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Duringthelast decadetheroleof thepublic sector in
thefinancing of infrastructure projects has changed
radically, both in devel oped and in emerging econo-
mies. Ontheonehand, budgetary constraintsarenow
more restrictive. Ontheother hand, itisalsowidey
accepted that the private management of public
projectsgenearatesefficiency gains! Asa consequence,
theroleof the public sector isshifting fromfinancier/
owner/manager of projectsto regulator and guaran-
tor, and itsinvolvement in the productive economy is
shrinking. Simultaneousdly, private sector initiativeis
invading areasthat were previously consideredinthe
exclusivedomain of thepublic sector. Suchasituation
has required anew dimension for public-privatear-
rangementsto allocateresponsihilities, risksand prof-
its.

Thegeneralized responseto this new environment has
takentheformof arrangementsinwhich privateinitia-
tive is empowered to construct and finance the
projects, retaining their ownership temporarily. In
some cases, depending on the nature of the project
and on the management capabilities of the public sec-
tor, theinfrastructureis publicly operated on alease
basis, asisthe caseof somepower plant projects.?

Alternatively, theprivate sector operatestheinfrastruc-
tureunder aconcession contract, asisthe casewith

1Onthebroader issue of the effects of deregulation,
liberalization and privatization thereis no such generalized
consensus, as pointed out in the survey on eleven sectors
reported in Kwoka (1996).

2A good example of aBLT isthe SAMAYALUCA I
project in Mexico, which is partially financed by the IDB.
Private sponsors invest in the construction of a power plant
that isleased to a public agency CFE (“Comision Federal de
Electricidad”) to be operated. After 20 yearsthe property is
transferred tothe CFE. Thisproject isalso agood example of
the benefits of using a special purposevehicle, inthiscasea
trust, to solvelegal problems.

themagjority of tall roads. Thesearrangements, which
arereferred to as Build-Lease-Transfer (BLT) and
Build-Operate-Transfer (BOT), respectivey, have
proved to be an efficient approach to develop infra-
structurethat the public sector by itself could not un-
dertake®

It should not beasurprisethat BOT mechanismshave
shown moresuccessin devel oped and rd atively stable
economies, wherethey haveareasonabletrack record,
thanindeve oping countries. However, whentheavail-
able experiences are examined in greater depth, in
many casesweencounter thelong and generous hand
of the public sector behind the projects, withavariety
of subsidies, guarantees and barriersto competition,
as has been the casewith many privately operated toll
roadsin Europe. We encounter also numerous cases
of contract renegotiation dueto spectacular errorsin
demand prediction.* With the experience of thein-
dustrialized economies, andin theabsence of abetter
aternative, theuseof BOT mechanisms has expanded
to emerging and deeply unstable economies. To at-
tract the private sector to projects located in these
more complicated environments the use of BOT
mechanisms has required the support of multilateral
agencies(MLA) and theintroduction of risk sharing
agreements between the public sector and private con-
cessionaires. This has helped to solve, at least par-
tidly, theproblemsresulting fromhighlevelsof uncer-

tainty.

Wearguethat suchageneralized useof BOT schemes,
whosemain characteristic istheconcentration of all

$We do not include private arrangements of the type
Build-Own-Operate (BOO) whichweconsider strictly private.

‘Inrelation with toll road privatization, evidence and
alternatives:; Engel, Fisher and Galetovic (1996), Fishbeinand
Babbar (1996) and Gomez-1bafiez and Meyer (1993)



respons bilities (building, management and financing)
inauniqueprivateagent (or ajoint ventureof private
agents), could be challenged on thegroundsthat the
unbundling of theseresponsibilitiesisamoreefficient
dternative. Morespecifically, wearguethat thereare
efficiency gainsif financingis madethroughaneutral
specia purposevehicle(SPV) sponsored by the pub-
lic sector on behalf of theinfrastructureusersand pay-
ers. Thishasled usto consider thedesirable charac-
teristics of such afinancing scheme, and asa conse-
guencetheroleof the public and private sectors, as
well asthat of theMLA.

Theissuesthat we present as problems affecting the
BOT mechanism, together with the proposalsthat we
make based on unbundled schemes, refer to those
projectswherethereguiredinvestmentisrdatively large
inrelationto theimportanceof thenet cash flows gen-
erated by theinfrastructure, after maintenanceand op-
erating costs. Thesearetypically represented by toll
roads, urban water distribution systemsand, ingen-
eral, by thoseservicesthat can bedefined astoll goods
They include td ecommunication systems, ports, air-
ports, power transmission facilities, power distribu-
tion networks, etc. However, thesearenot the only
typeof projectsthat can bedeve oped with unbundled
mechanisms and financed by aneutral SPV. Thepro-
posal can beextended to other projects such asrail-
ways, urban transport, exhibition centers, wastewater
treatment plants and solid waste management facili-
ties. Neverthdess, in spiteof thewiderangeof projects
that could be deve oped by means of the schemepro-
posed inthis paper, toll roads arethe most represen-
tative example and the contents of this paper may be
biased towardsthat particular case®

Apart fromtherdativesizeof therequired investment,
we consider the presenceof uncertainty asthefunda-

5The type of projects that will be considered does
not include those producing tradable goods which generate
non domestic cashflows. Obtaining resources for such
projects using as collateral the future flows or receivables
denominated in hard currency isawell-known case with nu-
merous examples in various emerging markets
(Doetsch(1996)).

mental issue behind the problems of BOT financing
schemes. It is precisdy the consequences of uncer-
tainty that can be mitigated by unbundling the project
and financing it by means of aneutral SPV.®

Onceit isaccepted that infrastructure projects can no
longer befinanced directly by the public sector, the
project cash flows haveto bethe source of finance.”
Suchanassignment of coststothebeneficiaries, which
may include others apart fromthedirect users, canbe
defended both interms of equity and in terms of an
efficient allocation of resource, inparticular if it ispos-
sbletoidentify and priceexternalities. Theuseof cash
flowsasasourceof financing iscompatiblewith both
BOT and unbundled schemes. Y et, unbundling may
have some advantages when compared to BOT, be-
causeit yiddsahigher degreeof freedomwithout re-
quiring the public sector ether to assume managerial
responsibilities or to use public resourcesto finance
theproject. Inaddition, it will beshown that theuse of
aneutral SPV that allocatesall costsdirectly tothe
beneficiaries mitigates the negative effects of uncer-
tainty ontheoverall costs. Thus, in some cases (par-
ticularly in emerging economies) infrastructuredeve-

5T he mechanism here proposed has as amain feature
the fact that the period of concession is ex-ante undeter-
mined, mitigating the consequences of uncertainty. In that
respect it resembles the concession mechanisms proposed
by Engel, Fisher and Galetovic (1996) to auction highway
franchises, which allocates the concession to the firm that
bids the least present value of toll revenue. Otherwise, the
similarity betwen both mechanismsislimited, sincetheir pro-
posal does not question the BOT scheme. In a follow-up
paper by the same authors, their proposal is extended to
unbundled schemes (1997).

