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Executive Summary

Publiek-Private-Samenwerking (PPS) is in de afgelopen decennia toegenomen voor de
oplevering van projecten, en in het bijzonder transportinfrastructuurprojecten (COST Action
TU1001, 2013a, p. 11). In 2013 bedroeg de totale Europese PPS-markt 16,3 miljard euro.
Tussen 1990 en 2013 werd 80% van de leningen van de Europese Investeringsbank voor PPS-

projecten besteed aan de transportsector (EPEC, 2014a, 2014b).

De vele risico's en onzekerheden die PPS-projecten tijdens hun levensduur (> 25 jaar)
treffen, maken het erg moeilijk om alle mogelijke scenario’s in PPS-contracten en hun invioed
op zowel private als publieke partners te beschrijven. Hierdoor is het PPS-project
fundamenteel een onvolledig contract, dat de meest relevante aspecten van de deal beschrijft
en opportunisme van de andere partner voorkomt. Toch zijn PPS-contracten meestal stroef
door hun onzekere toekomst en het gebrek aan richtlijnen bij onvoorziene omstandigheden.
Bijna alle hedendaagse PPS-regelingen zijn begrijpelijk onderhevig aan de kwestie van optimale

contractflexibiliteit en heronderhandelingsmogelijkheden.

Deze paper onderzoekt hoe en waarom heronderhandelingen voorkomen in langdurige
PPS-projecten en wat de voor- en nadelen ervan zijn. We vertrekken vanuit een
literatuurstudie over contractonvolledigheid en de bepalende factoren voor de
heronderhandeling van infrastructuurvergunningen. Samengevat kunnen factoren die leiden
tot contractheronderhandelingen worden gegroepeerd als (i) Ondermaatse institutionele en
regelgevende omlijsting, (ii) Contractontwerp, (iii) Macro-economische schokken en (iv)
Politieke en sociale omgeving. Ook verwijst de literatuur vaak naar de verwachting van beide
partijen over efficiénte samenwerking. In de praktijk zijn communicatiemechanismen echter
zelden aanwezig, waardoor de private en publieke sector vaker tegenover elkaar staat dan

samenwerkt.

Om de discussie te illustreren, worden case studies van negen Europese PPS-projecten
geanalyseerd door de specifieke exogene en endogene factoren te onderzoeken die bijdragen
tot contractheronderhandelingen. We zien dat slechts een kleine minderheid van contractuele
regelingen aangeeft hoe en wanneer heronderhandelingen zouden moeten plaatsvinden (bv.
de vraag stijgt tot capaciteitsuitbreiding nodig is, commerciéle haalbaarheid zet aan tot
financiéle balans, de bereidheid of het onvermogen om onvoorziene risico's te beheren).
Vooral de bepalende factoren voor heronderhandelingen uit de literatuur komen overeen met

onze analyse van case studies. Vooral het bewijs van optimism bias is in onze case studies



overweldigend. Ook zijn adequate institutionele en regelgevende kaders van cruciaal belang bij
de succesvolle uitvoering van infrastructurele projecten. Tot slot toont onze analyse aan hoe

sterk PPS blootgesteld is aan exogene risico's.

Hoewel heronderhandeling op zich geen oplossing is voor de succesvolle uitvoering van
PPS-projecten, versterken onze bevindingen het idee dat contractuele flexibiliteit bijdraagt tot
aanpassing aan onzekerheid. Bovendien staan doeltreffende communicatiemechanismen toe
beter te reageren op onvoorziene gebeurtenissen en versterken ze het engagement van de

partners om een win-win-project af te leveren.



1 Introduction

During the past few decades, public-private partnerships (PPP) have received increasing
attention from academia and policymakers across the globe. A more or less worldwide
tendency of governments to create and implement PPP policies and projects can be noticed
(Dewulf et al., 2011; Grimsey & Lewis, 2007; Hodge & Greve, 2007). Although there is no wide
consensus on the definition, PPP is generally defined as a “risk-sharing relationship based on a
shared aspiration between the public sector and one or more partners from the private and/or
voluntary sectors to deliver a publicly agreed outcome and/or public service” (Grimsey &

Lewis, 2007; Osborne, 2000).

The usage of the PPP model for project delivery, especially for transport infrastructure
projects, has increased over the past decades (COST Action TU1001, 20134, p. 11). In 2013, the
aggregate PPP European market amounted to EUR 16.3 billion and, between 1990 and 2013,
80% of European Investment Bank loans directed to PPP schemes were absorbed by transport

sector projects (EPEC, 2014a, 2014b).

Over the last years, PPP contracts have generally been vulnerable to contract rigidity. This
rigidity alongside with the lack of provisions on how to act on unforeseen circumstances
carries a high price. The long duration of such projects (over 25 years), the regulatory
framework, their contractual set up, their capital-intensiveness, their dependence on
economic and political stability and institutional capacities, and the issue of optimal risk
allocation and management are some of the major factors that make PPP contracts fraught
with complexity and uncertainties. During the contract’s term, unforeseeable events may
occur (e.g. technical advances) and many of these events will could be unverifiable (e.g. a
contractor’s effort to improve safety or quality cannot be easily verified). Comprehensibly, the
issue of the degree of contract rigidity and probability of renegotiation is an inevitable part of

almost all PPP arrangements nowadays.

PPP contracts are, in practice, incomplete to the extent that it is not possible to anticipate all
future scenarios for any given contractual arrangement (Hart, 1995). Moreover, public
contracts are generally inflexible when faced with unexpected circumstances, requiring formal
renegotiation and having a higher tendency to litigate (Spiller, 2008). PPP contracts, in
particular, have traditionally been made excessively rigid and highly prescriptive (e.g. long
term traffic forecasts as basis for financial compensations), leading to situations where the

public grantor is captured by contingency clauses he could have not foreseen. On the other



hand, flexible contracts recognize and attempt to address such uncertainty by introducing
ground rules on how and when to revisit the terms of trade. Both approaches try to address

the contract’s incompleteness in different ways.

