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Introduction

Recognizing, the significant role the private sector can play in the
provision, financing, and implementation of infrastructure projects, the Philippine
government has adopted specific measures to encourage private sector
participation in infrastructure. The passage of Republic Act 6957 or the Build-
Operate-Transfer (BOT) Law in 1990 indicates the government’'s commitment to
tap private sector expertise and resources in infrastructure?. The amended BOT
law has increased the scope of private sector participation, providing for direct
negotiation of contracts and investment incentives in certain cases, and
addressing the problem of unsolicited proposals®. The Electric Power Industry
Reform Act (EPIRA) enacted in 2002, paved the way for greater private sector
participation in the electric power industry. It laid down the basis for competition
in power generation and supply segments of the industry. Distribution and

transmission of electricity have continued to be monopolies. A newly created

' Research Fellow, Philippine Institute for Development Studies and the Rural Development
Research Consortium, University of California, Berkeley. The author acknowledges the research
assistance provided by Gabrielle Lavina.

2 Subsequently amended by Republic Act 7718 in 1994.

® Thus, the BOT law, as amended, allows for various modes of private participation: build-
operatetransfer, build-run-and-operate, build-transfer, build-lease-and-transfer, contract-add-
operate, develop-operate-transfer, rehabilitate-operate-transfer, and rehabilitate-own-operate.



Energy Regulatory Commission was created to regulate the price of transmission
and distribution of electricity. The law also created a National Transmission
Company that will be initially set up as a state monopoly but which will eventually
be privatized.

Thus, the creation of a new infrastructure policy environment has been
rewarded by a surge in private investor interest and investments in various
infrastructure projects. In 1998 President Ramos reported that the BOT law
“‘enabled government to enforce power projects on a scale and speed that was
unprecedented worldwide. In one year alone (1996), the government added
1,000 megawatts of capacity through BOT power plants.” The effect was to
“practically eliminate all brownouts in metropolitan areas and production centers
by the end of 1993” from “10-hour brownouts in 1990 to 1992.”

This paper draws the attention of policymakers and legislators to the fiscal
risk brought by contingent liabilities arising from explicit or implicit government
guarantees. The paper discusses the current attempt of the Philippine
government to address this outstanding issue. The paper uses the experience in
providing guarantees to infrastructure projects which have given rise to large
amounts of contingent liabilities to illustrate the fiscal risk faced by the
government. Drawing from existing literature (Lewis and Mody 1997, Mody and
Patro 1996, Irwin and others 1997, Mody 2000) it sketches how the Philippine
government may organize a management framework for contingent liabilities. It
concludes by pointing out the need for the government to develop credible
regulatory and competition policy frameworks to minimize the demand for

guarantees in the future.

Demand for State Guarantees

Private proponents faced the daunting problem of entering highly
regulated and distorted markets for infrastructure, where political patronage and
intervention presented serious constraints to efficient operation. Confronted with

the problem of providing services in a highly politically-charged environment,



private providers sought state guarantees on a wide variety of perceived risks.

Mody (2000) explains the provision of government guarantees as a
necessary step in view of the fact that the transition from government
infrastructure monopoly to multiple private infrastructure providers would require
significant investment in regulatory capacity and since such capacity cannot be
built overnight, contractually specified public-private partnerships are necessary
intermediate steps in a rapid infrastructure development strategy. Thus,
government guarantees serve as second-best instruments in the absence of
stable political environment, effective regulatory bodies, independent judicial
systems and an overall competitive climate. The transition from government
infrastructure monopoly to multiple private infrastructure providers requires
significant investment in regulatory capacity. Second, since such capacity cannot
be built overnight, contractually specified public-private partnerships are
necessary intermediate steps in a rapid infrastructure development strategy®.
Thus, a crucial condition of an effective partnership is the provision of state
guarantees.

The fiscally-challenged Philippine government realizes it has a duty to
provide its citizens sufficient and better infrastructure services. It has turned to
the private sector to fill the huge gap in infrastructure services that the
government felt impossible to address given a debilitating fiscal deficit. To
encourage private investments in infrastructure services, the government would
have to allow investors to recover costs and generate profits from the endeavor.
It would be critical to allow the private provider the freedom to set tariffs that
would adequately cover costs as well as generate profits. Since they were
bringing risk capital to the project, the private investors wanted an assurance of
adequate return to their investments and recovery of invested capital.
Awareness of the difficulty of charging cost recovering tariffs in heavily politicized
environments, unfamiliarity with the Philippines and weaknesses in the regulatory

framework only whetted their appetite for government guarantees

* Ashoka Mody. 2000. “Contingent Liabilities in Infrastructure: Lessons of the East Asian Crisis.”
May 28. unpublished paper.



Comprehensive guarantees would create contingent liabilities that could
spell financial trouble for the government if not properly managed. In the drive to
motivate private sector participation in infrastructure, especially in the energy
sector, the Philippine government provided guarantees that covered a wide
variety of project-specific and general risks (Llanto and Soriano 1997). The
expectation was that high Philippine economic growth could be sustained in the

future, thus, averting guarantee calls.

Experience with Government Guarantees to BOT Projects

The BOT scheme is a contractual arrangement between the government
and the private contractor which obligates the latter to finance and construct an
infrastructure project for the government, and operate and maintain the facility for
a definite period of time. During this operating period, the contractor can charge
rent, user charges, and toll fees to recover his investment outlay and generate a
reasonable return to investment. The private sector brings not only financing for
the project but also cost efficiencies together with operating know-how and
technical advantage®. Thus, the government used the BOT schemes to address
the power crisis and more recently, to move other infrastructure such as the
Manila Skyway Project, the light railway system along Metro Manila’s main
highway (EDSA MRT IIl) and others, from the drawing tables to the project

implementation stage.

Private power generation. The government has privatized power generation to
provide greater efficiency in the power sector after the government realized the
inadequacies of state provision of power and the regulatory and clearance
procedures in that sector. The first successful project was the 200 megawatt
(MW) Hopewell Navotas | which began operation and was synchronized with the

National Power Corporation (NPC) grid in 1991. BOT arrangements were

> Private power projects were completed at lower costs and used 25% to 30% less time than
public projects. In Argentina, Chile, Malaysia and Macau, private concessionaires of water supply
projects have reduced unaccounted water from 50% to 60% of the total to 15% to 25% and
staffing costs by 30% to 50% (Kohli 1995).



extensively used by the Ramos government to lick the power crisis, believing that
private sector participation was the best way to increase power generation
capacity in the shortest possible time. The government and NPC launched a “fast
track” program with some 10 suppliers for additional power generation capacity
of about 1000 MW within 18 months. By the end of 1993, the power crisis was
history after the private sector responded positively to its new-found role.
Between 1992 and mid-1994, the government and NPC had about 24 more BOT
arrangements. |Initially, the arrangements were done on a transaction by
transaction basis with individual project sponsors because of the urgency of the
situation and the lack of experience with BOT schemes in the country. The
resultant contractual agreements called for the implementation of those projects
on a cost plus or a minimum rate of return basis. As the economy recovered and
private capital regained confidence in the country, the more recent contracts
were awarded on a competitive basis.

