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Global Public-Private Partnerships

Public-Private Partnerships: Frequently
Asked Questions
» What is a public-private partnership (P3)? In its most basic form, a P3 is a

contractual partnership between a public sector entity, known as the offtaker, and a
private developer to design, build, finance, operate and maintain government-related
infrastructure for a specific period. The model historically has been used to finance
publicly owned assets that fall under the responsibility of a government or one of its
agencies.

» Why are governments interested in P3s? Governments are interested in P3s because
they not only attract private investment in public infrastructure, but they also allow
government offtakers to transfer certain risks to the private sector at a fixed price that
can accelerate project delivery, lower total project costs, and improve cost certainty to
the offtaker on a whole asset life basis.

» Why do investors invest in P3s? In general, P3 project bonds and project financed
infrastructure assets provide relatively higher yields for what is perceived to be a lower-
risk sector than comparably rated corporate bonds. Subject to appropriate structuring,
P3 investors are comfortable with the construction completion, counterparty, and
performance risks.

» Why are most P3s rated in the investment-grade category? Most P3s are in
the investment-grade category because of the essential nature of the asset and the
project's contractual framework that efficiently allocates project risk over the life of the
project to the party best able to manage it. Also, the financial structure provides lenders
with project financing protections, including liquid reserves and covenants that limit
additional debt and distributions.

» What have been the main reasons for rating actions on P3s? Refinancing risk, tax-
related risks and weakening counterparty credit quality have been the main reasons for
availability-payment P3 downgrades over the years with lower than forecast revenue
performance driving downgrades for demand risk P3s. We have upgraded the ratings
of availability-payment P3s that have transitioned to steady-state operations or have
established a record of adequate performance, among other reasons. Demand risk P3
upgrades are generally due to a history of steady demand resulting in sound and more
predictable financial performance.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=1004733
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Q1. What is a P3?
In its most basic form, a P3 is a contractual partnership between a public sector entity, also known as the offtaker, and a private
developer to design, build, finance, operate and maintain public infrastructure for a specific period. At the end of the contractual
period, the asset generally reverts back to the government to operate and maintain. The government generally maintains ownership of
the asset or the land on which the asset is located throughout the contract term.

The term P3 is defined differently in each country. P3s in all countries fall along a broad spectrum, with the availability-payment model
at one end, the demand risk model at the other and hybrids in between (see below). Availability-payment P3s include private-finance
initiatives, or PFIs, which first appeared in the UK.

Q2. Who are the key parties in a P3?

There are several, and each plays an important role.

Exhibit 1

Typical Public-Private Partnership (P3) Structure

Source: Moody's Investors Service
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The offtaker. The offtaker drafts the project or concession agreement to outline the project scope, specifications and performance
standards and negotiates the agreement's risk allocation with the private-sector sponsor.

The sponsor. The sponsor, which may be a private developer and/or a financial institution (in consortium), creates a limited special
purpose vehicle (known as the project company) to enter into the project agreement to design, build, finance, operate and maintain
the project. The sponsor owns the project company, that is mostly financed by nonrecourse debt (whereby neither the sponsors nor the
offtaker would be responsible in case of a project company default). The sponsor also contributes equity to the project company.

The project company. In general, the project company subcontracts the design and construction obligations to the construction
contractor — typically a joint venture among multiple construction companies in order to diversify the risk. The project company may
also subcontract the operating and maintenance requirements to the operating and maintenance services provider, who might also
be responsible for long-term lifecycle, rehabilitation, and handback requirements.

The advisors. Legal, financial, technical, insurance and other advisors are crucial to the development of a P3. All P3s are a construct
of multiple contracts that establish the relationship between all key parties and specify how they will interact over the course of the
contracted project life, generally 25 to 50 years.

The lenders . The lenders and underwriters can play a key role as they will ultimately determine the cost of financing a P3 project can
obtain, which can impact the project’s financial feasibility. Potential underwriters are engaged early in the P3 development process
in order for the sponsors to understand which risks the lenders are and aren’t willing to take for a specific project. This can influence
the project agreement’s risk allocation as well as other aspects of the P3 contractual structure, including levels of construction and
operating security, reserves and financial resiliency, amongst other considerations.

Q3. What are availability-payment P3s?
The private developer receives payments called availability payments for making the asset available for public use at the standard
required in the project agreement during the term of the contract.