The need for adjustment in response to unforeseen events and unexpected divergence in
project performance introduces the necessity of renegotiation a priori stipulated in PPP
contracts. While flexible contracts may contain contingency clauses that allow for contract
renegotiations after investments have been made, they also leave “money in the table” which
can induce more renegotiations. Rigid contracts on the other hand do not allow for
modifications by setting fixed terms before investments are made or establishing the
conditions for renegotiation based on forecasts of uncertain events such as traffic volumes.
One way or the other, incomplete contracts typically incur in potential opportunistic behaviour
(e.g. “price dumping” from bidders, contractual changes from public officials with electoral

motivations), leading to undesirable renegotiations to take place.

The problem is that renegotiating incomplete contracts as the future unfolds imposes several
costs (Hart, 1995). Solifio and Gago de Santos (2010) Identifies a common two-fold
classification for transaction costs measurement. The first are ex-ante transaction costs,
comprising search and information costs (e.g. determining whether the required good is
available on the market, its lowest price), and bargaining costs (e.g. time and effort in reaching
an acceptable agreement among parties, drawing up an appropriate contract). The second are
ex-post transaction costs consisting in monitoring and contract enforcement. Moreover,
transaction costs are burdensome for both public and private partners, potentially
compromising the initial decision to undertake the PPP mechanism and are ultimately

transferred to the taxpayer (Albalate & Bel, 2009).

Hence, a balance needs to be met between excessively rigid contracts which reduce the
freedom to act upon unforeseen events and flexible contracts which contain incentives to
renegotiate, which can increase opportunistic behaviour and erode the benefits of competitive
tendering (Athias & Saussier, 2010; Baeza & Vassallo, 2010; Huberman & Kahn, 1988).
Furthermore, as renegotiations are an eventuality, identifying how they may be used to allow

for adapting to uncertainty is an important element in PPP implementation.

Focusing on renegotiations of transport infrastructure concessions, this review maps the
potential of flexible contracts. Our methodology begins with a thorough literature review in

order to summarise and group the determinant factors for renegotiations. It is then followed



by a cross-country case-study analysis that focus on identifying the key aspects of PPPs that
lead to renegotiation and comparing them with the proposed groups of factors.
Renegotiations are then discussed as a tool that allows adapting to uncertainty. The benefits
and pitfalls of renegotiating PPP contracts are explained and summarized under the Strengths
/ Weaknesses / Opportunities / Threats (SWOT) analysis. The paper concludes with

suggestions for future research.

2 Contractual incompleteness, Renegotiations & PPP critical success

factors

One of the main motivations for using PPP is that it cuts large, one-off capital expenditure into
a series of smaller, annualized expenditures (Hodge & Greve, 2010). Others include, inter alia,
better value for money and greater innovation and efficiency (Hodge & Greve, 2010; Petersen,
2010). Despite these promises, PPPs tend to have a rather weak record on performance. PPPs
fall short in achieving value for money for two main reasons: (a) rigidity of PPP contracts which
fail to account for uncertainties and needed changes and (b) limited knowledge on which
critical success factors influence performance flexibilities (Bloomfield, 2006; Coghill &

Woodward, 2005; Grimsey & Lewis, 2005).

There is a clear trade-off between the costs of specifying more flexible contracts with certain
performance obligations in an uncertain environment and rigid contracts, which allow for
lower transaction costs in the initial stage but incur in higher costs of establishing the terms of
ex post trade. Moreover, such relational (i.e. flexible) contracts are also conditioned by
environmental variables (e.g. institutional maturity, uncertainty of demand, and trust between
partners). Bearing in mind a high degree of volatility of these variables, flexible contracts, in
contrast to rigid ones, try to face uncertainty by containing clauses for renegotiation that not
necessarily lead to change in the contract itself (“contractual renegotiation”) but by revising
the terms of trade under the same contract. The design of long term contracts, as in the case
of transport PPPs, must thus be done under an economic and political rationality (Athias &

Saussier, 2007, 2010; Saussier, 2000).

On the one hand, contractual renegotiation has typically been seen as undesirable and
reflecting the inefficiencies of contracts since it imposes high transaction and social costs and
may induce opportunistic behaviour of both private and public parties. On the other hand,

given the incomplete nature of long term contractual arrangements, a successful renegotiation



(that leads to revising the terms of trade within the contract) can be welfare-enhancing, rather
than welfare-reducing as typically perceived in the standard bargaining theory (De Brux, 2008).
The issue of trust and communication has been central in overcoming the setbacks of contract

incompleteness.

Hart and Moore (1988) study the case in which two parties engage in an incomplete contract
and explore whether the parties can make up for this incompleteness by introducing a
mechanism for revising the terms of trade as the future unfolds. They conclude that the
divisions of achieved ex post surplus are very sensitive to existing communication mechanisms
and whether the parties' messages are verifiable or not. According to Athias and Saussier
(2007) a flexible contract, in contrast to a rigid one, induces renegotiation costs that constitute
deadweight losses. However, this does not imply that rigid contracts are always to be
preferred to flexible ones since the global surplus is also a function of the investments made
by private partners. More specifically, under rigid contracting, private operators might under
invest for fear of contractual maladaptation, leading to a lower surplus compared to the
flexible contracting case. Finally, Dassiou and Stern (2009) studied trustworthiness in hybrid
infrastructure contracts where renegotiation is possible post-investment, but not pre-
scheduled. A lack of trust between partners induces a reduction in welfare and suboptimal
investments but expectations can be updated over time through experience. Legal,

institutional and regulatory frameworks balance deficiency in “trust”.

