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PURPOSE For consideration

ISSUE This is Section Il of the 2014 Advisory Group Report, which draws from the
previous APIP dialogues identifying key issues for the APEC Implementation
Roadmap for PPP

BACKGROUND In 2013, the Advisory Group and ABAC recommended that APEC Finance
Ministers establish a regional framework under a multi-year initiative to coordinate
capacity building and sharing of best practices in infrastructure finance, with the
collaboration of APIP. This recommendation became reality with the launch of the
APEC Multi-Year Plan on Infrastructure Development and Investment (MYPIDI)
and the establishment by Finance Ministers of the APEC PPP Experts Advisory
Panel to assist member economies in improving coordination and developing
capacity to build bankable project pipelines through PPP Centers. A Pilot PPP
Center was set up in Indonesia. Both the MYPIDI and the APEC PPP Experts
Advisory Panel designated APIP as the channel for private sector involvement in
these activities.

PROPOSAL APEC Finance Ministers develop an implementation roadmap for promoting
infrastructure PPP projects to assist member economies in (a) effectively allocating
risks between public and private sectors; (b) improving institutional capacity to
promote PPPs; (c) facilitating infrastructure finance, especially long-term and local
currency funding; (d) providing an enabling legal, policy and regulatory
environment; and (e) promoting public support for PPPs.

DECISION Endorse the proposal.
POINT
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THE ASIA-PACIFIC INFRASTRUCTURE PARTNERSHIP
KEY ISSUES FOR THE APEC IMPLEMENTATION ROADMAP TO
DEVELOP INFRASTRUCTURE PPP PROJECTS

The contents of this paper have been incorporated in the 2014 Advisory Group Report
(Section I1).

At a 2010 forum convened by ABAC, ADB and Japan Bank for International
Cooperation (JBIC), in collaboration with Japan’s Ministry of Finance, the Advisory
Group and ABAC proposed the establishment of the Asia-Pacific Infrastructure
Partnership (APIP). This aims to provide a regional platform for governments, the
private sector and relevant international institutions, to frankly and objectively discuss
complex matters related to infrastructure facing each economy. Since 2011, when the
APEC Finance Ministers adopted it as a policy initiative, APIP has undertaken several
dialogues and participated in various regional discussions.* As a follow-up to various
dialogues, five studies on various issues were commissioned by ABAC.?

In 2013, the Advisory Group and ABAC recommended that APEC Finance Ministers
establish a regional framework under a multi-year initiative to coordinate capacity
building and sharing of best practices in infrastructure finance, with the collaboration of
APIP. This recommendation became reality with the launch of the APEC Multi-Year
Plan on Infrastructure Development and Investment (MYPIDI) and the establishment by
Finance Ministers of the APEC PPP Experts Advisory Panel to assist member
economies in improving coordination and developing capacity to build bankable project
pipelines through PPP Centers. A Pilot PPP Center was set up in Indonesia. Both the
MYPIDI and the APEC PPP Experts Advisory Panel designated APIP as the channel for
private sector involvement in these activities.

! These included dialogues with the governments of Mexico, Peru and the Philippines in 2011, Vietnam and
Indonesia in 2012 and Philippines, Thailand, Indonesia and Malaysia in 2013. APIP also convened a forum with the
APEC Finance Deputies in 2011. In addition to these, APIP representatives actively participated in a number of
conferences organized by APEC member governments. A number of APIP representatives participated in two
workshops organized by the FMP and hosted by the Government of Indonesia in 2013 — the APEC Workshop on
Infrastructure: Toward a Common Framework of Project Readiness to Increase Infrastructure Investment in APEC
Region held on 22-23 April in Makassar and the APEC Second Workshop on Infrastructure and Indonesia-OECD
International Seminar: Enhancing the Role of Institutional Investors in Infrastructure Financing, held on 28-29
August in Palembang. This year, APIP actively participated in the initial work of the APEC PPP Experts Advisory
Panel and provided private sector inputs to discussions convened by the APEC Finance Ministers’ Process. These
were the Seminar on Public Sector s Role in PPP Modality (21-22 May 2014, Fuzhou, China) and the Seminar on
Long-term and Stable Financing for Infrastructure Development (26-27 June 2014, Dalian, China).