As of 1994, more than 35 power plants accounting for some 5,000 MW
were either already in production or under active development/construction with a
total cost of US$5 billion. According to the Department of Energy, except for
hydro and geothermal power, all future power generation capacity will be with the
private sector.

Because the power crisis was the single most important factor to
economic recovery and growth in the early 1990s, the government accepted the
installation of “peak-load” power plants that provided the much needed power but
at a relatively higher cost to the consumer. But after the power crisis eased up,
the government sought less expensive power projects.

During the “fast track” period of installing more power capacity through the
BOT schemes, independent power producers required comprehensive
government guarantees. These were sovereign, foreign exchange convertibility,
market and credit risks. Comprehensive guarantee coverage was required
because of government’s inability to finance and install in the shortest possible
time much-needed power generation capability and because of the country’s very

limited access to private risk capital. Thus, government had no other choice but



to provide all the required guarantees, including guarantees for National Power
Corporation’s obligations, “take or pay” undertakings backed by a sovereign
guarantee.

Ideally, the government should have provided guarantees only to
“fundamental” risks or those pertaining to sovereign and political risks.
Subsequent BOT projects seemed to indicate the country’s progress in attaining
an improved credit standing in the international capital markets which enabled
government to provide less comprehensive risk coverage. This is seen in BOT

arrangements in toll road construction and in urban mass transit system.

Tollways construction®. The project was the construction of a 25.5 kilometer toll
road costing US$500 million connecting Metro Manila to the Calabarzon
development area in Cavite province. The government awarded a 35-year BOT
concession to a joint venture between a private sector consortium and the
government’s Public Estates Authority. The government’s guarantee cover was
limited to political and sovereign risks, including right of way, force majeure
during construction and operation, and cost escalation arising from variations in
design. A guarantee on the adjustment of toll rates assured the proponents
compensation for any shortfall in toll revenues arising from the non-
implementation of an agreed-upon parametric adjustment of toll rates. While the
government took the tariff risks, all other commercial and market risks, e.g., the
volume of traffic that will actually use the toll road, were absorbed by the private

investors and lenders.

Light railway system. This involved the construction of a 17-kilometer light
railway system traversing Epifanio de los Santos Avenue (EDSA). The US$650
million project was awarded to the private sector on a 25-year “build-lease-
transfer” arrangement. The original plan was to finance the project from

commercial borrowing from foreign capital markets with the government

®Drawn from the speech of Secretary of Finance, Roberto de Ocampo, in the High Level
Conference on Frontiers of the Public-Private Interface in East Asia’s Infrastructure, Jakarta,
Indonesia, September 3, 1996.



providing only fundamental guarantees. However, government, through the
Department of Transportation and Communication (DOTC) and the Department
of Finance (DOF), took the initiative of helping the private sector consortium
negotiate for lower financing costs with the senior lenders of the projects. The
government guaranteed the lease payments of DOTC to the proponents with
confirmation from DOF that the obligations carry the full faith and credit of the
Republic of the Philippines. With this performance undertaking, the interest rate
to investors was brought down from 20 percent to 15 percent. The project was
also made more commercially attractive to the private sector consortium by
awarding them the right to commercial development in the depot and stations.
The private sector consortium would have to pay lease to the government. Thus,
the fare revenues will be supplemented by revenues from commercial

developments.

Contingent Liabilities in Infrastructure Projects

In the Philippines, Llanto and Soriano (1997) first raised the problem of the
fiscal risk of contingent liabilities arising from the provision of government
guarantees to infrastructure projects. The provision of comprehensive
guarantees to infrastructure projects has generated huge contingent liabilities
which must be managed well; otherwise the government will be exposed to
substantial payment burdens once a guarantee call is triggered. Subsequent
studies (Llanto et al. 1999; AGILE 2001; de Vera 2002) confirmed this as a
potentially very serious fiscal problem if not properly managed by the
government. Table 1 shows project-specific risks in certain sectors that impelled

private proponents to ask for government guarantee.



Table 1. Selected Project-Specific Risks and Sectoral Examples

Type of Project-Specific Risks

Sectoral Examples

Project performance risks

High cost of service
Bad/inefficient service

Power — Power purchase agreements refer to
minimum power plant performance criteria which the
proponent has to satisfy.

Water — MWSS concession agreement states the
minimum criteria for project performance to be satisfied by
the proponent. The concessionaires would bear the risk of
poor project performance if they are penalized by the MWSS
Regulatory Office.

Transport — Most toll road concession agreements
state the minimum criteria for project performance to be
satisfied by the proponent.

Project completion risks

Delays
Cost overruns
Site availability

Power — NPC normally guarantees right-of-way
and site availability for power projects.

Water — The MWSS concession agreement
stipulates that cost overruns in projects may be passed onto
consumers provided they are covered in grounds for
extraordinary price adjustments (EPA). Otherwise, such
costs are borne by the concessionaires.

Transport — Responsibility for constructing access
and feeder roads necessary for ensuring the viability of many
toll roads are assumed by the government.

Fuel and other inputs risk

Fuel availability

Power — In many instances, power purchase
agreements include commitments by National Power
Corporation (also the off-taker) to guarantee the supply of

Skilled labor fuel inputs for independent power producers.

Water — The MWSS concession agreement
transfers input risk to the concessionaire, unless there are
grounds for extraordinary price adjustments.

Transport — Inputs for road and bridge construction
are usually carried by the contractor.

Market risk Power — At the height of the power crisis, the

User demand for services

government agreed to bear significant market risks by
adopting minimum off-take contracts with independent power
producers.

Water — The MWSS concession agreement
transfers market risk to the concessionaire. However, a
number of bulk water service contracts with pending
approvals have minimum off-take provisions with
government-owned off-takers.

Transport — The MRT-3 contract includes a
stipulation of minimum ridership levels below which




Type of Project-Specific Risks

Sectoral Examples

government must compensate the contractor.

Payment risk

Creditworthiness of buyers of

Output

Power — All power purchase agreements stipulate
that NPC’s commitments carry a full government guarantee
for minimum offtake amounts. Thus, the relevant credit risk is
that of NPC and government.

All PPA’s carry a buyout clause the IPP may
invoke in case NPC commits a breach of contract or fails to
make required payments to IPP’s.

Water — Many proposed service contracts between
bulk water providers and offtakers, usually municipal water
districts, carry guarantees of payment from the latter. Thus,
the relevant credit risk is of the municipal water districts or
the municipal government.

Transport — There is no off-taker in most transport
projects.

Financial risk

Debt service coverage
Security
On-going compliance

Power — All PPA’s carry a buyout clause the IPP
may invoke in case there a change in circumstance that
materially reduces or prejudices the IPP return and the
Parties are unable to agree to a change in the contract after
a defined period (Guaranteed rate of return risk). In addition,
most capacity payments are tailored to cover the project
sponsor’s debt services plus a fair rate of return.

Water — In the MWSS Concession Agreement, the
government does not assume financial risk. This is instead
passed onto the concessionaires.