The private developer is entitled to availability payments from the offtaker as long as the asset is available and performing according
to the standards in the project agreement. Availability payments usually have a fixed component sized to cover debt-service costs and
equity returns and a variable component sized to cover operating, maintenance and lifecycle costs.

A key attribute of availability payments is that they are not subject to swings in demand, such as traffic levels in the case of toll roads,
for example, and are adjusted only for lack of performance or if the asset is unavailabile for use. Availability payments are usually
subject to the offtaker's annual budget appropriation.

Which projects use which model?

Social infrastructure projects, including hospitals, schools, courthouses and prisons, to name a few examples, primarily use the
availability-payment model, particularly where the number of users is set by government policy and beyond the control of the P3.
Transportation projects, such as roads, bridges and railways, can use either model or a hybrid of both. Universities generally use a
demand risk P3 model for student housing while stadiums and combined cooling, heating, and power systems use hybrid P3 models.

Q4. What are demand risk P3s?
In this model, the offtaker grants the private developer the right to collect user fees for the use of the asset by the public. This right is
sometimes called a concession, since the offtaker is conceding the asset to the developer for a defined period. The private developer
retains the revenue risk under this fee-for-service model, because it relies on fees for use of the asset to pay for operations and to pay
any debt related to building the asset before equity returns are earned.
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Q5. What is a hybrid P3?
Hybrid P3s are just what they sound like, a mix of both models. As such, they have a range of risk profiles. With the hybrid model, the
project is exposed to some degree of volume or price risk, similar to the demand risk model, but the project developer also has some
revenue certainty from the offtaker, similar to the availability-payment model. Hybrid models allocate risks in order to minimize the
downside should the project underperform expectations, which helps the project obtain financing. Also, the offtaker can share in the
asset's revenue potential over time.

What is an example of a hybrid?

An example of a possible hybrid P3 is a university that enters into a contract with a private developer to build a new student housing
project on the university’s land and the university guarantees a minimum occupancy level or agrees to place students in the new
housing project before it fills existing university housing (also known as first-fill).  This type of agreement helps mitigate demand risk ,
which helps the project obtain third-party financing even when it does not have an operating history.

Another example might be a toll road whereby the offtaker agrees to pay the private partner a minimum payment that would cover
debt and operating costs under severe downside traffic scenarios. The toll road's revenues come from government payments (rather
than directly from the drivers) but is ultimately based on traffic performance. In this example, the project is exposed to an element of
demand risk, despite the payments from the offtaker, but is protected by these payments when demand is weak. Correspondingly, this
structure might also allow the offtaker and private developer to share the revenue when demand is high.

Q6: Why are governments interested in P3s?
Broadly speaking, governments are interested in P3s because they not only attract private investment in public infrastructure, but they
also allow government offtakers to transfer certain risks to the private sector at a fixed price that can accelerate project delivery, lower
total project costs, and improve cost certainty to the offtaker.

In developing P3 markets, including Colombia and Peru, governments have increased their investments in infrastructure in order to
stimulate long-term economic development. The P3 model can help speed the delivery of large projects already in the government’s
long-term capital plan and project pipeline. Some growing P3 markets, like the US, are starting to establish a pipeline of P3 projects
that generally have been completed on time and on budget. These initial projects serve as a model for future projects, and their success
is critical to the long-term view of the P3 model.

In mature P3 markets, such as the UK and Canada, governments generally take a more methodical approach to evaluating whether
a project is to be procured under a P3 model or a traditional development model. This is typically referred to as a “value-for-money”
analysis or a “public comparator” analysis. Projects that are deemed to generate more value for the money if they are procured as a
P3 are put into the P3 project pipeline and moved forward using the P3 model. Other projects that are deemed to provide more value
under a traditional procurement are put in that pipeline. Governments in these mature P3 markets have more experience with a wide
range of P3 projects delivered on time and on budget, and there is now a history of satisfactory long-term operating performance in
some regions. Mature P3 markets also have centralized P3 knowledge-sharing organizations or procurement agencies that support
regional and local governments that decide to pursue P3s.

https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBM_1003681
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Exhibit 2

Mature and Expanding Availability-Payment P3 Markets
Mature Expanding
UK, Canada, Australia, India, Chile US, Brazil, Peru, Mexico, Colombia

Regulatory Framework The framework is established, enforceable, tested and widely
understood.

