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Foreword

As part of our mission to “Reduce Poverty Through Growth”, an MCC priority is to increase the impact of
Compact funding by integrating the private sector into Compact development and implementation. The
premise is that private sector participation will result in greater sustainability of Compact investments
through increased employment, markets, innovation, efficiency and trade. Compact funding can play a
catalytic role by facilitating private sector trade and investment in those countries that are accelerating
reform and providing new opportunities for the poor to participate in that growth. MCC’s Private Sector
Initiatives (MCC PSI) team actively seeks collaboration with the private sector that can contribute to
economic growth and poverty reduction in Compact countries.

This toolkit presents four models of private sector collaboration: Private Finance of Infrastructure,
Outsourced Management, Output-Based Aid, and Social Franchise. The toolkit includes a brief description
of each model and suggested ways to incorporate the model into Compact design. Case studies, best
practices and lessons learned are featured to demonstrate the benefits and challenges of these models.
Financial tools that can enhance the models are also highlighted.

As private sector collaboration can be complex, MCC PSI encourages countries to consider and integrate
private sector initiatives early in Compact design, and to consult advisors when additional expertise is
required. MCC PSI offers itself as a resource to Compact-eligible countries that are considering and
structuring private sector initiatives for their Compacts. There are also several organizations that MCC PSI
can recommend for expertise and detailed advice on specific initiatives.

MCC PSI developed this toolkit with the assistance of the Emerging Markets Group, Ltd., (EMG), an
international development consulting firm working with MCC since 2004. We would like to thank the
members of this team which included from the MCC side, Jeri Jensen, Stephen Gaull, Tom Campbell,
Andrew Farnum, Lia Arnold, and Matt Harsha-Strong, and from EMG, Fernando Balderrama, Mary
Beggs, Andy Dijkerman, John Fay, Thomas Pellerin (Team Leader), and Ken Smarzik.

Jason Bauer
Director, Private Sector Initiatives
PSI@mcc.gov
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Introduction

1. Objective and Context

The mission of the Millennium Challenge Corporation (MCC) is to reduce poverty through sustainable
economic growth. Fostering the growth of the private sector is an integral part of the MCC strategy and
while the MCC has been active in promoting private sector development through dedicated programes, it
also encourages Compact countries to propose programs that integrate the private sector to gain greater
effectiveness and enhanced sustainability.

The objective of this toolkit is to expose Compact-eligible countries and their Millennium Challenge
Account entities (MCA)' to ways to engage the private sector for leveraging and helping to ensure
sustainability” of investments made by the Compact. The toolkit is designed to help host governments
identify and structure projects at proposal development stage prior to Compact signing. The toolkit does
not provide a cookie-cutter approach to developing partnerships; rather, it intends to stimulate creative
thinking based on several available approaches to involving the private sector. With its tools and
processes, the toolkit guides users through the critical thinking and steps necessary to put together a
successful partnership. However, this toolkit is not exhaustive and host governments will likely need to tap
into specialized expertise, whether in their own ministries or externally through donors, advisory firms,
and others.

Four models of private sector engagement are illustrated by this toolkit: Private Financing of Infrastructure
(PFI), Outsourced Management, Output-Based Aid (OBA), and Social Franchise. The toolkit is modular so
each section can stand alone. Some general considerations of why to involve the private sector are
introduced followed by a presentation of each model. Each module includes a description of the model, the
roles of stakeholders, MCC parameters that must be addressed, key success factors, and a way forward
supported by several case studies. Finally, each module contains a list of resources users can access to gain
more insight into the use and applicability of the model for their particular situation.

In each of the models there are many roles that must be filled for success. This document outlines how the
MCC, MCA, partner governments and the private sector can assume appropriate duties and
responsibilities. When determining who can do what, it is important to recognize that each situation is
unique. For example, the funding of advisors might be assumed by either the partner government or the
MCC before the Compact is signed, while work after Compact signing would be funded by the Compact.
Partner countries will work with MCC to identify for each project the most adequate mix of resources and
expertise.