"Where user-paid tolls do not exist, the use of so-
alled shadowtollsto definetheleve of the periodic payment
by the public sponsor to the concessionaireis not more than
a means of postponing payments to reduce current public
expenses. However, shadow tolls can be criticized on the
groundsthat such atraffic dependent revenueincorporates
artificial risk into the problem, increasing costs unnecessar-
ily. Such payment mechanisms have been established in the
case of two British toll roads developed by means of BOT
procedures and there are plansto usea similar procedurein
future concessions in Spain. Shadow tolls are criticized on
different groundsin Fishbein and Babbar (1996).



opment through BOT schemes may bean incorrect
answer to public sector inefficiency and budgetary re-
strictions?®

Following Fishbein and Babbar (1996), thereis a
trade-off between two critical variablesthat arere-
evant in analyzing alternative approachesto private
financeof infrastructure (toll roadsintharr example):
on theonehand, the opportunitiesfor innovationin
design, pricing, risk sharing, etc., and ontheother hand,
thetransparency and competitiveness of the conces-
sion process. BOT mechanisms can beimplemented
withadifferent degreeof biastowardsoneor theother

8 Thereis amajor difference between the issues of
“project finance” which we address here and those of “mu-
nicipality finance’, whichwedisregard. Of course, thereare
some similarities between both, because the sponsor of an
infrastructure project istypically amunicipality, and the credit
rating of themunicipality may bereevant if it actsasguaran-
tor or enhancesthe project in any other way. Thedistinction
primarily stemsfrom thefact that some projects are capable
of generating revenues and some are not. The latter situa-
tion may arise either because services are provided free of
charge, independently of the possibility of establishing a
price system, or because the service is a public good which
cannot beindividually priced

If there are no revenues flowing from the project to back the
issue of debt instruments, the financing problemis of a dif-
ferent nature. Thepublic sponsor, say amunicipality, may be
fully responsible for the project, either because it assumes
the total cost and subcontracts construction and manage-
ment, or becauseit pays a concessionaire which in addition
to construction and management assumes responsibilities
for financing. 1n such cases the risk taken by the investors
which provide financial resources is the credit risk of the
public sponsor. Therefore, the risk is the same as the one
imbedded in financing the public sponsor itself, a question
not addressed in this paper. Financing a municipality and
coping with therisksinvolved demands a different approach.
The proposal contained in this paper shows that, in certain

set of variables. Projects in environments and with
characteristicsthat require opportunitiesfor innova-
tion, the authors say, should trade off transparency
and compdtitivenessfor innovation opportunities. Such
a trade-off exists also whentheproject isunbundled,
but weclaimthat thepassibility of defining each of the
granting processes separatdy benefitstheoveral imple-
mentation process. Inthis case, however, adifferent
trade-off may exist between the degree of indepen-
dence of each of the contractual processes and the
need for coordination by the public sponsor.®

circumstances, it may be compatible for a municipality to
sponsor a project and avoid both budgetary commitments
and private sector recourse.

We limit our interest to situations where the infrastructure
project generates revenues which constitute substantial value
to back thefinancing, leaving aside those casesin which the
project hasto be financed directly by the sponsor or, if by a
private party, requiresafull guarantee.

°An anonymous reviewer points out that there is
another trade-off that must be considered: the one between
efficiency through specialization and the mitigation of the
effects of information asymmetries by bundling the different
components of a franchise. Thefollowing exampleis given
as a case in which the franchise holder internalizes the ef-
fects of its actions: a construction company is required to
maintain theinfrastructureto absorb the costs of inadequate
construction. Weagreewith thegeneral argument raised and,
infact, we mention in the paper that unbundling may not be
the most efficient alternative in all cases because of both
incentives and information asymmetries. However, in some
cases, and this applies to the example given, the effects of
information asymmetries can be corrected by means of con-
tractual responsibilities. For instance, in the example of the
road, by requiring post-construction responsibilities, as is
the case for housing developers in some countries for long
periods after construction (ten yearsin Spain).



Unbundled M echanisms

Thealternativeto BOT mechanismsthat wefavor has
two basic characteristics: first, theactivitiesinvolved
intheproject areunbundled and, second, thefinanc-
ingiscarried out by means of aneutral SPV. Even
though thesetwo characteristicsareshown to becon-
ceptually independent, wewill refer tothejoint pro-
posal as theunbundled mechanism.

Unbundling

A project includes various parts: building, operating,
maintenanceand financing. Theunbundling of aproject
intoitsdifferent partsisefficient for tworeasons. First,
some agents have superior know-how of aparticular
aspect of the project, say, its construction, but poor
knowledge of other activities, asfor instance, itsfi-
nancing. Second, unbundling reducestherisksfaced
by privatecontractors(in particular, thefinancial guar-
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antees of the contractor arelower whentheprojectis
unbundled) sothat moreagents, particularly local com-
panies (with sufficient technological know-how but
insufficient financial capability), will beableto bid for
theproject, whichincreases competitiononbids. Very
often, BOT concessionairesarejoint ventures of pri-
vatecompaniesthat have an agreement among them-
sdlvesto subcontract each of thedifferent activities of
theproject. For instance, atypical joint venturefor a
toll road may include construction companies, oper-
ating expertsand, in some cases, banks. Therefore,
giventhecomposition of joint ventures, BOT conces-
sionaires cannot be criticized onthegrounds of lack
of expertiseinoneor another activity. Thepoint we
makeisthat therequirement that all theactivitiesbe
includedinthe*concession,” andthereforejointly auc-
tioned, limits competition. In addition, therisksand
natureof each of theactivities contaminateeach other
unnecessarily.*®

For alargeproject (such asaninfrastructure project)
thecostsof unbundling (such ascreeting different en-
tities, monitoring thetechnological specificationsdur-
ing both the building and the operating stages, finding
credit enhancement, etc.) may behigh, but it will be
offset by animproved allocation of risk. Insuchaway,

10T he Foothill/Eastern Systemis an example of an
unbundled project. It comprises two public toll roadsin Or-
ange County, California. A special purpose newly created
public agency, the Foothill/Eastern Corridor Transportation
Agency, was empowered by the State of Californiato plan,
design, construct, and operate the toll roads. Each of these
activities was subcontracted to specialists: engineering con-
sultants, construction companies, management experts, toll
collection specialists, etc. The agency obtains financial re-
sources by means of revenue bonds issued by a grantor
trust. The revenues from the tolls (net of maintenance and
operational costs) arepledged to securethebond. Thebonds
are issued without recourse to the agency or the sponsors.



project financebrings“better financial and managerial
discipling’ (Stewart-Smith, 1995).

Inwhat followswego over the characteristics of an
unbundled mechanism to develop an infrastructure
project. Thisunbundling or separation of thespecific
tasks can be pursued more or less deeply depending
ontheproject (for instance, maintenance can be sepa-
rated from operation). It also makesit possibleto de-
finecontractswith different maturitiesfor thedifferent
activities. Wedo not go any further into thesedetails
becausethey are project specific. Yet, wedo assert
that thereisan optimal leve of unbundling that makes
BOT asuboptimal solution.

The Concessionaire: A Public Agency

Inthefirst place, weassumethat theprocessrequires
the public sponsor to empower a public agency to
plan, design, build, financeand operatetheinfrastruc-
ture Thatis, fromalegal point of view, apublic agency
playstheroleof the concessionairein BOT mecha-
nisms, but inthis casethe competitive processisim-
posed at theleve of the subcontracting of thevarious
activitiesof theproject. Thepublic natureof theagency
isnot arequisite. 1n Section 5 wediscussthepossi-
bility of using aprivate company to play theroleof the
concessionaire without falling into the BOT
mechanism.The concessionaireisavehiclethat does
not necessarily haveastructureand whosepurposeis
tofacilitatethe contractual articulation of the opera-
tion, in particular if it is constituted asa commercial
ertity.

The agency, as concessionaire, is the owner of the
concessionand of theinfrastructureuntil itstransfer to
thesponsor. The concessionaire contractsthe con-
struction, maintenance and operation of the project
and constitutes the SPV as the financing tool. The
agency isresponsiblefor the preiminary technical,
economic and financial studiesthat are necessary for
proper definitionof the subsequent contractual pro-
Ccess.

Theexistenceof theconcessionaire, asdistinct from
the sponsor, facilitates the allocation of the separate

parts of the price paid by consumersto each of the
subcontracts and to the SPV. If thisrolewereto be
played by the sponsor, who isgenerally an adminis-
trativeentity or agovernment body, theallocation of
the components of the price may present legal prob-
lems, whileat thesametimeit will bemoredifficult to
avoid problems of commingling with other publicre-
SOUICeS.