The analysis of a database of over 1000 concessions awarded in Latin America from 1985 to
2000 covering the sectors of telecommunications, energy, transport and water by Guasch et al.
(2007) on government-led renegotiations confirms some of the main insight that Guasch et al.
(2003) presented with respect to firm-led renegotiation. Renegotiations are more likely
whenever inadequate regulatory frameworks and deficient institutional environments are
present. The private partner has typically been more prepared and eager to engage in
concession renegotiations under strategic behaviour (Guasch, 2004). It recognized an
opportunity in the fragilities of weak governmental institutions and “complete” contracts that
wrongfully attempted to foresee the future. Strong institutions are therefore relevant for the
quality of the partnership as well as deterring opportunistic renegotiations. The degree of
institutional maturity can, nonetheless, be increased over time with experience and with the
development of governance institutions (e.g. law courts, opposition parties) that operate to
support the contracts. However, an important role remains on autonomous regulators capable

of monitoring, enforcing and, when necessary, modifying infrastructure contracts under due



process (Dassiou & Stern, 2009; Stern, 2012). Additionally, PPPs can be useful not only to
provide state of the art infrastructure in a cost effective manner, but also to renew
procedures, arrangements and institutions (Guasch et al., 2003; Guasch et al., 2008; Van Ham
& Koppenjan, 2001). The existence of a regulator capable of supervising contract design and
overseeing the renegotiation process is, therefore, essential to ensure that renegotiations

result in economic and financial equilibrium of the project.

Notably, the essence of renegotiations centres on the allocation of risks. Risk management in
PPPs should be dynamic so as to address the evolution of risks over time (Pellegrino et al.,
2013). Moreover, the scarcity of public budgets has typically conduced to private investment
obligations or governmental guarantees, which created pernicious incentives for opportunistic
behaviour (Guasch et al., 2003; Guasch et al.,, 2008). Academia has recently devoted
considerable attention on how to cope with uncertainty, by protecting from downside
scenarios and sharing benefits from mechanisms (e.g. variable term contracts, contract
transparency, dynamic revenue insurances) which allow extracting value from upside
circumstances (Chiara & Kokkaew, 2013; Cruz & Marques, 2012, 2013; Dong & Chiara, 2010;
Vassallo, 2006). Hence, a key aspect of these contractual arrangements lies on their ability to
accommodate adaptation and creating a trade-off between transaction costs that are due to
changes and incentives to reduce costs (Bajari & Tadelis, 2001). Renegotiating contracts can be
a win-win situation for all stakeholders involved. As Bitran et al. (2013) suggest, contract
renegotiations are more often induced by an inadequate contract set-up or opportunistic

behaviour rather than the assumptions behind the incomplete contract theory.

Cost overruns of 50-100% are common for large transport infrastructure projects, with overly
optimistic traffic forecasts out by 20-60% compared with actual development. This optimism
bias results in misleading decisions to parliaments, misallocation of funds and project’s
underperformance during construction and operation. Despite the inherent difficulty in
predicting the future, cost overruns and optimism bias are too consistent and too one-sided
for this to be the case. The same happens with cost benefit analyses into which traffic demand
are fed in order to calculate the projects’ economic feasibility. Obviously, this is not
"optimism", but instead deliberate deception (Flyvbjerg et al., 2002, 2003, 2005; Skamris &
Flyvbjerg, 1997). There are two main reasons behind this behaviour. First, scarce public
budgets find in PPPs the ideal mechanism to deliver transport infrastructure by avoiding large
lump sum investments and giving them an off-balance sheet treatment. Second, electoral

cycles may induce incumbents to invest in order to guarantee their re-election (Engel et al.,

10



2006, 2009). Moreover, depending on whether it is the incumbent or newly elected politician,
renegotiations also tend to occur in the first year after elections, which can be explained by
institutional factors related to corruption or lack of social acceptability of the project’s
characteristics (Guasch et al., 2007). Finally, PPP projects may also find in users and
communities low acceptability, either by their unwillingness to pay to use the new
infrastructures or simply because it affects them directly in a negative way (e.g. noise,

pollution, no direct benefits).

Furthermore, optimism bias adds to the vulnerability of economic cycles. Transport PPP
contracts, given their inherent dependence, are highly exposed to exogenous risks (Nikolaidis
& Roumboutsos, 2013c). Fluctuations of few percentage points in macroeconomic growth,
interest or exchange rates can have important impact on a project, moving from success into
failure (Guasch et al., 2007, 2008). Although both public and private partners have little control
over macro-economic shocks, understanding the degree of volatility of the uncertainty around
these shocks may help limiting the downside and benefit from the upside in case those risks
materialize. For instance, the effects of the recent economic and financial crisis have already
been felt in such contractual arrangements, leading to renegotiations between national
governments and concessionaires. Also, projects already at the best and final offer (BAFO)
were postponed due governmental incapacity to compromise with further budgetary burden
(COST Action TU1001, 2013b, p. 150). Cruz and Marques (2013) argue that there are several
characteristics affecting the economic value of PPP projects which make them particularly
sensitive to uncertainty namely, (i) large sunk investments, meaning large construction costs
and large debts (public and/or private), (ii) high sensitivity to demand variations/estimations,
(iii) great exposure to financial markets (due to the large debts), and (iv) vulnerability to
political instability. The authors claim that the complexity of risk sharing is the key reason for
contractual renegotiations and emphasize three main sources of uncertainty: cost overruns,

demand forecasting and capital costs.

Given the above, it is not surprising that Guasch (2004) found that renegotiation is especially
common in transportation concessions (occurring in 55 % of the concessions) with the private
operator being the initiator of renegotiations in 61 % of all cases. In summary, factors leading
to contract renegotiation may be grouped as (i) Inadequate institutional and regulatory
frameworks, (ii) Contract design, (iii) Macro-economic shocks and (iv) Political and social

environment (see Table 1).