! Hereinafter, the Millennium Challenge Corporation is referred to as “MCC” while entities designated by governments of Compact-eligible
countries to develop as well as implement Compacts are referred to as “MCA”.

% The terms leverage and sustainability are used often in this toolkit. Leverage refers to additionality of private sector funds, skills, and
resources. Sustainability refers to the ability of an activity funded by a Compact to be financially viable using its own resources once Compact
funding has ceased.

Private Sector Initiatives Toolkit 1
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Chart 1: Sustainability & Leverage
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Throughout this toolkit, the term Private Sector Initiative (PSI) refers to all types of collaboration with the
private sector. This term is used because it is neutral from any specific approach that is presented and
distinct from a more commonly-used term, Public Private Partnerships (PPP). Within the development
field, PPP carries different meanings for different parties. For instance, the infrastructure industry uses this
term to describe the numerous forms of private sector contracting available to governments, while the
social sector might view PPP as a mechanism for tapping into corporate social responsibility. For this
reason, the document avoids the use of PPP as a generic concept, though much of the literature uses the
term.

2. Why Involve the Private Sector?

As developed markets mature and investment returns flatten, the private sector is drawn increasingly to
emerging markets for high gains / high risk investment opportunities. This presents opportunities for MCC
eligible countries to tap into additional funding for their activities and to ensure the sustainability of their
MCC-funded activities. MCC-eligible countries have a demonstrated commitment to policy reforms that
foster private sector-led growth. They are selected as high performers among their peers and can use this
asset to attract more private sector investment and greatly accelerate their rate of economic growth.

2.1. Who is the Private Sector?

For the purpose of this toolkit, the private sector includes the indigenous, regional, and international firms
and non-governmental organizations (NGOs) that do business in the country or that might do business.
While multinational corporations bring opportunities for large-scale investment, indigenous and regional
investors play an increasingly critical role in stimulating economic development. Successful examples of

2 Private Sector Initiatives Toolkit
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collaboration between the public and private sectors in Indonesia, South Africa, Uganda, and Kenya all
demonstrate the ability of the public sector to leverage financing from domestic markets. Within the range
of activities supported by MCC funding and across the various PSI models this toolkit develops and
describes, there are opportunities for all types of private sector stakeholders, giving host governments a
broad range of additional players with which to work.

2.2. What Does the Private Sector Bring?

Private sector involvement in Compacts can create sustainable employment, spur innovation, improve
access to new markets, and/or stimulate trade. According to the UK Department for International
Development (DFID), “nine out of ten jobs in the developing world are in the private sector.”

By engaging the private sector to bring its best skills and resources to the table—technical excellence,
efficiency, sound management expertise, optimal capital allocation—the MCA can leverage the funding
the MCC provides. This helps ensure that the impact of MCA projects is felt over the long-term and that
the use of best practices is accelerated throughout the country.

Sustainable growth is a core element of MCC’s mandate and engaging the private sector enables Compact-
eligible countries to multiply the size and impact of Compacts. It is important that any relationships with
the private sector contribute to both economic growth and sustainability. Activities that engage the private
sector’s bottom line business interests often deliver the most sustainable impact. This is best summarized
by Kofi Annan:

“There are many positive ways for business to make a difference in the lives of the poor—
not through philanthropy, though that is also very important—nbut through initiatives that,
over time, will help to build new markets.”

2.3. What Conditions for Involvement?

In order to evaluate potential opportunities to engage the private sector in the delivery of core public
goods, an understanding of the motivations of both the public and private sector is required. A relationship
that provides long-term benefits and sustainability must provide value to all stakeholders. However, the
private sector and the public sector use different lenses to evaluate potential opportunities: the public
sector views projects in terms of economic viability, while the private sector is focused on financial
viability.

Financial viability considers whether the investment will be financially sustainable over the long term;
whether revenue will exceed expenses; and the degree of risk. The key metric for assessing financial
viability, the Financial Internal Rate of Return (FIRR), measures the financial return on investment of an
income generation project and is an indicator that investors use in making investment decisions.