Inaddition, it is easier to manage the contracts over
timeif the contracting party isnot directly the public
administration. Thisconsiderationisparticularly im-
portant becausethere may bedementsinthe contract
that haveto be modified by the concessionaire over
thelifeof theproject, such as, for example, theterm
during which revenues fromthe concession areallo-
cated tothe SPV.

Another function of theconcessionaireisthe possibil-
ity of groupingtheinterestsof varioussponsors, asis
the casewhen several municipalities undertakea com-
moninfrastructureproject.

Examples of such common projects are systems of
solid wastetreatment providing serviceto agroup of
communitiesor thedevd opment of regional highways,
asisthecaseof the Foothill/Eastern Transportation
Corridor inCalifornia.

Formal I nstrumentation of the
Concession

A contractual instrumentation of the concession, as
opposed to an administrative authorization, isimpor-
tant. Thecontractual formgivesmorelegal guarantess
to the concessionaire in case of amendments or
breaches. At the sametime, acontract facilitatesthe
transfer to asubcontractor, if not of the concession
itsdlf, at least of certain guarantees and covenants of
theconcession contract. Inreationtothelatter point,
thecontract will explicitly stipulatethetransferability
of those guarantees and covenants, whileleaving full
responsibility to the concessionairewith respect tothe
sponsor, asregardstheterms and conditionsthat de-
finethe concession in the concession contract.



Construction

Theconstruction contract should beaturnkey com-
promisegranted by theagency through acompetitive
tendering. Implementation should takeinto account the
abovereferred trade-off between innovation oppor-
tunitiesand transparency. Thestandard mechanisms
of guarantee, insurance and fines, commonto BOT
concession contractsin relation with construction,
should be appliedinthis casealso.

Theagency will requirethe assistance of technical
advisors both through thegranting process and to su-
pervise construction. Typically, therole of such an
agent isplayed by private sector engineering consult-
ants, who carry out the preliminary technical studies
and designs.

Theconstruction contractor ispaid by theSPV. The
latter maintainsthefunds obtained fromthe market in

an escrow account, and paysfollowing standard pro-
cedures of control and supervision by thetechnical
agent on behalf of theagency. Theguaranteeof pay-
ment ontime should havea positive effect on thecon-
struction contract bidding processand reducethe con-
gructionhill.

The construction contractor may berequired to par-
ticipatein the SPV with equity or subordinated debt
both as ameans of improving the structure of incen-
tivesandtofacilitatefinancing. However, it hasto be
taken into account that such arequisiteisinherently
incons stent with thenotion of unbundling.

Depending onthetypeof infrastructuretheconstructing
contractor may beresponsiblealso for maintenance.
That activity, distinct fromthe post-constructionre-
sponsibilities, should be treated as an independent
contract, linked to thecash flows of theproject.

Paying Construction
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Operating

The proposed schemeis compatible with the exist-
enceof two separatefunctions, constructionand op-
eration, and ether uniqueor separate contractors.™
However, separation (which certainly introducesde-
mentsof flexibility and canincrease competition) may
not bethe most appropriateformulafor certaintypes
of projectsor economies. For example, therdation-
ship between construction and management of ahigh-
way may not bethesameasfor awater distribution
system. Theremay bealso adifferencebetweenthe
degree of involvement required from the sponsor for
the management and control of thevarious contrac-
tors, depending on the project and according to the
level of development of the country. Consequently, it
may bean adequate choicein somecasesthat aunique
entity assumejointly theresponsibilitiesfor construc-
tion and operation, or at least for anumber of years
after constructioniscompleted. However, theconve-
nienceof unifying theresponsibilities of construction
and operationisin general difficult tojustify onthe
basis of technical or management synergies, while, at
least onatheoretical levd, the separation of thesetwo
activitiesintroduces dements of efficiency.

Neverthdess, eveninthose situationswith aunique
contractor, it isnot advisablethat theterm of the op-
erating contract beaslong asthat of the concession.
Such equality (whichisimplicitin BOT contractsin
order to permit the concessionaireto finance the con-
struction) isnether necessary nor advisableinthiscase
Thislast considerationisimportant becauseit isrea-
sonablethat changesin circumstances may occur at
some point during the necessarily very long period of
theconcession, that requiremodification of theterms
of themanagement contract.

Operation hasto beunderstood differently depending
onthetypeof infrastructure. In somecases, operation
includes management of theservice, feecollectionand

1 We do not refer to separation in subcontracts
typical of most BOT concessionaires that take the form of
joint ventures.

maintenance. At least intheory, all theseactivitiesare
separable, but wearenot implying that their unbundl-
inggivesriseto moredficiency inall cases® Unbundli-
ng theproject raisestheissueof incentives, including
those of other agentsapart fromthe operating con-
tractor. Asan example, consider theeffect of unbun-
dling on consumersif they areunableto associate ser-
vice quality and payment. We do not discuss these
issuesinthese paper; onthecontrary, to smplify mat-
ters, weconsider the operating contract as compre-
hensiveof al theaforementioned activities.

Therevenuesfromtheinfrastructure, which areas-
sumed to be collected by the operator, are consid-
ered to be the property of the agency (the conces-
sionaire). Thus, the concessionaire becomes respon-
siblefor paying the operator. Such payment may be
defined ether asfixed, asrevenue dependent or based
onamixed formula. Onceagain, theincentiveissue
will beadetermining factor inthe sdection of the pay-
ment structure. In addition, risk allocation consider-
ationswill haveto betaken into account. Inparticular,
the existence and conditions of recoursefromtheop-
erator to the agency and the sponsor arecrucial. In
the case of non recourse and in the absence of guar-
antees, paymentsto the operator depend exclusively
on project revenues, with all their characteristics of
risk. Clearly, for theproject to besdf-sustaining, rev-
enues haveto exceed the cash flows needed for the
operating contract; otherwisethe project will haveto
besubsidized.

Thecharacteristics of thecontract granted to the op-
erator can beindependent of thefinancial parameters.
Both theremuneration of the operator and theperiod
of concession can be determined exclusively by the
specific nature of the operating problems of the par-
ticular infrastructure. Inmaost casesit will bepossible
to defineashorter maturity for the operating contract
thanfor theconcession, whichwill beat least aslong

12 An example of the complete unbundling of these
activitiesisthe Foothill/Eastern Corridor toll road. Inother
types of infrastructure, say, urban water distribution sys-
tems, separation may be more complicated.
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asthelifeof the SPV. Such anindependenceallows
for aflexible contractual policy which may takeinto
account changing market conditions.

To enhanceincentives and to facilitatefinancing, the
operator should berequired to subscribeaportion of
the subordinated debt of the SPV. Aswas mentioned
inthecaseof the constructor, sucharequirement may
beinterpreted as contradictory to the objectives of
unbundling, but it can be shown to becompatible. In
that sense, notice that a major characteristic of
unbundling, among other things, isthat thecharacter-
istics of the operating contract, in particular thecon-
cession period, arenot determined by the overall fi-
nancing requirements of theinfrastructure. Thepoint
iswhether it is possibleto attain such independence
and still requirethe operator to invest inthe project
throughthe SPV. Theanswer dependsonthecharac-
terigtics of the SPV and, inparticular, of thesubordi-
nated debt. The SPV that weproposeand explainin
the next section, has an open-ended right to the net
cashflowsof theinfrastructureuntil all itsliabilitiesare
cancdled, allowing for thedefinition of asubordinated
debt trancheto besubscribed by the operator without
influence on the characteristics of the operating con-
tract.