Authorizing legislation is in place and enforceable but yet to
be fully tested, or legislation is being clarified, expanded or
passed for the first time.

Project History Projects are built, operating and entering initial rehabilitation
cycles.

Projects are mostly in the construction and procurement
phases, with some in operation.

Project Pipeline and Type The pipeline is predictable across multiple asset classes, like
social, transportation, defense and environmental projects.

The pipeline is growing, with projects primarily in
the transportation sector at first, expanding to social
infrastructure and others

Project Contracts Project contracts are relatively standard and widely
understood.

Project contracts are modeled after others and are not
standardized; long-term enforceability may be uncertain.

Investor Base and Capital
Market

Investor base is large, deep and sophisticated. Local P3 investor base is growing; there are varying levels of
capital-market sophistication among market participants,
or projects may receive significant development-bank
financing.

Source: Moody's Investors Service

US state and local governments. The US has underinvested in infrastructure for many years. At the same time, economic growth
has led to a greater use of existing infrastructure. The upshot of these two trends is a growing need to invest in infrastructure. Against
this backdrop, the availability-payment P3 procurement approach allows state and local governments to access private capital to pay
for upfront project costs, avoid directly issuing traditional bond debt and transfer certain risks to the private sector for a fixed price.
We expect US governments to continue to use the P3 procurement process and to use it in sectors beyond transportation, including
judicial, education, water and waste water. For example,  KentuckyWired Infrastructure Company, Inc. (Baa2, stable)  is a new statewide
fiber optic network availability-payment P3 project that just reached financial close. There is also an increase in P3 projects entering the
project pipeline, per InfraDeals.

Canada. For several years now the three levels of government in Canada have focused on infrastructure spending to renew the stock
of physical assets of the country and, during the economic crisis, to sustain the economy. P3s have been adopted by an expanding
range of governments to build infrastructure, given the generally good track record of P3s in terms of delivering projects on time and
on budget (for the government) and the perceived value of the long-term risk transfer from the government to the private sector.

Generally, Canadian governments do not favor P3s over traditional procurement of infrastructure in order to achieve off-balance-
sheet treatment of the P3 obligations. In addition, budget restrictions play a minor role in selecting the P3 model over traditional
procurement, since most Canadian P3s are funded by a substantial amount of government contributions during construction.

China. China is promoting P3s as a replacement of the current public financing of infrastructure by regional and local governments
(RLGs). The Chinese government’s policy to promote P3s has four objectives: (1) to improve infrastructure project management; (2)
to improve local government management; (3) to facilitate local public finance reform; and (4) to address local government debt
problems. Of the four objectives, addressing the short-term funding issue has been the primary driver of P3s in practice.

Previously, infrastructure was financed through various local government financing vehicles (LGFVs). As part of a broader fiscal reform,
the central government has required regional and local governments to phase out LGFVs and rely on direct issuance of bonds and
P3s to finance local infrastructure investment. As a result, P3s are proposed/used in China as an alternative financing source for RLGs,
and a large number of proposed P3s have been announced. The Ministry of Finance announced a pilot program of 30 P3 projects at a
total project cost of RMB180 billion. The National Development and Reform Commission has set up a database with 1,043 projects
requiring close to RMB2 trillion ($300 billion) of total investment. These partnerships span multiple industries in China, including
transportation, municipal utilities and social infrastructure.

https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_174672
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_183243
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Latin America. Government interest in P3s continues, with a recent ramp-up of new projects in countries like Colombia and  Peru .
Larger P3 markets, like  Brazil  and Mexico, continue to announce project pipelines, yet the rate at which they have reached financial
close has been relatively slow with several projects canceled or delayed due to other government priorities, lack of public sector
expertise, bureaucratic legal and contractual processes, and/or a relatively short duration of political mandates. Nevertheless, fiscal
pressures in Brazil and Mexico may lead to more public-private partnerships to help balance lower direct government financed
infrastructure investment.

Some governments in Latin America also use availability-payment P3s for social infrastructure development, including sanitation,
water treatment, and hospital projects. The availability-payment P3 model has become more attractive as some sovereign and sub-
sovereigns establish a track record of developing P3s and maintain a relatively stable and predictable contractual environment. These
governments are motivated by population and economic growth that require additions to existing infrastructure assets as well as the
development of new assets to relieve congestion and promote long-term economic development.

