties for poor performance. The Arbiter’s report showed that 

Metronet had received £3 billion in service charges between 2003 and 2006, while the 

penalties it had paid for poor performance were minimal in comparison.201  

 

The Arbiter’s report on Metronet was for guidance only and did not lead to any financial 

penalty for the company. The ball was in the court of the consortium’s shareholder 
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companies to take the necessary action and deliver on their promises. In response, the 

firm defended its record, saying the report found it generally performed at or better than 

benchmark and promised to ensure that appropriate improvements were made in good 

time to take effect before the end of the first contract period in 2010.202 

 

LUL lamented the work entailed in monitoring the performance of Infracos. The 

contracts stipulated a level of performance monitoring that required hundreds of LUL 

staff to evaluate more than 2000 aspects of the Underground’s operation every month, 

in order to be able to pay to the Infracos the performance-related bonuses and penalties 

as set out under the terms of the contract. The bureaucracy involved also took its toll 

on LUL staff and management, diverting manpower from the operations.203 

 

6.4.6 Analysis/Findings 

 

The London Underground PPP was not created for a single project unlike many PPPs 

but was created to conduct many products spread out over time and location vastly 

increasing the PPPs’ complexity. The size and complexity of the London Underground 

PPPs, indicates why problems were encountered with the London Underground PPP.204 

Contract incompleteness occurred for the London Underground PPPs. An example of 

the contract incompleteness is related to the refurbishment of stations. Vining and 

Boardman contend that the government and the PPP consortiums disagreed on the 

fundamental nature of the contracts.205 The government believed it had purchased an 

output based fixed price contract and the private consortiums behaved like it had agreed 

to a series of heterogeneous cost plus projects.206  
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Soliño and Vassallo207 discuss the difference between economically efficient contracts 

and incomplete/inefficient contracts. According to them, contracts have ex-ante and ex-

post efficiencies. An inefficient contract has ex-post inefficiencies because they oblige 

an exchange to happen regardless of the ultimate benefit to be achieved by the parties. 

Ex-ante and ex-post efficiency are in tension when parties contract under uncertainty.208 

It may turn out, for example, that the value of the contract performance to the 

government agency is less than the value of the private PPP consortium’s cost of 

performance. A solution to the dual objective of ex-ante and ex-post efficiency is setting 

up a complete contingent contract, which is able to adequately specify each party’s 

obligations and is enforceable according to its terms.209 Such a contract ensures that 

performance occurs when, but only when, it is efficient. However, in practice many 

PPP contracts are incomplete. These contracts often do not specify the parties’ 

obligations in entirety. One of the major reasons incompleteness occurs is because there 

isn’t enough information at the time of signing of the contract.210  

 

In successful PPPs the risk allocation between partners would be worked out before the 

contract is signed.211 Clearly this was not accomplished for the London Underground 

PPP due to its complexity. The PPP contract stated that the extent station 

refurbishments could be classified as modernization, refurbishment or enhanced 

refurbishment. These terms were not well defined in the PPP contract, and resulted in 

disagreements between Metronet and London Underground over what level of 

rehabilitation should be conducted at a station.212 In addition, the PPP contracts may 

not have transferred sufficient risk to the private partners. Many aspects of the London 

Underground PPP contracts reduce the risks the private consortiums must bear. A 
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House of Commons committee213 concluded that there were caps, caveats and 

exclusions to project risks borne by the Infracos. The risk of cost overruns in repairing 

assets of unknown condition, such as tunnel walls, was excluded because knowledge 

of their residual life and associated costs was incomplete. In the case of assets whose 

condition had been fully identified against specific engineering standards, the cost 

overruns that the Infracos had to bear were capped, so long as the Infracos could 

demonstrate that they were acting economically and efficiently.214  

 

There was no definition of economic and efficient behavior in the contracts; an 

independent arbiter could make a ruling if asked.215 Exclusions to the risks borne by 

the Infracos include passenger demand, lower income with fewer users and capacity 

constraints in the face of increased use. These were borne by London Underground.216 

This finding indicates that the design for various infrastructure rehabilitation projects 

could not be fully specified at the time of the contract signing due to uncertainty in 

existing conditions. Therefore, the contract required these risks to be assumed by the 

government agency.217 The lack of definition of what economic and efficient behaviour 

by the private sector infrastructure companies was, led to disagreements when funds 

were requested for additional work. This buttresses the point that, with the huge 

financial stakes a PPP entails, the contract not only needs to be technically optimal, but 

also should allow for transparency and clarity.218 

 

6.5 Application of Project Finance Principles to the Case Studies Discussed 

A project must meet the public sector’s value-for-money test and the private sector’s 

need for robust revenue streams to support the financing arrangements.219 The 

possibility that the predicted revenues do not materialize poses the greatest risk to the 
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commercial viability of a project. This risk largely is borne by those providing finance 

or financial guarantees.  Successful project design requires expert analysis of risks and 

the design of contractual arrangements prior to competitive tendering, that allocate risk 

burdens appropriately. Many risks alter over the duration of the project; for example, 

the construction phase will give rise to different risks from those during the operation 

phase. Some technical design risks diminish once the engineering work is done. 

