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PROJECT FINANCE RISK
MANAGEMENT FOR PUBLIC-
PRIVATE PARTNERSHIP

Abstract

The development of public-private partnership in Ukraine in recent years has become
very important as an instrument of anti-crisis orientation. The real economic situa-
tion objectively creates the preconditions for more effective use of this mechanism and
institutes of public-private partnerships in order to ensure sustainable economic de-
velopment, obtain new ones and improve the quality of public services provided to the
population.

The objective of the research is to identify the components of project finance risk man-
agement and to provide justification of effective and balanced sharing of risks between
public and private partners as the prerequisite and the main principle of effective im-
plementation of public-private partnership.

The authors used the following research methods: systemic approach, theoretical and
empirical methods of scientific knowledge.

This paper examines types of investment project financing by banks based on public-
private partnership. It defines the structure of public-private partnership according to
sources of capital investment in the project vehicle. The paper identifies components of
the risk management process in project finance. It proves that a balanced distribution
of risks between the private and public partners is the key requirement and the primary
principle of effective public-private partnership. In this way, the need for mobilization
of additional financial resources for implementation of investment projects calls for
extended cooperation of state agencies and banks as a part of the effort of economic
crisis management.

Keywords bank, financial resources, public-private partnership,

project finance, risk management, investment projects

JEL Classification D810, D920, G920

INTRODUCTION

Over the past fifteen years, Ukraine has been lagging behind the de-
veloped countries by any definition, causing the national economy to
lose its competitive edge. All of these effects are primarily due to insuf-
ficient funding, completely out of line with the trends prevailing glob-
ally. The trend has culminated in the current financial and economic
crisis, with one its drivers being negative dynamics of in investment
demand in the country.

Public-private partnership (PPP) may become one of the main chan-
nels to expand financial resources and raise money needed for devel-
opment of the economy. Public-private partnership provides access
to alternative sources of private capital and allows implementation of
important and urgent projects, which, otherwise, would be impossible.
The business and state relationship system, which exists in Ukraine,
stipulates the necessity to form new partnership mechanisms based
on the integration of state economy regulation principles directed at
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society development aims, tasks and priorities achievement, and business incentives. The potential of
public-private partnership, its power and opportunities stipulate consistency, depth and reasoning of
society modernization in the direction of knowledge-based economy development, efficiency of mea-
sured aimed at creating conditions for innovative and competitive business formation.

1. LITERATURE REVIEW

An important contribution to the study of the fea-
tures of institutional environment and the imple-
mentation of public-private partnership made was
by famous scientists, economists and experts, and
in particular Akitobi (2007), Varnavskyi (2002),
Heiets (2004), Zapatrina (2011), Mitskan (2010),
Hemming (2007), Schwartz (2007), etc.

Thus, Zapatrina (2011) emphasizes the uniqueness
of the mechanism of PPP, which allows for addi-
tional funding and examines the problems of state
investment support for the implementation of PPP.
Among the Russian works, which are devoted to
this theme, the works by Shakhmalov should be
separately identified (2005), which contain a deep
and systematic theoretical substantiation of the
problems of interaction between entrepreneur-
ship and the state. In the works of Varnavsky
(2002), the main emphasis is placed on the fea-
sibility of applying different forms of public-pri-
vate partnership to enterprises of the national in-
frastructure. As to the rationale for the prospect
of such a partnership, attention is drawn to the
research by Efimova (2003), Kondratiev (1989),
Sosnowski (2011), Brussera (2007), Bukhareva
(2009), Vdovenko (2004), Golovinova (2010),
Ostapyuk (2008), Pankratova (2009), Polyakova
(2009) and many others. The study of the phenom-
enon of public-private partnership is undertaken
by foreign scholars such as Grimsby and Lewis
(2011), Delmon (2010). It should be noted the sig-
nificant contribution of international organiza-
tions, such as the Asian Development Bank, the
World Bank, the International Monetary Fund,
the European Commission, the International
Bank for Reconstruction and Development, the
Public Private Partnerships in Infrastructure,
the Organization for Economic Cooperation and
Development and others. Attention of research-
ers is focused on disclosing the essence of the phe-
nomenon of PPP, using partnerships in various
fields of activity, identifying the advantages and
disadvantages for each participant in cooperation,
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as well as analysis of foreign experience in order
to adapt to the realities of the Ukrainian economy.

At the same time, many issues need further de-
velopment. First of all, it concerns the financing
of the knowledge economy in terms of its con-
stituent elements. Public-private partnerships
can become one of the tools that can implement
knowledge economy development programs.
Famous economists and specialists in the field
of public administration such as Amunz (2005),
Bogomolov (2009) and others made a significant
contribution to the study of the peculiarities of
the formation of the institutional environment
and the implementation of the institution of pub-
lic-private partnership.