Financing

Project finance structures are better designed by the
useof special purposevehicles, acommonlegal tech-
niqueusedintheworld of privatefinancing toisolate
and administer risks. An SPV isan entity with legal
statusthat allowsfor afavorabletreatment of account-
ing, fiscal, regulatory and financial issues. Typicaly,
creatingan SPV allows privatdy managed infrastruc-
tureprojects, either at the stage of construction and/
or operation, to enjoy some degree of isolation. In
addition, inmost casestheuseof an SPV isarequire-
ment imposed on the privateagent by ether thepublic
sector, thefinanciers, theguarantors or the contrac-
torsof theproject. Fromaconceptual viewpoint we
may distinguish between those vehiclesthat focus on
theisolation of the project asalegal entity and those
which aredesigned asa purely financial instrument.
Accordingtothisdistinctionwemay refer totheformer
asspecial legal purpose vehiclesandtothelatter as
gpecial financial purpose vehicles; with the under-
standing that, in all cases, the purposeof thevehicles,
oneway or another, isrisk isolation, and that thereis
not alwaysaclear cut separation between both types.
Moreover, specia legal purposevehiclestypicaly aso
play financingroles,
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In the unbundled scheme described in this paper, a
Separation between legal and financial vehiclesispro-
posed. Theroleof thelegal vehicleisplayed by the
concessionaire, whichwehaveproposedto beapublic
agency. Initsturn, thefinancial vehicleisa trust-like
entity, sponsored by theconcessionaire. Thefinancial
SPV, asisherein proposed, can be considered asneu-
tral, inthesensethat it isaninstrument to channel re-
sourcestotheproject, both from consumersandfrom
thepublic sector, limiting undesired transfersto third

parties.

TheSPV, sponsored by theagency, will haveits par-
ticular legal definition (fideicomiso, patrimonio
auténomo, fondo detitulizacion, grantor trust, etc.)
depending onthejurisdiction. Inany case, what isre-
quiredisalegal vehiclethat, minimizing fiscal and op-
erational costs, iscapableof obtaining resourcesfrom
the market, secured by the pledge of the cash flows
fromtheinfrastructure. Theideal SPV requiresalegal
framework that allowsfor tax neutrality, flexibility to
design contractsand freeaccessto productsand mar-
kets. Inall cases, atrust or smilar juridical instrument
isrequired.

Assignment of Cash Flows

Futurerevenuesfromtheinfrastructure haveto beex-
antedivided and assigned to cover ongoing costsand
financial liabilities. That is, theprice paid by consum-
ersshould besplit in (at least) two basic parts: operat-
ing and finance. Such apartition could beexplicit for
theconsumers, by reflectinginthecorrespondingin-
strument of payment (road toll, water bill, etc.) the
different components of theprice. Suchinformation,
which could include the existence of subsidies and
whichwould show theintergenerational redistribution
effect implicitinthefinancia part, may haveapostive
effect onthesocial acceptanceof the burden of pay-
ment.

Tosmplify, wecall “net revenue’ thepart of thecash
flowswhichareleft after payment of theongoing com-
mitments acquired by the agent in the operating and
maintenance contracts.®® These net revenues are
pledgedtothe SPV to secureitsliabilities. Depending
onthecharacteristics of the operating and maintenance
contracts, thecommercia risksimbedded intheproject
cash flowswill beshared oneway or another between
thesecontractsand the SPV. Aswasmentioned above,
it may be desirable from an incentive point of view
that the operator be paid on arevenue dependent ba-
S, at least partialy. Inthat case, therisk absorbed by
theoperator will result inan equal reduction of therisk
assignedtothe SPV.

Thecontract between the agency and the SPV will
entitlethelatter to recevethenet revenuesuntil al its
liabilitiesarecancded. That is, thelifeof theSPV is
undetermined and dependent on: i) thetotal revenue
flow, ii) the economic conditions of the operating and
maintenancecontractsandiii) thefinancial conditions
of the SPV’sliabilities. Such acontract between the
agency and the SPV turns out to be a contract be-
tweentheinfrastructureusersandthe SPV investors.

1 |f the amount of revenues allows for it the costs
of the agency could also be neted out.
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Consequently, it isjustified that the SPV be struc-
tured and itsliabilities placed under strict competitive
procedures.

Thecharacteristics of thenet revenueflow, in particu-
lar itsvariableand uncertain nature, passthrough the
SPV determining thecharacteristics of itsfinancial li-
abilities, taken asawhole. In most cases, such vari-
ability and uncertainty will requiretheliabilitiesto have
principal paymentsthat also vary. Inturn, to reduce
costs by minimizing interest raterisk premiums, the
liabilitieswill generally haveto be defined asfloating
rateinstruments. Therefore, intheabsenceof aterna-
tive sources of revenues or subsidies, thelifeof the
liabilities of the SPV, taken asawhole, will bedeter-
mined by the net revenue flow and by interest rates

14 An exampleof such acompetitive procedureina
very similar framework isthe case of the securitizationin 1996
of therightsresulting fromthe nuclear moratoriumin Spain.
An SPV, Fondo de Titulizacion under Spain's legislation,
structured under the supervision of the government, pub-
licly auctioned an amount approximately equivalent to six
billion U.S. dollars in bonds and loan participations. For a
description of that transaction see Trujillo (1996).

(and currency exchangeratesif fundingisdoneina
foreign currency).

Weareassuming that the SPV obtainsitsresourcesin
the market. However, the expected life of the SPV
may beexcessivefor investors, inparticular inemerg-
ing economies. Theseare characterized by financial
markets that are not sufficiently developed and by
political, regulatory and general macroeconomic risk,
affecting ether the project or thefinancial investors.
Theimportance of theserisksincreases dramatically
withthetimehorizon of theinvestments, andit hasto
betakeninto account that someprojects may require
financing for 25 years and beyond. To copewiththat
problem, the public sector sponsor should providea
guaranteethat limitsthe maturity of the SPV. Sucha
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guarantee does not imply adirect cost for thepublic  sary conditionsto enabletheliabilities of the SPV to
sector, but rather theobligationto establishtheneces-  berefinanced with anew SPV.
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| nsufficient Revenues

In the scheme described above, financing theinfra-
structureisequivalent tofinancingthe SPV. Thelatter
isassumed to beanonrecourseentity, managed and
represented by atrustee, with theright to thefuture
net revenueflow asitsuniquesourceof income. The
useof such aneutral vehicledoes not guaranteethe
project’sviability. Thequestionremainsasto whether
the SPV isby itsdf capableof attracting market re-
sourcesto financethe project.

Weareassuming that theright to receivefuturerev-
enueflows, granted by thepublic sector totheagency
(asconcessionaire) passesto the SPV and lasts until
thelatter paysback al itsdebts, that is, until financing
has been completed. Such aconditionwould bediffi-
cult toimplement if the special financing entity were
privately owned. However, the SPV proposedisan
instrument of the public sector, on behalf of the con-
sumers, which does not generate either profits or
losses.

Funding the SPV in the market will bemoreor less
difficult, that is, moreor less costly depending onthe
soundness of theexpected revenueflow and the com-
bination of project and palitical/regulatory risks passed
totheinvestors. Successwill result fromtheappropri-
ate mitigation of thoserisks, when possible, or from
their efficient allocation among the partiesinvolved:
thepublic sponsor, guarantorsif any, thecontractors,
the SPV investors, theconsumers (astoll payers), and
thegovernment as collector. Wedo not includeeither
theagency (theconcessionaire) or the SPV, sincethey
areassumed to beneutral entities.

Inprinciple, thefinancial packageof aproject isex-
pected to bebased onitsfuturerevenueflows, if these
areconsidered sufficient to support therequired debt
andremuneratethecapital invested. However, inmany
cases, at thetimeof structuring the project financing,
futurerevenueflows may beconsidered insufficient in

the absence of subsidiesto cover operating costsand
finance construction, and hence areincapableof at-
tracting investors. Suchasituation, caused ether by
theintrinsic lack of capacity of theproject to generate
sufficient revenues or asthedirect consequenceof an
inefficient pricepalicy, isaggravated by theuncertainty
associated with the flow of revenues and by all the
other variousrisks perceived by investors.