Planning risks change after the necessary procedures are met. Other risks, such as 

market-related ones, may continue over the life cycle of the project, and some risks may 

lie outside anyone’s control.  

 

For these reasons, some writers have sought to provide a taxonomy of risks according 

to type. Merna and Smith categorize risks as global or elemental.220 Global risks are 

those that are normally allocated through the project agreement and typically include 

political, legal, commercial and environmental risks, whereas elemental risks are those 

associated with the construction, operation, finance and revenue generation 

components of the project. Miller and Lessard classify risks into three categories. 

Market-related risks derive from the markets for revenues (e.g. demand for use) and 

financial markets (interest rates, exchange rates).221 Completion risks come from 

technical designs or technologies employed, construction cost and time overruns, and 

operational problems. Finally, institutional risks arise from laws and regulations, 

opposition from environmental and local groups, and government bodies wanting to 

renegotiate contracts. These classifications are designed to give some broad idea of the 

different sources of risk.  Prevalent in the MM2 case study were political and 

market/demand risks, while the risks predominant in the Dabhol power project were 

political and institutional risks, whereas the London Underground exhibited widespread 

completion risks. 
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With respect to MM2 case study and the Dabhol Power Project, one of the challenges 

of development in developing economies is the vexed issue of corruption.222 It is 

fundamental that if a government must adopt a PPP that the transactions must be free 

of corrupt practices. Good policies and legal framework advocate transparency, equal 

treatment and open competition.223 The lack of these is a source of worry to potential 

investors, whether foreign or local. It is no doubt that corruption increases the cost of 

doing business as well as poor output. To curb corrupt practices in PPP procurement, 

Delmon recommends the use of financial and fiduciary management, ring-fencing 

revenue and subsidy flows from the government to demonstrate project viability and 

attract investment.224 He also recommends improved access to information about the 

project and the procurement process, for example, through a dedicated project website 

with all the relevant information for contract bidding and award, which will attract 

bidders and improve competition; and that the project procurement must be transparent 

and competitive.225  

 

Good governance as it relates to PPP connotes the sustenance of a healthy relationship 

between the public-sector institutions and the private sector, and between public 

institutions amongst themselves in the administration and regulation of PPP. To achieve 

this, certain drivers have been identified, such as accountability and transparency on 

the part of public officials, political stability, the competence and effectiveness of 

public officials, the quality of regulation provided by the regulatory bodies, respect for 

the rule of law and the sanctity of contract and control of corruption.226 Promoting good 

governance will therefore provide prospective investors with the assurance that their 

assets are protected.  

 

Regarding the Dabhol Power Project, in the case of infrastructure in the form of a power 

plant, the sponsors contract to supply power to utilities, projecting that the contract 

revenues will suffice to pay debt service and generate profits. Once built, projects have 

little use beyond the original intended purpose. Potential returns can be good but they 
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are often truncated. The journey to the period of revenue generation takes 10 years on 

average. Substantial front-end expenditures prior to committing large capital costs have 

to be carried. During the ramp-up period, market estimates are tested and the true worth 

of the project appears; sponsors may find that it is much lower than expected. 

Ultimately, because of the high gearing, the bottom line (i.e. project default risk) is 

borne by the financiers if debt cannot be repaid, although significant costs fall on the 

government if it has to step in to guarantee continuity of services, which is why the 

public procurer must concern itself with the risks facing the private body.227 When 

considering this default scenario, possible future cash flows can be thought of as falling 

into two categories: moderate deviations from estimated cash-flow projections, 

resulting from fluctuating prices, costs, timing delays, minor technical problems, etc.; 

and disasters to a project, resulting from a major cost overrun, downturn in the 

economy, change in legal rulings, alteration to the political climate, environmental 

disaster etc., which could lead to project failure and bankruptcy.  

 

In relation to the upkeep and renovation management issues faced in the London 

Underground project, there must be an enabling structure in place prior to initiating 

PPPs in the first instance. An enabling framework must include a clear legal framework. 

There has to be a legislation or a body of legislation that backs PPP. Certain other 

legislation must be amended or repealed to make PPPs practicable. In a similar vein, 

there should be a regulatory framework to monitor PPP projects. Following this, it is 

fundamental that the framework is clear and devoid of ambiguities. It is essential for 

the success of PPPs that the parties (i.e. the public sector and the private party) 

understand what their role is and what part the other party should play. 