The world experience in financing infrastruc-
ture projects and trends in the development of
PPP projects is researched by some domestic
and foreign scholars, including Golian (2009),
Klymenko (2003), Pavlyuk (2010), Fedulova
(2009), Shilepnitsky (2010), etc. Concerning the
issue of the financial provision of public-private
partnership in the context of consideration of
problems of the formation of financial resources,
attention was paid to the works of such domestic
and foreign scientists, in particular Piltya (2012),
Ovsyannikova (2012), Mostepanyuk (2010),
Yescomba (2007), etc.

However, despite a significant number of stud-
ies on the development and implementation of
the concept of development of public-private
partnership in Ukraine, little attention of the
researchers is paid to the issue of preparedness
and evaluation of financial opportunities for
participation in public-private partnerships, in
particular, the financial potential of public-pri-
vate partnership and its use in the context of the
financial policy of the state. Now, there were not
developed generally accepted methodological
approaches to assessing the financial potential of
public-private partnership, and also determin-
ing its economic essence.
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Table 1. Rating of availability of funding from different sources in some countries in 2014*

Country Local banks Foreign banks PPP
Hungary A 4 3
Czech Republic 4y 4 4
Poland 4 4 4
Russia 2 2 2
Ukraine 2 1 2

Notes: * compiled based on Zapatrina (2011), Ryzhkova (2012), Shchodo tendentsiy rozvytku ekonomiky Ukrayiny (2014). V4
— developed market, 1 - very limited opportunity to use the resource.

This aspect of the problem is of particular rele-
vance to the domestic economy, because, based on
data on financial potential, full information, both
available and prospective, can be obtained on the
totality of financial resources for PPPs.

Using data on available financial potential, it is
possible to determine the optimal variant of the
development of financial relations within the
framework of the PPP and to realize certain tasks
of the state’s financial policy. Knowledge of the
level, quality, dynamics of the financial poten-
tial of the PPP allows to identify internal reserves,
wider use of financial incentives and ensuring a
closer link between the planning indicators of the
development of the territory and real possibilities
for their implementation.

He creates important information for building
new financial relations “the state — economic enti-
ties — financial organizations” and the solution of
problematic issues related to the implementation
of large socio-important tasks.

However, selective fragmentary approach to the
outlined problem symbiosis is predominant, which
makes their comprehensive solution impossible.

2. RESULTS

Formation of the PPPs’ Institute in Ukraine can
increase the efficiency of all factors of expanded
reproduction in fundamentally different basis;
provide the innovation dynamics for the econom-
ic development; form the conditions for the effec-
tive use of intellectual capacity and development
of intellectual capital; increase the level of inno-
vation activity and business attraction. The world
practice has developed an array of tools to enable
public-private partnership vehicles to engage vari-

ous financial and credit institutions in implemen-
tation of major investment programs via complex
financing schemes (Bukhariev, 2009) (Table 1).

In this way, bank financing and application of
PPP models are most common, with best results
achieved when combining these sources of fund-
ing. PPP looks appealing to banks since they
have the leverage to asses and monitor projects.
Implementation of bank-financed PPP investment
projects involves the following forms of financing
(Ovsyannykova, 2012; Evropeyskaya ekonomi-
cheskaya komissiya Organizatsii Ob’edinennyih
Natsiy, 2008), (Figure 1).

It should be noted that in recent practice, financ-
ing of public-private partnership projects is most
commonly based on the principles of project fi-
nance, which (unlike corporate financing) pro-
vides for creditors having absolutely no or lim-
ited right of recourse against the partnership
member entities, should there arise any problems
with repayment of funds with regard to the proj-
ect (Ryzhkova, 2012). Public-private partnership
financing depends on the type of capital, affect-
ing proceeds, the level of risks, project structure,
loan terms (maturity, interest rates/fees, the need
in foreign currency), the financial attractiveness
of the project, etc. The next stage in development
of public-private partnership suggests the use
of the project financing arrangement with more
involvement of financial institutions (banks) in
the implementation of PPP. Project financing is
most commonly used in those economy sectors
that require heavy capital expenditure for their
development, have long-term capital-intensive
assets, long amortization and payback periods.
In our view, the concept of project financing as
a funding mechanism perfectly suits the needs of
PPP projects, however, the classical definition of
project financing has to be adapted to Ukrainian
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Source: Akitobi (2007), Varnavskiy (2002), Mitskan (2010).