We define the revenues of a project as insufficient
whenthevalueof theresourcesrequired for construc-
tion, maintenanceand operation exceeds thevalue of
theexpected futureflows, discounted at market yieds
representativeof thefinancial characteristicsandrisks
assumed by investors. That is, aninsufficient revenue
situationisoneinwhich theproject is not capable of
standing by itsdf. Suchadefinition of insufficiency im-
pliesthat theassumption that revenuesflow indefinitdy
totheSPV isnot aguaranteefor the project to stand
by itsdf. In other words, anindefiniteflow does not
guaranteethat its present valueexceedstheresources
needed for the project.

A situation of insufficient revenuesrdatesbasically to
income generation capacity and to commercial risk,
but it isalso determined by the other risks affecting the
project. All kinds of project risksinfluencethe per-
ception of therdiahility of futurerevenuesandthesame
hasto besaidin relation to political and regulatory
risks, which aretakeninto account by investorswhen
selecting the appropriatelevel of the discount rate.
Therefore, if revenues assigned to the SPV are con-
sidered insufficient, as defined above, theproject re-
quiresether subsidiesto supplement market resources,
or themitigation of risk affectinginvestors, to either
increase expected revenues or reducediscount rates.

At thelimit, situations of insufficient revenuewould
includeany situationwhereprivateinvestorsareun-
willingtofinancethe SPV initstotality, since, at least
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in theory, every perceived risk has been taken into
consideration to define expected flows and appropri-
atediscount rates. However, asearlier stated, itisuseful
to separate what can be considered as pure insuffi-
cient revenuesituations, that is, those characterized
by apoor expected performance of the project given
its objective risks, from those problems caused by
subjectiverisks of apolitical and regulatory nature,
which could bemitigated under theright contracts. In
most cases, theserisksrepresent sSituations of extreme
loss or whose economic consequences are unknown
or, at least, very difficult to assess. Asaresult, expo-
suretothesesubjective risksisconsidered critical for
theinvestment decision. If the particular risk isnot
completely eiminated or dramatically mitigated, the
investor may not consider investing, independently of
how favorableareother characteristics. Anexample
of thelatter isconvertibility/transferability risk, but we
canincludealso the potential problemsthat may be
caused by decisions of the sponsor affecting project
cashflows.

Intherest of this section we cover the problemthat
we have denominated as of insufficient revenues,
leaving asidetheissues pertaining to regulatory risk.

Copingwith I nsufficient Revenues

Theintervention of the public sector inaproject, &-
ther by granting subsidies or by mitigating risks, may
bejustified ether by the existence of positive exter-
nalities, by redistributivepalicies, or by other consid-
erationsof apalitical nature. Weassumethat the ob-
jectiveof the sponsor isto interveneto enhancethe
project up to thepoint at which it can be assumed by
themarket, minimizing thecost of theintervention. The
mechanismof financedescribed herenallowsfor such
an efficient intervention by the public sector, in par-
ticular if subsidies and guarantees aregranted tothe
SPV. Wedescribe several alternativesto enhancethe
project. First, weconsider theuseof equity or subor-
dinated debt subscribed by the sponsor. Second, we
mention thepossibility of granting guaranteesasan
alternativeto the disbursement of resources. Third,
wedescribe enhancementsintheform of options at-
tached to the senior debt.

Subsidizing by Means of Subordinated Debt

As a simpleformula of direct subsidy, the sponsor
could take a share of subordinate debt in the SPV.
With asufficient proportion of subordinate debt, the
senior debt may be competitively placed with thesole
guaranteeof theexpected futurenet revenueflow. The
sponsor may subscribe subordinated debt below mar-
ket price or when amarket for the debt does not ex-
ist. Thisisaformof subsidy to the project with the
inconveniencethat it involvesthedisbursement of re-
sources. Nevertheless, it has to be pointed out that
the need for asubsidy, becauseex-antetheprojectis
not sdf-standing, does nat imply that ex-post revenues
may not proveto besufficient to cover all costsand
pay back the* subsidy” withinterest. Onthecontrary,
a subsidized project may provide revenues that the
market was unabletoforesee. If that isthecase, sub-
sdieswill returnto the sponsor; inother words, if even
tually theproject generates“excess’ revenues, these
will not betransferredto privateparties. Subsdiesgiven
tothe SPV areeasily structured to facilitatether re-
covery asthey becomesuperfluous, but subsidiesgiven
directly tobuilders, operatorsandinvestorsaremore
difficult to control and recover.

If public resources areavailable, the participation of
thesponsor inthe SPV by means of subordinated debt
or equity ishighly recommended, both fromthe point
of view of theenhancement of senior debt and for risk

mitigation purposes.

As mentioned above, the builder and the operator
may be required to subscribe subordinated debt of
the SPV. But such arequirement cannot beasolution
to copewith aproblemof insufficient revenues. This
requires ether external subsidiesor risk mitigation.
Theinvestment inthe SPV by the builder and the op-
erator pursues adifferent objective; namely, reducing
theproportion of resources obtained fromthemarket
and enhancing incentives. However, we haveto ac-
count for thepossibility that thebenefitsof requiring
suchinvestment arepartially offset by anincreasein
thecost of constructioninthecompetitivebidding pro-
cess. An adequateyield assigned to the subordinated
debt, including a premiumrepresentative of therisks

13



of investing inthe SPV, will reducethedistortion of
construction prices.

Guarantees

Thesponsor may subsidizetheproject by meansof a
widevariety of guaranteesgrantedtothe SPV. A pos-
shility isaguaranteeof theminimum |leve of revenue
recaved by theSPV. Alternativey, theguaranteecould
bedesigned to assurethat the SPV isableto service
itsdebt, and could beether granted directly tothe
vehicleor through athird party acting asliquidity pro-
vider. A guaranteeto limit thematurity of the SPV (and
refinanceit by meansof anew vehicle) isalsoaform
of subsidy. In those cases in which the SPV incurs
currency exchangerisk, thesubsidy could bethetotal
or partial mitigation of that risk.

Instead of subsidizing by meansaf investinginthe SPV
or guaranteeing itsincomeor senior debt, the spon-
sor may guarantee a subordinated debt share sub-
scribed by athird party. However, in additionto the
endorsement by the sponsor, if the subordinated debt
issupposed to betaken by privateinvestors, it must
have characteristicsand expected yidd that justify the
investment onamarket basis. Itispossibletoassigna
highyield, but ingeneral it isdifficult to define other
attractivefinancial characteristics when the subordi-
nated debt istheresidual of thesenior debt inaninfra-
structureproject financing.

Subordinated debt may take variousforms, depend-
ing onthe characteristics of subordination, risk limits,
risk premiums, etc. Inall casesitsbasicroleistopro-
videacushionto protect senior investors, by absorb-

ingindiscriminately all thoserisks affecting the SPV
which havenot been specifically covered. Inthat sense,
guaranteaing subordinated debt has different implica-
tions, fromarisk point of view, than granting guaran-
teesto specificrisks, asit may result inthe coverage
of al kindsof riskswithout distinction.

If the sponsor hasapoor credit-risk rating, aslikey to
occur in projects sponsored by municipalities, itisim-
portant to avoid guaranteeswhich eventually may re-
quirethedisbursement of funds. In somecasesit may
besufficient for the sponsor to guaranteetheimple-
mentation of price policy changes.

Using Put Options

Asaform of subsidy, senior debt may beissued with
an attached put optionthat, under predetermined cir-
cumstances, alowstheinvestorsto put their bondsto
the sponsor or to an alternative guarantor. Thecir-
cumstances under which the option can be exercised
may refer to the evolution of project revenues or to
precise events which may endanger SPV cash flows.
Insuch acase, thecredit risk of theoption sdller be-
comestherdevant issue.