Table 1: Determinant factors for contract renegotiations from literature
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Determinant factors for concession renegotiations 11|12 |3(4|5|6 |7

Inadequate regulatory frameworks / Type of regulation v v|v v

Contract design (Misallocation of risks including revenue guarantees,
Investment requirements / Exclusive private financing)

Macro-economic shocks v v v

Political and social environment (Political cycles, Optimism bias in
demand forecasts, Budgetary purposes)

Note: 1) Guasch et al. (2003); 2) Engel et al. (2006); 3) Guasch et al. (2007); 4) Guasch et al.
(2008); 5) Engel et al. (2009); 6) Baeza and Vassallo (2010); 7)Bitran et al. (2013)

These same factors constitute “the limited number of areas in which results, if they are
satisfactory, will ensure successful competitive performance for the organization”, i.e., the
original definition of critical success factors (CSF) (Rockart, 1978, 1982). Considering PPP
performance, Mladenovic et al. (2013) conducted a literature review on transport PPP projects
and evaluation of available CSF, aggregating them in public (socio-economic and project

related) and private sector perspectives. Departing from their work, we analyse CSF under a

perspective related to four factors found determinant to contractual renegotiations.

Table 2: CSF according to determinant factors for renegotiation

Institutional and . Political and
. Macro-economic .
regulatory Contract design . social
environment .
frameworks environment
Favourable
. investment "
Public: |Transparent and . . Stable political
. . Transportation climate; .
Socio- predictable legal . and social
. infrastructure needs Stable .
economic |framework . environment
macroeconomic
environment
Transparent, Detailed project
Public: |competitive and planning and Project
Project- |efficient evaluation; economic
related |procurement Appropriate risk efficiency
process allocation
Appropriate risk
allocation; .
. . Faster project
Private Transparency Implementation of .
. . completion
innovative
technologies

Source: Adapted from Mladenovic et al. (2013)

The remaining CSF identified by Mladenovic et al. (2013) include at project level, “capable

public and private partners” and “professional relationship between stakeholders”, and from
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the private sector perspective, “partnership and communication between public and private
partners”. This can be translated into an expectation from both parties for effective
partnerships. In practice however, communication mechanisms are seldom present, with
private and public sectors finding themselves more often in adversarial positions than

cooperating.

3 Case studies: renegotiation in transport PPPs

The experience in PPP project implementation differ significantly from country to country.
Following on the key issues described in the previous section, nine case studies from Portugal,

Spain, Greece, Cyprus and the Netherlands (Table 3) were studied with an aim to conduct a

cross-country analysis on identifying the PPPs’ features that lead to renegotiation.

Table 3: PPP Case studies brief description

LUSOPONTE*

(Portugal, Miranda
Sarmento (2014))

Concession agreement was signed in 1993 and consisted in the
construction of the new “Vasco da Gama” bridge and maintain
the existing “25 de Abril” bridge. Contract was renegotiated.

FERTAGUS**

(Portugal, Macario et al.
(2013b))

Supply of equipment and rolling stock, operation and
maintenance of the railway connection between the left and right
banks of the Tagus River. Two series of renegotiations took place.

METRO SUL TEJO (MST)**

(Portugal, Macario et al.
(2013c¢))

Public light rail transportation system project to provide surface
light rail transport system on south bank of Tagus river in
Portugal. The concession consisted in the design, construction,
equipment supply, rolling stock, financing, operation,
maintenance and conservation of the MST (TC, 2011).
Renegotiation process completed.

A22 & A23 highways*

(Portugal, (Costa et al.,
2014a, 2014b))

A22 and A23 highways contracts were signed 2000 and 1999
respectively and were part of a shadow toll concession model
launched in 1997 in order to accelerate the execution of the
planned national road network.

Radial 2 highway*

(Spain, Villalba-Romero
and Liyanage (2014))

Alternative toll road in the northeast area of Madrid. EUR 500
million, 25 years concession awarded in 2003 to HENARSA, SACE.
This contract is currently being renegotiated.

C16 highway*

(Spain, Cabrera and
Suarez-Aleman (2014))

C-16 highway originally designed as a 30 years construction,
operation and maintenance concession project. Contractual
renegotiations took place within the first 10 years of the
concession period.
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lonia Odos & Olympia Toll highway concession projects granted to two consortia. "lonia
Odos highways** Odos" consists in a greenfield section in the west (loannina to
Antirrio) and a brownfield section in the Athens-Thessaloniki axis.
The brownfield sections of "Olympia Odos” amount to 200km
(Elefesina-Korinthos-Patra) adding to a new 163 km section in the

(Greece, (Nikolaidis &
Roumboutsos, 20133,

2013b)) south (Patras to Tsakona). Both contracts were renegotiated.
Larnaca and Paphos 25 years concession project to develop new infrastructures and
airports** improve existing ones at Larnaca and Paphos airports in Cyprus at

a global cost of EUR 640 million. Project has not been

(Cyprus, Christodoulou and .
renegotiated.

Efstathiades (2013a))

Design-Build-Finance-Maintain project for the construction of an

Coen Tunnel project** eight-lane underwater tunnel, the renovation of the existing Coen

(Netherlands, Voordijk Tunnel and extensions to create direct connections with the A8

(2013) and the A10 as well as the maintenance of the ‘twin Coen
brothers’.

Source: (*)COST Action TU1001 (2014); (**)COST Action TU1001 (2013a)

Portugal initiated railways concessions in the early 1990s and has been one of the most active
European countries in the PPP market. Nonetheless, the first PPP-specific legislation was only
adopted in 2003 and there is still no standardized PPP procedure or robust performance

pressure (Macdrio et al., 2013a).

Contrastively the first set of toll concessions in Spain were awarded through specific legislation
approved by the government for each project. The legal framework was established in 1972,
and up to now it has suffered significant changes by introducing new risk sharing approaches
and certain quality criteria standards. Since 1996, local and regional governments were given
greater power and opportunity to start managing and using the concession models for the

development of regional infrastructure (Villalba-Romero, 2014).

