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ABSTRACT

The paper addresses issues in governance of PRiAdcat a recent case: the Milan Metro Line MA4.

The paper discusses how to optimize the use ofipghbhnts by channeling some of them into the goofitthe
concessionaire. This creates a true public pri&R¥ (Concessionaire) which leaves efficiency iniest with
the private party, but achieves greater public mdnof its funding contributions as well as projectost.
Moreover, the paper demonstrates how public setcteolvement in the concessionaire can reduce
information asymmetry between the public and pdvaéector during project bidding and negotiatioreager
public control of a project’s technical and finaadcinformation is a crucial factor for reducing jct costs.
Reduction in information asymmetry and the creatidna public private SPV (concessionaire), esthblsa
double layer of control over the project, allogria more efficient monitoring system during botmstouction
and operation of the project. The paper shows HoavQity of Milan developed and negotiated the LMé
project leaving little margin for increased costg btill assuring an adequate return to the priyady. This
Milan experience provides lessons to improve eiffecproject delivery in infrastructure developmeitcan be
an efficient framework to reduce project costs tmdvoid opportunistic behaviors during projectegatiations.
The potential applicability of the Line M4 govermanstructure to PPP projects elsewhere, includieglinited
States, is discussed in relevant sections of tperpa

the
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INTRODUCTION

The Milan Metro Line M4 project was launched in Z0@vhen the City of Milan, Italy was in the
middle of completing construction of the first $tfe of the Milan Metro Line M5 and in the procesd
extending the construction concession of Line M3h® same construction consortium. Based on thereqre
of the Line M5, which was a pure project financelma sort of availability payment, the concern loé City of
Milan, the Concession Granting Authority, was toidvthe problems which were raised with the Line,M5
notably change orders, claims, delays and additiinancing for the extension of the line. Anothemajor
concern which was growing within the Milan goveemh and the general public, was how to responiheo
huge transfer of money (grants) from the Centra lcal government without real control and actahility
for the money spent.

To deal with these problems and set the founddtiorm more efficient use of public money, a new and
innovative framework was developed by the City aisdfinancial advisors, which answered some ofe th
concerns raised and also laid out a more effidiemhework for public works in Italy under a PPP etie. The
structure involved joint ownership of the concesaice (SPV) by the Milan government and the privadeties,
with an availability payment mechanism granted gy €City of Milan to assure the bankability of th@oject.
The availability payment is such to compensatetierdebt repayment in accordance to the finanoiadel and
to allow the SPV’'s contractual internal rate ofuratto be reached. The availability payment is @sgramount
that the City will pay, while the City will own alidership fare revenues. The availability paymemi$ start at
the beginning of operation (currently expected @22) and will be paid semiannually, based on the favel
indicated in the contractual concession agreensemnt,calculated on a demand flow of 86 million pagses per
year. Fares will be indexed to inflation wherebgmvthree years, 70% of the past inflation will ieeouped in
the fare. The concession agreement foresees @ s@ripenalties to be applied to the SPV in casenmf-
performance, but from the lenders’ perspective, athailability payment is a firm obligation of thatg; which
cannot stop paying. Total farebox revenues contitmebe owned by the City and those amounts cover
approximately 55% of the operating costs of thevzisercontract with the operators, so from they Gitidget
point of view, the availability payment commitmesta gross figure but its budgetary cost is néacé revenues
collected from actual ridership.

Investment in public works in Italy has been laggfor a number of reasons, but particularly fokla€
funding, inappropriate design by local administrafi inefficient bidding systems and a very cumbeso
legislative framework including lack of access tdrage PPP and Project Finance structure. Ovempdst 20
years, various Governments in Italy have insistechaving the private sector contribute to the dgwelent of
infrastructure. The objective, as in other partghaf world, is to benefit from the efficiency gaiokthe private
parties and also to obtain supplemental financihichvwas not available in the central governmerndgat, due
to budgetary restrictions and compliance with Eeesp Union or domestic deficittGDP targe(4),(2) In
addition, as recent press reports show, corrugimandals have emerged, causing the Central Goeetnim
2014 to appoint a National Anti Corruption Authgritwhich incorporated the existing Public Works @oh
Authority that had little ability to monitor workeplementation and very little sanctioning powg).