When assessing opportunities, governments must look at the total economic viability of a project.
Economic viability considers the macroeconomic effects of an activity over the long-term, a calculation
that transcends financial viability as it must take into account the government’s responsibilities to create a
sound operating environment, manage simultaneous demands for/on state resources and provide core
services to its people. Access to good, reliable public services is critical for developing countries to lift
themselves out of poverty and it is the role of public entities to ensure the provision of core public services

3 “Doing Business With the Poor, a Field Guide”, World Business Council on Sustainable Development, 2005
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like safe water and sanitation, modern energy, transport, communications, basic education and health
services. Since governments have many competing priorities and often limited resources, optimization of
monies allocated to provide public services and goods is essential. Engaging the private sector can enhance
government’s effectiveness by transferring certain types of risk to the private sector and making use of its
expertise and financial investments. MCC measures the economic viability of a project by measuring the
Economic Rate of Return (ERR). The ERR is the result of a cost-benefits analysis whereby costs are the
financial expenses of a proposed project, and benefits the increased income of a country’s population or
value added by its firms due specifically to the proposed project”. It is a key decision metric that MCC
decision-makers use in accepting a given investment project into a Compact.

2.4. What is Risk Allocation?

Successful partnerships involve an optimal allocation of risks, and all major investment projects include a
multitude of risks that both the public and private sectors recognize and assume. The government, with
input from the private sector, financiers and donors, can allocate the project risks to the party most able to
manage and mitigate them. This is a critical success factor in the sustainability of public-private project
efforts. This allocation of risks to the party most able to manage them is also the hallmark of an efficient
financial structure. Inefficient structures raise the costs of a project and lower its returns.

+ Demand Risk. Demand risk refers to the risk associated with consumers’ ability and willingness to
pay for services. When the responsibility for collecting user fees lies with the private operator, it faces
the risk that political pressure could be exerted to continue service delivery, even when certain
beneficiary groups are unable or unwilling to pay. This is a problem because individuals often find
ways to use services and avoid payment (i.e. free-riders). The problem can be addressed by allocating
demand risk to the public sector and performance risk to the private sector. Demand risk can be offset

by credit enhancements such as credit guarantees or payment schemes as reflected in Output-Based
Aid.

+ Payment Risk. When a government assumes the responsibility to pay a private operator, payment risk
is substituted for demand risk. In this case, the private operator may still be exposed to the risk of a
government’s creditworthiness and contractual commitment to pay. Credit guarantees may be a way to
mitigate this risk.

+ Performance Risk. This refers to risks of properly operating an asset, delivering quality service, and
meeting performance standards. A core reason for engaging in PSI models is to shift the performance
risk to the private sector which brings expertise in this area.

+ Political Risk. The private sector is concerned that it could embark on a project with the public sector
and the government could face changes which could alter its engagement. Potential investors all ask
similar questions: What is the stability in the country? What are the chances that a contract can be
voided by a new government, leading to expropriation or creeping expropriation?

+ Regulatory Risk. Regulatory risks can encompass a wide range of issues, but the one which most
often causes difficulty is the unwillingness or inability of a regulator to increase tariffs in line with
increasing costs of service delivery. Private firms have learned from experience to be very wary of
long-term commitments that expose them to the risk of inadequate tariff revision. This can be
mitigated by allocating demand risk to the government and making the latter responsible for payment

4 For more information on MCC’s Economic Rate of Return, please consult www.mcc.gov/programs/err
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on the basis of service availability or performance targets as discussed below. This is an appropriate
risk to allocate to the public sector because it has the means to choose between raising tariffs for users
or absorbing the increased costs through public finance. In well-structured deals, there is a role for
donors to work with governments and help them anticipate and absorb this kind of risk.

Foreign Exchange Risk and Financing. Large investments financed through debt denominated in
foreign currencies are subject to the risk of local currency depreciation and devaluation, which may
seriously affect the financial viability of a project. To circumvent this problem, private firms now
routinely look for domestic financing (loan, bonds) to avoid currency mismatches. In most developing
countries, long-term debt financing is usually not available and requires support from donors or
international financial institutions. To help secure domestic currency denominated bonds, a credit
guarantee could be used.