In Greece, two major elements are predominant in setting the framework for PPP policy: the
EU Cohesion Policy and the Eurostat accounting treatment for PPPs allowing the classification
of PPPs as non-government assets. In 2004 the Expert Committee on PPPs reported a number
of issues regarding PPP implementation, such as support to public authorities, absence of a
PPP taskforce, procedures for the execution of guarantees, the definition of responsibilities
between the various authorities, project maturity process, budgeting of contracts, financing
provisions, taxation, return on equity, capital security and legal framework. Following these
suggestions a new PPP Law in 2005 (Bill Law 3389/2005) aimed at small to medium-sized
projects with a maximum construction value of less than EUR 200 million (today 500 million),

while larger projects are managed by the central government (Roumboutsos, 2013).
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Cyprus has started developing PPP projects in the 1990s and, despite the country’s small size,
it has engaged in a relative big variety of projects (e.g. desalination plants, airports, marinas,
solid waste plants, etc.). Although the government recognizes deficits on institutional and
regulatory frameworks (e.g. PPP special legislation, PPP support units), measures such as the
adoption of international best practices are being undertaken (Christodoulou & Efstathiades,

2013b).

Netherlands recognized that the early experiences in the late 80s were not successful. For that
reason, they adapted PPP procedures (e.g. public/private-sector comparator, PPP knowledge
unit, competitive dialogue, etc.) to the Dutch context in order to deliver value for money
through PPPs. This in return translates into political consensus on this form of procurement
(Dewulf & Castafio, 2013). It resulted in the establishment of a PPP unit at the national level
(PPP Knowledge Centre) as a platform for communication and development of trust-based

relations, and a mechanism to increase confidence in PPPs.
3.1 Institutional and regulatory frameworks

Lusoponte’s initial contract was rather flexible by indexing the concession period to traffic
volumes or revenues and would not go beyond 2028. On the other hand, it established that
the tolls of the existing bridge would increase as from 1994 in order to meet the values set for
the new bridge’s tolls. Also, tolls exemption in the existing bridge in August would no longer
continue. The non-compliance of the former situations entitled the concessionaire to request
contract renegotiation. The Court of Accounts audit to the concession renegotiation in 2000
found that the public side was not able to protect the best interest of tax-payers (TC, 2001).
Regarding the MST project, the Court of Accounts pointed out that despite the numerous
public entities present in the concession none had an overarching vision of contract
monitoring, illustrated by the fact that by 2010 the regulator was still producing a concession
compliance roadmap. Furthermore, it recommended more credible and rigorous feasibility
studies as well as the reinforcement of public entities with capable technical and human
resources (TC, 2011). On the road sector, the public partner did not have in place the adequate
regulatory framework, nor the necessary technical and human resources to monitor and

enforce contracts’ compliance (TC, 2003; Vaz, 2012).

The use of standard contracts in Spain allows for a reduction in transaction costs in comparison
with other countries and enables many companies to take part in the tender, which enhances

competition and efficiency (Solifio & Gago de Santos, 2010; Vassallo et al., 2012). However,
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contract renegotiations have been common in Spain, with up to 55% of toll highway
concession contracts being renegotiated, half of which were at an initial stage. Moreover, 50%
of the renegotiations ended up with toll rises and 24% extended the concession period (Baeza,

2008).

In Greece, both concessions are included in the sector wave of large PPP projects. More
specifically, they are part of the so-called “axis of development”. Following on the procedure
implemented for large infrastructure PPPs, the entire tendering activity was monitored and

ratified by parliament.

The Larnaca and Paphos concession was tendered simultaneously with Cyprus accession to the
EU, allowing the government to get acquainted with EU laws and attract international
companies. Moreover, it provides a clear dual-till economic regulation (i.e. aeronautical
revenues are regulated as opposed to non-aeronautical ones) and has a profit-sharing
arrangement when the IRR exceeds 12%. Despite being similar to standard practices in
providing guarantees to the concessionaire in terms of contract termination, this contract
stands out with the creation of a “Liaison Committee” responsible for the regular contract
monitoring. This allows for strategic discussions on variations in market conditions as well as

the efficient operation of the two airports, increasing the dialogue between partners.
3.2 Contract design

The demand risk in the Lusoponte concession was initially allocated to the private sector but
after renegotiations was shared with the public sector. In the renegotiation process, the
concessionaire directly benefited from reduced maintenance obligations and annual
compensations until the end of the extended concession (in at least seven years) until 2030
independent of traffic volumes and tax benefits (Cardoso, 2011; TC, 2001). In the MST project,
demand risks were assumed by the Portuguese State who must compensate MST whenever
passenger traffic is below the lower limit of the reference traffic. On the other hand, MST
bears most of the commercial and revenue risks. Construction delays and unforeseen tasks
initiated in 2004 a renegotiation process completed in 2008 and resulted in a financial
rebalance agreement (FRA) of EUR 77.5 million in favour of MST. On the road sector, the Court
of Accounts alerted society in 2003 to issues such as risks taken by the public side that were
initially allocated with the private side and choosing bids less advantageous in terms of FRAs.

Although in 2007 the A22 concessionaire had received a EUR 3,25 million compensation for
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expropriations delays, the same court had also identified a positive evolution from the public

partner in managing the FRA processes (TC, 2008).

The guarantee provided by the Spanish government in case of bankruptcy has two effects. It
induces renegotiations since triggering the guarantee would be more costly and provides the
private sector the incentive to bid opportunistically since the government will not allow the

project to go bankrupt (Baeza, 2008; Vassallo et al., 2012).

The two Greek concessions had two major pit-falls. One consisted of the fact that construction
was greatly co-financed through toll collection on existing sections of the motorway delivered
through public funding. The severity of the economic and financial crisis affected negatively
traffic volumes, meaning less than expected toll revenues that were to be used solely for the
construction funding. The other disregarded past experience with respect to delays due to

archaeological findings and land acquisition (Nikolaidis & Roumboutsos, 2013a, 2013b, 2013c).