 

Finally, there is no one-size-fits-all risk-management model in project financing. Baker 

argues228 that the risk diffusion mechanisms that is typical of project finance 

transactions work together to undermine limits on risky behavior on the part of project 

sponsors and thereby lead to the externalization229 of risk. This reality subverts 

                                                      
227 Delmon, J. (n 223) 16. 
228 Baker (n 123) 273. 
229 Schwarcz, S. L., Collapsing Corporate Structures: Resolving the Tension Between 

Form and Substance, 60 BUS. LAW 109, 121 (2004), and environmental degradation.  
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commonly held efficiency and risk-management principles that are deeply rooted in 

law and economics and, more fundamentally, undermines basic notions of social justice 

and fairness.230 Clearly, in these circumstances, an analysis of the nature of the risks 

and who bears them is vital. Also the evaluation of projects requires the use of several 

risk analysis techniques tailored to suit the interests of the various parties to the project. 

Therefore risk management in project financing can be achieved when risk is evaluated, 

calculated with different probabilities, hedged or transferred, pooled and diversified, 

transformed or insured against.  

 

6.6 Conclusion  

This chapter set out to evaluate three case studies, in order to provide insight into the 

legal and regulatory issues that form the basis of this research. The case studies were 

selected based on the prevalent institutional concerns that were fully or partly 

anticipated in the projects’ financing structure but failed to be fully managed. This 

chapter analysed how risk has been treated in PPP contracts in the selected projects. 

The analysis in this chapter points to the following conclusions. 

 

In the first case study, the chapter critically evaluated the management and mitigation 

of demand risk in Nigeria in the MMA 2 case study. The problem with managing 

demand risk arises mostly when the private sector tries to mitigate the risk by protecting 

itself from factors outside of its control and from market forces through the use of non-

compete clauses or similar risk mitigating devices. This distorts the allocation of the 

risk and is, consequently, harmful to the success of the project, and even the country’s 

infrastructure in the long run. This problem is exacerbated due to the fact that due to 

PPPs long-term nature, it is nearly impossible to predict the demand for a service 

throughout the duration of the contract term. Therefore, using this as a basis for 

analysis, the point which this thesis makes is that, due to the uncertain nature of PPPs, 

without a process for renegotiation of PPP contracts, parties try to protect themselves 

by requesting guarantees and other incentives for situations not covered by ex-ante 

agreements. These guarantees, however, merely transfer it to the other party, with 

                                                      
230 Baker S. H. (n 123) 273. 
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serious consequences if it occurs. In view of this, risks can be hedged using derivatives 

as discussed in chapters 1 and 5. 

 

Case study 1 also observed that the principal means through which demand risk is 

allocated is the payment mechanism specified in the contract. These are contracts where 

the private sector bears no demand risk, known as availability contracts, and those 

where the private sector bears all or some of the demand risk, known as “user charge” 

or “concession” contracts. It was argued that, in allocating demand risk in infrastructure 

projects, parties to PPP contracts, particularly the public authorities, should not tie 

themselves to the use of concession contracts to the exclusion of availability contracts. 

The decision to use either of the two options must be predicated on sound project 

evaluations.  

 

With respect to Dabhol power project, although the plant’s technical sophistication 

appeared to be a potential resource, without further funding and high prevailing energy 

prices the plant’s future and usefulness remained economically uncertain. The forces 

that led Dabhol to adversity were many, and not all aspects of its fate were intrinsic to 

the project or its conceptual design. However, this chapter exposed structural project’s 

weaknesses that were likely to be tested by profound changes in conditions. Some of 

these, even though genuinely exogenous to Dabhol, were unguarded against while 

others were matters which Dabhol and its sponsors helped bring about, i.e., events that 

were partly endogenous, and likely to have damaged the project’s performance in 

certain circumstances.  

 

Finally, this chapter reflected on events intended to illustrate the risks of applying a 

PPP model to cases as demanding as the London Underground. This is seen notably in 

arrays of performance covenants in both the PPP and external financing agreements. In 

particular, the upkeep and renovation of London’s rail systems have an inherent 

complexity requiring the most intricate institutional and contractual arrangements (such 

as those highlighted in chapters 2 and 4), both to initiate the PPP schemes and govern 

their operation. This chapter shows not only the need for contractual completeness 

among all parties and stakeholders to the London Underground case study, but 

highlights differences that arose from inception in the managerial approach and 

performance of the two principal PPP operators.   The analyses of the case studies 
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conducted in this chapter and the conclusions reached, set the scene for the discussion 

of the key findings of this thesis and the policy recommendations made in chapter 7.
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Chapter 7 – Conclusion  

 

This thesis set out to evaluate how public-private partnerships in developing countries 

can be structured to allow large energy and social infrastructure projects to be 

developed, maintained, and be run effectively. This thesis assessed whether in 

identifying and managing risks that arise in connection with the project financing of 

energy, transport and infrastructure projects, it is more efficient and cost-effective to 

utilise public-private partnership arrangements. The scope of the analysis in this 

research borders on the legal aspects of project financing transactions and also the role 

of public-private partnerships in project finance. The question addressed was: To what 

extent can public-private partnerships be used as a legal structure to effectively manage 

project financing risks? 