Sector Specific Private Sector Approaches. There are certain sectors in which private sector firms
are more likely to invest than others. Primarily, private sector firms are interested in becoming full
partners in sectors that provide predicable market returns such as telecom, gas lines, airports, etc. In
other sectors such as utilities, water, and sewerage, there is more hesitancy about participating. Private
sector approaches need to take this into account by maximizing leverage where possible and selecting
less advanced models when necessary.

3. Presentation of the PSI Models

Below are brief introductions to the PSI models that the following sections of this toolkit elaborate in
greater detail. It is important to point out that these models can be used across projects or sectors and that
there are some linkages (and overlap) between them. They can be mixed and matched to ensure the success
of large, complex projects.

Reviewing and building upon the structures through which donors have engaged the private sector, there
are four distinct models that could leverage Compact investments and contribute substantially to the
sustainability of those investments. Though these PSI models all contribute to both leverage and
sustainability, they do so to varying degrees; providing host governments a range of ways to integrate the
private sector.

*

Private Financing of Infrastructure (PFI). This model can produce the highest degree of private
sector involvement. Private companies undertake to finance an asset with a public entity—in whole or
in part—and use a contractual arrangement to deliver the public good under the supervision of the
Compact-eligible government or MCA entity, for a predefined period of time. Typical arrangements
include concessions, a build-to-operate transfer (BOT), and combinations or derivatives thereof.

Outsourced Management. Similar to PFI, Outsourced Management helps ensure that the financed
asset continues to provide a public good. Through open and competitive procurement processes, the
Compact-eligible country or MCA entity engages a private company to provide the public good
according to well-defined terms of reference. This can lead to improved operational efficiency, and
improved service levels.

Output-Based Aid (OBA). As with the first two models, this model can enhance the effectiveness of
an asset that is designed to deliver a public good by addressing both demand and performance risks.
Pre-defined and explicit performance-based subsidies are used to deliver a public good through a
private firm. OBA is designed to improve the delivery of basic public goods when the target group is
unable to bear the full cost of the service. It transfers risk to the private sector that receives government

Private Sector Initiatives Toolkit 5
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subsidy payments upon satisfactory delivery of agreed-upon outputs. The subsidy benefits the end-user
and encourages the participation of capable private firms to deliver the service. Typical sectors include
delivery of water, sanitation, and utility services.

+ Social Franchise. Delivering a public good with broad social value is a challenge that most Compact-
eligible governments face. This model can greatly enhance investments in the health and education
sectors, by ensuring that the delivery of the service occurs. Franchising is used to deliver public
services through private sector providers on a for-fee basis. The benefit to the MCC eligible country is
that investments in bricks and mortar—schools, clinics, hospitals, etc.—are long-term and sustainable.

4. Application of Models by Sector

As previously mentioned, it is important to point out that several models can be used in the same project or
sector. In this paper, the four models are treated as stand-alone models. In practice, however, it is evident
that they can be used together. To illustrate this, examples in health, infrastructure, and private sector
development follow.

Infrastructure: The infrastructure sector

includes transportation, water and sewage, Chart 2: Application of PSI Models in Infrastructure
and energy. PSI models can be used for Infrastructure = Private Financing of Infrastructure
infrastructure development, maintenance Development = Outsourced Management

and repairs, network expansion, and

management and administration. For Maintenance & Repairs | ® Outsourced Management
infrastructure development, both the PFI _

and Outsourced Management models can be Network Expansion = Output-Based Aid

used. These involve shifting risks to the T e = Outsourced Management

private sector and are used most often for Sl
the construction of toll roads, ports,
airports, power plants, etc. They are also are
used for the management of existing infrastructure such as water and sewage systems, ports, airports, etc.
Output-Based Aid is a model particularly useful for expanding an existing infrastructure network, for
instance to target lower income populations in peri-urban areas.