Transport — Debt service coverage is a risk
assumed by private operators in the case of toll roads.

Country environment risk

Expropriation
Regulatory interference
Concession revoked
Legal framework
Environmental approval
Foreign exchange

Power — All PPA’s carry a buyout clause the IPP
may invoke in case there is a change in law or regulations,
and if compliance with such laws results in:

a) The power station being unable to operate;

b) The interest of the operator in the project and the
operator’s expectation of its return on investment being
materially and adversely affected

and the parties are unable to agree to an
amendment of the PPA after the defined period of
negotiation (Legal framework risk).

All PPA’s carry a buyout clause the IPP may
invoke in case there is a force majeure event that is within
the reasonable control of the government or NPC that lasts
for a defined period and the parties are unable to agree to a
contract revision. In a few cases, this applies to all force
majeure events (Force majeure risk).




Type of Project-Specific Risks Sectoral Examples

Many PPA’s carry a buyout clause the IPP may
invoke in case the NPC is privatized and this effectively
results in a real or purported assignment of rights or
assumption of obligations under this agreement or materially
and adversely changes its net assets, projected profits,
projected net cash flow from operations, or otherwise would
prompt a reasonable person to conclude that the ability of
NPC or its successor entity to duly perform its obligations
under the PPA on a timely basis has been materially and
adversely affected.

Water — In setting the concession fee equivalent to
the annual debt amortization payments of MWSS, the MWSS
concession agreement effectively transfers the responsibility
for paying MWSS loans to the concessionaires. Since these
loans have been contracted in foreign currency, the
concessionaires bear the risk. However, the concessionaires
have cited the devaluation of the peso in their latest petition
for EPA before the MWSS Appeals Board. There are no
automatic adjustment mechanisms for passing these risks to
consumers.

Transport - In toll road agreements, most of the
country environment risks are assumed by the government.

Note: The Philippines no longer guarantees foreign
exchange rates at the time of conversion. What is more
prevalent is a guarantee of convertibility of domestic
currency into foreign exchange.

Source: Llanto et al (1999)

Risks Most Commonly Shouldered by Government

The most often shouldered risks by the national government in BOT-type
projects are the following:
Site availability. The government guarantees ROW for the project. This involves
purchasing the site for the project as well as relocating project-affected
personnel;
Market risk. If the buyer of the service is a government entity, the government

typically agrees to minimum off-take contract purchases and prices (take or pay
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arrangements). These have the effect of guaranteeing a market for the output of
the proponent (e.g., power, water, etc.);

Payment risk. If the buyer of the service is a government entity, the government
guarantees contractual performance;

Change in law risk. The government reassures proponents that changes in the
legal framework will not affect contractual agreements;

Foreign exchange risk. The government/central bank agrees to provide forward
cover for the proponent. This will entail either: 1) ensuring that foreign exchange
is made available for the project; or that 2) foreign exchange may be purchased
through a forward contract for delivery at a later date. A common problem is the
currency mismatch where project revenues are peso-denominated while debt
repayments are in foreign currency. The failure to have cost recovering tariffs will
prevent raising the necessary peso amounts to cover a foreign-currency
denominated debt; and

Regulatory and political risk. Regulatory risk concerns the implementation of
regulation that would have adverse impact on the financial viability of the project.
For example, in toll road projects, the government through the Toll Regulatory
Board guarantees that toll adjustment shall be in accordance with a parametric
formula determined for the project. Political risks may include changes in law,
war, hostilities, belligerence, revolution, insurrection, riot, public disorders, or
terrorist acts.

Of the risks mentioned above, the provision of guarantees to cover market
risks and buyouts in the event of project termination contribute the greatest share
to increases in the contingent liabilities of government (Table 2). The amount of
uncertainty inherent in the transition period- from a state of direct government
provision to a state of privatization and the long gestation period of infrastructure
projects- imply that when such guarantees are provided, the government
shoulders a larger proportion of the risk of insufficient market demand, adverse

exchange rate fluctuations, and other negative shocks.
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Table 2. Largest Sources of Contingent Liabilities

Power Sector

ltem Guaranteed Cost
1. Buyout clause or termination Buyout or termination price
2.  Force Majeure Buyout or termination price
Transport Sector

1. Toll changes; automatic toll adjustment | Costs of inability to implement toll adjustments
formula

Water Sector (MWSS)

[tem Guaranteed Cost

1. MWSS to assume loans being paid by | Cost of principal and interest on old MWSS loans
concessionaire

2. MWSS to pay early termination fee Early termination amount

3. Loser of Appeal to pay total cost of Cost of Appeals Process
Appeal Process for both parties

4. Force Majeure Early termination amount

Contingent Liabilities of the Philippine Government

Total estimated contingent liabilities as of 2003 was P1,672 billion
(US$30.4 billion) (Table 3)". This, however, does not include exposures from
unfunded liabilities of the social security institutions and implicit contingent
liabilities that may arise from defaults on non-guaranteed debts and collapse due
to capital outflows. A 2003 report of the Commission on Audit on the Government
Service Insurance System (GSIS) reported the institution’s actuarial reserve
deficiency at P5.24 billion. On the other hand, the Social Security System (SSS)
valuation report in 1999 revealed that a portion of its assets would be used for
benefit payments by 2008 and fund would last until 2015 assuming there would

be no across the board increases in benefits. If there would be annual across the

" The estimates for contingent liabilities were based on reports of several key government
agencies and external consultants. The report was compiled from the monitoring activities of the
Department of Finance (DOF) on the cash flows of GOCCs as well as IPP reports from the
National Power Corporation (NPC). Consultants were contracted in 2003 to quantify the
contingent liabilities in BOT projects. As the central finance management office, DOF maintains
information and annually updates the financial positions of GOCCs.
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board increases, assets would be used starting 2004 and the fund would last till

2012. Social Security System (SSS) is currently updating its actuarial valuations.

Table 3: Estimated Contingent Liabilities
As of December 31, 2003

Amount Php  |Amount US$
Types of Contingent Liabilities |Billion Billion
Guarantee on GOCC/GFI Loans (a) 723.90 13.16
Guarantee Institutions (b) 51.50 0.94
Guarantee on PSP (BOT) Projects 308.85 5.62
Buy Out of IPPs ( ¢) 587.40 10.68
TOTAL 1,671.65 30.40
Source: DOF
Notes:

(a) Excludes NG loans relent to GOCCs amounting to US$2.05 B or Php112.77 B
Pertains to outstanding principal balance only

(b) Guarantees on Deposit Insurance was not included because there are no
provisions in the PDIC Charter that provides for NG guarantee on its
Obligations

( ¢) Beginning January 2005

(d) Excludes potential NG exposure for the social security institutions

(e) Exchange rate Php55 = US$1

The contingent liabilities of the infrastructure sector comprised 54% of
total contingent liabilities estimated by the Department of Finance. BOT projects
had a share of 18.5% while buy-out costs of independent power producers (IPPs)
made up 35%. Guarantees on projects and activities of government-owned-and-
controlled corporations (GOCCs) and government financial institutions (GFI)
loans were 43% of the total estimate. Guarantee institutions had 3% of the total

estimate.