 

In an attempt to answer this question, the thesis analysed the nature of risks, who bears 

them as well as the legal and commercial mitigation strategies of these risks. This thesis 

argued that synergy between the government and the private sector, achieved through 

adequate alignment of interests of both parties, is required to effectively manage project 

financing risks. Synergy between the public and private sector is about leveraging the 

best assets and skills of the public and private sectors in a long-term partnership to 

adequately manage risks and generate VfM. Most successful PPPs acknowledge these 

differences and leverage the strengths of both parties by developing mechanisms within 

the procurement and implementation stages that align these interests. As evidenced by 

the case study analysis conducted, this thesis finds that an incentivized payment 

mechanism, otherwise known as the incentive contract model/outcome-based contract 

model, is the core of aligning public and private interests throughout the PPP contract’s 

life. The incentivized payment mechanism lies at the heart of ensuring that the private 

party performs according to the agreed-upon public sector objectives (KPIs) for the 

project. In this PPP contract model, the private party, based on the project outcome, 

gets paid a fixed price for following a prescribed behaviour or is penalized for deviating 

from it. 

 

In exploring the roles that the government and the private sector play in ensuring 

effective and efficient management of risks, this thesis argued that for the private sector 
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party to manage project financing risks efficiently through contracts, there first needs 

to be an appropriate legal and regulatory framework in place to create an enabling 

environment for these projects. Government efforts ought to be directed towards 

improving the policy environment for project financing transactions, ensuring 

macroeconomic stability as well as deregulating and liberalizing the financial sector, to 

allow private entrepreneurs to put together the best possible deals.  

 

This thesis also finds that an adequate legal and regulatory framework, with appropriate 

institutions in place to administer this framework, facilitates the enforcement of 

contractual rights and obligations of parties in a PPP. Due to the peculiarity and distinct 

nature of the various national legal systems, there isn’t likely to be a one-size-fits-all 

model that governments can adopt in developing the framework of public-private 

partnerships. The decision to use either the market-analogue model and/or state-

analogue model will depend on the legal system of a given jurisdiction. However, it is 

submitted that both models ought to exist as a continuum, in that state institutions are 

used to administer/enforce contractual rights and obligations. Therefore, national 

governments in developing economies must play a role in developing policies to 

strengthen their PPP frameworks and to stimulate the interests of investors. A clear 

point emerging from literature and this research is that law is an instrument for 

economic development and can be used to strengthen government policies, particularly 

when those policies are geared towards specific goals, such as social infrastructure 

delivery in this case.   

 

In addition, the problem of huge infrastructure deficits and the impact they can have on 

the economy should be of concern to any government around the world. The case of 

developing economies is even more critical, as the supply of infrastructure needs to 

improve, to match increasing demand. The importance of this research is signified by 

the need to fill large and growing capital infrastructure gaps by governments, that may 

choose to use PPPs for project financing and delivery of new construction of physical 

and social capital infrastructure. Governments in developing and emerging market 

economies cannot afford to finance the closing of these large and growing capital 

infrastructure gaps solely through tax revenues and grants.  Some mature economies 

also cannot afford to finance their significant capital infrastructure gaps as well, 

because of years of underinvestment and tight budgets. This thesis shows that long-
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term private participation in capital infrastructure provision through public-private 

partnerships, can help reduce both short-term and long-term financial pressure on 

government operations and capital budgets. 

 

 

 

7.1 Content  

Chapter 2 conceptualised the question of risk management and assessed whether in 

identifying and managing risks that arise in connection with the project financing of 

energy, transport, and infrastructure projects, it is more efficient and cost-effective to 

utilise public-private partnership arrangements. This chapter showed that an analysis of 

the nature of risks and who bears them is vital to the evaluation of infrastructure 

projects, as these projects require the use of several risk analysis techniques tailored to 

suit the interests of the various parties to the project. While focusing on the legal and 

commercial management of risks, the chapter considered the contractual structure of 

project financing arrangements. It finds that risks could be evaluated, calculated with 

different probabilities, hedged or transferred, pooled and diversified, transformed or 

insured against. Chapter 2 also discussed the models of PPP/PFI regulations. Under the 

market-analogue model, the interests involved in PPPs/PFIs may first be coordinated 

according to a market-analogue model, where the set-up of PPPs/PFIs works according 

to the logic of the market. This model postulates that public–private partnerships 

epitomize the idea of contractual governance.  Here, contractualisation calls for a 

consideration of what the legal regime should be. Whereas the state-analogue model 

for coordinating the interests involved in PPPs/PFIs, emphasises the structuring role of 

institutions (public bodies) in PPPs/PFIs. It highlights that the techniques facilitating 

the development of PPPs/PFIs mimic a state-like activity.  