These financial constraints on the Line M4 prop not dissimilar to those that emerge on margelar
projects in the United States and other counti2g(4),(5),(6) Infrastructure investment has lagged behind
needs due to not only funding (revenue) constraatsll levels of government, but also weak govesntal
institutional structures that are not able to éffitly and effectively procure major projects like new transit
line. Financing limitations deriving from state larcal constitutions or statutory authority haveoafsgropelled
some subnational governments in the United Statesedsewhere in the world toward use of privateitgqu
investment that is not included in the calculatmina government’'s legal debt limits and also hab®raer
repayment horizon than do typical governmentalrfagamechanismg7)

The paper first provides a description of the MiMetro Line M4, followed by the main features oéth
tender process for the project. The next sectighlights the new Public Private Partnership apgnoased by
the City of Milan and its implication for the govemce of infrastructure projects. The final sectias general
concluding remarks.
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THE MILAN LINE M4 PROJECT

Literature on PPP is quite vast and relates prignéwi the undertakings required from the publictsec
and the efficiency gains obtained by involving révate sector in infrastructure delivery. In thderature,
issues such as the use of the public sector conpparaother methodology to test the value for moobtained
by recurring to the private sector, have beersiclemed at length(8),(9),(10,(11),(12Very little can be found
on governance issues and corporate control in seeofl PPP structures: how to best leverage pubfidd or
grants; how to concentrate on project cost redastitiow to increase efficiency in the use of pulflinds in
terms of corporate control on infrastructure delverhis is what the M4 Milan project has beenirgyto
achieve.

The Milan Line M4 is a driverless underground castimgy Milan Linate from east to west (Linate
Airport to Lorenteggio area), passing by the ceofdvlilan where it connects with Line M1.

FIGURE 1 Metro system of Milan, Italy.

IN COSTRUZIONE: s LINEA M4
INPROGETTO. eecee S.CRISTOFORO - LINATE
COROGRAFIA maggio 2015

Courtesy of MM Metropolitana Milanese.

The Line M4 is 14.2 Km (8.8 miles) long and has &tions. Project costs are €1,869 million
(US$2,112 million, at 1.13 USD per Euro. Table 1ade the sources of funds for the project. Asfaany new
transit projects, governmental grants funded thgrita of project costs. The City requested thevgi@ party to
provide approximately 33% of the funding in thenfoof bank loans and equity participation, as dbed
further in the next section.
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TABLE 1 Sources of Fundsfor the Milan Metro Line M4

% of
Source Total Euros Ush @
Private Bank Loan® 22% €41¢ $46¢
Private Equity and Subordinated C 11% €20¢ $23:
Central Government Gral 47% €871 $98¢
City of Milan Grant 12% €21¢ $24¢€
City of Milan Equity Stak 8% €16( $181
Total Fundin 100% €1,86¢ $2,11:

(a) Calculated at 1 Euro =US$1.13
(b) Includes Senior Loans, VAT Facility, and Standbytées of Credit. Loan amount excludes €102 mill{p$$116 million) additional bank contingent
commitments.

The City of Milan initiated the notice for expressiof interest in late 2006, the full tender thet
qualified bidders was launched in 2010, the Citglifjied three consortia in 2010, two consortia sittad their
offers and the award was granted in August 201% Wmning consortium is led by Salini Impregilo, iatn
together with Astaldi will take care of civil work&nsaldo STS and Ansaldo Breda (signaling andh$jaiSirti
(telecommunications) and ATM (local public trandpoperator). The construction period, originallyt s¢ 78
months, has been increased to 88 months to takeagtount the lagging work schedule during thensbnths’
period of Expo Milano 2015.