Table 4 lists the government corporations and financial institutions that
had government guarantees. The table also rates the likelihood of these

guarantees to be called with the Light Rail Transit Authority, National Food
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Authority, and Philippine National Railways given the highest likelihood to be
called. Guarantees on the National Power Corporation (NPC) and Technology
Livelihood Resource Center equivalent to P200 billion and P0.32 billion,
respectively, are already to be assumed by the national government. Among the
GOCCs, NPC presents the highest risk both in likelihood and cost.

Republic Act 4860 sets a ceiling of US$7.5 million on outstanding
guarantees of foreign loans of GOCCs. However, some corporations have been
exempted from the guarantee ceiling: Light Rail Transit Authority, Metropolitan
Waterworks and Sewerage System, National Development Corporation, National
Electrification Administration, National Irrigation Administration, Philippine
National Oil Company and Philippine National Railways. The national
government charges a fixed annual guarantee fee of 1% regardless of the risk
profile of the guaranteed loan or the institution. However, because the accounting
system is still cash-based, the fees collected are treated as part of the general
revenues and are not kept in separate accounts to fund potential guarantee

calls.®

® Bernardo and Tang. 2001. “A Note on Philippine Government Contingent Liabilities.”
Unpublished paper.
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Tahle 4: Total Guaraniees and Relent Loans of GOCCs and GFIs (Principal only)

As of December 31,2003
NG Guaranieed NG Guaranteed Total Total Guaranteed Likelihood of
Particular Legal Basis [Foreign Borvowings Domestic Bo s Guaranieed Loans Relent Loans & Relent Loans Guaraniee Realin
InPlp M In US$ M mPlp M I US§ M mPlp M |WmUSEM mPlp M  IWmUS§M mPlp M ImUS§M Being Called** US$ M

Development Bark of the Phils. R4 4860 118,708 66 215834 118,708 66 215834] 2412554 I865] 120,834.20 2,196.00 LL
Home Development Mutual Fund Charter 10,581 74 19240 1038174 192.40 10,381 .74 19240 w L
Home Guaranty Corp. Charter 10,487.12 19067 1048712 190,67 10,487.12 19067 & LL
Land Bank of the Phils. R4 4860 3783156 687.85 3783186 A37.85 1,300.10 3438 30,7196 72124 LL
Light Rail Transit Authotity R 4260 920771 167.73 923771 167.78]  24.370.64 443.10] 3359835 610.88 AC
Local Water Utilities A dministration R4 48600 354012 64.00 352012 64.00 463731 8431 §,157.43 14832 LL
Maila International Airport Awthaority Ra& 4260 496.34 902 496.39 9.02 9.024.29 16408 9520463 173.10 LL
Metropolitan Waterworks Sewerage System |Charter 13,341.08 4357 13,341.08 25 41893 TA4| 1376101 250240 LL
Wationial Development Company Chatter &13230 14786 813230 147 56 1,662.08 22| 979438 178.08 & LL
National Electrification Adminstration R 4360 359268 332 39268 6532 .348.80 15180] 1194148 21712 @ ML
National Food Awthority Charter 63744 12.50 24046 31 43721 2473373 440,70 77197 505 2501170 45476 s AC
National Home Mottgage Finance Cotp. [Chatter 7.200.00 14182 720000 14182 7,300.00 14182 & ML
National Housing Autharity - 325 568 312358 368w ML
National Power Cotp Charter 421,279.26 659 62 421,270.26 TH062) 3671831 667.61| 45790757 8307w AC 363636 5
Partido Development Authority Charter Q48583 17.35 Q4353 17.23 Q4883 17.25 NEB
Phividec Industrial Authority - 3,119.93 3673 311998 3673 NE
Public Estates Authatity R4 4860 357857 63.06 357857 65.08 357857 65.06 1) ML
Philippine Export Zone Authority R4 4260 10237 186 10227 1.86 223807 4053 133134 4139 LL
Philippine Fisheties Development Awthonity |- 01.19 1.66 01.19 166 LL
Philippine ational Oil Company weoce: | Chatter 34381.10 62511 34,381.10 62511 398848 7152 3836058 697 63 LL
Phitippine Wational Railways R 4260 206962 3763 2,069.62 3763 3.952.00 TLES| 602162 10948 1w AC
Philippine Potts Authotity RA 4260 359713 6540 3,997.13 6540 372408 6771 732119 13311 LL
FPhilippine Toutism Authority R4 4860 693.45 1261 693.45 1261 693.45 12.61 LL
Subic Bay Metropolitan Authority R 4260 375230 7 86 373230 67 86 375230 7 86 LL
Technology & Livelihood Reseatch Center |\RA 4260 215542 3019 215542 3019 s AL 391
Trade & Investment Development Corp. Charter 5063 85 9307 506385 9207 5063 85 9307 L
TOTAL 662 85225 12051 85 61,04747 1,10996 723899.72 13,16181 109,048.75 1982.70 83294847 15,144 .52 3464227
Source: DOF
**Legend: LL - Least Likely

ML-Most Likely

AC-Almost Cerain

NE-Mo Basis
Motes:

1/ Total bond flotation as of end-December 2003 is P5.58 B, the rest iz the P30 B DEF Yen Loan

2 Inelhades Debentutes and Zeto coupon bonds used as payment for calls on its guaranty

IHDC inchades exposure in FCCT

4/ Represents projected advances of NG for 2003 considering thet P3ALM has cashflow diffieulties for 2003 Staring 2004, PRALM shal shoulder repayment of NEA loans.

5/ Because of the negative performance of NFA, a call on the NG guarantes would be fortheoming

6/ NG guarantees 22% of the drawdowns of NHMEC from funders (333, G313 and HDMF) undet the Unified Home Lending Program

T/ Paying directly to creditors

3/ Assumed that NP repays all advances made by NG with the exception of the U340 M paid to B2 Rogque which will be repaid ugon drawdown from JBIZ loan.

9/ Equivalent to0 F200 B of NPC loans to be assumed by NG under the EPIRA law

10/ Represents ROW of Marila-Cavite Toll Expressway project. Under MOA between PEA and TRE/DPWH, latter will reimburse PEA expenises paid for ROW and include the same in TRB antual budget
for years 10992004, TRE has not remitted any smount to PEA. Total loan shall be paid on Octaber 3, 2003,

11/ Mot paying hecause of cashiflow difficulties

121 To be proposed for conversion into subsidy

af NG telent to LEP which the latter lent to its subsidiary the PCFC

b/ PNOC figures represents Citibank 135175 M and a portion of IERD 2181FH Coal Exploration
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Table 5 shows the maximum estimated exposure from IPPs. Liability

exposures from private sector participation in infrastructure projects are itemized

in Table 6. As of yearend 2003, the national government has made payments of
P11,572 million and P5,258 million on behalf of MRT3 Project and Casecnan,

respectively, for a total of P16,831 million. In this case, the contingent liabilities

have become actual liabilities.