 

Chapter 2 further examined the role of special purpose vehicles (SPVs) in project 

financing, particularly in public-private partnerships. SPVs have been used in business 

for various roles involving financing, sales and purchase contracting, insurance and 

investment. SPVs are also used for a number of objectives such as setting up a structure 

of off-balance sheet accounts, mitigating and distribution of risk to achieve economic 

efficiency, improving credit rating, and tax planning. In addition, SPVs are used for 
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attracting investments and supporting economic growth, i.e. financial schemes for 

developing infrastructures and large size projects can be done with the involvement of 

SPVs. Thus, the use of SPVs has a lot of benefit to businesses and the economy. The 

chapter examined instances where insulation of the vehicle (and its assets) has been or 

can be put in jeopardy, whether or not the legal device that is used corresponds to those 

traditionally envisaged. The chapter finds that the downside of SPVs could be reduced 

with sufficient regulation on consolidation of financial reporting and disclosures. In 

finance and accounting scandals involving SPVs, a number of companies were found 

to have huge values of liabilities, non-performing assets, and risks hidden in their SPVs. 

The non-consolidation of assets and liabilities of SPVs into their beneficiary companies 

deceives investors and misleads them in judging the value of the companies. 

Considering the potential risks of poor standards of consolidation, it is crucial for 

governments to make consolidation policies towards preventing financial scandals. 

 

Chapter 3 evaluated the role that the government and the private sector parties play in 

bearing project financing risks. The chapter discussed that most PPP/PFI projects 

involve substantial private sector finance and, in all but very exceptional circumstances, 

this finance in itself would be more costly than public sector borrowing, although there 

are many hidden costs in the latter. Chapter 3 argued that for risk allocation in these 

projects to be cost-effective, risks have to be allocated to the party best able to manage 

them and respond to the incentives they offer. The chapter finds that only by 

transferring risk can there be certainty that the private sector has the incentives to price 

and produce efficiently. This is essential for maximizing efficiency. Furthermore, 

governments can significantly reduce the cost of risk-bearing by conducting prudent 

macroeconomic policies, deregulating and liberalizing the financial markets so that 

private players can do their best to take advantage of low-cost funding opportunities. 

This chapter also discussed that PPPs do provide a proper mechanism for private sector 

involvement, but they have to be managed to bring about good outcomes. Thus, various 

factors need to be put in place. Government bodies must view the transaction as the 

purchase of a service and not the acquisition of the underlying asset (with payment 

made when the service is provided satisfactorily, not when the asset is built). Thus, the 

PPP model can be seen as an incentive contract since the private sector entity is 

encouraged to think beyond the bounds of the construction phase and build in features 

that will facilitate operations and maintenance. Both government and private sector 
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parties must accept that the transaction is not a purchaser–supplier contract but is a 

partnership in which there is a sharing of risks and responsibilities. It is necessary to 

establish that both sides have the capabilities to fulfil and carry out their side of the 

bargain. The private party has to have the abilities and motivation whereas the 

government agency must understand the market and have the capacity to formulate the 

business plan and manage the contract.  

 

Chapter 4 explored the importance of a PPP framework by analyzing the framework in 

place in Nigeria, South Africa, Brazil, and India. Although it is possible to arrange PPPs 

independent of a formal PPP framework, the formation of a dedicated PPP framework 

indicates that the government is committed to PPP success. Therefore, the fundamental 

requirements for the establishment of an efficient PPP framework must be assured. 

Based on the analyses conducted in this chapter, the following findings were reached. 

First, the government needs to articulate its intent to utilise PPP in the procurement of 

infrastructure in the form of a policy. Second, there is a need to ensure that the legal 

framework enables the government to enter PPPs. The laws must set out how a PPP is 

to be undertaken. Third, there should be in place an institutional framework for the 

administration and regulation of PPP. In most cases, a PPP unit will be created. This 

chapter emphasized the need to ensure the regulation of PPP by setting up an 

independent entity. Using an independent public agency as a regulator promotes the 

ability to curtail the powers of the public institution, thereby creating a level playing 

field for the contracting institution and the private-sector partners.   

 

Dispute resolution was also considered in chapter 4. The lack of a clear-cut dispute 

resolution mechanism for PPP transactions in any jurisdiction is akin to planning to fail 

from the start. The reason is that PPPs are highly complex infrastructure transactions 

and are susceptible to conflicts. Parties to a PPP transaction, also need to be assured 

that conflicts will be resolved as inexpensively as possible and this should be spelt out 

in the PPP contract. Even though one of the parties in a PPP contract is the government, 

the law imposes a requirement for all parties to be bound by their promise in furtherance 

of the principle of sanctity of contracts. In addition, prospective investors, lenders and 

promoters of PPP projects must seek expert opinion before making any agreements. 