The losing consortium appealed the award to theidRag Tribunal and subsequently to the State
Appeal Council on grounds of unfair competitionthe winning consortium. Both courts rejected dppeal,
but the appeal process was one factor that defayalization of the procurement.

At financial close the capital structure of the jpod changed to take into account increased capextal
the final detailed design, uncertainty over thelffidecision by the State Appeal Council, as welireeseased
financing costs deriving from the delays in closthg deal and reflecting the difficulties in thaliian financial
market.

One may question why there were three interestedastia, only two of which submitted bids. The two
consortia included all the big Italian civil conttars qualified for that type of works as well &alian/foreign
technology suppliers or partners. Foreign civil tcactors did not participate as usually they tegmnith local
contractors: in this case there was no room foh qarticipation and also foreign firms were somewharried
to participate alone in an infrastructure markett tis not very open to competition, and where ldcadwledge
of the market is essential to compete effectivelynited bid participation may also be due to extems<osts of
participation, uncertain rule of law, extensivedaucracy and long delays in finalizing a bid outeom

STRUCTURE OF THE TENDER AND CONCESSION AGREEMENT

In order to respond to the concern of the Authesjtnotably in relation to governance and cdntro
given the growing proportion of public funds in tfieancing of the Line M4 project, the followingrstture was
developed and presented to the bidders.

The City would form a company with participation tife private party (Public Private SPV). This
company would become the concessionaire. Shareigolofi the SPV will be the City of Milan (2/3) anbet
private bidder (1/3). Total equity in the SPV wa=l@ million (US$271 million) of which €160 milliolJS$181
million) was to be contributed by the public sectGity of Milan) and €80 million (US$91 million) veato be
contributed by the private sector. In their offiee winning consortium offered to underwrite a sulrated debt
tranche of €80 million (US$91 million) in additida its equity stake. The government public gram®anted to
€871 million (US$984 million) (net of VAT) while thCity grant contribution of €378 million (US$4271llion)
(net of VAT) was divided into a straight grant &8 million (US$246 million) (net of VAT) and thealance of
€160 million (US$181 million) was channeled throutje participation into 2/3 of the equity of the\6PThe
contribution of the City of Milan was larger thahetone for the Line M5 (around €230 million or US@2
million) and the City could not afford a public etyucontribution in addition to the approved grangsimarily
due to compliance with restrictions on public roaring. Therefore, channeling part of the Cityrants through
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the equity of the SPV, without disbursing additiopablic funds, helped solve the financing consttrairoblem
and paved the way to greater public control orptiogect.

The solution adopted by the City Authority alsoagdished a mechanism that could substantially reduc
the information asymmetry between the public antvape sectors in project negotiations. Informatio
asymmetry is a major source of negotiating cordflieround a concession agreement during negotiation,
construction and operation as well as any contracggotiation.(4),(5),(13) This solution enabled not only a
more comprehensive and objective assessment dbitlsebut also importantly provided the public seakdth
more knowledge of and control over the governarfcé@ concessionaire (through appointing three ajuive
Board members), thereby, avoiding opportunisticvgig sector behavior in terms of claims and/or
renegotiations.

In addition to establishing a direct control on th&astructure through a majority participation time
governance of the SPV, the solution helped creatantean asset for the City against its committed furids.
other words, on the one hand the City recognizedntted for grants to assure the bankability andsiment
return to the private sector, while on the othemdhaby transiting the public money through the tapdf the
SPV, the City achieved control and monitoring & thfrastructure development, while still leavimgplace the
efficiency of the private sector for developing,ecgting and maintaining the new asset, and cregtedter
transparency and control over claims. The greateess to information and the detailed informatioovjged to
the bidders created a competitive climate whetlbyGranting Authority controlled the variablestoé tender
in order to arrive at better and unbiased termsoofiparison.

