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South African PPP Experience
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- Government as part of its reform agenda is making changes to improve the quality and
quantity of its infrastructure spend

- Public finances are strained and there is limited infrastructure investments impacting growth
- PPPs are one way of getting in the private sector

- PPP regulatory framework aimed at streamlining infrastructure development and attracting
private sector technical skills, management ability and capital

- Over several years SA has amassed considerable experience in developing and executing
PPPs and it further indicates that it is confident to make reforms to its regulations

- Legislative amendments to NT Regulation 16 are aimed at fixing regulatory gaps making it
easier for the private sector to engage with investment opportunities and strengthen fiscal
governance, these changes focused on:

»  Simplified procurement
» Efficient procedures
» Project execution and
»  Clarification of institutional roles and strengthening capacity
- Total value of all projects since PPPs were introduced in South Africa in 1998 is R91.4 bn

- Approximately R6.4 bn is budgeted annually over the MTEF covering the health,
transport/roads, tourism and office accommodation sectors
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Bridging the infrastructure investment gap requires developing innovative
approaches to leverage private-sector finance, making the necessary regulatory
changes and improving infrastructure planning across government to build a
pipeline of projects

The purpose of this work was to show that South Africa is not new to developing
and executing PPP projects and that additional infrastructure development could
be leveraged with private sector involvement using various VGF financing
mechanisms




Literature Review

- What is VGF and how it works?

> VGF comes in when some projects are stuck because of
affordability

> For a project which has economic benefit where the tariff /
pricing mechanism is not efficient and does not reflect the
marginal cost of the service delivery, VGF may be applied
to attract the private sector as they would not otherwise be
attracted

> Alternatively ... when user fees are insufficient to cover the
costs of a project, it is thought to have a viability gap and is
unattractive to the private sector i.e., the private sector will
not develop a project where the returns are insufficient

Figure 1: Viability Gap Payments

} Viability gap

User
revenue

Met

> This price differential provides the economic rationale for BrERE
VGF as these projects on their own would not be
sufficiently attractive to the private sector

> The baseline is unable to cover the cost of the project
leading to an affordability / viability gap

- Further, the economic analysis conducted indicated that the
project makes a positive contribution to the economy

- The government can make this project attractive to private
investors by covering this gap through various mechanisms

PV = present value
Source: Author.




| Types of project support available
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- Inthe literature review, the countries investigated were India, Mexico and
Indonesia

- We had trouble relating this to the unitary payments used in South Africa as these
were regarded as different financing mechanisms in the literature

- The literature indicated that:
» Funding disbursed is contingent on agreed milestones
» Funding can be in the form of annuities
» Funding is allocated on a first-come, first served basis subject to meeting
eligibility criteria
» A mix of capital and revenue support is also considered internationally
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Financing Instrument Advantages and Disadvantages

Construction grant

e.g., capital grant for
South Africa

Operational grant

e.g., patronage
guarantee on a
transport project

Grant reduces debt and improves the debt service coverage ratio.
Private capital required is reduced.

The grant being upfront and fixed does not create long term
commitments for the government.

Private sector risk perception about government nonpayment is lower
than payments over the long term.

Grant is simple to administer and has lower transaction costs.

Grant is not affected by later changes in the project as it is paid upfront,
this is also a disadvantage as it does not cover performance risk.

As the operational grant is paid over the longer term this may better
cover performance risk.

It requires a mature budget framework to cover the related risks.
Government has additional responsibility during implementation with
higher associated transaction costs.

Overall cost may increase as greater initial debt and equity are required.



Service payment - Availability payments can cover performance risk.

- Similarity to - With only availability payment (no usage component), revenue
unitary payment risk is carried by the government.
in South Africa

- Payments made - This can attract the private sector to invest in areas where they
based on would be otherwise unwilling.
availability

- This is more flexible compared to grants in terms of opportunity
for variation during the contract period.

- Long term fiscal commitment and budget frameworks are
required to manage the associated risk.

Demand and - This allows for full transfer of demand risk to the private party.
output-based
payment - When used alone, this approach may have limited practical value

as it may be difficult to measure output / use.
- South African
example?




Lessons Learnt
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- Determining an optimal subsidy level as a percentage of the national budget at
the sector, and project levels

» this may need to be different for different sectors given differing requirements
and national priorities

- Designing a VGF framework consistent with the country’s budget framework and
PPP project approval processes, including the establishment of accountability
frameworks for implementation (i.e., disclosure, accounting, auditing, and
monitoring) ... strengthening fiscal governance

- Consideration of affordability issues as this relates to the same constrained fiscus




| Case for S Africa to Consider VGF
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- Given that there are several VGF projects and because we want to incentivise
bigger deal flow there may be case for VGF

- We want to incentivise the take up of VGF type projects

- NT reforms are expected to incentivise the private sector to increase the uptake
of PPP projects

- Over the short term, the several projects that did not obtain an unconditional TA1
due to affordability constraints could be revisited

- These NT initiatives on their own are inadequate to sufficiently enable the
development of VGF projects. Some further work is required to achieve this

- If we were to do this ... this approach is not without risks
» aphased approach is recommended to develop the regulations
> pilot testing of the VGF concept for South Africa can assist in risk mitigation
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