Analternativeto aput option that prepays senior debt
isthepossibility of putting the bondsin exchangefor
debt of predetermined characteristics, ather issued by
the sponsor or by athird party. Such aswap of risk
could bedefinitiveor temporary. That is, investors may
have the option to return to the original debt if the
solvency of theSPV isrestored. Again, therisk of the
issuer of the debt becomes the relevant risk for the
investor.
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TheBenefits of Unbundling

Thepositiveeffects of the unbundled mechanism(un-
bundling the project and SPV financing) ontheoverall
cost of the project derive principally fromthemore
efficient allocation of theobjectiverisksaffectingthe
project. Themechanism allowsfor the mitigation of
the uncertainty that typically characterizes both the
revenueflow (demand) and thefinancial cost (interest
rates and exchangerates). It also allowsfor a better
treatment of subjectiverisksof apoalitical and regula
tory nature. Inadditiontothereduction of theoverall
cost (which in some cases can make a project eco-
nomically viable), theunbundled mechanismprovides
thesponsor with ahigher degreeof flexibility, particu-
larly inthecharacteristics of the operating and mainte-
nance contractsand in pricing policy.”

5 An anonymous reviewer points out that “...the
advantadges (of a public SPV) are not clear, since those
that are claimed are counterbalanced by the incentive prob-
lemsinherent to public agenciesand by the disadvantadges
of an endless multiplication of public agencies. An alterna-
tive schemeis proposed by means of the following example
for afranchised road... a construction company builds and
mantainsthe road, in exchange of a fixed (in present val ue)
sum; an operating company working on a fixed term lease
collectstolls, keepsa predetermined sumas payment for its
services and gives the remainder to the construction com-
pany until the sumowed to the company is collected. Under
such scheme, there is no need for the elaborate system of
SPVs. The government must be able to check the revenues
collected by the operator, but that has an order of difficulty
easier than being an efficient operator of an SPV.”

These comments show some confusionin relation totherole
of the SPV and its public or private nature. On the one side,
wemay consider the concessionaire of our schemeasakind
of SPV, inthesensethat it could be an ad-hoc agency set up
to play the organizational and supervisory roles, previously
described. Such an agency could be public or private and

Starting with the effect of risks on the construction
contract, wearguethat theisolation of thefunds ob-
tained by the SPV in an escrow account will guaran-
teethecontractor that, upon satisfaction of the com-
mitmentsof itscontract, the paymentswill bereceaved
indueamount and time. Such aguaranteeshouldre-
aultinlessinflated contractsthan thosetypical of BOT
concessions.

In the case of the operator, we can assumethat the
uncertainty affectingits economic performanceislim-
ited to thecommercial risk which hasbeenleft inthe
definition of itsrevenue policy. Indeed, with general-
ity, wecan assumethat operating costsaremuch less
affected than revenues by uncertainty. Inaddition, un-

may perform other activities unrelated to the infrastructure
under discussion. Most of the roles which we assign to the
agency-concessionaire are played by the franchise holder of
aBOT, but it is not clear who is playing those roles in the
reviewer’'sexample. Ontheother side, we havethefinancing
SPV, whichisacompletely different kind of entity, bothinits
roleand legal nature. Thefinancing SPV (basically agrantor
trust), is neither public nor private but a pureneutral instru-
ment, technically owned by itsinvestors and which we could,
being somewhat liberal in terminology, consider the property
of the infrastructure users. Comparing its role with the
reviewer’s example, the SPV receivesthe net revenuesfrom
the operating company and pays the investors, not the con-
struction company. The latter received its payment at the
termination of construction (hence no need for present value
calculation). Therefore, the difference between proposals, in
relation to financing, is that in the reviewer’s example the
burden of financing is for the construction company, that
passesit to theinfrastructure payersthrough its demand of a
futurecash flow (in present value), whileby means of an SPV
such a cash flow demand (its present value) is determinad in
thefinancial markets, wherethe SPV obtainsitsfunding. We
claimthat thelatter is necessarily more efficient.
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bundling allowsfor ashorter contract maturity. The
combination of lessuncertainty and ashorter maturity
reduces renegotiation risk and post-contract oppor-
tunismand, asaconsequence, givesriseto morereal-
igtic bids.*®

It may not be possible, nor desirable, to diminateall
commercia risk fromtheoperating contract; however,
areduction of the uncertainty affecting the contract
may reduce the overall cost. Such a possibility, al-
waysat theexpenseof increasing thevariability of the
cash flowsassigned to the SPV, could taketheform
of arisk sharing cap-floor agreement that leavesthe
revenue of the operator inaband. A shorter maturity
of theoperating contract, inrelationto that required
by aBOT mechanism, facilitates theimplementation
of suchaguarantee’’

Theéffectsof uncertainty onthecash flowsassigned
to the SPV are absorbed by the open-ended nature
of thehorizonand by structuringitsliabilitieswith vari-
ablepayments and floating rates. In addition, aswas
mentioned above, refinancing guarantees and liquidity
facilitiescould beprovided by thepublic sponsor. With
suchafinancing scheme, an overestimation of revenues
or higher than expected interest rates will betrans-
formed into an extension of the period of financing
and a longer period of payment by consumers. By
contrast, underestimation of revenues or lower than
expected interest rateswill benefit ether the consum-
ersor thepublic sponsor, depending ontheallocation
of the excess revenues when financing concludes.

Another effect of unbundling isthe possibility of hav-
ing flexible pricepalicies. Ontheonehand, theflex-
ibility derivesfromtheshorter maturity of the conces-
sion period for the operator, compared to BOT
schemes. On the other hand, contracts may include

16 Onthisissueseealso Engd,Fischer and Galetovic
(1996).

17 An example of such a guarantee can befoundin
theBOT concession of the Cali-Floridatoll road in Colombia
in1996.

admissible price modifications whose effect is auto-
matically passed on to the SPV. In addition, thede-
finitivestructureand levd of pricesaffecting consum-
ers can be postponed to thetermination of construc-
tion, allowing for abetter adjustment of pricesto mar-
ket conditions, thusreducing theerrorsin demand es-
timates. Inthecaseof BOT schemes, which require
establishing the pricepolicy for thecompletetime ho-
rizon beforethe concessionisgranted, thepossibility
of priceflexibility isvery limited. By contrast, thede-
greeof flexibility with regard to pricing policies ac-
ceptableby the SPV investors may belarger.

The unbundled mechanism also makes the
intergenerational distribution of costs moreattainable.
Theperiod of financing can beextended independently
of the operating concession, adapting thefinancing ho-
rizon of theinfrastructuretoitsreal depreciation and
use. BOT mechanisms biastheredistribution of the
burden of financing towards the present generation.
Thisisnotoriousinthecaseof infrastructureprojects
that arebuilt tolast for decadesif not for centuries.
Theproblemisthat under strictly privatesolutions, as
isthecaseof BOT concessions, investorsare unable
to consider horizons beyond certain limits, aproblem
aggravated in emerging economies. Onthecontrary,
“indtitutional” arrangements such astransfersamong
consumer groups can also beexplicitly attained by al-
locating excessrevenues of theinfrastructureto other
projectsthat yidd adeficit.

The unbundled mechanismmay bemoreefficient if
subsidies and guarantees are given to the SPV. With
suchanintermediation, public sector transferswill ben-
efit consumersdirectly by, ceteris paribus, reducing
ather pricesor thelength of theperiod of financing. In
addition, subsidies can bedesigned in such away that
they returntothe public sector if eventually shownto
beunnecessary. Inany case, public sector transfersto
consumers (granted through the SPV by meansof sub-
sidies, guarantees or subordinated debt), can bejusti-
fiedintermsof thefuturetax revenuesto begenerated
by the project. By facilitating theviability of aproject
thepublic sector creates asourceof futurepublicre-
SOUICes.
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In many cases and not only in emerging economies,
thereissocial resistanceto paying directly for thein-
frastructureservice. We arguethat payment by con-
sumers will be socially more acceptableif the pro-
posed SPV structureisimplemented and appropriate
information of pricesisgiven. Thealternative, from
thepoint of view of consumers, isthat theinfrastruc-
tureisfully paid either by itsusersor by all taxpayers
(through public sector support). Consumers do not
profit from the fact that a BOT concessionaire has
underpriced a concession. Such a case always ends
up ether inthebankruptcy of theconcessionaire, or in
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public subsidy or therenegotiation of contracts. Thus,
theunderpricing of aBOT will not result inaperma-
nently lower burdenfor theusersor thetaxpayers.