To reach this result, however, the City of Milareated a team of legal and financial experts t@stp
the City in the design of the project and its precoent. The technical aspects of the project (e®ging cost
estimates, traffic studies, availability scheduteh® new transit line, penalties, etc.) were pregeby in-house
companies of the administration (companies totatlynajority controlled by the City), notably by Mepolitana
Milanese (MM), a leading underground engineerinmpany which has designed all the Metro lineshef City
of Milan and had acted as consulting engineer gh lsupervisory body for the construction and ofp@mna of
each line.

The concession agreement and the by-laws of the 8&¥® subject to extensive discussion with bidders
before the bid, and the text proposed, which, @diyr was subject to “minor” changes to assueehhnkability
of the project, was agreed within the administratin particular, the “weak point” was in the SP\lig-laws,
which not only should assure both the governancehef Public Private SPV and the benefit of private
participation in the project, but also should peptthe private sector from inappropriate actiorletaby the
majority shareholder (the City of Milan), when id a conflict of interest due to its dual capaeity majority
shareholder of the SPV and Concession Granting gkiiyh The issue was not clearly completely solyper to
commencement of the tender, as the City prefedisten to the proposals of the bidders and tHenks on
this particular aspect, which also could have reypssions on some clauses of the concession agreemen

The initial solution was to give the SPV’s Vice @hzan, who is designated by the private partner, th
powers to deal with financial matters and to dedhwhe Granting Authority in case of conflict itiv the
majority partner in the SPV. This issue, howevegswurther elaborated with the winning consortiugn b
establishing a legal power in favor of the privatrty, defined in the closing documentation as “N&to
Gestorio”, to overcome the potential conflicts witte majority partner. This process basicallystores the
power of the private partner and its banks to resasues with the Granting Authority, even witke tpposition
of the majority of the SPV Board.

The financial model was another important milestaohieved by the Granting Authority. The City
prepared a financial model and presented it tobidding teams; the model was quite detailed ang vesl|
described in the assumption book released by the dtiring the procurement. In particular, thewmmsption
book stated which variables in the model the bisldmuld modify, in order to have more homogenoulslibg
terms, thus allowing for a better comparison of tenpetitive bids. Moreover, the City required thrvate
sector financing of the project to be backed byesystrong letter of intent from the banks suppgria bidder.
Moreover, the financing structure foresaw a procedy which the banks should deliver the finagaivithin
six months from the official award of the tendetheir client.

Another interesting feature which was envisagethe documentation is the possibility for the wirmin
private party to modify the bid’s internal raterefurn (IRR) though the following mechanism: withimee
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months after the award of the bid, the consortiwd the possibility to modify the IRR by changingreoof the
variables which were fixed during the bid (for Brste the payout ratio). However, the winning biddauld not
change the capex or the tariff (the average ridersriff to be paid by the City is multiplied bya expected
annual passenger flow to determine the annual ahiliiy payment revenue stream). This new “modified
financial plan delivered a modified IRR, which wisremain fixed during the duration of the concessiAt
financial close, this modified IRR would become entractual IRR, and this IRR was to remain unglean In
case of market flex conditions, including changesterest rates or hedging costs, as either affiet financial
cost structure of the model, the financial equilibr of the model could be modified, allowing ®rchange in
the ridership tariff (thus a change in the avallgbipayment) in order to assure the constancyhef agreed
Contractual IRR at financial close. Because thgioal equity IRR in the City’'s financial model wamot
particularly interesting from an investor point view, the City decided to offer the private sectéopreferred
dividend by allowing nearly all of the cash avali@alor distribution to be paid to the private paitrin order to
enhance its return and thereby make the projeefsrm more comparable to the return on other typies
infrastructure assets. It is worth mentioning tliatring the Q&A sessions between the bidders aadCity, the
low profitability of the project was raised. Biddewere concerned with a 7% initial IRR as it was tow
compared to their overall cost of funds and theegtment return requested by eventual third pasgstors such
as infrastructure funds. The City maintained itsifion, as equity investment by contractors is se¢n as the
driving element in their investment decision whee fnvestor is also the construction contractatich can
make a good industrial margin on the constructioitcep The City's attitude proved to be correct as,
notwithstanding the bidders’ remarks, the two sutedibids had a return lower than the posted 7% IRR

The well-defined time frame to bring committed ficing and the introduction of a mechanism to adjust
the profitability to the investors, coupled withpeeferred dividend distribution in favor of the yate partner,
were all new developments in the Italian infrasiuoe market.