( N\ A

PRIVATE FINANCING PROJECT FINANCING

In equity financing,
investment companies,
venture firms, banks and
construction companies,
as well as the government
or international
organizations hold equity
interest in the project
company, that is the
shareholders own the
project company in
proportion to their share
in the capital, seeking to
gain profit on invested
capital as dividends paid
following repayment of

The loan is repaid from
the cash flow generated
by the vehicle and
secured by the current
assets and future project
revenues. In case of
project financing, several
private investors pool
together their resources
to form a consortium for
the project supported by
a package of financial
measures on the part of
the government

( N ( N\

CORPORATE FINANCING PUBLIC FINANCING,

A combination of
different forms of
external investment in
the project. Loan
financing mostly comes
as syndicated loans
provided by commercial
lenders or capital
markets, while lending
terms depend on the
specifics of the project
and country specifics:
political stability,
currency reserves for
foreign currency loans
and inflation rate

whereby public
authorities raise
borrowed funds at more
favorable interest rates to
provide loans for the
project, as well as provide
grants, subsidies,
guarantees. The amount,
maturity and interest
rates on government
loans and bonds would
largely depend on the
country's rating and the
sources of loan funding

loan liabilities
3 I I ’
Financial institutions (banks)
% | AN
. Contract Credit
Credit
N ™ Y
Economic entity State

Investments Credit

¢ '

Investments

'

|
Subsides, grants, Subsides, grants

redi .
Credit credit, investments

!

Figure 1. Forms of public-private partnership financing, compiled by authors

realities. The scheme is characterized by flex-
ibility and effective management of external in-
vestments, equal sharing of risks and liabilities
among the members. This will subsequently
highlight the problem of effective use of funds
in PPP financing, which calls for development of
appropriate methodology of assessing the cost of
state support and its feasibility analysis, as well
as the use of financial instruments in certain PPP
conditions. Based on the project financing struc-
ture, let us outline the sources of capital for the
project vehicle, their features, upsides and down-
sides (Table 2).

The financial structure of public-private partner-
ship projects allows leverage of modern finan-
cial instruments that are widely used around the
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world; to implement investment projects to ex-
pand cooperation between public authorities and
banks in the crisis management of the economy.
The participation of banks and other financial in-
stitutions in PPP projects will:

o ensure the project company the necessary
amount of capital;

o improve the quality of financial services
institutions;

o develop new mechanisms and schemes to at-
tract funds, including borrower support;

o formalize the rights of creditors with regard to
timely debt repayment and service guarantees;



Investment Management and Financial Innovations, Volume 14, Issue 4, 2017

Table 2. An outline of PPP structure according to sources of project vehicle capital

Source Upsides : Downsides
. Lengthy approval procedures.
: No need of capital repayment and/or to : : ; -
Public capital i incur the cost of capital lower project Many bids sent back to bidders for revision.

i costs. Risks of misuse of funds.

Equity capital life cycle.

7777777777777 : Easily available.
Loan capital :
. Risks shifted to creditors.

¢ Available throughout the whole project

: Wide range of options and terms.

: Contributes to the vehicle’s credit

i Low activity in the regions sugﬁesting lack of interest
in the regions in receiving public funding.

: Limited resources.
i The need for distribution of rights and revenues (sale
of shares).

{ Participation of investors is limited only a part of
i project life cycle repayable.

strength. May be poured at the very

Additional capital

early stages of the project, when private
i business sees the benefits of increasing

i Is subject to repayment together with a share of profit.

;eauity capital, but is unwilling to expose |
a :

ditional funds to high risks.

o engage state-owned banks to lending and in-
vestment in national projects;

« stimulate attraction of credit resources by mu-
nicipal enterprises, in particular under public-
private partnership agreements;

o develop new mechanisms and schemes to at-
tract funds include support for the borrower;

o decide the rights of creditors in terms of guar-
antees for timely repayment;

o involve state-owned banks to lend and invest
in national projects;

o stimulate attraction of credit resources by
utilities in particular by agreements of public-
private partnership.

Financial institutions (banks) are most affected by
financial risks. Financial risk is first of all about
reliability of funding sources involved in imple-
mentation of the project, as well as restrictions
emerging both at the time of the financial closing
of the deal and throughout the project cycle. This
risk may incur higher project costs and have a key
impact on financial viability of the project.

PPP has a fundamental difference from the usual
model of funding of development by pooling na-
tional or local governments resources and those
of private businesses. Mutual risks management
by the PPP parties is a key factor allowing them
to capitalize on the financial leverage produced
by this type of cooperation. It is a balanced dis-
tribution of risks between the private and public

partners that is the key requirement and the main
principle of PPP effectiveness (Figure 2).