In the Cypriot case, the contract provides a clear output specification of both parties’ duties
and rights and a performance measurement system which if not met, can trigger contract
termination. In particular, this system creates two categories of performance indicators which
are controlled either by the concessionaire (e.g. security check equipment, luggage trolleys,
customs, cleanliness) or by a third-party (e.g. check-in for scheduled flights and charter flights,
baggage delivery of first and last bag to reach carousel) and provides incentives and penalties

based on annual gross revenues (Christodoulou & Efstathiades, 2013a).

In order to push the Coen Tunnel project forward, the public sector was compelled to assume
part of construction risks (e.g. responsibility in case of tunnel collapse during construction).
Whilst the public partner was allocated most of the risks in the agreement, exploitation risks
were transferred to the private partner, where serious problems could lead to renegotiation

(Voordijk, 2013).

3.3 Macro-economic environment

The original repayment mechanism of the A22 and A23 highways consisted in availability fees
and shadow tolls according to traffic intervals. The financial and economic crisis was the
determinant factor for the introduction of electronic toll collecting systems in late 2011. This
also led to user protests and big drops in traffic of highways that were subject to optimism bias

in the first place. In the Lusoponte case, the concessionaire directly benefited from more
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favourable conditions on interest rates derived from Portugal entrance in the Eurozone

(Cardoso, 2011).

Greece was also severely affected by the global financial and economic recession which
negatively influenced the highway concessions decreasing the traffic revenues necessary to
fund its construction resulting in ceasing the project in early 2010 and engaging renegotiations.
The impact has been greater for projects under construction, as a significant share of the
construction cost was to be provided by brownfield toll revenues. In April 2013, the
government announced the terms of agreement which included an increase of public financial
contribution, a decrease in scope, and the payment of claims (Nikolaidis & Roumboutsos,

2013b).

The economic recession in the early 1990’s, together with over optimistic demand forecasts,
led the Spanish Government to extend the C-16 contract duration in order to assure the

economic viability of the project from 35 to 50 years (Cabrera & Suarez-Aleman, 2014).

In Cyprus, the combined airports’ traffic in 2012 was inferior to the low case scenario forecasts
(i.e. 7.5 vs. 8.5 million) to which the concessionaire responded with increased fees and there
are concerns that both the financial crisis and increased airport fees could offset Cyprus’s

tourists (Christodoulou & Efstathiades, 2013a).

The exogenous economic environment influenced directly the negotiation process of the Coen
Tunnel project, with both parties demonstrating risk aversion (Voordijk, 2013). However, this
chain of events had the advantage of making both partners aware of the importance that
extreme circumstances may have on the project’s success. This was reflected in the final
flexible contract which contains re-negotiation clauses where partners recognize that some
future outcomes cannot be written down on the contract and must therefore be negotiated in

good-faith when and if that time comes.

3.4 Political and social environment

In the Lusoponte case, changes on toll policy were not socially acceptable, leading to a bridge
blockage and civil protests. Consequently, the public partner was forced to pay annual
compensations to the concessionaire in the form of FRAs. Within the first three years of
operation of FERTAGUS it was observed that demand forecasts had been highly overestimated,
compromising the project’s commercial feasibility. This translated in less than 33% forecasted

passenger-km’s in the first year and, by 2004, earnings before taxes represented a loss of EUR
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28,4M in contrast to the expected profit of EUR 5,7M, i.e., a negative deviation of nearly 600%
from the financial base case (Macario et al.,, 2013b; TC, 2005, p. 45; 2012). The first
renegotiation was completed in 2005 and foresaw a second renegotiation in 2010. Between
the two renegotiations, the operator was compensated up to EUR 102.8M for financial
imbalances and public service provision. In return, the concession period was substantially
reduced to 6 years, a reduction of the operator’s IRR from 10.89% to 7.76%, the re-allocation
of demand and commercial risk towards the private operator and the possibility to share any
profits. Moreover, compensation clauses from exclusivity in the Tagus crossing were removed
whilst a certain degree of freedom was granted to the operator to fix the tariffs (TC, 2012).The
key goals of A22 and A23 highways shadow toll model revolved around reducing regional

imbalances through an improved road network while minimizing pressure on state budget.

The most common trigger for renegotiation in Spanish road PPPs was a change in transport
policy prompted by the government and a shortage of revenues caused by overoptimistic
traffic forecasts. In the first year of operation of the C-16 project, there was a 20% increase on
tolls due to the insufficient traffic level. Traffic forecasts also did not match actual traffic in the
first seven years, triggering contractual renegotiations at an early stage of the concession. In
the Radial 2 project traffic in the first year was down by 63% from initial forecasts. This is also
common in other Spanish highway concessions, with real traffic down by 83% from initial

forecasts (Vassallo et al., 2012).

In Greece, the need for a modern transport infrastructure system over-ruled political cycles.
This is evidenced by the fact that the tendering and award procedure as well as renegotiations
continued along similar lines over changes in government. A decrease exceeding 50% of the
initial traffic envisaged in the “Olympia Odos” concession, as well as land acquisition and
environmental issues were the main triggers for the project renegotiation that started in 2010
in order to restructure the project’s financing and restart construction works. Amplified by the
effects of a severe economic downturn, optimism bias in traffic forecasts and neglecting the

impact of social risks at a critical stage has likely conditioned the project’s success.

Table 4 summarizes below which determinant factors were found present in each case study,

and the respective consequences of contract renegotiation:
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Table 4: Triggers and consequences of PPP renegotiations

PPP

Determinant factors for contract renegotiations

Institutional and
regulatory frameworks

Contract design

Macro-economic
environment

Political and social
environment

Consequences

LUSOPONTE
(PT)

- Public sector deprived
of capable technical and
human resources;

- Initial contract flexible
in terms of concession
duration;

-Specified in which
scenarios renegotiation
could occur;

- Inexistent credible and rigorous
feasibility studies;

-Demand risk initially private,
but partially transferred to the
public partner after first
renegotiation;

-Public partner was forced to
pay annual compensations to
the concessionaire.