The financial markets at the time of the tender &tdr on were quite difficult due to the general
financial difficulties following US and Europeamféincial crises. In addition, Italy, following comne for the
solvency of southern European countries such as1$pa Portugal and the growing concern over Greees
encountering difficulties in obtaining financing terms of both tenor and interest rates. This was teven
though project revenues were assured through thdahbility payment mechanism granted by the City an
covering the expected ridership of 86 million pasgrs per year, as defined in the ridership sfuépared by
the City administration. However, at that time, ttredit ratings of the Republic of Italy were cowibusly
deteriorating and therefore banks were unabledaae loan credit spreads and also had difficutifésring long-
term financing. The availability payment solutionasv preferred as debt financing was not available fo
transportation projects with ridership or revenusks, particularly in countries experiencing credting
problems; moreover, the private party also was potpared to take ridership and revenue risks.idbitfes in
the financial markets obliged the winning Consoniisl banks to look for support from multilateral kansuch
as the European Investment Bank (EIB) and from ldgwment banks such as Cassa Depositi e PrestitPjCID
fact, the role of these two institutions was edaémbr closing the financing, as they contributedmitigate the
country risk, enabled access to long-term finaneind, via a funding contribution of EIB to sometloé lending
banks, contributed to reducing the borrowing co$the project (reduced margins).

The City conceived the tender in order to reach rtheimum availability payment for the City. The
financial plan was well detailed and left only som@iables to be changed, namely terms and condita the
financing, capex and operational cost, includindirmary and extraordinary maintenance. Bids weradeve a
lower value compared to the one in the financialetpwith ridership fixed at 86 million passengeesr year
after a starting two-year ramp up. The City alsec#ied growth of ridership, which bidders couldt mhange.
Equity was fixed, but bidders had the possibilityt(the obligation) to underwrite a subordinatettdeortion.
The equity IRR of the project was low compared tarket standards, but the City, as mentioned rbefo
enhanced the private investors’ return by granéineferred dividend to the private partner in ordeenable it
to achieve the suggested IRR. In addition, if dctueual ridershigex posts higher than 86 million passengers,
a mechanism was set up under which the City vail pn additional fee per passenger, until the pEigactor
IRR reaches 2 percentage points more than the tRfRedsat financial close. This additional tariffomdd be
neutral for the City, as it would reflect the adttidership fee charged by the City to Line M4 sser
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WHAT DO WE LEARN FROM THE LINE M4 EXPERIENCE?
The Milan Line M4 experience shows how to addresesal issues related to the governance of PPP.

Asymmetric Information and the Role of the Public Administration

Management of information between the public ant/ape parties is crucial in correct project
implementation. It is well recognized that there ams information asymmetry between the two parties.
(4),(5),(14),(15)The more the private party can control the inforaratflow, the more likely that the public
administration will be penalized, notably if langi adequate experience in analyzing the actions jroghosals
of the private party.

Management of asymmetric information is an impdrtégterminant in the reduction of project costs and
becomes even more critical during contract renagotis, when mismanagement of information may &igg
unfavorable consequences on project costs, publidsfor user payments.

Large projects are quite complex to handle and vevalver several years, and all the possible
contractual outcomes cannot be covered in the actotl documentation. Infrastructure contractsegitheir
complexity and the construction timing, are incoet@l contracts: there is nothing wrong with contract
incompleteness as it may be useful to create inmnto the private contractors, but it could alsmuse
increased costs for the public administration,tifsi not sufficiently equipped to negotiate and tmmlarge
infrastructure contracts.