2 These were: (a) comparative study of legal frameworks to protect the long-term interests of pension funds investing
in PPPs; (b) comparative study of contractual clauses to provide for the smooth adjustment of physical infrastructure
and services through the lifecycle of a PPP project; (c) best practice in design of PPPs for social infrastructure,
particularly in health care and education. (d) comparative study of best practice taxation measures to support PPPs
and (e) ways to evaluate externalities of PPPs.



In the course of its dialogues with developing APEC member economies, APIP has
identified a number of key issues:

1. Effectively allocating risks between public and private sectors

An important element of successful PPP projects is finding a suitable allocation of risks
between the public and private sectors. There is no single formula for risk allocation,
and risks vary depending on the economic sector, the size of the project, the project
cycle, the business model used and the number of parties that are involved. For example,
project risks typically increase during the construction phase where construction and
financial risks are dominant considerations, peak during start-up as delay, refinancing
and traffic risks increase, and decrease substantially through the operation phase.

Where there is a disconnect between the price the public is willing to pay and the price
available in the market, government can provide a solution by either putting money on
the table or taking risks off the table. A good understanding of the risks that parties are
able to bear is essential for designing well-structured projects. Understanding that the
private sector is capable of dealing with pure commercial risks but ill-equipped to deal
with others, such as inability of the public sector to comply with obligations due to
government or political actions or inaction, for example, is important for designing
solutions, such as creating a guarantee fund that can expeditiously provide direct
compensation to the private sector in such an event. Introducing incentives for both
parties to avoid a default, such as through partial guarantees, can also be helpful.

A deeper understanding of which risks the different parties can more effectively manage,
allocating each risk to the party best suited to manage or minimize it, and defining this
clearly in agreements can help government attract more private sector participation in
infrastructure project. In certain PPP projects, for example, design, construction,
performance, operation and management risks may be allocated to the private sector,
while demand, off-taker and legislative/regulatory risks would be taken by the public
sector and risks arising from interest and currency fluctuations, pricing structure and
unforeseen events could be shared by both.

Governments can attract more private investment in infrastructure through measures
that help provide funding and address risks that need to be dealt with at the various
stages of project preparation, bidding and construction, such as funds to accelerate the
land acquisition process during the preparation stage, viability gap funding (VGF) to
help achieve financial viability of economically desirable projects and guarantees to
cover policy risks during the bidding stage, and funding support during the construction
phase where the market is unable to provide for the needs of the private sector (e.g.,
long term local currency financing). Public subsidies can also be factored into the
bidding process.

Among other ways by which projects can be made bankable and risks shared in a
balanced manner are: (a) continually re-assessing the risk profile of projects in reference
to traditionally acceptable infrastructure risks carried by global banking institutions; (b)
continually reviewing risk allocation to ensure risks are carried by entities that are in the
best position to manage and mitigate them; (c) formulating clear terms of reference for
each project as a basis for further assessment of risks by private sector partners and



financial institutions; and (d) reviewing the timetable for the bidding process and
benchmarking it to global best practices to ensure these are realistic and workable and to
encourage wide participation.

In successfully deploying fiscal and financial support to promote PPPs, it is important
for the government to get sufficient inputs from industry, such as by holding
pre-proposal, pre-bidding and pre-structuring conferences with the private sector. Where
low-cost funding such as those from official development assistance is to be introduced
to the project it is important that such funding and its terms is brought to the attention of
the private sector early so that complementary terms and structures can be bid by
interested private sector parties.

The government could consider different risk allocations for different stages of market
development for infrastructure projects, where it takes certain risks, e.g., demand and
off-taker risks, when there is a strong social element that may make it difficult to charge
market tariffs, during the early stages of market development or in the case of pioneer
projects, to attract private sector participation. Government can reduce its role over time
as the market develops, more successful projects emerge and the private sector feels
more comfortable in assuming these risks. This is particularly important for developing
economies and sectors where benchmarks to help the private sector evaluate risks are
not yet available or where the private sector does not yet have sufficient understanding
of the market. Following are ways in which these may be addressed:

e Establishing benchmark projects in various sectors: In sectors where there is
significant potential private sector interest but where PPPs are non-existent or are
yet to be developed, governments could consider developing a benchmark project
for each of them, providing strong government support (for example by assuming
ridership risk, which is difficult for the private sector to deal with in markets at
early stages of development where experience is still limited). These benchmark
transactions could serve as the starting point for subsequent projects, where the
private sector can become more comfortable in taking more risks and the
government can obtain better terms.