-Public sector unable to
benefit from the
positive changes in the
macro-economic
environment

-Changes on toll policy
were socially
unacceptable

-Changes in the risk allocation
matrix, more favourable to the
concessionaire;

-Increase of concession period;

-Reduction of concessionaire
maintenance costs;

FERTAGUS
(PT)

- No specific clauses on
contract renegotiation

- Public sector deprived
of capable technical and
human resources;

- Full demand risk initially public;
-Operator can be compensated
for financial imbalances.

-Indirect influence on
project performance

- Optimism bias on
demand forecasts

1st renegotiation:

- Update of demand forecasts

2nd renegotiation:

-Reduction of concession period

-Reduction of the operator’s IRR
with contract renegotiation

-Introduction of Claw-Back
mechanism

-Introduction of new revenues
sources

METRO SUL TEJO
(PT)

-No specific clauses on
contract renegotiation;

-Public sector deprived
of capable technical and
human resources;

-Demand and financial risks
totally public;

-Commercial and revenue risks
mostly private.

-Minimum revenue guarantees
for private partner;

- Indirect influence on
project performance

- Optimism bias on
demand forecasts

-Change in repayment methods
(extension of concession
period)

- Compensation for financial
imbalances to the private
partner
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Determinant factors for contract renegotiations

PPP

Institutional and
regulatory frameworks

Contract design

Macro-economic
environment

Political and social
environment

Consequences

A22 & A23 highways
(PT)

-lnadequate regulatory
framework;

-Renegotiation clause in
high-demand scenarios
to increase the number
of lanes on given
sections.

-Demand risk mostly public

-Introduction of
electronic toll collecting
systems

-Further reduction of
traffic;

- Optimism bias on
demand forecasts;
-Social unwillingness

to pay for tolls;

-Change in repayment methods
(from shadow tolls to
availability plus tolls charged)

-Financial compensation for
expropriations delays

Radial 2
highway
(SP)

-No specific clauses on
contract renegotiation

- Bankruptcy guarantee provided
by government induces
opportunistic behaviour from
bidders

- Indirect influence on
project performance

- Optimism bias on
demand forecasts

- Extension of concession period
-New traffic projection included
as reference for renegotiations

C16 highway
(SP)

-No specific clauses on
contract renegotiation

-Risk allocation not clearly
stated in the contract.

- Bankruptcy guarantee provided
by government induces
opportunistic behaviour from
bidders

- Direct influence on the
project performance,
extending contract
duration

- Optimism bias on
demand forecasts,
induced a toll
increase of 20% in the
first year;

-Project redesigned with
additional connection;

- Extension of concession period;

-50% discount for regular users

Odos highways
(GR)

Olympia Odos & lonia

-Ad hoc and highly
complex legal
framework;

-Financing and traffic risks were
mostly transferred to the
private sector.

-Delays in land acquisition were
also a subject of negotiations

-Financial crisis
negatively influenced
the project decreasing
the traffic revenues
necessary to fund its
construction

-Underestimation of
delays due to
archaeological
findings and land
acquisition

-Risky financing model

-Project postponed;

-Change on SPV shareholder’s
structure

- State participation in the
construction financing

-Amendments of the toll revenue
sharing mechanism during the
operational period
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PPP

Determinant factors for contract renegotiations

Institutional and
regulatory frameworks

Contract design

Macro-economic
environment

Political and social
environment

Consequences

Larnaca Paphos
(CY)

- “Liaison Committee”
responsible for the
quotidian contract
monitoring;

- Clear dual-till economic
regulation;

- Contract provides a clear
output specification of both
parties’ duties and rights and
performance indicators;

- Profit-sharing arrangement

-Financial crisis

- Partial optimism bias
on demand forecasts

Not renegotiated

COEN Tunnel
(NL)

- Competitive dialogue
process allowed for
proper risk allocation;

-Recognition that
uncertain events must
be negotiated in good-
faith when and if that
time comes.

-Public sector assumed part of
construction risks.

- Exploitation risks transferred to
the private, where serious
problems could trigger to
renegotiation.

-Both parties
demonstrated strong
risk aversion, influenced
by the financial crisis

Not renegotiated, but:

-Transfer of certain construction
risks to public sector;

-Introduction of renegotiation
clauses
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4 Discussion

In principle, renegotiation clauses can be an important tool for PPP’s contractual management,
allowing them to better cope with uncertainty and adapt to reality. However, based on the cases
studies, one could not be aware of the existence or not of renegotiation clauses, due to omission of
relevant parts or annexes of the contracts made available. From those contracts where it can be
observed, the majority either does not contain such clauses or, when it does, they are either
meaningless (e.g. where dispute takes place, obvious reasons for contract termination) or commit
the grantor with unforeseeable situations (e.g. social acceptance, traffic demand). Only a small
minority of contractual arrangements provide guidelines on how and when should renegotiations
take place (e.g. demand rises to a threshold where capacity expansion is required, commercial
feasibility triggers financial rebalances, willingness or inability to manage unforeseen risks). The later
practices however seem to be associated with recently renegotiated contracts as in the case of
former shadow toll highways in Portugal, projects developed under a mature institutional
framework, or on the learning curve to create one, as in the case of the Coen Tunnel in the

Netherlands and Larnaca and Paphos airports in Cyprus.