With development banks mandated to invest in new development-oriented projects in developing nations, the P3 model serves as
a vehicle for this direct project investment. The abundance of development bank funding for Latin American infrastructure projects,
however, continues to limit growth in capital-market activity for P3 project funding.

Europe. While the volume of European P3s increased significantly in 2014, many of these transactions were legacy deals or
refinancings. The appetite for new projects in the UK and France, Europe’s two largest P3 markets, has been impacted by fiscal
austerity, public concerns around the value-for-money debate, and Eurostat’s developing interpretation of accounting rules that will
make it more difficult to treat the associated debt as “off balance sheet.” We expect that the pipeline in other active European markets
— Belgium, Turkey, Ireland, the Netherlands and Germany, for example — will be stable over the short to medium term.

Australia. Australia will need to increase its infrastructure spending in order to address existing infrastructure gaps and to support
increased demand from population growth. At the same time, government views infrastructure investment as a source of fiscal
stimulus that compensates for the decline in resource-sector investment.

Although availability-based P3s remain on balance sheet for governments and raise debt at higher rates than traditional government-
funded projects, we believe that P3s are an attractive procurement model because they transfer certain risks to the private sector, have
a good track record of project delivery in Australia and generally involve cost savings over the whole of the asset life.

Given the weakening investment spending in Australia following the fall in commodity prices, we expect P3s will remain an important
policy tool for government to deliver infrastructure.

Q7: Can all infrastructure assets be developed using the P3 model?
No. The model historically has been used to finance publicly owned assets that fall under the public sector's responsibility, including
public universities.

Also, the government entity must have legislation that authorizes the use of the P3 model to procure a specific asset type. For
example, some governments might be able to use a P3 to build a courthouse, but not a road or bridge. The breadth of the P3
authorizing legislation determines which assets can be procured under the P3 model and, more fundamentally, the scope of the
government’s responsibilities.

In addition, given the typically higher procurement costs associated with P3s and the material amount of additional upfront due
diligence they require, P3s tend to be larger, so the initial costs are balanced against the long-term savings versus a traditional
procurement. Most P3 projects exceed USD $50 million and are generally above USD $100 million.

Finally, there must be a market appetite to lend to P3 projects, and investors have different risk appetites and varying levels of
understanding of the complex aspects of a P3 project.

https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_171807
https://www.moodys.com/research/Brazilian-Public-Private-Partnerships-Brazils-new-infrastructure-program-unlikely-to--PBC_1007015
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More detail on these points follows below.

P3 authorizing legislation. The government offtaker in the P3 project must have the legal ability to enter into the master multiyear
P3 project agreement. This authorization can occur at the federal level for all levels of government, like in many European countries,
or it can occur at the regional and local government level, like in the US and Brazil. Moreover, some authorizing legislation might be
broad in order to cover all assets, or it might be specific to a single asset type (for example, only transportation or social infrastructure
projects). Further, some governments might only authorize the use of demand risk P3s and not availability-payment P3s, like in Texas
and Virginia in the US and some Latin American countries.

Government scope of operations. The scope of a government’s operations varies by country and determines the asset types that
can be procured under the P3 model.

For example, the UK has a national healthcare system and the provision of healthcare is a provincial responsibility in Canada. When the
P3 markets in these countries first started, the result was a disproportionate number of hospitals procured under the P3 model. Given
that the UK federal government and the Canadian provincial governments ultimately pay the majority of public healthcare costs, they
could decide to build new hospitals or upgrade existing hospitals using a P3 or a traditional procurement.

Also, the initial hospital P3s in these two countries were quickly followed by other assets, including courthouses, schools, prisons and
roads. These social infrastructure assets generally do not have a direct revenue source and are funded by general government revenue.
As such, an availability-payment P3 is more often used for social infrastructure assets, whereas either the availability-payment or the
demand risk P3 model can be used for roads, bridges, and transit where a user fee can be charged.

By contrast, transportation projects led the development of the P3 market in the US, given that state departments of transportation
are responsible for the majority of the state’s roads and bridges. These state transportation departments also have familiarity working
with the private sector on large-scale greenfield projects, which lend themselves more easily to the P3 model for some projects.