Table 5: Estimated Contingent Liabilities on IPPs
Beginning January 2005

Buy Out Price at 4% CIRR Cooperation Remaining

Project Name Amount in US$ M |Basis Other Than Buy Out Price Period Project Life
2 x 350 Pagbilao Coal Fired Plant (Units I and II) 2,927.15 Oct.1995-Oct.2025 {19 yrs 9 mos
2 x 100 Mindanao Diesel Power Barge 13.30)2 yrs capacity fees + value of all equipment July1994-July2009 |5 yrs 6 mos
300 MW Limay Bataan CC, Block A 6.43|6 months worth of capacity fees Oct.1994-0ct.2009 |4 yrs 9 mos
100 MW Navotas Gas Turbine 4 Power Station 2 2.01 Apr.1993-Apr.2005 [4 mos
300 MW Limay Bataan CC, Block B 6.83|6 months worth of capacity fees Mar.1993-Mar.2007 |2 yrs 3 mos
Iligan City Diesel Plant IT (Mindanao NMPC Unit 2) 5.53 Sept.1993-Sept.2005|9 mos
108 MW Subic Zambales Diesel Plant/Enron I 104.04 Feb.1994-Feb.2009 {4 yrs 1 mo
215 MW Bauang Diesel Power Plant 171.36 Feb.1995-Feb.2010 |5 yrs 2 mos
63 MW Cavite EPZA Diesel Plant 6.07, Dec.1995-Dec.2005 |12 mos
203 MW Naga Thermal Power Complex 83.20 May1994-Feb.2012 |7 yrs 4 mos
2 x 500 Sual Coal Fired Thermal Power Plant 2,327.80 Oct.1999-Sept.2024 {19 yrs 9 mos
650 MW Malaya Thermal Power Plant (Unit 1) 164.69 Sept.1995-Sept.2010]5 yrs 8 mos
100 MW Zamboanga Diesel Plant Project 53.04 Dec.1997-Dec.2015 |10 yrs 11 mos
50 MW General Santos Diesel Power 27.67 Mar.1998-Mar.2016 {11 yrs 2 mos
70 MW Bakun A/B & C Hydro Power 181.40 Feb.2001-Feb.2026 {21 yrs 1 mo
304 MW San Pascual Cogeneration Power Plant 8.00|assignment fee w/c also serve as termination 25 years pre-construction

fee for SPCC development costs

stage

200 MW Mindanao Coal Fired Thermal Power Plant Project I

35.00

total contractor's disbursement as of Oct. 2004

25 years

construction stage

345 MW San Roque Multi-Purpose Hydro Project

1,664.22

May2003-May2028

23 yrs 4 mos

1200 MW Natural Gas Fired Combined Cycle Power/Ilijan

1,314.00

at 4% CIRR - 1,314; at WACC - 1,049

June2002-June2022

17 yrs 5 mos

379.4 MW Caliraya-Botocan-Kalayaan HEP

1,573.98

at 4% CIRR - 1,573.98;
at WACC per contract - 1,210.39

Kalayaan I Unit 1&2
Mar.2002-Mar.2027

Kalayaan II Unit 3
Nov.2003-Nov.2028

Unit 4
Jan.2004-Jan.2029

Botocan
June2003-June2028

Caliraya Unit 1
Oct.2002-Oct.2027

Unit 2
Dec.2002-Dec.2027

21 yrs 2 mos

22 yrs 10 mos

23 yrs

22 yrs 5 mos

21 yrs 9 mos

22 yrs

TOTAL

10,675.72)

Source: DOF
CIRR - Commercial Interest Reference Rate
WACC - Weighted Average Cost of Capital
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Table 6: Estimated Potential Liability Exposure of NG in BOT Projects
(Based on various parameters depending upon availability of information)

As of December 31, 2003
Maximum Potential Liability Exposure Actual Payments by NG
Projects Implementing Agency Status In Php million equivalent*| In US$ million**  |In Php milli0n| In US$ million|
Transport Sector
LRTA Extension 1 Light Rail Transit Authority Not yet operational 1,794.31 32.62 v
NAIA International Passenger Terminal 3 ~ DOTC/MIAA - NG Completed, not yet operational 94,246.79 1,713.58
South Luzon Expressway Extension Project Toll Regulatory Board - NG Completed 470.65 8.56 3
Manila Cavite Expressway Project Toll Regulatory Board - NG Operational 51.23 0.93 &
North Luzon Expressway Project Philippine National Construction Co. Not yet completed 13.37 0.24 5
Southern tagalog Arterial Road DPWH Partly completed 3,303.36 60.06 o
Metro Rail Transit 3 DOTC Operational 31,265.09 568.46 7 11,572.39 210.41
Metro Manila Skyway Toll Regulatory Board - NG Operational 43,874.54 797.72 &
Information Techology-Related
Civil Registry System National Statistics Office - NG Operational 0.65 0.01 9
Database Infrastructure & IT System Land Transportation Office Operational 1,219.90 22.18 1w
Machine Readable Passport and Visa Department of Foreign Affairs Not yet operational 560.00 10.18 1/
Land Titling Computerization Project Land Registration Authority Not yet operational 1,120.95 20.38 12
Water Sector
Casecnan National Irrigation Administration Operational 63,805.96 1,160.11 13 5,258.25 95.60
MWSS East Zone Concession Metropolitan Waterworks & Sewerage System  Operational 9,291.00 168.93 1/
MWSS West Zone Concession Metropolitan Waterworks & Sewerage System  Operational 17,729.00 322.35 1
Subic Water SBMA & Olongapo City Water District Operational 529.73 9.63 15
Power Sector
Leyte Geothermal Project PNOC-EDC Operational 34,392.05 625.31 1¢/
Mindanao Geothermal Project PNOC-EDC Operational 5,182.10 94.22 16/
TOTAL 308,850.68 5,615.47 16,830.64 306.01
Source: DOF
* Exchange rate Php55 = US$1 5.45%

**Mostly US dollar denominated

1/ Termination payment prior to Financial Closing

2/ Total liquidated damages payable to concessionaire

3/ Financial obligation pertains to compensation

4/ Total financial obligation of TRB in the event the project is terminated

5/ Financial obligation in the event the project is terminated

6/ Financial obligation in the event of termination after the completion of construction

7/ Buy-out price if agency is in default. Market/revenue risk is based on deficiency in fee collections vis a vis rental payments to proponent. Actual payment by NG pertains to principal and interest
payments of MRTC loans to its creditors.

8/ Buy-out price in the event the project is terminated

9/ Financial obligations in the event NSO defaults

10/ Termination amount lus attendant liabilities if agnecy is in default

11/ Liabilities assumed in the event of termination by DFA due to proponent's default

12/ Termiantion amount plus attendant liabilities if agency is in default

13/ Potential payment obligation for the post completion buy-out price. Real liability includes water delivery fee and taxes.