Health: In the health sector, there are six
relevant investment areas: health service
delivery, health infrastructure development, = Chart 3: Application of PSI Models in the Health

technological innovation, training, and Sector

administration. Chart 3 presents the PSI S = Social Franchise

models best adapted to each area. For ealih Service DEIVEIY |+ output-Based Aid

training, social franchises could help : o

develop a centralized curriculum that taps Health Infrastructure " Private Financing of Infrastructure
. . . - Development = Qutsourced Management

into economies of scale for providing

standardized, high quality training. With Training = Social Franchise

health service delivery, the Social Franchise

is a very effective tool for extending an Administration * Outsourced Management

organization into a network of service
provision outlets capable of producing large
social benefits on a considerable scale. OBA can be use to develop an organization capable of providing
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managerial and technical support to various
stakeholders.

Private Sector Development: Broad spectrum
development of the private sector can involve
many areas where encouraging the active
participation of the private sector is key to
sustained economic growth. More and more,
Compact-eligible countries are moving to
improve the competitiveness of sectors within
their economies, including enhancing export
capacity, improving competitiveness, and
developing sectors (ICT, agriculture, tourism).
Several models can be used to help to develop
the private sector. Most commonly some sort
of funding mechanism to support innovation
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Chart 4: Application of PSI Models
for Private Sector Development

SME Development = Qutsourced Management
Export Promotion = Guarantees
Training = Social Franchise
= On-lending
Competitiveness = Private Financing of Infrastructure
= Guarantees
= On-lending
Sector Development = Private Financing of Infrastructure

and commercial upgrading is included to help offset some of the initial investment costs to enhancing the
competitiveness and performance of the private sector.
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Model 1: Private Financing of
Infrastructure

1. Background Description

The Private Financing of Infrastructure (PFI) model consists of an agreement between a public sector
entity and a private operator to provide a public service, whereby the private operator is in charge of the
financing, operation, and maintenance of the asset, as well as design and construction for greenfield
projects. The agreement usually takes the form of a concession to the private firm for a specified period of

time.

1.1. Objective

The objective of a PFI contract is to bring about more efficient and cost-effective delivery of public
services by shifting a maximum amount of risk to the private sector.

1.2. Structure

Chart 5: Structure of Private Financing of Infrastructure Model

Public Sector Advice Government
§ ] ,
Authority Advisors
v
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Private
Construction )
Contractor Advice SPV's Consultants
f Construction .
Agreement i’ Consortium <+ DebtFinance
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Contract " b
Facilties —1 Construction Investor
Management
Operator
L Facilities
Management Investor
L | 3rd Party Equity
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The financing is made up of both debt and equity with a level of debt ranging from 50% to 90% of the total
project capital expenditure. Equity investors are usually assembled into a consortium that includes

Private Sector Initiatives Toolkit:
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construction companies, the operating firm, and equity investors (local industrial groups, international
infrastructure funds, etc.). The private sector operator is responsible for the construction and operation of a
facility over a certain period of time after which the asset is transferred to the public sector. A special
entity, also referred to as a Special Purpose Vehicle (SPV), is created and comprises the consortium of
equity investors, which frequently includes the main operator, a construction company and other financial
players.

1.3. Advantages

PFI models can deliver a higher quality of public service if the PFI transaction is appropriately structured.
By allowing the private operator greater responsibility in managing the asset, the PFI model offers greater
efficiency. Indeed, the private sector, focusing only on the bottom line, is better suited to make rational
capital allocation decisions. PFI models allow the private sector to engage in the design stage and places
the consortium in a better position to optimize the design for the construction, operation, and maintenance
of the asset over its useful life. This model also provides more flexibility to offer innovative technologies
to the public sector.

In addition, the public sector is able to take advantage of private sector financing. As a result, it is
particularly adapted to public entities with limited financial capabilities, which are unable to finance the
infrastructure on their own. Another key advantage of private sector financing is that the financial
liabilities incurred through a project—such as debt—are transferred from the public sector to the private
sector. In other words, these liabilities are taken off of the government’s balance sheet, thereby freeing up
capacity for the government to invest in other areas.

Lastly, PFI contracts are performance-based. The private operator and the public sector entity agree on a
set of performance targets to which the private operator is held accountable. Conversely, there are
undertakings to which the government is held accountable as well. Depending on how the contract is
structured, failure to meet the targets may lead to penalties, while exceeding targets may generate bonus
payments or profit-sharing.