Therefore, the public administration should striire formulating its bidding documents, to defines th
optimum level of contract incompleteness, which tzave room for project incentives for the privagarty,
while minimizing possible liabilities for the publiadministration. In order to do so, the public adstration
should be strengthened so that it can properly etenpnd dialogue with the private party. Extermsources
should be deployed if not available internally. eTiole of experienced financial and legal addseressential
for developing and negotiating the appropriate Bi&cture. This means that external advisors, déveelected
through a public tender, should be remunerated aaken rates, keeping in mind that the legal adgisarthe
private party are usually very well paid. Looking fadvisors through a public tender at rates veughmbelow
market rates, exposes the public administratiosuiooptimal bids and a doubtful advisory outconmiEhus,
instead of reducing the information asymmetry with private party, it effectively would increaseclsigap and
would become a negative effect for the public adstiation in the event of concession renegotiatidvidan’s
experience shows that, in order to pursue thisatibg the public administration has to be techihycaquipped
and also needs a very strong political backingdotioue with the bid negotiating path. Without symilitical
backing, the public official will negotiate up tocartain point and then will give up to the currewotitical will.
The type of governance envisaged by the PublicaRi6PV does not excuse the City from adoptinigcts
project selection criteria, including strong benefist analysis and analysis of the consequenc#segbotential
triggering of contingent liabilities whenever thase envisaged for the successful financing of tiogept.

The information asymmetry problem also appears3pi®jects in the United States and is dealt with b
governments retaining advisors with substantial eetige. However, governmental owners typically dat n
mandate that bidders use a common financial modal is developed by the public sector. Instead,
governmental owners typically specify financial graeters that a bidder's financial model and aritial
proposal must satisfy. This may result in a netdase in project cost, as each bidder developssabnhits its
unique financial model. US state and local govemseleveloping new procurements could consideudiol
a financial model with their bid documents in dfoe to expedite the development of financial pwsals, but
still providing bidders flexibility to include theiown innovations in the proposed financial struetfor the PPP
project.

Use of Public Funds

Infrastructure projects may need public funding murp to achieve a required profitability. However,
particularly in countries with a budgetary consitaithe way public funds are disbursed becomesyaviriable
in sustaining the overall financing scheme of thgigrt. Milan’s experience shows that channelinglipufunds
(grants) through participation in the equity of tt@ncession vehicle can enhance public contifolhe project
and avoid opportunistic behaviors by the conceséion The Milan scheme creates an incentive meshaifor
control of cost and completion time and improvedpooate governance, with full transparency andldssoe of
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project costs, which cannot be achieved using pufplants and a standard project finance framewolrk.
addition, by transiting part of the grant througle equity of the SPV, the granting authority acegiian asset on
its balance sheeatx ante and potentially opens the way to recovery of ¢ggiity injected by the end of the
concession period.

Looking at the Milan case, from aex postpoint of view, one could have structured the equity
participation somewhat differently: instead of acipg a majority stake in the SPV, the City coulavk reached
the same governance in terms of corporate conyrabking a qualified minority position. The mingriposition
could have eased somewhat the potential conflidhterest embedded in the dual role of the Citygemnting
authority and majority shareholder in the SPV casimaire. In any case, the City's presence ine th
shareholding structure of the SPV facilitated thiidl financing and may ease the possibility ofim@ncing,
which would reduce the City’s availability paymerits the Concessionaire, in accordance to the sbhliely
participation or other agreements with the privzey.

Legal frameworks (state constitutions and statutes)the US typically restrict states and local
governments from investing in a private companyghsas being an equity participant in a Public ReVaPV.
(Public employee pension funds generally do notratpeunder similar restrictions.) However, statel éocal
governments contemplating the potential efficiesaid PPP project delivery should consider if thdaWlico-
ownership structure may be of value in creatingatge transparency and public control over a PPP. A
government's legal counsel could evaluate, for eptamwhether public ownership of a subordinatecerissued
by the SPV could fit within existing legal paramstend provide the benefits described for Milarigie M4.
Such partial public ownership might also substitigee the refinancing gain provisions that areluded in
typical US transportation PPP concessions, undechvh governmental owner and the concessionairee sha
refinancing savings.