14/ Early termination amount due to MWSS in the event of termination

15/ Termination due to SBMA default
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Attempts to Manage Contingent Liabilities

The Department of Finance (DOF) is in charge of overall monitoring of
contingent liabilities. Two inter-agency committees, the Development Budget
Coordinating Committee (DBCC) composed the Department of Finance, National
Economic and Development Authority, the Department of Budget and
Management and other agencies, and the NEDA Investment Coordinating
Committee (ICC) both work with DOF at monitoring contingent liabilities. The
DBCC regularly deliberates on possible claims arising from contingent liabilities
and factors these in the budget program. The national government has required
all government agencies and GOCCs to seek the approval of the DOF prior to
entering into negotiations for foreign loans through Administrative Order 19 in
October 2002. A more recent effort was the setting up of a taskforce on Debt
and Risk Management within DOF in December 2004 which will be the primary
unit responsible for monitoring and managing contingent liabilities.

A contingent liability becomes an assumed liability of the national
government only after getting the recommendation of DBCC to absorb the
liability. When this happens, the Department of Budget prepares to service the
liability, using as legal basis the automatic appropriations provision under the
General Appropriations Act. A recent development is the preparation by the
Department of Budget and Management of a draft bill entitled the Fiscal
Responsibility Act which has been submitted and is currently being studied by
the Senate. One of the salient points of the draft bill is the repeal of the automatic
guarantees that certain government owned and controlled corporations can
provide under their respective charters. This will free the national government of
an obligatory financial burden arising from calls on guarantees provided by
GOCC:s, thus, mitigating fiscal risk. The draft also calls for greater transparency
and accountability in the public sector.

The Philippines is still in the process of defining an effective strategy for
managing contingent liabilities. Apart from setting a debt cap, charging a uniform

1% annual guarantee fee and the automatic appropriations once the guarantee is
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called, the government has yet to come up with a more efficient system of
budgeting for the contingent liabilities. This would include proper accounting of all
contingent liabilities in their net present values. The government should also set
up a budget separate from the regular budget that can be voted on by Congress.
The budget would also set limits on the contingent liabilities for the year, allocate
and provide for guarantee calls.’

There is now an urgent need to set up a management strategy and
approach that would take into account the screening, accounting, budgeting and
provisioning of contingent liabilities. The government should be more
circumspect in dealing with these liabilities and be more vigilant and consistent in
screening the contracts guaranteed by the GOCCs.

Challenges Facing Government'®

This leads to several issues that the government must work on: (a) a
consistent framework for the grant of guarantees; (b) accounting, monitoring and
management of contingent liabilities; (c) policies that reduce risks including the
promotion of competition and developing efficient regulatory frameworks and

maintaining a sound macroeconomic environment.

Framework for granting guarantees. The government and GOCCs should
recognize that a guarantee cover is not a free resource that government can
grant at will. It represents actual claims on government’s fiscal resources once
certain future events trigger a guarantee call. Without an efficient allocation of
this resource, the government could find itself in a fiscal shock once private
investors call on guarantees that have been given without concern for some form

of budgetary constraint.

° Bernardo, Llanto & Tang, 2004. “Philippine Government at Risk: The Threat of Contingent
Liabilities” Presented at the breakout session at the PES 2004 Annual Meeting.

' The discussion on the principles and approach behind guarantee provision and management of
contingent liabilities draws on Mody, Lewis, Irwin and others. This section also draws on Gilberto
M. Llanto. 2004. Infrastructure Development: Experience and Policy Options for the Future.
Makati City: Philippine Institute for Development Studies.
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Correct pricing of the guarantee may help ensure an efficient allocation.
This means that pricing the guarantee should consider market conditions and
relative project risks. A first approximation may relate the guarantee fee to the
market price of a long-term government security or bond in the absence of a
history and long pattern of guarantee calls. The guarantee cover could be seen
as a form of insurance made available by the government to the project
proponent, which will be paid once a guarantee trigger brings about the call.
Since the insurance cover constitutes an allocation of government resources to
the project, the premium or fee for that cover should be based on the opportunity
cost of the allocated resource. There is also a great advantage in calibrating the
guarantee fee according to the relative risks in infrastructure projects. Thus,
government should identify all the possible risks that can affect the project, rank
them according to their weight and likelihood of occurrence, and determine what
specific risks the government is willing to cover. Having a risk-adjusted and
market-based guarantee fee will enable government to provide adequate
guarantee cover and create the proper incentives for private demand for that
cover.

A non-price allocating mechanism for guarantee cover is the government’s
ranking of infrastructure projects to be given such cover. This will require a
thorough inter-agency discussion of the relative merits of projects and their costs.
The Medium-Term Development Plan as well as the annual budgetary
deliberations could provide guidance on the relative ranking of projects. Under
this approach, it is not inconceivable that political interests may influence the
allocation of government guarantee.

The government should determine the amount of guarantee cover it can
prudently provide in any given year. This amount should include not only those
granted to infrastructure projects but also to other guarantee programs
implemented by various government agencies, especially those that have the
nature of sovereign guarantees. In some instances, the government gives only
an indirect guarantee, since the first recourse of the private investor is the

balance sheet of the sponsoring government agency. However, this also exposes
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the government to contingent liabilities and thus indirect guarantees should be
considered in the overall appreciation of how much guarantee the government
can provide at any given time.

Contingent liabilities should compete on equal footing (e.g. in budgetary
terms) with other forms of financial support, such as direct subsidies, tax
exemptions, loans, etc., so that the choice for more contingent liabilities does not
lessen public finance efficiency

A vital principle is to un-bundle and assign risks to the party most capable
of managing them, or whose actions have a direct bearing on their outcome.
Thus, a risk-sharing arrangement with private parties shall reduce demand for
government guarantee and minimize government's exposure to contingent
liabilities (Llanto and Soriano 1997). The sharing of risks has to be reflected in
the contracts to be executed between the contracting parties. One advantage of
a risk-sharing arrangement is the minimization of moral hazard in implementing
projects.

The provision only of a set of core guarantees to BOT projects, which
should also be extended to concession arrangements, merits serious
consideration’. The core guarantees that the government would like to extend
cover only (a) fundamental risks, e.g., uninsurable political risks; (b) fundamental
rights; and (c) foreign exchange convertibility. Fundamental rights bind the BOT
proponent to undertake the project in full accordance with the terms of the
contract. These require government to grant the exclusive right to the project to
the BOT proponent and to guarantee against direct or indirect government
takeover unless agreed upon based on a separate agreement or buyout
provisions of the project agreement. Foreign exchange convertibility guarantees
the BOT proponent’s right to (a) purchase foreign exchange in the open market;

(b) transfer its foreign currency funds abroad; and (c) maintain foreign currency

" E.Currie and A. Velandia, “Risk Management of Contingent Liabilities within a sovereign asset
liability framework” , http://www. Treasury.worldbank.org

12 NEDA-ICC Policy Workshop on BOT and Related Policies, May 14, 1999, Tektite Building,
Pasig City.
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bank accounts in the Philippines or abroad. To be neutral, the core guarantees
will be applicable to all sectors and are impartial to all types of projects13.