Payment Mechanisms

¢ End-user /traffic payment. The end-user pays the private operator on a pay-as-you-go basis (e.g. an urban household uses
tap water provided by a water operator). The private operator bears the demand risk (e.g. legal usage of water) and the
payment risk (billing and collecting payment for water service).

*  Performance-based payment. The public agency pays only when the services are delivered (e.g. the asset is built). Recurrent
payments are dependent upon the private operator meeting performance standards agreed in the contract. Performance must
be linked to the delivery of the public service as specified in the contract. Key performance indicators should be specific,
measurable, realistic, and time-bound. The operator can be encouraged to exceed performance standards through benefit-
sharing / bonus schemes.

*  Availability payment. This mechanism relates to the usability of the asset. The public sector pays the private operator based
on asset availability, not on the demand the asset generates. If the asset is only partially available, or unavailable, deductions
are made from the payment the operator receives. Availability standards for a road could include 24-hour access, minimal
congestion, air quality, and visibility in tunnels, etc.

*  Minimum take agreement. In case the offtaker (the client) is the public sector, it can set tariffs and guarantee minimum
purchase levels in a contract with the operator. This practice is widely used in power projects where a Power Purchase
Agreement (PPA) between the investor in an Independent Power Project (IPP) and the government entity sets the tariff levels
and minimum quantity of electricity bought each year.

2 Private Sector Initiatives Toolkit:
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1.4. Variants of Private Financing of Infrastructure

+ Build-Operate-Transfer (BOT). Under a BOT, the private operator is responsible for the design,
construction, and operation of the asset, which is transferred after a specified period of time to the
public sector. The BOT arrangement usually involves a greenfield investment in an infrastructure asset
that is financed by the private sector.

+ Build-Own-Operate-Transfer (BOOT). Under a BOOT, the private operator is responsible for the
design, construction, and operation of the asset. The concessionaire owns the asset until the end of the
concession period when it is transferred to the government.

+ Build-Own-Operate (BOQO). Under a BOO, the private operator is responsible for the design,
construction, and operation of the asset. However, the concession contract has no provisions for the
transfer of the asset, which will be determined at the end of the concession period.

+ Design-Build-Finance-Operate (DBFQO). The DBFO model is similar to the BOT model except that it
shifts the focus from conventional asset procurement and operation to procurement of a public service.
It was first developed by the UK Highway Agency.

+ Brownfield investments. The private operator takes over the operations and financial responsibilities
of an existing asset. There may be infusion of cash, rehabilitation of asset, or purchase of equipment
from the public sector prior to private sector involvement.

2. Roles

Chart 6: Role of the Private Sector, MCA and/or Government in the PFI Model

Private Sector MCA and/or Government
= Design/ construct asset = Project design oversight = Provide grant towards capital
= Finance capital expenditure = Project monitoring expenditure
(capex) = Take necessary actions during = Finance advisors
= Qperate asset and deliver public project life = Fund operating subsidy
service = Release payments = Arrange / fund financial tools to
= Meet key performance indicators mitigate risks

2.1. Private Sector

The role of the private operator is laid out in the contract negotiated with the public sector entity. The
contract indicates the operator’s responsibilities: design and construction of the infrastructure asset in a
first phase; operation and maintenance of the asset and delivery of the public service in a second phase;
and financing across both phases.

The private sector provider is compensated by the revenues derived from operating the asset. In the case of
concessions, the private sector is responsible for billing, collection, and customer relations.

The private operator, not the government, employs the staff operating the facilities. For existing assets
(brownfield projects), the private operator likely will hire part of the staff from the former public entity.

For availability payment and performance-based payment contracts, the PFI contract includes key
performance indicators such as public coverage, level of service, quality of service, services offered, etc.
Failure to meet the key performance targets will result in a lower payment or penalties.