One of the main directions of state financial sup-
port PPP may be to stimulate bank lending, in
particular, on the basis of public-private partner-
ship. Project financing accommodates different
financial instruments, while certain government
guarantees are meant to ensure a significant ina
flow of investments into the infrastructure sector.
Project financing mechanism allows to combine
different financial instruments and certain guar-
antees of the state should provide a significant in-
flux of investment in infrastructure.

Obviously, one of the main methods to deal with
the problems of public-private partnership financ-
ing should be the development of state programs for
the Ukrainian banking sector. Among such mea-
sures of high priority one can include the following:

e allocation of investment, financial and loan

recourses with priority on creation of jobs in
information-intensive areas of the real sector
(high-tech production, new energy industry,
infrastructure projects);

* opening credit lines for financially sound fi-

nancial institutions and companies;

»  creation of the system of temporary insurance

of all bank deposits;

e creation of conditions for “new blood infusion”

into the banking system by enabling access to
purchase of shares of commercial financial
institutions;
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Source: compiled by the authors.

e N ( ) s 3
Project-oriented, complex Legal, organizational and Medium or Consolidation of Cash flows generated by
approach to implementation financial independence of long-term financial the project act as the
of a specific investment the project being lending instruments of basic security and
project, whereby the capital is implemented from other different market sources for loan
invested in the project, rather projects run by the same and financial repayment, returns for
than in the business entity companies institutions investors and
shareholders
_ J A ) L J

N )
UALITATIVE AND QUANTITATIVE

RISK IDENTIFICATION DISTRIBUTION OF RISK ?ASSESMENTOF RIS(-Il( EFFECTS ON RISK LIMITATION
AND CLASSIFICATION SAMONG PARTNERS AND MANAGEMENT

) THE PROJECT )
Financial risks associated * Loan maturity, as well as SYNDICATED LENDING
with the variability of . o N availability of refinancing Several banks pool
; Financial institutions . :
interest rates, currency options for short-term loans. together their resources
exchange rates or other (banks) are most gffected to form a banking
factors affecting the by financial risks * Availability of a grace period syndicate to provide
project financing cost sufficient to deal with the for the borrowers'

L J v prqblem of short rev'enues investment

during the construction
Construction risks arising These risks are shared phase.
. . SECURITIZATION
at the stage of project —p| among the parties OF BANK ASSETS
design and construction according to their ability of * Interest rates: considering the i h
their most effective fixed income flow, the scope By selling 'asset.s, t e'

( N management, that is each of project financing makes flat bank receives financial
Performance risks that partner assumes tasks and rate loans a more viable ;esources ?.nd ek
may emerge as a result responsibility it can handle option. ecreases financial ris
of possible unconformity > best and with minimum exposure.
of services delivered to risks * Hedging cost (if interest-rate,
design specifications currency or other risks are REFINANCING

- < managed by hedging). Changes in the financial

( - - p structure of the project
Demand risks associated * Credit risks of key without any changes in
with current demand for project stakeholders, economic relations
services, when the including any existing third- between the public and
actual demand for person guarantees, bonds or private sectors.

services may prove to be

lower than expected
|\ J

Assets depreciated cost
risks associated with
future market prices for
assets being the object of
public-private

partnership

guarantee commitments.
INSURANCE, HEDGING
AND GUARANTEE
SYSTEMS

* Currency exchange rate
fluctuations.

Figure 2. Project finance risk management for public-private partnership

formation of a system crisis institutes for:
consulting, marketing costs optimization,
staff training for work in new economic
conditions;

partial nationalization of “problem” banks;
stimulation of structural changes in business
(Hubarieva, Chmutova, & Maksimova, 2016;
Mushchynska, 2010);
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In this way, bank financing and application of PPP
models are most common, with best results achieved
when combining these sources of funding. Today,
Ukraine has a record of participation of lenders par-
ticipation in implementation of national projects
based on public-private partnership (see Sppendix,
Table A), and the effectiveness and results of these
projects have proven that investment projects need
to be developed and implemented with participation
of lending agencies, including banks.
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CONCLUSION AND PROSPECTS
FOR FUTURE RESEARCH

Considering the scarce availability of public funds, lack of own funds to finance capital-consuming PPP,
the government should focus on incentives to stimulate bank lending as one of the primary measures of
financial support of PPP on the part of the public sector, in particular, lending based on public-private
partnership arrangements. The financial structure of public-private partnership projects allows leverage
of modern financial instruments that are widely used around the world.