Related to this is the recommendation for NEDA-ICC to adopt a selective
and reasonable set of performance undertakings that are subject to a fall-away
clause. More specifically, commercial and market risks that appropriately belong
to the private sector should no longer be covered by government guarantees.
The introduction of fall-away clauses in certain performance undertakings will
enable the national government to minimize its contingent liability exposure. Fall-
away clauses were included in the 1200-MW lligan Natural Gas Power Plant and
San Pascual Cogeneration Power Plant project agreements. For the llijan plant,
the performance undertaking for the availability fees shall fall away when the
Philippines achieves consecutively for two years an investment grade rating for
its Philippine peso debt from Standard and Poor, Moody’s, or other internationally
recognized rating agency of comparable standing.

The framework for giving guarantees should include an explicit exit
strategy for government guarantee. This will minimize government’s risk
exposure and potential burden on its fiscal position. Such strategy is akin to the
NEDA-ICC’s concept of a fall-away clause in infrastructure contracts. The exit
strategy will prevent perverse incentives and moral hazard in project
management and implementation. For example, the government could design a
contract that provides for a fall-away of government guarantee for foreign
exchange convertibility once the country attains investment grade rating in
international capital markets'.

The duration of the guarantee cover or the period of cooperation between
the sponsoring agency/national government and the project proponent is another
crucial factor in providing guarantees. IPPs’ experience in the power sector

shows that the greater the time period within which the guarantee call can be

> NEDA-ICC Policy Workshop on BOT and Related Policies, May 14, 1999, Tektite Building,
Pasig City.

' Llanto and Soriano (1997).
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exercised, the more likely it will be exercised by the project proponent. Thus, a
higher guarantee fee or premium could be required. The guarantee fee should
also be reviewed annually by DOF, the sponsoring agency, and the project
proponent to account for changes in business circumstances and more generally,
to give the department the flexibility to determine guarantee fees. The market is
very dynamic and circumstances affecting the infrastructure project change.
Thus, there is a need for a regular review of project performance and a
reassessment of the guarantee cover provided to the project.
In summary, the suggested framework for government guarantee has

the following components:

e Treatment of guarantee cover as a scarce resource that should be
efficiently allocated

e Determination of the annual amount of guarantee cover that
government can provide

e Pricing of a guarantee according to market conditions and relative
risks

¢ Risk sharing between project proponent and government

e Core guarantees for selected risks

e Core guarantees to be applicable to all sectors and all projects

e Exit strategy or fall-away clause in guarantee contracts

¢ Guarantee fee based on cooperation period

¢ Annual review of project performance and required guarantee cover

Programming and allocation of guarantees. Together with monitoring, the
programming and allocation of government guarantee will provide government
useful information on the value of contingent liabilities, allowing it to determine
how much guarantee ex ante can be reasonably provided without unduly
exposing the government to unmanageable liabilities. In this respect, there is a
need for a system to rank or prioritize access to the government’s guarantee. At
the moment, there is no internally consistent programming of guarantee

resources, much less provisioning for potential guarantee calls. In the event of a

24



call, the government might have to tap the debt market at a high cost to pay the

claims of the affected party.

Accounting, monitoring and management of contingent liabilities. The
Governments do not usually account for contingent liabilities because they follow
cash-based budgeting. Thus, a government loan is actually recorded as an
outflow but the government guarantee is not recorded because nothing has been
spent during the accounting period. The cost of the guarantee is accounted for
only when a guarantee call and the ensuing guarantee payment occur. For fiscal
prudence, there is thus a need for an accounting system that will take into
consideration contingent liabilities. Lewis and Mody (1997) note that cash-based
budgeting misrepresents and masks the aggregate exposure associated with
loan guarantees and government insurance programs and creates perverse
incentives for selecting one form of financing assistance over another. The
failure to account for the true cost of guarantees leads to the expansion of
guarantee cover for various activities and infrastructure projects without requiring
the government to reserve for future claims or losses.

The Philippine government has to improve its budgetary processes and in
this case, scrutinize the budgetary impact of direct and indirect guarantees.
Monitoring the cost of the guarantee claims and appropriating funds to service
those claims only when those claims are submitted encourage the extension of
guarantees without having to consider the costs, leaving future administrations
vulnerable to huge claims. Lewis and Mody (1997) emphasize that only be
enforcing budgetary control at the time the financial assistance (that is, in this
case, the guarantee) is committed can the appropriate budgetary incentives be
realigned to eliminate this moral hazard. A useful example of dealing with this
situation is the Federal Credit Reform Act of 1990 in the United States (Box 1).
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Box 1. The Federal Credit Reform Act of 1990

A systematic accounting, monitoring, budgeting and reporting of contingent
liabilities are important to serve as early warning to the government of potential
guarantee calls and the amount of government exposure. A good example of this
practice is the requirement under the U.S. Federal Credit Reform Act of 1990 for
the budget to reflect the outlays required to cover loan guarantees. Direct loans,
guarantees and grants are valued using a financially equivalent metric- the
expected present value of future costs.

Each federal agency that administers credit programs has five accounts: a
credit program account, a financing account, a liquidating account, a noncredit
account and a receipts account. There are separate financing account for loans
and guarantees. In their annual requests for budgets, agencies have to include
estimates of the subsidy costs for new loans and guarantees. If an agency
exhausts its subsidy appropriations in a given year, it cannot provide further
credit assistance in that year. Funding to cover the expected present value of
future costs is charged against the appropriation for an agency when the direct
loan or loan guarantee is issued and the government’s commitment is extended.
These costs or subsidies must compete for budgetary resources on the same
basis as other government spending.

Source: Lewis and Mody (1997)

The contingent liabilities generated by the provision of guarantees should
be carefully managed to minimize the costs of actual calls on the government. An
appropriate contingent liabilities management framework could inform
government’s decision on providing guarantees, expectation of guarantee calls in
the future, and the setting of reserves for the contingent event. The underlying
rule is, first, to identify the different types of risks and, second, to determine the
best way to improve their management, whether by insuring, transferring,
mitigating, or retaining the risk. This approach, when adopted by the public
sector, should take into account the government’s budgetary processes, the legal
environment, and the type of risks being evaluated.

The Philippine government has recognized the seriousness of the fiscal
risk created by contingent liabilities. Thus, the Department of Budget and
Management has included in the budget submitted to Congress for appropriation

a line item budget that is allocated for payment of contingent liabilities that have
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turned to be actual liabilities following certain triggering events. The Philippine
government is also considering the establishment of a debt and risk management
office at the Department of Finance which shall monitor contingent liabilities and
advise government on appropriate action, among others. However, the attempt
to budget and monitor is still in a rudimentary stage and the government still has

to develop its capacity for management of contingent liabilities.

Developing efficient regulatory frameworks and promoting competition.
There is a need for policies that reduce risks and raise expected returns and can
help attract private investment that do not depend on government guarantees
(Irwin and others 1997)"°. An important component of those policies is a credible
regulatory and legal framework for the provision of infrastructure services should
be emphasized. Private investors have repeatedly indicated the weak regulatory
framework of the Philippines as a major factor deterring foreign investments.
For instance, in the water sector, certain consumer groups such as NGOs have
accused the lack of independence of the Regulatory Office as responsible for the
high water tariffs. On the other hand, private business has rued their inability to
charge cost-recovering tariffs because of political intervention and thus, the
tendency of private proponents is to ask for guarantees that cover this risk.