Private Sector Initiatives Toolkit: 3
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2.2. Government

The government’s role switches from operating the asset and delivering the service to regulating the
private operator and ensuring that services are provided and public good is generated. The new role of the
public sector entity entails:

*

*

Designing a sustainable project that allows the private sector to derive a profit while meeting the
desired quality and scope of public service;

Monitoring delivery of the service against key contract performance indicators; conduct regular audits
(operational and financial) on operator’s performance; and ensure timely submittal of information by

the private operator;

Taking action as per the contract when the level of service does not meet the agreed level; and

Releasing payments as per the contract based on performance.

To achieve this mission, the public sector entity, the regulator, must adopt a new internal organization and
ensure that its staff has the necessary skill sets.

2.3. MCA

Compact funds can be used to help the government attract a PPP contract. The MCA could have five main
roles as laid out in Chart 7:

Chart 7: Possible Uses of Funds in Private Financing of Infrastructure Model
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+ Providing a grant to a public entity towards the construction of a public asset managed by a
private sector partner. Compact funding could partially finance the construction or the improvement
of an infrastructure asset. However, Compact funds would provide for only a minority part of the
overall capital expenditure; the bulk of it would be financed by the private sector. The monitoring of
performance standards agreeable to MCA would be one of the public sector entity’s responsibilities. Of
particular importance is that revenues be used to operate, maintain, and upgrade the public asset, rather
than being diverted to other public sector purposes. MCA also would be very involved in selecting the
private sector consortium, thereby ensuring that procurement rules abide by MCA and MCC standards.
The selection of private partners could be based on a bid for the lowest subsidy required.

+ Financing the costs of advisors to structure a PFI partnership and build regulator capacity. The
public sector authority will need support to structure the PFI model in the most appropriate manner.
The MCA or MCC could provide support by funding engineering, financial, and legal advisors and it
could provide technical assistance to the public sector entity in its new role as a regulator. Indeed, the
public sector will shift from a traditional role of operating a public asset to regulating and managing a
PFI contract, which requires different attributes and qualifications.

+ Providing an operating subsidy. The public sector will seek to maximize the economic rate of return
of a project, while the private sector will maximize its financial rate of return. If there is a gap between
the two, the public sector may consider providing an incentive in the form of an operating subsidy to
attract private sector investment in a PFI project. This financing mechanism would be a transitional
operating subsidy during the first years of project life that would decrease over time as its financial
performance improves. Large capital expenditure projects tend to require high user fees and a
transitional subsidy allows users to afford the service through gradual rate increases. A transitional
subsidy also could be used to help an operator improve the collection rate. The selection of private
partners could be based on a bid for the lowest subsidy required. While the subsidy may exceed the
Compact timeframe, MCA might be able to disburse the entire amount to the public sector authority,
which would be held accountable for these funds during and beyond the Compact timeframe.

+ Mitigating the private sector’s financial risks through risk mitigation instruments, such as
guarantees. MCA could provide direct support to the private sector by facilitating financial
instruments that would reduce such risks, like guarantees provided by OPIC, MIGA, and other
organizations. The Financial Tools section provides a discussion on available financial instruments.

3. MCC Parameters

Avoiding Market Distortion: Compact funding should be utilized in ways that do not create market
distortions and disrupt existing economic balances. Grants and subsidies should be used only in ways that
do not favor one market participant over another. Because of the unique nature of infrastructure projects
that usually do not allow competition in the market, competition for the market is necessary. Competition
for the market is ensured through a competitive bidding process open to all qualified firms.

Accountability: Compact funds are subject to a high level of accountability and transparency as part of
MCC rules and regulations. Use of Compact funds must be appropriately documented.

MCC Timeframe and Compact Length: Often, PFI partnerships have long durations reaching 20 to 40
years, with at least a couple of years up front to design and procure the transaction. In contrast, Compacts
can last no more than five years. However, this is not a fatal constraint as the optimal use of Compact
funds is during inception of a PFI transaction (see MCA roles above). One way to deal with this is to
structure the transaction so that other parties and instruments can operate after Year 5, such as partial credit
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guarantees to extend the tenor of financing.

Liens and Other Restrictions: Current MCC policies prevent MCC funding being subject to liens and
encumbrances without prior approval. The case of MCC partially or fully funding an asset that is to be
tendered into a concession requires prior approval by MCC.