* Facilitating better understanding of the market by the private sector: Better
understanding of the market increases investor confidence, encourages private
sector firms to expand their engagement and facilitates the development of projects
where financial institutions and investors are more comfortable in assuming greater
portions of risks. This process takes much longer wherever governments follow a
policy of allocating the more complex projects to private bidders and the simpler
and easier ones to state-owned enterprises. By doing the reverse at the initial stage,
i.e., letting the private sector undertake the easier projects, governments can
accelerate greater private sector engagement in PPPs and promote better
understanding of the market by investors and financial institutions at an earlier
point in time.

2. Improving institutional capacity to promote PPPs

The decision by APEC Finance Ministers in 2013 to develop a network of PPP Centers
that is supported by the APEC PPP Experts Advisory Panel is an important milestone



toward the strengthening of institutional capacity of governments to promote PPPs. As
the Panel moves ahead to support the Pilot PPP Center in Indonesia and new or existing
PPP Centers that will subsequently join the network, it could consider focusing its
efforts on the following key areas that have been identified in APIP dialogues:

* Coordination across ministries/departments and relevant agencies

Successfully developing a robust project pipeline depends on the success of efforts
to coordinate involvement of multiple line ministries in project preparation. Unless
a structure is created that is able to bring all relevant parties together, a significant
slowing down of the process leading to financial close of projects will be difficult
to avoid. Coordination among government units at different levels is an important
pre-requisite of project readiness. One area where this is particularly crucial is in
connection with land acquisition, where infrastructure projects could be speeded up
through closer collaboration between relevant agencies.

Addressing the complexity of decision structures within government that could
hamper expanded private sector engagement in PPP projects requires the creation
of institutional arrangements that offer sufficient clarity, authority and
predictability. An important element of such arrangements is a strong institutional
home for the development of well-structured projects. Establishing a strong PPP
unit and identifying a “champion” to lead projects and push things forward are
possible ways of achieving this. To effectively bring all relevant parties together,
such units need to have sufficient authority, and preferably legal authority.

* Developing transactional capacity

Building institutional capacity to deliver well-structured projects is an important
key to success in promoting PPPs. Preparing complex infrastructure projects
require technical expertise in addition to sufficient budget allocation. It is
necessary to further build on existing skills and capacities in public agencies
managing these transactions. Many governments in developing economies are very
much affected by civil service rules, particularly in relation to compensation limits
that make it difficult for them to attract and retain sufficient numbers of technical
experts in legal, accounting, engineering and other relevant fields.

Technical assistance and sharing of best practices can enhance the capacity of PPP
Centers and line agencies. There is an existing wealth of knowledge and expertise
on PPPs within both public and private sectors around the world that can be readily
made available. Given its diversity and strong links to the private sector and
multilateral institutions, APEC can be an effective platform for the sharing and
dissemination of such knowledge and expertise to member economies.

International financial institutions play important roles in balancing the interests of
public and private sectors. Voluntary advisory bodies, including the APIP, can be
very helpful to governments. Further developing strategies through the APEC PPP
Experts Advisory Panel with the participation of the private sector, multilateral
institutions and other relevant entities can help governments develop capacity in
assessing financial viability to help advance the evaluation and approval processes
for projects. Past experiences with successful projects have also demonstrated the



usefulness of governments hosting policy dialogues with potential long-term
investors that enable participants to identify the appropriate support needed from
government to close the viability gap.

On-the-job training is an approach that could be suited for developing transactional
capacity, such as in the building up of teams working on selected initial projects in
particular sectors, and learning how to replicate successful deals within the same
sectors. These efforts can be complemented by learning through seminars on key
issues such as risk allocation between public and private sectors that are being
made available by private and public institutions.