The unbundled mechanism may make financing in
thelocal currency moreattainable, thusreducing cur-
rency exchangerisk and cost. An SPV structure, se-
cured by the open-ended contract with theinfrastruc-
ture users, may be positively perceived from arisk
point of view by local institutional long-runinvestors.
However, in someemerging economiesthese sources
of funding arevery scarce.



The Roleof MLAS

Fromatheoretical point of view, theexistenceof mul-
tilateral agenciesisjustified becausefinancial markets
fail toprovideandficient allocation of funds. Thiscould
beether because of the existenceof oneof thetradi-
tional sources of market failure, such asexternalities
generated by the project, or, morelikely, because of
theasymmetricinformation problemstypical of finan-
cid markets, particularly wheremultiple countriesand
currencies are concerned.

Oneof themgjor problemsinfinancinginfrastructure
projectsin emerging economiesisthelack of domes-
ticlong-term capital. Theabsenceof developed long-
term domestic financial markets stemsfromamore
fundamental financial market imperfection. Insuch
economies, in our view, thekey explanation for the
lack of long-term funding that can betapped by such
projectsistheexcessiverisk that investors attributeto
theprojects, anattitudejustified by theintrinsicinsta-
bility of ingtitutionsin general and the economy inpar-
ticular, and the absence of thegovernment’s ability to
commit to astableregulatory policy.

Morespecifically, asnoted by Barrientos (1995), “ cer-
tain types of risks, particularly those concerning the
maintenance of stablepalitical and regulatory condi-
tionsover thelongterm, or theeffectivegovernmental
or agency performanceof contractual obligationsre-
main difficult for the private sector to absorb or man-
age” Thisexplanationisaso consstent withtwo other
characteristics of financial marketsin emerging econo-
mies. First, government guarantess by themsdvesare
geneardly not sufficient to attract long-termfunding. Sec-
ond, the success of privatization programsin some
countries (for instancein Argenting) indicatesthat capi-
tal doesexist that can beinvestedinlong-termprojects,
provided that investors expect their profitability not to
beimpaired by palitical decision.

Traditionally, theroleof multilateral agencies(MLA)
has been to providelong-term capital to economies
lacking such fundsfor projects generatinglong-term
cash flows. In these operations, theMLA actsas a
monitor of the project, but also of the government
sponsoring it, which usually provides someguaran-
tees. Fromthat perspective, theroleof theMLA is
that of abank, whichlendslongterm, usingits moni-
toring ability toidentify theright investment opportuni-
ties. TheMLA saccesstothemajor financial markets
complementsthisschemeby allowingit to obtainfunds
inthemost efficient way.

Still, as the role of public and private sectors has
evolved, theenvironment inwhichthe ML A operates
isbound to change.

TheNew Financing Environment

Traditiondly, MLA financing hasbesnasourceof funds
for investment projects sponsored by the public sec-
tor. Withthedecreasingroleof the public sector inthe
economy, this has begun to change. Private sector
participationin providing equity to projects channded
through BOTs or BLTs has increased, but as
Barrientoset al. (199 5) point out, “...alternative av-
enues must be sought to mobilize additional private
resources for the productive sector.” Indeed, if the
roleof privatesector fundingintheprojectismainly to
provide equity, thismay proveto be expensive, and
evenunreliable, since, evenin deveoped industrial
countriestheremay beashortageof thistypeof funds.

In addition, theincreased involvement of theprivate
sector through eguity participation, althoughwelcome,
raisesanew issuebecause of theaccessof the project
to (public) MLA financing. Indeed, theMLA support
may result ex post in an unintended transfer of re-
sources from the MLA to the private sector if the
project issuccessful.
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TheUseof Special Purpose Vehicle Financing

If thepolicy of theMLA isto providesupport tothe
projects by means of loans, theuse of aneutral SPV
shows some advantages. Inthefirst place, theMLA
asalender isbetter protected if financing isgivento
the SPV instead of the concessionaire.’® However,
thecharacterigticsof lending, whichmay implicitly con-
tain aportion of subsidy, can bedesigned to recover
thesubsidy part if the project eventually is sdf-sus-
taining. In addition, the“public’ nature of the SPV
makesit politically moreacceptablefor theMLA to
transfer resourcestotheproject. Moreover, financing
giventothe SPV could beconditioned ontheguaran-
teesof thepublic sponsor inrdationtoregulatory risks.

However, theroleof the MLA may change, reducing
itsconcentration ontraditional lending activity andin-
creasing two other types of activities: credit enhance-
ment and strengthening thelegal and regulatory frame-
work.

Theuseof guarantessgranted by theM LA tothe SPV
isan alternativeto direct loans. Guarantees could be
intheformof alineof credit (LOC) giventothe SPV,
limited bothinitsvolumeand inthecircumstances un-
der whichit can be used. Alternatively, guarantees
could begranted to athird party that issuesthe LOC.
Such guarantees areless costly than loan disburse-
ments and reduce currency exchange problems. Po-
litical and regulatory riskstaken aside, therisk that the
given guaranteesresult in thedisbursement of funds
by theMLA ismitigated by the open-ended nature of
the SPV.¥

8 |n most cases, the ML A requires a counter guar-
antee of thegovernment, making the argument of better pro-
tection unimportant. However, it has to be taken into ac-
count that in some cases the cash flows of the SPV have a
higher credit quality than thelocal government itself.

% On the use of guarantees by the MLA see
Barrientoset al (1995).

By providing guarantees, theMLA may indicatethat it
has monitored thewholestructure of theproject, that
each agent isableto performits contractual obliga-
tions, that theincentive schemereduces moral hazard
and that, overall, the project is sound and correctly
designed to producethelong-term cash flowsthein-
vestors expect. The use of guarantees also enables
the MLA totarget more specifically thetypesof risk
that it will cover, concentrating itsresourcesmoreon
systemicrisks (eg. currency convertibility) and avoid-
ing coverageof risksrdatedto purdy commercia fac-
tors.®

Thestrengthening of thelegal andtheregulatory frame-
work isatypeof activity that MLAs already accom-
plish,?* but which would be emphasized if the tech-
niquesof project financewereto bemoredeeply used.
Indeed, the stronger thelegal and regulatory frame-
work, theeasier it isfor the sponsor to commitina
credibleway to develop astableregulatory policy. In
the case of unbundled concessions, whichrequirea
high degree of coordination toimplement theprocess,
thereisan additional rolefor theMLA. That roleisas
advisor for the preliminary financial and legal struc-
tures of theprojects, supervisor of the contract grant-
ing processes and, during thelifeof the project, me-
diator inthecaseof disputesover theeffect of policy
changesonthelevel and alocation of cash flows.

2 Theinterest rate reduction obtained through the
guarantees of the MLA can be spectacular as reported in
Hass and Bender (1996,) for the case of Chilé sPan American
Highway inwhich interest rateswerereduced from 12%for a
nonguaranteed project to 8% with the guarantees.

2 SeeRivasand Vives (1996) “I DB Group Support
for PrivateInfrastructure.”
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| mplementation

Unbundling could becriticized on thegrounds of the
higher degree of difficulty which may berequiredto
implement theprojects, inrdationtoaBOT alterna-
tive. Indeed, we have mentioned that unbundling may
giveriseto atrade-off between the degree of inde-
pendence of each of the contractual processes and
theneed for coordination by the public sponsor. Such
aproblem can bemitigated from the point of view of
thepublic sponsor by means of two alternatives that
amount to thetransfer of responsibilities (at acost) to
theprivate sector.

