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Procurement options – Conventional Procurement

Rules
Contractor builds the highway 
General budget bears the cost (on-budget-sheet financing)
Government retaines operation and maintenance tasks, tolling 
decision

Remuneration
Fixed fee
Cost plus margin (rare)
Incentives are limited (bonus for faster implementation)

Cases: typical option for many smaller highway projects
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Procurement options – Tolled roads

Rules
government privatises the highway: outsource financing, operating and 
maintenaning as well
Contractor’s debt is backed by toll revenue (off-budget-sheet finance)

Contractor’s compensation: user fee, government guarantees
Regulation: price-cap, rate-of-return, both
The long term contract provide incentive to life-cycle cost 
approach
Cases: M1/M12 (1993), M5 (1995)
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Procurement options – PPPs

Rules
Contractor is responsible for building, operating,  maintenaning and 
financing the highway 
Government buys service, smooth budget expense over the project 
period (20-30 years)
Government retaines pricing decision and demand risk

Performance-based payment – availability fee
Contractor has incentive to reduce life-cycle cost
Off-budget-sheet financing
Cases: M6, M5 (2004)



Tamas Veress, Public-Private Partnerships

Young Researchers Seminar 2005

Agenda

1. Procurement methods

2.2. Determinants of the choiceDeterminants of the choice
GoalsGoals
PitfallsPitfalls

3. Trade-offs: an example



Tamas Veress, Public-Private Partnerships

Young Researchers Seminar 2005

Goals

Economic efficiency: government chooses the cost efficient 
contractor
Contractual efficiency: choosing the contract type to minimize 
transaction costs, contractor’s rent
Off-balance-sheet financing: under constrained budget 
government can not adopt conventional procurement ⇒
seeks alternate financing methods to get liabilities off-
balance-sheet
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Pitfalls

Excluding in-house provision of highway infrastructure 
government faces new types of problems
Information asymmerty

Moral hazard: costs are not observable ⇒ firms can misreport costs or 
they do not undertake efficient investment
Adverse selection: government do not choose the cost efficient firm

Transaction costs: contract writing/enforcing, monitoring
Imperfect competition: collusion, corruption
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Assumptions

Distribution of reservation prices P ~ U(100,120)
Distribution of minimum expected profit or normal profit         
Π ~ U(10,20)
Distributions of P and Π are independent
Fixed price contract: the lowest offer price wins
Minimum profit  guarantee: the lowest required profit wins, 
goverment bears the cost uncertainty
Competitive bidding
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Results for two bidders

Minimum profit guarantee
(expected values)

Offer price 113.3 

Cost 96.7
Normal profit 13.3
Information rent 3.3

Fixed price contract
(expected values)

Offer price 113.3 

Cost 91.7
Normal profit 15.0
Information rent 6.7
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Results for three bidders

Minimum profit guarantee
(expected values)

Offer price 112.5 

Cost 97.5
Normal profit 12.5
Information rent 2.5

Fixed price contract
(expected values)

Offer price 110 

Cost 90
Normal profit 15
Information rent 5
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Impications

Gaurantee reduce uncertainty for the concessionaire ⇒
information rent is lower
Fixed price contract is always awarded to the low cost 
concessionaire
Minimun profit gaurantee results in adverse selection
Competition increases ⇒ fixed price contract is more 
advantageous
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Relation to real life cases

In the M5 (1995) case minimum return was negotiated ⇒
competitive tendering was not real
However, a bidder with the least expected return and slightly 
higher cost than the others could win the contract ⇒ the 
possibility of adverse selection is present
Competition in monetary donations may be more stringent ⇒
in a relevant model we can not disregard donations to 
bureaucrats
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Conclusion

So far PPPs had poor performance
Public agency had lower maintenance cost than the concessor of M5 
highway
High return gaurantees (14%) without risk transfer
Insufficient competition

However, they seem to survive
What is needed?

Setting limit to off-balance-sheet treatment
Comparing alternate financing options (for example public sector 
comparator in the UK)
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