The question should also be evaluated if publiowoership in a SPV would create a conflict of iatgr
for the government owner of an availability paymprdject. Assuming an availability payment projeuatiudes
payment deductions because of below-specified pegoce during the concession’s operating periodyauld
be critical strictly to separate the government®rsight of operating performance from the gowent's
interest as an equity-like participant in the SPhis may be accomplished by requiring that perforcea
deductions be fully passed down to the operatingpamy, thus protecting the public “shareholdernfrany
losses.

The Line M4 project is at an early stage and itnigportant that the City develop its own PPP
institutional structure to make sure that the Q&g qualified officers who know how to address arake use of
off balance sheet vehicles, such as the Line ®¥.3-or the success of the steps undertakennmpsitant that
a unit be created within the City administrationieth can understand and deal with project issuesulin
independence and therefore without being influenmgedhe incumbent politicians. The governance $tmecof
the Milan Line M4 could be a success story on howuse public funds and how to control a progct’
realization. However, it has to maintain its indegence from political interference.

Information and Renegotiation
Although it is certainly too early to talk aboutnttact renegotiation, as the Line M4 work has just

started, the fact that at the bidding stage the Gitpplied bidders with detailed technical and aficial
information was an entirely new development in ttadian infrastructure market. These strict techhiand
financial constraints have limited the possibilitfyincreasing the bidding price during negotiati@msl thereby
recovering the discount granted in the bidding phd$e latter is a standard procedure adopted biyamiors to
be awarded the bid and then using negotiating poweerecover the original price discount. There basn an
increase in the Line M4 price during negotiationt this is primarily due to change orders agreetivben the
City and the Concessionaire in relation to thelfohesign of the project. Specifically, a detail@lahcial model
has prevented the inclusion of unexpected expeinste operation of the Concessionaire: bidders toastay
within the parameters set out in the model at thkelibg stage. Certainly the City had to assume rdaire
flexibility on certain costs as the market sitoatchanged completely between the time of biddingd the time
of closing (for instance on some insurance costd am financial conditions). In any case the access
information continued after financial close wheur, the first time in Italy, all information aboute project
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documents was posted on the City web page, thowialj the City’s population to fully understand the
development and implementation of the project.

Role of Lending Banks

The banks were required to submit a strong lettanterest with their client's bid. Moreover, iheir
client was selected, banks were required to uniterthe debt financing within 6 months from theaading
date. Unfortunately, the Milan Line M4 experiendeows that banks are too strong in relation toe th
development of the project and tend to dictateapenda and timing of the negotiation. Delay in \prag the
financial package does not necessarily stem ol fthe difficulties in closing the legal documeittaf but
often (as in the Milan case) by the difficulty ifbtaining long-term loans for Italian projects. Arogctive
approach by the banks, both commercial and devedapivanks, could have been useful to reach finholtiae
before December 2014. In addition, in terms of lsigdand negotiation governance, the Milan Line M
confirms that a solution has to be found to sohe potential conflict of interest of a bank actiag financial
advisor, mandated lead arranger and lender tceatadn the same project. In some instances, tmsnghing of
roles may lengthen the time frame to conclude itenting and does not shed a clear light on whetteebanks
are acting in their client’s or the project’s irgst or instead following their own interest in terrfor instance, of
pricing, delivery timing or policy towards the cdgnor the particular type of project.

Regulations now in effect in the US from the 2016dB-Frank Wall Street Reform and Consumer
Protection Act preclude an underwriting firm thatretained by a concession company to sell prigateity
bonds from also serving as the financial advisatht®o concession company. However, as in Eurdyanks do
not operate under a similar limitation. In fact,ngmnies that are members of PPP concession caspan
typically encourage their bank financial advisordad to the project, and concession companiesepe this
dual role as a possible competitive advantagetferbidding team by resulting in a more competitie. The
bank lending market in the United States, howeigemuch more competitive than was the case formldine
M4. This more competitive environment results imksworking objectively to satisfy their clientsiterest in
winning the project bid with the most aggressived dawest-cost financing package, In contrast, kohit
competition in the bank lending market, as existiedl the Line M4 project, tends to bind the biddéo the
banks’ interests without a significant possibildy interference by the bidders or by the Conces$&woanting
Authority.
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Corruption Fighting
The Italian infrastructure market has been hitha kast few years by large scandals due to coompti