Inthosecasesinwhichit isadvisablethat thepublic
sector minimizeitsresponsibilities of coordination, two
alternatives can be proposed. A radical proposal is
that therole of the concessionaire, instead of being
carried out by a public agency, is carried out by a
private company. Such an alternative should not be
confussdwithaBOT mechanism. Theproposal isthat
aprivateagent, subject to the conditions established
by the public sponsor, implement the process of sub-
contracting and monitor the contracts, whilesimulta-
neoudly structuring and launchingthe SPV. That is, a
private company acts as a service company for the
project but without assuming the project risks.

Alternativey, implementation could besimplified by
requiring that private participants present ajoint pro-
posal that coversall theactivities of the project: con-
struction, operating and financial resources by means
of the SPV, each activity under itsindependent con-
tract andin all cases subject to the conditions estab-
lished by the agency acting as concessionaire. This
alternativereduces the problem of coordination for
the public agency, but at the cost of reducing compe-
tition, and thereforelosing one of the benefits of un-
bundling.

TheProject Steps

Thefollowing isalist of the basic steps for project
implementation and a short description of thecontents
of each step. Theneed for coordination and theim-
portanceof timing inthegranting processareobvious.

i) Public Sector Decision

Project identification

Public/private agency appointment
Instructionstotheagency toinitiatethe
project

i) Preliminary Technical Sudies
The agency appointsatechnical agent to:

Definetechnical characteristics
Evauaterights of way

Perform environmental studies
Performprdiminary cost gpproach: construc-
tion, operation and maintenance

Makefirst traffic and revenue studies
Ddfinefirst proposalsfor toll policy

i) Preliminary Financial Sudies

The agency appointsafinancial advisor to develop
thepreiminary SPV and design and assesstheviabil-
ity of theproject. Thepreliminary cost and revenue
resultsfromthetechnical agent are used by thefinan-
cial advisor asabasicinput.

Basiclegal structure
Cashflow analysis
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Viablesources of funds

Roleof MLA

Credit enhancement proposals

Need for subsidies or guaranteesto mitigate
market risks

Mechanismsto mitigateregulatory risk

iv) The Bidding Process

The public agency with the technical agent and the
financial advisor definesthe parametersof thebidding
process. Theadvisorsarenot permitted to participate
or berdatedtotheparticipants. They will act asadvi-
sorsto the public agency inthefinal decision.

Parametersfor theBids

Design specifications
Basictall structure
SPV basic principles

Guarantees granted by the public sponsor
Other third party guarantees(MLA, €tc.)
Limit on concession period (operating)
Minimumstructureof insurance,
guarantessandfines

Congtruction Bid

Congtruction specifications, scheduleand

costs

Performance guarantees )
Participationinthe SPV with subordinated

debt

Operation and MaintenanceBid

Operation and maintenance characteristics
and costs

Proposal for toll to beassigned
Performance guarantees
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Participationinthe SPV withthesubordinated
debt
Trafficsudies

Financing Bid

Legal andfinancial structureof the SPV
Regulations

Sourceof funds

Guarantees and credit enhancement
Underwriting commitment: costs, character-
isticsand guarantees

Dependenceof the proposal onthedefinitive
toll structure

Expected cash flow analysis
Preratinganaysis

Bid Sdection Criteria

Design specificationsand construction
costs

Operation and maintenance specifications
and cost

Support provided through subordinated debt
and itscosts

All In Cost paid by the SPV
Experience and strength of the contractors
Strength of theunderwriting compromise
Tal pdicy flexibility

Participation of local companies

Project Initiation

Adjudication resolved

Licensesandrights of way available
Contractssigned

Trusteesdected

SPV launched

Funds deposited in the SPV’s escrow account
Construction starts



Final Comments

The disadvantages of BOT schemes are caused by
thesevereuncertainty affecting most projectsand un-
der which their contracts haveto be signed. Those
contractsincorporate unnecessary risk and haveahigh
risk of renegotiation. High inflationary and unstable
environments, common to most emerging economies,
further complicate problems.

Schemes based on the unbundling of project activities
and financing through neutral special purposevehides,
created on behalf of theinfrastructureusersand pay-
ers, reducerisksand allow for an efficient use of pub-
lic subsidies and guarantees, minimizing undesired
transferstothe private sector.

Themain criticism of theseunbundled schemesisthe
lack of efficient public sector institutionsto articulate
the project and supervisethe private sector partici-
pants. However, such a situation does not occur in
somecountriesand, if necessary, it ispossibleto ex-
pand theroleof theprivate sector to performtheco-
ordinatingrole.

Theproblem of financing projectsin domestic mar-
kets, and avoiding currency exchangerisks, is com-
monto both BOT and unbundled schemes. However,
wearguethat thelatter areinardatively morefavor-
ablepositionto attempt to find local long-runinves-
tors.

22



References

Arca, E. (1996): Cross-Border Securitization. The Review of Banking and Financial Services Standard &
Poor’s. February.

Barrientos, M.E. 1995: Use of Bank Guarantees. Inter-American Devel opment Bank, Private Sector De-
partment. Internal document. July.

Beato, P. and Vives, A. 1996: Risk, Fiscal, and Efficiency Issuesin Public-Private Arrangements for the
Provision of Services. Infrastructure, Vol. I, No.3, pp 3-14, Spring.

Cohen, R., Comito, V., Dal Prato, L., 1995: La Gestione Finanziariadel Progetti. Milan: Guerini & Associati.

Doetsch, Douglas A. 1996: Emerging Market Cash Flow Securitization Take Off. International Financial
Law Review. November.

Engd, E., Fischer, R. and Galetovic, A. 1996: A New Mechanism to Auction Higway Franchises. Serie
Economia No. 13. Santiago: Centro de Economia Aplicada. Facultad de Ciencias Fisicasy Mateméticas.
Universidad de Chile. November.

1997. Working Paper. Revenue-Based Auctions and the Unbundling of Infrastructure Franchises.
W.P. presented at the Conference Alternativesto Traditional BOTsfor Financing Infrastructure Projects,”
Washington, D.C.: IDB, June.

Hass, J.E. and Bender, C.S. 1996. The Problem of Attracting Long-Term Debt for Privately Financed
Infraestructure. The Journal of Project Finance. Spring.

Fishbein, G. and Babbar, S. (1996). Private Financing of Toll Roads. RCM Discussion Paper SeriesNo. 117.
Washington, D.C.: TheWorld Bank. December.

Frexas, X. and Garcia-Fontes, W. 1995. Infrastructure Financing for Argentine's Provinces: | ssues and Op-
tions. Barcelona: Universitat Pompeu i Fabra.

Isradl, A. 1992. Issuesfor Infrastructure Management in the 1990s. World Bank Discussion Papers. No.
171. Washington D.C.: TheWorld Bank.

Kessides, Ch. 1993. Institutional Optionsfor theProvision of Infrastructure. World Bank Discussion Papers.
No. 212. Washington D.C.: TheWorld Bank.

Kwoka, J. 1996. Privatization, Deregulation, and Competition. PSD Occasional Paper No. 27. Washington,
D.C.: TheWorld Bank. September.

23



Roberts, D.L., Hayes, W.T. andMoran, M.T. 1996. FutureFlow Securitization Rating Methodology. Duff &
Phelps Credit Rating Co. Executive Summary

Sauvage, J.G. and Sheen, R. 1995. Pooled Project Finance Financings. The Journal of Project Finance.
Spring.

Stewart-Smith, Martin. 1995. Private Financing and Infrastructure Provisionin Emerging Markets. Law &
Policy inInternational Business. Vol 26 No4. Summer.

Trujillo, J. 1996. Securitization of Tax Credits. The Spanish Nuclear Moratorium. The Financier ACTM, Val.
3. No. 1, February.

LaTitulizacion delos DerechosdelaMoratoria Nuclear. Cuadernos de | nformaci én Econémica.
No. 112. FIES Madrid. July.

Verzariu, P. 1996. Investment Rating Enhancement on Small-Scale I nfrastructure Projectsin Developing
Countries. The Journal of Project Finance. Fall.

24