P3s are now spreading into the social infrastructure space in the US, given that these responsibilities reside with varying levels of
municipal local governmental entities. Even so, it is unlikely that a material number of US hospitals will be built through P3s; the US
has a diverse mix of public, private, and not-for-profit hospitals that each derive revenue from numerous sources, including a mix of
private and public insurers. As such, hospitals will likely remain a small component of the US P3 market.

Typically, a certain scale is required, and the asset type must allow for private-sector control. The size of the project might
be more important than the type of project, given the higher procurement costs associated with the P3 model, compared with a
traditional procurement. In order to obtain the highest value-for-money to offset these higher procurement costs, P3 projects are
usually of a certain scale in order to allow the private partner to provide more value for the money from construction cost-savings due
to competitive bidding, fixed-price contracts and risk transfer. This may limit the use of the P3 model to projects with a value of at
least USD $50 million.

In addition to scale, the asset being procured as a P3 must lend itself to private-sector control during the contract period to allow
for clear separation of duties between the private and public sectors for a specific project. This risk allocation, with clearly defined
responsibilities, is negotiated upfront in the project agreement.

Government buildings with highly sensitive or specialized operations might be more appropriately operated and maintained by the
government, rather than a private partner. A student-housing project is another example; student housing might be managed better
by the university in terms of student demand and logistics, but the maintenance and rehabilitation of the housing facility might be
handled better by a private party.
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Q8. Who invests in P3 projects?
The P3 investor base varies by market. The US has a robust and deep capital market as well as a history of tax-exempt bond financing
for infrastructure. Canada also has a liquid debt market. Outside the US and Canada, banks historically have been the predominant
source of long-term debt for infrastructure investment, yet  institutional investment is on the rise in some regions, including Europe .
Latin America and Asia benefit from international economic development bank funding for infrastructure.

P3 projects are a subset of project finance. The project structures can be complex and require a certain sophistication among investors,
so it can take time for individual markets to develop a deep and knowledgeable base of institutional investors. In general, P3 projects
are financed with equity from specialized infrastructure funds, short-term bonds or revolving bank loans through construction, or with
long-term bonds or a long-dated bank loan that is repaid from operating cash flow. The long-term debt can be raised in the bond
market or through a direct private placement with an institutional investor. Infrastructure funds are increasingly looking to provide
direct equity or debt investment to individual projects in order to deploy more capital in this asset class.

The 2015 Preqin Global Infrastructure Report notes that the market for infrastructure funds (both debt and equity) is strong, with 40%
of the investors surveyed expecting to increase their allocation to infrastructure in 2015 compared to 2014, 44% expect to maintain
the same allocation and only 16% expect to decrease their exposure to the asset class. Preqin also observed a growing number of
unlisted infrastructure debt funds seeking to raise capital (see Exhibit 3). These specialized infrastructure funds are usually capitalized
by large institutional investors (i.e., pension funds, insurance companies and investment funds). This influx of institutional investors
reflects the relatively high yield and low-risk nature of the asset class.

Exhibit 3

The number of unlisted infrastructure debt funds and their aggregate target capital has grown rapidly since 2009

Source: Preqin Infrastructure Online

Institutional investors are providing a growing source of financing for P3s and project finance , in general. However, institutional
investment in infrastructure remains limited, with less than 1% of pension fund assets allocated to infrastructure, on average, according
to data compiled by the Organisation for Economic Co-operation and Development (OECD) through 2013. Even a small increase in
this allocation could significantly increase the amount of debt capacity available for infrastructure investment, especially given that the
OECD estimates that institutional investors in member countries had about $92.6 trillion of assets under management at the end of
2013.

https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1001024
https://www.moodys.com/research/Deferred-Drawdown-Debt-Structures-For-Greenfield-Infrastructure-Present-New-Credit--PBC_175408
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Exhibit 4

Total assets by type of institutional investors in the OECD, 2001-2013

(1) Public Pension Reserve Fund (PPRF). Data include Australia's Future Fund, Belgium's Zilverfonds (2008-2013), Canada Pension Plan Investment Board, Chile's Pension Reserve Fund
(2010-2013), Japan's Government Pension Investment Fund, Korea's National Pension Service, New Zealand Superannuation Fund, Government Pension Fund - Norway, Poland's
Demographic Reserve Fund, Portugal's Social Security Financial Stabilisation Fund, Spain's Social Security Reserve Fund, Sweden's AP1-AP4 and AP6, United States' Social Security Trust
Fund.(2) Other forms of institutional savings include foundations and endowment funds, non-pension fund money managed by banks, private investment partnership and other forms of
institutional investors.