This is to ensure that the PPP contract is not in breach of the law. Given the highly 

complex nature of PPP contracts, it is advisable to develop a standard PPP contract 
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template to serve as a guide and to provide uniformity. Chapter 4 also pointed out the 

need to include specified items in the contract to ensure clarity and successful delivery 

of the PPP project.  

 

Given the wide scope of risks in project finance transactions and the various ways of 

mitigating these, chapter 5 focused on how project finance can contribute to risk 

mitigation strategies, through the negotiation of carefully drafted contracts by project 

owners. Therefore, it argued that the main strategy for mitigating market risk is through 

the enforcement of private law rights and obligations. The enforceability of private law 

contractual rights and obligations are determined in accordance with the governing law 

of the relevant contract. Focusing on the energy sector, chapter 5 analysed how different 

electricity market structures exist in the world today from one country to another, and 

each has slightly different objectives. As each country presents different manifestations 

of market risk, tailored solutions are required to successfully attract private investment.   

 

In addition, chapter 5 showed how non-liberalised electricity markets, particularly 

markets with a single-buyer model, have been able to attract private investment and 

finance through long-term contracts that guarantee minimum returns for properly 

developed and constructed power plants. The chapter also demonstrated that, from the 

investor perspective, liberalised markets may experience higher levels of market risk 

due to low availability of long-term PPAs, and less favourable PPA terms. However, 

dynamic liberalised markets offer mechanisms for mitigating market risk, which lessen 

the need for long-term PPAs on favourable terms, thereby ensuring the market creates 

the right incentives for investors but also ensuring efficiency and price-competitiveness 

for end-users. 

 

The case studies in chapter 6 were selected because they illustrate certain aspects of 

project financing that are most relevant within the scope of this research. These case 

studies provide insight into the legal, regulatory, policy and operational issues that form 

the basis of this research. The study dwells on the critical risk factors discussed in 

chapters 2, 3 and 5 as well as the institutional concerns presented in chapter 4, by which 

project financing rationale for non-recourse finance stands. The case studies discussed 

include:  the Murtala Mohammed Airport 2 (MMA2) in Lagos, Nigeria, the Dabhol 

Power Project in India as well as the London Underground, UK. An analysis of the 



269 
 

Murtala Mohammed Airport 2 (MMA2) concession in Lagos, shows how risk has been 

treated in PPP contracts in Nigeria. This project was chosen because it was the first 

major build, operate and transfer (BOT) project in Nigeria, and also because of the 

multitude of disputes and court cases that have emanated from this transaction. The 

question arising here is whether these disputes would have arisen if the demand risk in 

the project was handled differently. In the case of the Dabhol power project, which 

although may have been wrongly conceived, analysed and structured, it offers powerful 

lessons for project sponsors and their financiers.  

 

The London Underground, described as one of the most complex contracts ever to be 

seen in the United Kingdom, pertains to the public private partnerships (PPP) entered 

into between London Underground Limited (LUL) and two infrastructure companies, 

Tubes Lines and Metronet. The purpose of the agreement was to refurbish, upgrade, 

maintain and operate the London Underground metropolitan rail system. Given the 

scale of the transaction and its term of 30 years, it is noteworthy that such a PPP was 

concluded, a testament to the commitment of certain political leaders to the principles 

of public private partnerships and private finance initiatives.  

 

 

7.2 Key findings  

 

The doctrinal research and analyses conducted in this thesis of the case studies and 

public-private partnership frameworks in Nigeria, South Africa, Brazil, India and the 

UK, show the following. Synergy between the government and the private sector is 

what is required to adequately manage project financing risks. This is achieved through 

effective risk identification and allocation to the party best able to bear the risk. To 

ensure a healthy investment environment for PPPs, it is essential that there is political 

will on the part of the public authority to pursue PPP and that there is an appropriate 

legal and regulatory regime to ensure PPP success. Accordingly, it is critical to have a 

clear PPP framework. The establishment of a clear framework for PPPs in any 

jurisdiction restates the government’s commitment to ensuring that PPPs succeed.  It 

outlines how projects are to be procured, implemented, managed, and operated. 

Without a doubt, investors or promoters are more likely to show interest in jurisdictions 
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where the framework for PPPs is clear, rather than in a jurisdiction where there is lack 

of clarity in the process.  