Procurement: Best practice for competitive bidding of PFI is the two-step process of an Expression of
Interest (EOI) followed by Request for Proposal (RFP), which allows a pre-selection based on technical
expertise and a level playing field among submitted proposals. The two-stage process reduces the amount
of preparation work on bidders and it is likely to generate more bids. In addition, it is standard practice for
an RFP to include a draft contract that lays out the structure of the transaction, including risk allocation;
the method of payment; scope of work; etc. Including a draft contract for comment is a way to reduce the
post-award negotiation timeframe.

4. Key Success Factors

The PFI model has been used in numerous transactions in low to middle-income countries. A body of best
practices has emerged in learning from the successes and failures of these projects. Taking the following
list of key success factors into account can help make a PFI model successful. Because of its degree of
sophistication, the PFI model is difficult to implement and should be considered only for countries that
have experienced some level of private sector participation in delivering public services.

4.1. Optimal Risk Allocation

The pillar of a successful PFI transaction is an optimal allocation of the risks between the public and
private sectors. An optimal transaction is one that shifts risk to the party that is most able to manage it. For
instance, the operation and maintenance of the asset is better done through the private sector rather than a
public agency and in a PFI structure the private operator is in charge of this aspect.

The spirit of the PFI model is to shift operating risk from the public to the private sector to benefit from
private sector efficiency and access to financing. Operating risks include: construction delays (greenfield),
construction cost overruns (greenfield), defects, initial asset quality (brownfield), foreign exchange,
demand, payment, political, and regulatory. When identifying all the risks of a PFI project, the public
sector entity may decide to keep some within the realm of the public sector because they would not be
acceptable to the private sector, or the risk shift would be too costly.

4.2. Foreign Exchange Risk in Financing

When structuring a PFI transaction, the government should minimize mismatches between the currency in
which the funding is denominated (US$, Euro) and the currency in which the cash-flow for servicing the
debt is denominated (local currency).

In the late 1990s, a number of public-private infrastructure partnerships in emerging markets and
developing countries were financed through the use of US$-denominated funding. However, the cash-flow
available for repayment of the debt came from end-user or government payments, which were in the local
currency. These deals ran the risk of the depreciation of the local currency against the USS$, in which the
debt was denominated. When financial crises hit emerging markets (Russia and Asia in 1997/98, and Latin
America in 2001), a sharp depreciation of local currencies (e.g. -70% for the Indonesian Rupiah) hit the
financial fundamentals of a number of projects in these countries.
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The immediate reaction of operators was to renegotiate the contracts, including passing some of the debt
service burden to end-users who saw huge hikes in tariffs. Eventually, these partnerships failed and had to
be renegotiated.

In conclusion, PFI projects must mitigate the foreign exchange risk to insulate the project’s repayment
capacity from variations in foreign exchange rates. This can be done by indexing the tariff to movements
in exchange rates. Alternatively, one option is for the private sector to buy foreign exchange hedging
through future contracts. Another option is that the private sector buys political risk insurance that covers
currency depreciation. Both options are expensive. Another option is to source debt funding through local
banks; however, the feasibility of this mechanism depends on the depth and maturity of local financial
markets.

4.3. Cost-Recovery

In some sectors such as water, the financial rate of return necessary for the private operator to make a
profit requires a level of tariff that may be too high for the end-users. There have been many examples of
concession contracts going bankrupt because the estimation of demand and affordability of the service at
the design stage was overly optimistic. The reasons for that could be: too sudden a tariff increase for users
to afford; lower than expected increase of demand for service; lower than expected increase in user fee
collection rates; underestimation of the operating costs due to poor initial equipment; delays in network
extension; etc.

As a result, the private operator ends up in the situation of “tyranny of cost recovery’”. The wrong
incentives come into play to recover its costs: slashing operating expenses and reducing quality of public
service while pressuring the regulator to increase tariffs. This situation ends up in the overall deterioration
of the public service delivered and ultimately a failure of the contract. Chart 8 illustrates the problem in
financial terms.

Chart 8: Cost Recovery — Projected vs. Actual Cash Flows
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