Source: OECD

Given the low interest rate environment, coupled with rising institutional investor demand, several governments have
developed  support mechanisms  to incentivize project investment. In the US, these include low-cost funding streams like tax-
exempt private activity bonds or low interest federal  Transportation Infrastructure Finance and Innovation Act (TIFIA) loans . Credit
enhancement programs in regions like Europe, including the  Project Bond Initiative , help accelerate the financing and deliverability of
P3 projects.

Such credit support mechanisms can improve the terms and conditions of long-term funding available for infrastructure investment,
or reduce associated credit risks. These mechanisms include, among other things, debt guarantees and other unfunded credit
enhancements, as well as tax incentives that directly benefit infrastructure debt investors. Development banks continue to provide
funding for P3 projects in developing nations globally, but they are also looking for ways to extend their capital allocations to
infrastructure while creating new investment opportunities for global institutional investors that want to diversify their portfolios with
exposure to new emerging markets.

Q9. Why do investors invest in P3s?
In general, P3 project bonds and project finance infrastructure assets provide relatively higher yields for what is perceived to be a
lower-risk sector than comparably rated corporate bonds. The higher yield for projects incorporates a liquidity premium, given that
the secondary market is not as liquid as the corporate bond market (see Exhibit 5 for global project finance loan margins compared to
corporate loan margins). As such, this can be attractive to long-term buy-and-hold institutional investors. Investors are also attracted
to P3s because they are viewed as creditworthy investments in essential infrastructure assets that  yield relatively stable long-term
returns that can match long-dated liabilities of institutional investors , like pension funds.

P3 projects generally have low long-term operating risk once steady-state operations are reached, supporting higher investment-
grade ratings. This credit profile can be attractive to banks that can reserve less capital for these long-term loans under new  Basel III
regulations . Equity investors are attracted to the stability of the asset class and the amount of equity returns these projects can yield,
given that infrastructure assets can support higher levels of debt to equity given their long useful life and essentiality. Demand risk P3s
also have the potential to yield strong upside returns to the sponsors, yet asset underperformance could result in equity losses or debt
defaults.

Market-specific drivers of investor demand, including investors’ return targets, risk appetite, and tax implications, also play a role. For
example, in Canada, there is a limited supply of high-quality bonds in the debt market, making P3s attractive investments. In the US,

https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_171101
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_166047
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1001255
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1001712
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1001712
https://www.moodys.com/research/Basel-III-Implementation-in-Full-Swing-Global-Overview-and-Credit--PBC_170763
https://www.moodys.com/research/Basel-III-Implementation-in-Full-Swing-Global-Overview-and-Credit--PBC_170763
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there is a limited supply of higher-yielding but low investment-grade rated government-related rated debt and, in recent years, there
has been a diminished supply of municipal bonds.

Generally speaking, P3 investors are comfortable taking the main P3 risks, including construction risk, operating performance risk
and counterparty risk. Construction risk is generally well mitigated in a P3, but completion delays have been known to occur. Weak
operating performance for an availability-payment P3 can result in higher deductions and lower equity returns. To date, most operating
availability-payment P3s have performed well with the majority of deductions incurred in the initial operating transition period after
construction. Weak operating performance for a demand risk P3 directly affects revenues and can materially diminish long-term
revenue growth, resulting in a debt refinancing or a default.

Counterparty risk has generally stabilized among many government offtakers and other key counterparties in P3 transactions, yet
this remains a key risk factor for P3s where there are numerous counterparties. These critical counterparties include construction
companies or design-build joint ventures during the construction phase; providers of operating services during the operating phase;
banks and other financial institutions as lenders, providers of swaps and providers of debt-service reserve fund letters of credit or
monoline insurance; equity sponsors; and providers of construction-period security. The credit deterioration of any key counterparty
could have an impact on the rating of the related P3 project.

Exhibit 5

Global project finance loan margins remain attractively priced compared with other classes of corporate loans
(Loan margins, 12-month moving average)

Note: Data on project finance loan margins are sparse. The 12-month moving averages are lagging indicators.