Notably, the proposed group of determinant factors for renegotiations identified from literature is
consistent with our case studies analysis. Firstly, the dominance of evidence of optimism bias in our
case studies is overwhelming. Be it by political opportunism or by inadequate contractual set-ups,
inflated traffic demand forecasts provide the wrong incentives for infrastructure investment and
therefore constitute a severe misallocation of governmental funds which could be used elsewhere.
Perhaps more interesting than highly frequent cases of optimism bias is the persistence of
institutions in not learning from previous experiences which brings us to the second factor. Adequate
institutional and regulatory frameworks are fundamental to support the successful implementation
of infrastructure projects which is corroborated by both literature and our case studies. It is
nonetheless interesting to observe the different levels of institutional maturity of early-runners in
PPPs such as Portugal and the Netherlands or Cyprus, that unlike the former, were able to create PPP
specific legislation and adopt international best practices to develop their projects. Third, it is also
evident from the case studies analysis and literature how highly exposed PPPs are to exogenous risks.
Although this had stronger repercussions in southern European countries, it also conditioned better

structured PPPs.

Moreover, the CSFs affecting transport PPPs reinforce our proposed group of factors for contract

renegotiation. First, both private and public partners find important transparent, predictable and
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efficient institutional-regulatory frameworks. Second, adequate contract design requires an
appropriate risk allocation that fits the public’s transportations needs while leaving room for the
private partner to innovate. Third, public sector recognizes the importance of favourable and stable
investment climates. Fourth, faster project completion of economically efficient projects are relevant
for a stable political and social environment. And finally, but of no less importance, the expectations
of professionalism and effective communication between partners strengthen our vision that the
uncertainties in long term contracts will be better managed through strong partnerships rather than

rigid and over prescriptive contracts.

Vassallo et al. (2012) argue that governments must concentrate efforts in accurate estimates and to
draft contracts that cover all eventualities in order to avoid renegotiations. In fact, one frequently
observes excessively prescriptive contracts in terms of demand or product specifications in an
attempt to balance out the inherent incompleteness nature of the contract. The reasons behind such
behaviour range from political concern of passing on the image of a demanding negotiator to the lack
of capacity in learning with previous experiences. This has effectively been the Iberian experience in
the past twenty years, relying on PPPs as an off-budget mechanism to provide for transport
infrastructures without a proper of assessment on the usefulness of both the infrastructures and the

procurement method.

Contrarily, we follow the view of Guasch and Straub (2006) in that renegotiation can be seen as “a
possibility of Pareto improving deals to account for changes in the environment or in agents’
preferences”. For this purpose, effective contractual agreements must provide strategic goals and the
tools to achieve them. This is possible through mature institutional frameworks that provide strong
regulatory mechanisms to monitor and enforce contract compliance. The Dutch and Cyprian cases
provide food for thought on practices to follow with regard to contract renegotiation. The Liaison
Committee of Larnaca and Paphos Airports for instance, on top of ensuring contract compliance, has
the added advantage of fostering dialogue between partners, thus creating the foundations for an

effective partnership.

Based on the previous case studies analysis, Table 5 presents potential benefits that could be
captured and pitfalls to be avoided in PPP contractual arrangements. The SWOT analysis serves both
as a summary of the identified trade-offs on our case studies and literature as well as identifying

best-practices on PPP contractual frameworks with regard to contractual flexibility.
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Table 5: SWOT analysis on contractual flexibility

STRENGTHS WEAKNESSES
- Possibility to build trust-based relations
- P055|b|I|jcy .to identify and define triggers for - Higher transaction costs
renegotiations beforehand - - . .
. . - Possibility of opportunistic behaviour induced
- Chance to prevent opportunistic behaviour ) .
by not well-defined contracts (e.g. price
and hold up problems dumping)
- Improved communication between public and ping
private partners
OPPORTUNITIES THREATS
- Ability to better cope with unforeseen events
- Possibility to make Pareto-improving - Provide incentive to bid opportunistically
adjustments - Higher possibility of contract termination
- Proper risk allocation based on real case - High transaction costs borne by society
scenario - Negative perception of the PPP model
- Introduction of new methods of payment - Weak legal framework and institutional
- Ability to create supervising mechanism for setting not capable to cope with renegotiation
better quality of project delivery - Unstable political and social environment
- Enable learning on previous experience

5 Conclusions and topics for future research

The needs and specificities of PPPs necessarily change between projects, modes and countries. Best
practices must be assimilated and implemented in order to ensure an innovative infrastructure
provision. The critical success factors previously mentioned must be taken into account in order to
derive added value from infrastructure delivered by means of PPP. Transparency and effective
communication do not occur naturally, especially in millionaire projects. They are, however, part of a
learning process and, as shown in the Cyprian and Dutch cases, crucial elements for successful
project implementation. On the other hand, there are several strengths and opportunities arising
from renegotiations and may outweigh its threats and weaknesses. This is particularly true if the way
has been paved for an effective dialogue to take place and renegotiations occur in good-faith.
Without the proper incentives and effective political and regulatory frameworks, both partners will
inevitably enter in a lose-lose situation. Transparency and trust-based relationships effectively
contribute to a smoother renegotiation process, reinforcing the “P” in Partnership. It also allows
better managing the uncertainty which will inevitably affect the long term relationship between
public and private partners. Higher contract rigidness or merely poor contractual design has so far
provided the incentive for opportunistic behaviour from the part of private concessionaires. There is
thus the need for stronger governance institutions in order to prevent such behaviour and potential

hold-up problems.
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In spite of the recent work developed on trust relations and more dynamic contracts, it is still not
clear which is the desirable degree of contractual flexibility on infrastructure provision and in which
aspects of the contract it should focus. Consequently, it would be worth investigating the
consequences of less rigid contractual frameworks to the current tendering procedures and whether
the incentives for opportunistic behaviour would be eliminated. Finally, it would also be interesting
to understand the social-economic impact of communication mechanisms and contracts’ flexibility
with more frequent renegotiations taking place. Similarly to the European need of improving
transportation infrastructures and its delivery methods, the scope for future research on contractual

renegotiations is quite large, with many gaps to fill.
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