 

More so, the setting up of an institutional framework to effectively administer PPPs in 

any jurisdiction will facilitate PPP success. The law establishing the legal framework 

should also create a PPP unit or a government regulatory body, which exists at arm’s 

length from the government, and tasked with the mandate to regulate and administer 

PPPs in that jurisdiction. In the same vein, the PPP institutional framework must be 

designed to ensure a smooth and efficient project-selection process, a well-coordinated 

project approval process and a robust and corruption-free bidding process. Thus, while 

the private-sector consortium is expected to provide the design, source the financing, 

build or rehabilitate the facility as well as maintain the infrastructure and provide 

services, the onus is on the public authority to ensure there is a structure to guarantee 

successful PPP outcomes. In view of this, the thesis finds that by allocating risks to 

parties best able to bear risks in project financing, parties to a PPP transaction can 

identify and analyse the applicable risks and apply appropriate risk diffusion 

mechanisms.  

 

The conclusion reached based on the analysis of the Murtala Mohammed Airport 2 

(MMA2) case study, is that to ensure successful output of the project and adequately 

assess the demand risk, parties ought to conduct a demand and revenue analysis of the 

project prior to completing the transaction. This would ensure that they are able to 

determine, in closer and more realistic terms, the number of years it would take to 

recover sufficient revenue from the project. Contract duration in this type of case should 

be determined with the primary purpose of providing appropriate investment 

incentives. The duration of the contract must therefore always have a correlation with 

the future payments and the funds invested in the project by the private sector partner. 

The residual value of the asset should also be taken into consideration.  

 

In the Dabhol Power Project case study, Enron and other parties involved, did not 

prepare against the institutional problem and political risks. Dabhol failed to anticipate 

political change at either local or national level, or the tensions that could result.  Also, 

in a wider sense, the project’s structure left it highly vulnerable to political change, 

tension and dispute. Even if Dabhol could not be isolated from all these factors, certain 
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institutional elements (such as explicit time-sensitive federal and state indemnities or 

third-party financial guarantees), which would have been made to offer protection in 

the agreements between the Indian authorities and the sponsors, were missing or 

defective. Enron and other private partners sought and obtained inadequate institutional 

support for their project’s risk exposure. Further, the plant was exposed to a monopsony 

buyer with a poor credit standing and no real contingent provision appeared to have 

been made at a sufficiently early stage for Dabhol output to be used elsewhere.  

 

Moving on to the London Underground case study, the report of the National Audit 

Office (NAO) maintained that the public sector’s skills in negotiating the deals 

remained below par, generally resulting in high costs and risking poor VfM. The report 

called for structured training and recycling of existing skills in complex procurement. 

Consequently, a new procurement procedure known as competitive dialogue was 

introduced, to ensure the commercial basis of a PFI deal as well as key aspects of the 

detailed design, were agreed with all bidders before a preferred bidder was selected 

under a competitive process. However, this resulted in a longer negotiation stage. The 

lengthy tendering process was thought to be a factor contributing to the poor response 

from the private sector to new PFI projects. This led to the concern of the suitability of 

the bids on the table in relation to the scope of the project, and the need to ensure that 

bidder interest did not weaken and that competition remained viable.  Bearing in mind 

that there is no one-size-fits-all model, this thesis finds that having an enabling legal 

and regulatory PPP/PFI framework in place prior to initiating a PPP/PFI in the first 

instance, would have contributed to the mitigation of the upkeep and renovation 

management issues faced in the London Underground project.  

 

 

7.3 Discussion  

 

This research has shown that in a PPP arrangement, a project must meet the public 

sector’s value-for-money test and the private sector’s need for robust revenue streams 

to support this financing arrangement. The possibility that the predicted revenues do 

not materialize poses the greatest risk to the commercial viability of a project. This risk 

largely is borne by those providing finance or financial guarantees. Therefore, 



272 
 

successful project design requires expert analysis of risks and the design of contractual 

arrangements prior to competitive tendering that allocate risk burdens appropriately. In 

addition, an analysis of the nature of the risks and who bears them is vital. The 

evaluation of projects requires the use of several risk analysis techniques tailored to suit 

the interests of the various parties to the project. Risk can be evaluated, calculated with 

different probabilities, hedged or transferred, pooled and diversified, transformed or 

insured against.  

 

To achieve value-for-money in PPP transactions, there should be a regulatory 

framework to monitor PPP projects, if they are to succeed. An enabling PPP framework 

must include a legal framework. There should be legislation or a body of legislation 

that backs PPP. Consequently, certain other legislation must be amended or repealed to 

make PPPs practicable in any jurisdiction. Following this, it is essential for the success 

of PPPs that the parties (i.e. the public sector and the private party) understand what 

their roles are and what part the other party should play. 

 

In developing economies, one of the challenges of development is the issue of 

corruption. Therefore, it is fundamental that if a government must adopt a PPP, the 

transactions must be free of corrupt practices. Good governance advocates 

transparency, equal treatment and open competition.  A lack of these is a source of 

worry to potential local and foreign investors, as it is no doubt that corruption increases 

the cost of doing business as well as poor output. This thesis has shown that to ensure 

a healthy investment environment for PPP, it is essential that there is political will on 

the part of the public authority to pursue PPP and that there is a legal and regulatory 

regime appropriate to ensure PPP success. More so, a successful PPP implementation 

in any given jurisdiction requires a stable political and social environment. This is 

because PPP success is hugely reliant on the stability and capability of the host 

government.  