It is important to note that government risk-bearing is not necessarily
required by private investments in infrastructure. Irwin and others (1997) assert
that the experience of the United Kingdom in attracting large amounts of private
investments despite its policy of not bearing even regulatory risks except where
they relate specifically to a project. In Chile, private investments in
telecommunications, gas and power were made without government guarantees.
In Argentina, reforms in the power industry made it possible to get private

investment without the government assuming major risks (Klein 1996)"°.

" Irwin, Timothy and others. 1997. “Dealing with Public Risk in Private Infrastructure: An
Overview,” in Irwin, Timothy and others (editors). Dealing with Public Risk in Private
Infrastructure. Washington D.C., The World Bank.

' Klein, M. 1996. “Managing Guarantee Programs in Support of Infrastructure Investments.” The
World Bank, Private Sector Development Department, Washington, D.C.
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The most important policy measure is to expose infrastructure service to
competition whenever possible. When monopolies are unavoidable, it is
important for government to establish laws and regulations that protect property
rights and to enforce them fairly and consistently (Irwin and others 1997). Box 2

provides policies that reduce risks and increase expected returns.

Box 2. Economy-wide Options to Reduce Risks

o Establish expert and independent regulatory agencies

e Reform the constitution to impose limits on the power of the
executive to act arbitrarily

e Strengthen the independence and quality of the judiciary

e Sign international treaties

e Agree to be bound by international arbitration.

Source: Irwin and others (1997)

Privatization, deregulation, and liberalization in the infrastructure sector do
not necessarily lead to unadulterated economic benefits to the consumer. As
Joskow (1998) points out, there could still be segments of the infrastructure
sector that are natural monopolies for which continuing regulation would be
needed to safeguard consumer welfare. At the same time, an effective regulatory
presence is needed to ensure that potential competitors are not barred from entry
into the competitive segment of infrastructure sectors. The government should
recognize this as a crucial component of its overall infrastructure policy and
strategy for private participation in infrastructure.

Government should thus work for the establishment of credible “regulatory
institutions to oversee the performance of natural monopoly segments of
infrastructure sectors and to support the introduction of competition in the
competitive segments of these sectors.” Joskow adds that “important segments
of most infrastructure sectors remain natural monopolies requiring continuing
regulation, and open and nondiscriminatory access by new competitors to the

network facilities controlled by these monopolies is necessary for effective
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competition.’” In the case of the electric power industry, the EPIRA (RA 9136)
created the Energy Regulatory Commission to promote competition, safeguard
consumer welfare, ensure performance and compliance with health, safety and
environmental standards, and punish abuse of market power. Prohibition against
cross-ownership between sub-industries, concentration of ownership, sourcing of
power from bilateral supply contracts is provided for under the EPIRA and its
Implementing Rules and Regulations.

Regulatory agencies should be independent and accountable. One of the
dangers of not having an independent and accountable agency is to have pricing
policies that can become “highly politicized.” This will prevent private investors
from recovering their costs and generating profits, creating uncertainty about
future income streams and magnifying the risks perceived by private investors.
Accountability is another hallmark of a good regulatory agency. This will
discourage arbitrariness in decision making and potential abuse of regulatory
power. Campos (1998) cites the need for a “larger judiciary environment that
must be trusted by private investors” and an “effective and credible arrangement
for appealing agency decisions” to ensure accountability in a regulatory agency’®.

All these point to the need to install a regulatory framework for the
infrastructure sector that is clear, predictable, and competitive. Such a regulatory
framework will help minimize uncertainty and risks in the concerned sector and
thus the need for government guarantees against certain risks. Clarity of
procedures for bid and award and dealing with disputes and unforeseen events
in an infrastructure sector are indispensable to private participation in the
infrastructure sector. Certainty about government's role in implementing
commitments (e.g., tariff adjustment) gives private investors a measure of
comfort and, finally, competitive process assures the private proponent that it will
be able to charge tariffs that will enable it to recover costs and generate profits.

This will also help minimize the need for guarantees against market-related risks.

' Joskow, P. 1998. “Competition and Regulation Policy in Developing Countries.” Annual World
Bank Conference on Development Economics, Washington, D.C.

'8 Campos, E. 1998. “The Role of Governance.” In Investment Infrastructure in Asia, edited by F.
Macaranas and L. Clavecilla. Sycip Policy Forum, 22-23 October, Asian Institute of Management,
Makati City.
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Sharing the Risks with the Private Sector. Public infrastructure projects
carry various risks that may discourage private sector financing, construction or
operation. Unless the government assumes some or all of the risks associated
with the project, the economy will tend to under-provide it. The underlying
rationale of the government’s absorption of risks in public infrastructure projects
is that the project’s social return exceeds its private returns and that society will
be better off having the project than doing without it. Thus, a government
guarantee is given to project lenders and/or sponsors to minimize the attendant
risks of an infrastructure project and thereby, encourage private sector

participation.

A practical approach in dealing with this problem of under-provision is to
identify and break down the risks associated with the infrastructure project into
several components and assign the component risks to the parties that should

absorb them. The key activities are:

« the optimal assignment of risks to the parties that should absorb them,
and
e« the minimization of the component risks through efficient risk

management.

To encourage private sector participation and performance in public
infrastructure projects, the government and the private sector may agree on the
assignment of the component risks and the determination of the extent of risk
sharing. For instance, the government can guarantee the debt exposure of

private sector investors for a limited period of time.

The critical action to take then is to determine which risks are transferable
to the private sector and encourage greater private sector share of those risks.
The delineation and sharing of component risks are necessary to prevent

t15

perverse incentives that lead to project mismanagement,® and to avoid moral

hazard problems such as relaxing on project monitoring and concentrating on
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fund diversion. By taking on the full extent of the risk of defaults, the government
may end up holding the proverbial empty bag as private lenders and sponsors
take strategic action to capture rents at the expense of the government. The
satisfactory allocation of risks between the government and the private sector is

essential to the successful implementation of infrastructure projects.

Maintaining a sound macroeconomic environment. Macroeconomic stability
characterized by low inflation and low interest rates will enable projects to have
more certain cash stream and a positive rate of return on investments. This will
minimize the risks of guarantee calls, especially in those instances where the
government has been exposed to buyout clauses.

To build the confidence of private investors in infrastructure, government
needs to maintain a stable macroeconomic environment and continue with
economic and financial reforms that will deepen the financial and capital markets.
Infrastructure projects are vulnerable to currency and maturity risks, a source of
uneasiness to the private investor. The maturity structure of bank liabilities
cannot simply match the long-gestation of infrastructure projects. Hence there is
a need to develop long-term peso debt finance. This will also take care of
currency risks that arise because the infrastructure project generates revenues in

pesos while the loan exposure is denominated in foreign currency.

GMLI/June 13, 2005
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