Participation of Ukrainian financial institutions in PPP projects will not only provide project vehicles
with required amount of funding, but also help the institutions themselves to reach the next level in
terms of quality and volume of their services. Project financing accommodates different financial in-
struments, while certain government guarantees are meant to ensure a significant inflow of investments
into the infrastructure sector.

In this way, the need for mobilization of additional financial resources for implementation of invest-
ment projects calls for extended cooperation of state agencies and banks as a part of the effort of eco-
nomic crisis management. In order to give banks better incentives for cooperation with local authorities
to increase the scope of financing of public facilities it is necessary to develop new mechanisms and
schemes to attract funds, including borrower support; formalize the rights of creditors with regard to
timely debt repayment and service guarantees; engage state-owned banks in lending and investment in
national projects; stimulate attraction of credit resources by municipal enterprises, in particular under
public-private partnership agreements.
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APPENDIX
Table A. Case study of participation of credit institutions in public-private partnership projects*

Source: * compiled by the authors Kruglov (2017), Mitskan (2010), Rehionalnyy rozvytok ta derzhavna rehional’na polityka v Ukraini: Analitychnyy zvit (2016).

Project (Company) Ukrainian banks loans World Bank loans EBRD loans
Energy Saving
: : i Investments project :
ME Teplopostachannia : ME Teplopostachannia i ME lllichivsk- : (2009-2012) Members : Three heat : Eight heat supply

i Mista Odesy (ME
{ Odesa Heat Supply

i Mista Odesy (ME
¢ Odesa Heat Supply

i teploenergo (ME
i Illichivsk Heat and

i Kyiv Heat Supply project
: (1999-2004)

of the project —
Odesa, Chernihiy,

i Kalush, Kolomyia,

i supply projects:
i Odesa, Cherkasy,
i Ivano-Frankivsk

i project in the
i preparation stage

i Systems) : Systems) i Power Company) ' Cherkasy, Drohobych, | (2008-2009) £(2009-2010)
i i i ¢ Kharkiv, Slaviansk, i i
i Balty
i The State Export-
Creditor bank (C)IJBSgadra 8J35lgadra B’I\(precl)irr:eBank of - - Beneficiaries - the city heat supply companies
| | S per  USD200minUiBOR 30 ZEE I L
: Amount — UAH 37.5 : Amount — UAH i annum plus annual piu i floating average

Amount and terms

Loan purpose

Short description

imln Due date
i February 11, 2009
:17% per annum

: Payment for gas,

: electric and heat

i energy, repayment of
: earlier loans

£18.976 min Due date
i September 30, 2009
: 18% per annum

Financing of costs of
i reconstruction of the
i heat supply system

¢ in Shkilny district of

i Odesa.

i Security: Real estate mortgage

i to secure loan repayment and payment of loan
‘interests

i Subject to approval by city authorities

i commission

i for credit line

i management at the
i rate of 0.015% of

i the debt limit

: Timely payments

: for natural gas

i during the heating
i season 2009-2010

i Security: Non-

i residential real

i estate — the

: Raduaga public

i amenitiesI center,

i municipal propert
: of IllichFi)vsI?Ci?y 4
: Council

: gross margin One-

i time commission fee
:of 0.75%. Interest is
: payable twice a year
: Repayment by 2018

{ Improvement of

: operating capacities

¢ of the centralized

. heating system in Kyiv,
: support of measures

i of commercialization

i of Kyivenergo and

i Kyivzhytlokomunenergo,
i promotion of

: privatization of

: centralized heating
i services in Kyiv

: LIBOR base rate One-
i time commission fee
i of 0.25%. Interest is

: payable twice a year
i Repayment by 2027

‘ Facilitating utility

{ companies in ’

i improving qualit

: ang reIiatg)iI?ty ofy
i service provision

i and reduction of

i maintenance costs

: Grounds — Bilateral Loan Agreement between

i Ukraine and the International Bank for

i Reconstruction and Development as of October
14, 1998 (ratified on March 23, 1999)

EUR 44.8 min EUR 285 min

‘ Loan financing of priority programs of

: capital investments aimed at renovation and
i modernization of existing boiler facilities,

i replacement of heat supply networks,
‘introduction of new heat supply stations

i at apartment buildings equipped with heat

: meters

i Implementation arrangement: About EUR
1.5 min for technical assistance. Pre-

i project analysis (EUR 200-300 ths) Project
i implementation support (EUR 500 ths),

i corporate development program (EUR 350
i ths), projects aimed at improvement of the
i borrower’s repayment ability (EUR 350 ths)
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