 

The implications of my findings for contract law is that public-private partnerships can 

be used as a legal structure to effectively manage project financing risks through the 

enforcement of contractual rights and obligations. The enforceability of public and 

private contracts should be determined in accordance with the governing law of the 

relevant contract. Therefore, a public law framework for public-private partnership 
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contracts should be developed. This serves as a formalised solution and is achieved 

through the enactment of an autonomous public law that is mainly set in statute. The 

development of an appropriate public law framework would offer enforcement, 

stability and security that public and private parties need for their undertakings, as well 

as that needed by citizens. 

 

7.4 Policy Recommendations  

 

Government officials must abide by laws regulating PPP and ensure transparency and 

accountability. Following the law will curb corrupt practices and ensure clarity. It is 

therefore required that government officials respect court orders and abide by the law. 

The government must ensure that no public official disregards the orders of court. At 

the same time, the government must show the political will to respect the law. 

 

There also needs to be an appropriate legal and regulatory framework in place to 

regulate and enforce contractual agreements. The guidelines on the operation of the 

institutions regulating PPPs must be clear to ensure a fair, transparent and competitive 

bidding process. To make PPP regulation effective in developing economies, the 

following steps should be implemented:  

 

 There should be a dedicated PPP law or guidelines for PPP suitable for a 

particular jurisdiction. Based on the conclusions reached in this thesis, there is 

no one-size-fits-all model that governments can adopt in developing the legal 

and regulatory framework of public-private partnerships. This means that PPP 

laws should be designed to meet the socio-cultural and economic life of the 

people concerned and allow for amendments to ensure that the aim of adopting 

it in a jurisdiction is achieved. The PPP law of any jurisdiction is a matter of 

style, and there is no standard about how much detail a PPP law must contain. 

In principle, however, a PPP law should aim to address broad principles with a 

degree of certainty. Also, it is appropriate to have a PPP law in place to show 

investors that the government is committed to a successful PPP regime. 
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 The PPP unit, although a government agency, should be made independent as 

much as possible and must not be subservient to other government agencies. 

Otherwise, it will be difficult for the unit to enforce compliance against public-

sector agencies. Another advantage of using an independent public agency as 

a regulator, as shown in chapter 4, is the ability to wane the powers of the public 

institution, thereby creating a level playing field for the contracting institution 

and the private-sector partners. To ensure efficiency, it may be appropriate 

under certain circumstances for the government to appoint an independent 

specialist to work with the PPP unit to act as a compliance monitor and to 

ensure that parties respect the terms of the PPP contract. 

 

 Public-sector officials handling PPP should undergo regular training. There is 

a shortage of PPP experts, especially in emerging economies. Therefore, there 

is need for staff of the various PPP units to be trained and for them to engage 

in research on models that fit their local environments. Furthermore, ministries, 

departments and agencies of governments that are responsible for identifying 

and initiating PPP projects need to identify PPP champions in their various 

establishments who should undergo continuous training. 

 

 Dispute-resolution mechanisms should be put in place to deal with differences 

that will inevitably arise between the public authority and private partners 

during the lifetime of the PPP contract. The analysis conducted in this thesis as 

well as the case studies evaluated, have shown that during the life of long-term 

PPP contracts, disputes between the public and private partners are inevitable. 

Therefore, a transparent and stable legal framework as noted above, should 

entail adequate dispute resolution mechanisms to ensure stability in PPP 

arrangements. In view of this, it is vital for the legal system to define a clear-

cut policy framework for the resolution of PPP disputes. The framework should 

be such that it assures a fair return to investors and protects the interest of the 

users of the facilities. In turn, this would make the contracts and agreements 

beneficial. 

 

Additionally, governments should introduce some incentives to make PPP 

arrangements attractive to private-sector investors. Some of the measures that 
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governments can use to incentivise PPP project companies include: 1) providing capital 

grant to PPP project companies; 2) providing revenue guarantees to assure investors 

that the projects will become profitable. Whilst ensuring value for money to end users, 

it is important to balance the interest of consumers with the profitability of investors; 

3) granting tax holidays to PPP project companies until when the facility becomes 

operational, including tax for the acquisition of real property for PPP projects or 

exemption from value added tax (VAT) for the purchase of construction materials for 

projects; 4) the inclusion of force majeure contracts for governments to buyout a project 

in the event of a force majeure or other regrettable circumstances.  

 

By highlighting policy aims and making recommendations which can help national 

governments in developing policies to strengthen their PPP frameworks and to 

stimulate the interests of investors, this conclusion points towards opportunities for 

further research in the field. 
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