Sources: Dealogic, Credit Agricole, Moody's Investors Service

Q10. Why are most P3s rated in the investment-grade category?
Most P3 projects are in the investment-grade category because of the essential nature of the asset and the project’s contractual
framework, which adequately allocates project risks to the party best-equipped to manage them throughout the project's life. The
financial structure also provides lenders with project-financing protections, including covenants that limit business activity and
additional debt, distribution limitations, debt service, operating and major maintenance reserve funds and lender contractual step-in
rights.

Also, the ratings of availability-payment P3s are usually supported by an investment-grade government offtaker that provides the
ultimate source of funds to repay debt service after the project is completed. A key component of availability-payment P3s is the
inclusion of a termination payment regime with the offtaker, whereby the offtaker will fully repay all debt outstanding should a
catastrophic force majeure event occur during operations. However, if the project agreement is terminated due to weak operating
performance by the private project company, then the offtaker’s termination payment to the project company does not include full
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debt repayment; however, the termination payment in this case is generally sized to ensure a high level of debt recovery, thus limiting
losses.

Greenfield demand risk P3s are usually structured with notably higher levels of equity and initial liquidity compared with higher rated
greenfield availability-payment P3s in order to ensure that there is sufficient operating resiliency and cash reserves to help mitigate
long-term demand uncertainty and the project's lack of performance history.

The majority of speculative-grade ratings for demand risk P3s are for projects that underperform their original forecast after
construction and the initial ramp-up years. The four operational availability-payment P3 projects we rate below investment-grade are
roads that receive revenue under a shadow toll structure. We originally rated all of these projects in the investment-grade category, but
downgraded their ratings following a combination of deteriorating offtaker credit quality, payment delays or disappointing traffic levels.

Exhibit 6

Availability-payment P3s are generally rated higher in the operating period than during the construction phase

Source: Moody's Investors Service

Exhibit 7

Availability-payment P3s are generally rated investment grade, compared with nonfinancial corporates

Note: The chart shows the percentage of P3s in the investment-grade category and the percentage of nonfinancial corporate issuers in the investment-grade category.

Source: Moody's Investors Service

The risk profile of availability-payment P3s often improves after construction when the asset is completed by the private developer and
accepted by the government entity.
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Moody’s study,  Default and Recovery Rates for Project Finance Bank Loans, 1983-2013 , shows that marginal default rates for the
discrete P3/PFI sector were higher in the first few years following financial close, akin to the construction period, and declined notably
thereafter. In our view, this initial period of elevated marginal default rates is strongly linked to construction phase risk and/or the
commencement and ramp-up of operations, while the improvement in marginal default rates thereafter is associated with the
maturity of project operations.

This default experience is consistent with our rating approach to availability-payment P3s. We use two separate methodologies, one
for  projects in the construction phase  and one for  projects in the operating phase . The initial rating on the project reflects our view of
which phase is more constraining, typically the construction phase.

The findings of the default study support the market’s view that P3/PFI projects are at the low-risk end of the project-finance spectrum.
Two caveats to the study, however, are that there is a degree of subjectivity when classifying projects as a P3/PFI, and that there are
few defaulted projects, with 57 defaults (based on the Basel II definition of default) out of 1,296 projects identified as P3/PFIs in the
study's data set.

Exhibit 8

P3/PFI projects' marginal default rates decline over time from financial close, compared with Moody's-rated corporate bond and loan
issuers
Marginal Annual Default Rates for P3/PFI Projects

Marginal default rates for the study data sets are calculated using both Basel II and Moody's definitions of default.

Source: Moody's Investors Service

Q11. What have been the main reasons for rating actions on P3s?
Downgrades for availability-payment P3s have primarily been related to  refinancing risk in Australia , tax risk in Canada, changes
in laws in the UK, and weakening  counterparty credit quality  in Europe. Construction-related delays have resulted in limited rating
actions. Downgrades for demand risk P3s are primarily driven by lower than forecast revenue performance, as was the case for the 
SH130 Concession Company LLC (Caa3, negative) , a toll road in Texas.

Notable availability-payment P3 downgrades include a couple of UK hospital PFI/PPP projects which were due to the offtaker’s
response to contractual disagreements. Over the last 12 months,  several Trusts have taken a more exacting approach to the
management of PFI/PPP contracts  in response to funding pressures and to ensure value-for-money. During this period, we downgraded
three of our rated issuers –  Healthcare Support (Newcastle) Finance plc (Ba3, developing) ,  Peterborough (Progress Health) plc (Ba3,
developing) , and  Catalyst Healthcare (Manchester) Financing plc (Ba1, rating under review)  – following contractual disagreements
with the procuring Trusts.