* Developing long-term infrastructure planning capacity

Developing capacity for long-term planning in infrastructure is important to
promote private sector participation, given the long-term horizon of infrastructure
investment. A key issue is the capacity of government planners to deal with
complexity, which legislation cannot capture and must be dealt with during actual
planning. In the same way that the fate of a tree is determined at the time of
planting, the success of an infrastructure project depends on the clarity of the
project’s objectives and key performance indicators at the outset.

Examples of areas where government officials could benefit from improved
capacity include the following: (a) design of infrastructure to meet changing needs
over time; (b) facilitating the transfer of knowledge across projects and the
emergence of learning organizations through planning; (c) effective management
of time, resources and collaboration of stakeholders in complex environments; (d)
leadership in multi-disciplinary infrastructure planning for the whole economy; (e)
deeper understanding of how infrastructure systems are affected by such factors as
changes in land use and population density; and (f) developing evidence-based
approaches in ensuring that infrastructure design meet government objectives.

e Strengthening the project preparation process

From investors’ and lenders’ perspectives, bankability is a pre-requisite for the
success of projects. Being vital to demonstrating bankability, robust project
preparation prior to bringing each one to the market is important. For markets that
are at an early stage of development, a strategy that focuses on bringing
well-prepared high-quality deals to the market and that results in the successful
financial close of a couple of good projects within a year, rather than one focused
on quantity of projects, is seen as the most effective for attracting more investors.

This could also go a long way toward shortening the period of time it takes to
complete transactions in the case of complex deals. Although other factors such as
political complexities and other limitations on the part of government may
contribute to extending the time it takes for the process leading to financial close
and commercial operations, bringing well-prepared projects to the market, along
with more simplified transactions, can significantly shorten the gestation period for
these projects.



Strengthening this process will require adequate budgetary resources, particularly
for line ministries to prepare projects to be market-ready and engage qualified
transaction advisors. It may also be useful to develop a checklist and an
administrative system that could indicate whether a project is ready to be brought
out to the market. Management capacity in the government, particularly in
contracting agencies, needs to be further developed to more effectively and
efficiently bring projects forward to completion. PPP Centers can also play a role
in promoting greater understanding within the public sector of the advantages of
harnessing the expertise of outside consultants.

e Communicating with the private sector

An effective institutional framework is one that provides adequate and timely
information and a straightforward, transparent and efficient approval process for
PPPs. Global or regional firms that seek out opportunities across a number of
markets can be attracted to an economy that provides adequate and detailed
information to facilitate the undertaking of due diligence for bidding on projects.
PPP centers can play an important role in meeting these needs of the private sector.

e Building strong and credible public institutions

Key to the success of economies in developing well-executed PPP projects in
certain sectors has been the credibility of public institutions in these sectors,
particularly their creditworthiness, which facilitates the engagement of private
sector financial institutions and export credit agencies to provide financing and
strong and clear government support for these institutions, preferably enacted into
law. While arrangements in one sector cannot simply be replicated in other sectors
due to their different characteristics, experiences of PPPs in the region highlight
the key features that public utilities must have for successful projects: credibility,
good credit, the authority to make decisions and capacity. PPP Centers can play a
role in identifying and promoting legislation and policies to strengthen relevant
public institutions.

*  Ensuring successful initial projects

The private sector strongly supports the objective of ensuring the commercial,
social and environmental viability of projects before being offered to investors. It
is especially important that initial model projects succeed to build public and
market confidence and avoid acute political backlash that could harm long-term
business opportunities. However, governments must also avoid delays that can
dampen initial enthusiasm among investors. It is important for governments that
are at the initial stages of developing a project pipeline to strike a healthy balance
between speedy roll-out of projects and proper preparation, avoiding the pitfall of
over-analysis, and to prioritize doable over transformational projects, building a
pipeline to follow the first successful project.