practices in the assignment of public infrastruetworks, such as the scandals around the Expo &M2915
works assignments or the Venice MOSE project. #tftecture work is a complex activity: whoever dealth
infrastructure knows that one may find fraud, madgfice or behavior that is contrary to the pulntierest. A
way to stop corruptive attitudes is to disclose nmsch project information as possible. Reputationthud
contactors, credible financial plans including cdetipn time, transparent bidding procedures, adegbanding
provisions and detailed technical documentation arenecessary elements that may lead to an «ftidight
against corruption. Italy created the National Adirruption Authority, which has strong sanctionpowers, in
order to speed the delivery of infrastructure prtgeand reassure operators and investors thatkbef law will
be respected in contract performance. The Milare L4 experience, with its double level of contrak
certainly a contributing step forward in this diien.

CONCLUDING REMARKS

PPP’s in Italy are at an early stage of developnrerithe transportation sector, but there is a reed
better understanding of PPP implications by thelipudmministration. For a successful PPP processrasult,
public and private parties need to have a veryrolégaw of their roles in order to find an optimalharing of
project risks. To better understand these rolesilladisclosure of project technical and financiaspects,
including public funding availability, is required.

Project finance and PPP should not be viewed asansto gain political support from a project’s
constituencies, thus encouraging overspending asdllotation of public resources. Given the limitedblic
resources available in several European couniriekjding Italy, public administration should s&i to select
the most appropriate projects to finance and shaid at reducing project costs. The reduction ihe t
information asymmetry between the public and pewedctors, combined with greater control of andeguance
over project implementation, are the right stepghat direction and become very useful tools laast in
countries with a weak public administration, linditpublic funding or weak PPP institutional frameksrThe
Milan Line M4 experience shows that there is rommnrhore flexibility and constructive ideas to reguioject
delivery beyond the standard project finance meilagy and make a more efficient use of public ggantthe
project interest. This could include channeling lmugrants into the equity participation of the cessionaire or
another form that could assure better control leygranting authorities. For example, the publidaecould use
grants to underwrite or fund long-term subordinatiedht, as the European Investment Bank is doing st
Europe 2020 Project Bond Initiative, as USDOT dwmdth its Transportation Infrastructure Finance and
Innovation Act (TIFIA) and Railroad RehabilitatioR Improvement Financing (RRIF) credit assistance
programs and as Spain has done for some toll csiorss(16), (17), (18)Such structures could also assure
better intergenerational distribution of the buréeound large infrastructure projects.

The Milan Line M4 financing framework could be amldé@ional tool in the delivery modes of
infrastructure projects and elements of the fram&wsihould be evaluated for inclusion in other precoent
models, including in the US. However, this framekvdoes not alleviate the need for the public iathtration
to take all other measures to make sure that pgesojae correctly selected. There remains the needal
extensive use of Benefit Cost Analysis, (b) reviefabid evaluation and awarding systems, (c) effitiese of
public funds and their availability, and (d) cugfiof bureaucratic red tape in order to ensure pramency and to
avoid corruptive practices or misallocation of lied public financial resourcegl9),(20) For this latter aspect,
the double layer of control established by the Milane M4 case will certainly help. There are fanthssues
which need to be addressed which are beyond thpe sufothis paper and that require further researarder to
arrive at a more cost efficient and transparernigasgent and delivery of public works: we refer $gues such as
the optimal budget structure to accommodate capmtglenditures, project price reduction optimizatio
alternative financing mechanisms or the developnwnbational, regional or local PPP agencies tmda,
control and monitor the implementation of PPP mtgje
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