Availability-payment P3 upgrades over the past few years primarily have been for projects that have transitioned to steady-state
operations or have established a record of adequate performance while building a solid working relationship with the government
offtaker. The importance of establishing a strong working relationship and a history of strong performance cannot be underestimated

https://www.moodys.com/research/Default-and-Recovery-Rates-for-Project-Finance-Bank-Loans-1983--PBC_179524
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_165887
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_176194
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_172384
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_143645
https://www.moodys.com/credit-ratings/SH-130-Concession-Company-credit-rating-820810309
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1003217
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1003217
https://www.moodys.com/credit-ratings/Healthcare-Support-Newcastle-Finance-plc-credit-rating-808145748
https://www.moodys.com/credit-ratings/Peterborough-Progress-Health-plc-credit-rating-820360357
https://www.moodys.com/credit-ratings/Peterborough-Progress-Health-plc-credit-rating-820360357
https://www.moodys.com/credit-ratings/Catalyst-Healthcare-Manchester-Financing-credit-rating-807936417


MOODY'S INVESTORS SERVICE INFRASTRUCTURE AND PROJECT FINANCE

13          21 SEPTEMBER 2015 GLOBAL PUBLIC-PRIVATE PARTNERSHIPS: PUBLIC-PRIVATE PARTNERSHIPS: FREQUENTLY ASKED QUESTIONS

and has been a driver of upgrades across multiple asset classes, including  Alpha Schools (Highland) Project plc (A3, positive) ,  Aspire
Defence Finance plc (A3, stable) , and  Reliance Rail Pty Ltd (Ba3, positive) .

In Australia, we  upgraded the ratings of Ancora (OAHS) Pty Ltd and Ancora (RCH) Pty Ltd  to A3 from Baa1 after the projects'
prolonged transition to steady-state operations following initial challenges in the operating phase.

In the UK, several availability-payment P3 upgrades have occurred over the past 12 months given a number of PFI/P3 projects having
reached a level of steady-state operations with a long-demonstrated history of successful operating performance. The upgrades were
mostly in our rated hospital portfolio but also included other asset types. Some notable hospital PFI/P3 upgrades include  Capital
Hospitals plc (Baa1, positive) ,  Walsall Hospital Company plc (A2, stable) ,  BY Chelmer plc (A3, stable) ,  Derby Healthcare plc (A3,
stable) ,  Central Nottinghamshire Hospitals plc (A3, positive) .

Demand risk P3 upgrades have primarily been due to consistent demand and revenue growth resulting in strong and more predictable
financial performance. For example, in Chile, we upgraded  Sociedad Concesionaria Autopista Vespucio Sur S.A. (Baa1, stable)  and 
Sociedad Concesionaria Autopista Central S.A. (Baa1, stable)  over the last couple of years due to their consistent traffic and revenue
growth and steady and strong financial performance and credit metrics.

https://www.moodys.com/credit-ratings/Alpha-Schools-Highland-Project-plc-credit-rating-809309981
https://www.moodys.com/credit-ratings/Aspire-Defence-Finance-plc-credit-rating-809305323
https://www.moodys.com/credit-ratings/Aspire-Defence-Finance-plc-credit-rating-809305323
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1004085
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1004886
https://www.moodys.com/credit-ratings/Capital-Hospitals-Issuer-plc-credit-rating-809014727
https://www.moodys.com/credit-ratings/Capital-Hospitals-Issuer-plc-credit-rating-809014727
https://www.moodys.com/credit-ratings/Walsall-Hospital-Company-Plc-credit-rating-820635721
https://www.moodys.com/credit-ratings/BY-Chelmer-plc-credit-rating-809359580
https://www.moodys.com/credit-ratings/Derby-Healthcare-plc-credit-rating-806676400
https://www.moodys.com/credit-ratings/Derby-Healthcare-plc-credit-rating-806676400
https://www.moodys.com/credit-ratings/Central-Nottinghamshire-Hospitals-plc-credit-rating-808831136
https://www.moodys.com/credit-ratings/Sociedad-Conces-Autopista-Vespucio-Sur-SA-credit-rating-807928061
https://www.moodys.com/credit-ratings/Sociedad-Concesionaria-Autopista-Central-credit-rating-806884428
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