3. Facilitating infrastructure finance, especially long-term and local currency
funding



The availability of long-term local currency financing, which is important for
infrastructure projects that mostly earn revenues in local currencies, varies across
economies in the region. In some economies, insufficient availability of long-term
local-currency funding poses a significant obstacle to expanded private sector
engagement in infrastructure. The relatively short lending tenors for infrastructure deals
available from local banks cannot meet the requirements of financial institutions that are
exposed to interest rate fluctuations and need to hedge their cash flows over a longer
period of time, typically 20 years or more, when financing infrastructure projects. Local
financing is also important for local companies to participate effectively in
infrastructure projects.

Developing the long-term local currency market is not only important for bringing
down costs by eliminating the need to hedge foreign exchange risks. It is also important
to facilitate greater participation of local banks, operators and other market players and
the local economy in the growth of infrastructure projects, which is crucial for
maintaining continued political support for private sector financing of infrastructure
projects and for enabling economies to develop beyond middle-income status.
Addressing this issue today will ensure that APEC economies will be prepared for the
stage of development when much larger volumes of financing will be required.

There are opportunities for emerging markets to tap capital looking for long-term yields
in the region, as the population ages and yields disappear in developed economies.
Attracting such funds will require a robust pipeline of projects and secondary markets.
The development of capital markets in developing economies can be accelerated
through concrete initiatives that are being undertaken under the APFF, including the
development of classic repo markets, netting and collateral infrastructure, standardized
documentation and risk models for margining of non-cleared swaps as required by
regulations, improving availability of information for capital market investors, and an
enabling regional securities investment ecosystem, as well as a regional funds passport
arrangement. Enabling insurers and pension funds to expand their investment in
infrastructure will also require addressing regulatory and accounting constraints, in
addition to capital market and operation issues.

Multilateral institutions can work with foreign financial institutions to issue local
currency bonds that can help finance investment in long-term assets, and help attract
long-term investors to partner with local institutions in funding infrastructure projects.
Other ways by which they can play an important role include providing long-term loans
with repayment schedules to meet specific requirements and combined with private
finance to make projects viable, as well as offering currency swap facilities for
financing projects to address currency risks.

Economies can learn from successful experiences within the region in building the
domestic investor base, including pension funds, insurers and retail investors, which
have led to the development of private domestic infrastructure funds investing in PPP
projects. These can be facilitated by an enabling regulatory framework for long-term
infrastructure investments and of investment regulations, including rules pertaining to
domestic pension funds and life insurance firms and a clearer process for exits through
the transfer of shares. These can be complemented by the development through
securitization of products that are attractive to long-term institutional investors.



A study of experiences within APEC can provide possible models for a wider
application of stronger and more effective tax incentives to offset higher risks at the
early stages of infrastructure development and promote the participation of a larger and
more diverse set of local and foreign investors from many jurisdictions. These could
include tax incentives for investors in infrastructure bonds and infrastructure-related
funds, equity investors and corporates (as sponsors for infrastructure projects). As these
incentives could be designed to promote investment at an early stage of development to
cover higher risks, sunset provisions for such early stage investment may be introduced
to distinguish different (and possibly lower) risk allocations for later stages of
infrastructure development.

4. Providing an enabling legal, policy and regulatory environment

Consistency of the regulatory environment is a paramount consideration for private
sector firms and investors looking to invest in PPPs. The enforceability of long-term
contracts is a major concern for the private sector, which expects that covenants in such
contracts are honored through leadership transitions at the economy, local and agency
levels. Greater regulatory transparency and certainty, such as through minimizing
reviews of already approved projects and amendments to already agreed terms and
conditions, have important bearings on investors’ risk perceptions and the level of
returns they will require.

Features that the private sector considers important include, among others: (a) the
ability of government to properly address at the onset project completion risks,
right-of-way risks and other political and regulatory risks and to provide ample
protection for project finance lenders to mitigate these risks; (b) the provision of clear
information on the form of and risks related to government subsidies on projects made
available for private sector participation; (c) appropriate protections for private sector
proponents in case promised subsidies are withdrawn or when the project fails to gain
legislative approval or appropriations; and (d) adequate protections for continuity of
contracts over the long term.

A clear master plan based on a coherent vision can help the private sector get a better
sense of strengths, viability and potential impact of projects, and to gear up internal
resources, including people, research, training and funding. Such a master plan would
prioritize and harmonize projects at the economy and local levels, and clearly identify
how each project fits into the overall infrastructure plan and how resources will be
allocated to each. The private sector will be able to more effectively participate in
infrastructure development if it is regularly updated on the projects lined up for PPP and
how each project fits into the larger plan and given an updated timetable.

Clear and consistent policies and processes are very important in making the market
attractive for the private sector. Past experience of investors, for example, of
government deciding to reassign projects to the public sector after private financial
institutions and investors have already spent significant time and resources for studies
and bid preparation, discourages the private sector from further engagement in the
market. This issue can be addressed by improving the infrastructure procurement
process to avoid such changes and reduce uncertainties.



The Enablers of Infrastructure Investment Checklist that ABAC developed in 2013
provides a tool to help governments identify critical gaps and develop and implement
key actions and monitor progress. This checklist is designed to serve as a
self-evaluation tool to help governments assess and determine the extent to which
existing policies promote or hinder private sector participation in infrastructure
development. Measuring progress can be facilitated by identifying key performance
indicators (KPIs) that are most relevant to the private sector. The checklist is structured
under four overarching policy categories: (a) augmenting government project planning
and coordination mechanisms; (b) building a strong financial and financing
environment; (c) developing robust PPP mechanisms and frameworks; and (d) creating
and maintaining a strong investment environment to attract foreign direct investment.

5. Promoting public support for PPPs

Continued public support is important for the successful development of a robust PPP
project pipeline. APEC can provide a useful platform for governments to learn from
experiences within and outside the region in ensuring and promoting public support for
PPP. Among issues that governments in the region face are the following:

* In emerging markets where user tariffs have been traditionally low, the underlying
economics of infrastructure projects, where cost recovery poses a significant
challenge to the commercial viability of PPPs, is a major problem in attracting the
private sector to the market. This problem is being addressed in various economies
in a number of ways, including guarantees and viability gap funding; however,
governments also need to develop effective strategies to deal with political
challenges when there is a need to increase user fees.

* The coordination of infrastructure PPP becomes more challenging in economies
where political and fiscal power are being devolved from the central government to
provincial and local governments, particularly in the implementation of policies and
enforcement of judicial decisions. Dcentralization has brought new challenges
resulting from greater regulatory complexity that can significantly delay the
completion of key infrastructure projects, such as delays related to land acquisition
and compensation as well as those related to the process of environmental
assessments. Another issue is the capacity of local governments to manage
increased infrastructure planning and spending, including ability to maintain local
roads and water supply.

* Related to decentralization of public services provision is the growing importance
of engaging local communities in the identification, prioritization and planning of
infrastructure projects in their respective localities. In addition to facilitating
political support for projects, this process can help in evaluating the affordability of
projects and facilitate their prioritization based on a better understanding of the
needs of local communities.

* The development of more sustainable infrastructure policies and their proper
implementation are likely to involve politically sensitive decisions. These may
include decisions on tariffs required for the financial viability of public utilities,
land acquisition or awarding of contracts. Without political support from highest



levels of government, public officials are likely to be hesitant to make decisions
that are necessary but can put them at risk. While political backing will need to
come from elected officials at the highest levels and their political supporters, a
system of continuous monitoring and information gathering at the central level, for
example through the PPP Center, can facilitate this process.

*  Users of infrastructure services are well-placed to help the government identify and
prioritize the economy’s infrastructure needs. Unsolicited infrastructure proposals
can play an important role in the development of infrastructure projects that
effectively facilitate the expansion of private sector activity in the economy. A
transparent and robust process will be required to ensure the effectiveness and
integrity of unsolicited projects.

The Advisory Group recommends that APEC Finance Ministers develop an
implementation roadmap for promoting infrastructure PPP projects to assist member
economies in (a) effectively allocating risks between public and private sectors; (b)
improving institutional capacity to promote PPPs; (c) facilitating infrastructure
finance, especially long-term and local currency funding; (d) providing an enabling
legal, policy and regulatory environment; and (e) promoting public support for PPPs.



