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Public-private partnerships

and audits

International overview and domestic experience

As aresult of aging societies, during the last fif-
teen years the scope of government responsi-
bilities and public services has been reconsid-
ered especially in Europe. Governments face
similar problems nearly everywhere: while
there is an increasing social demand for public
health, education etc. services, the workforce is
decreasing. At the same time, unemployment
figures are high: the number of those out of
work exceeds 5 million in Germany, for exam-
ple. Due to the demographic trends and the
high unemployment rate, the revenues that can
be centralised are continuously shrinking, but
more and more expenditure is generated.
Therefore, governments should seek to answer
questions such as how to provide services at the
highest possible standards when less and less
sources are available, how to make services
more efficient when the available funds are
decreasing and how to involve external sources
to supplement the poor state funds in order to
provide public services.

One of the possible solutions is using vari-
ous forms of market type mechanisms as
recently discussed by the OECD!. The meet-
ing identified four areas of the coordination of
the public and the private sectors and the mar-
ket type mechanisms: outsourcing, public pri-
vate partnership (hereinafter: PPP), vouchers
and user charging.
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As this article is focusing on the situation in
Hungary, we are going to discuss primarily the
first two methods. Vouchers and user charging
are used infrequently, and do not fall in the
scope of the Hungarian coordination practice?.
Of the two methods described here in detail, we
would like to focus primarily on PPB which was
introduced in its classic form approximately two
years ago, and has been rapidly expanding since,
while the outsourcing process, which started in
the mid-1990s, has been completed.

This article has been written with the aim of
reviewing experience gained abroad and in
Hungary and summarising the relevant conclu-
sions. We are going to discuss these processes
from the point of view of the State Audit
Office (SAO), i.e. we are going to rely on the
SAO's experience, if such exists (in the field of
outsourcing), and in areas where no experience
has been gained so far (classic PPP projects),
we would like to identify the SAO's tasks.
These tasks currently include calling attention
to the relevant issues, transferring internation-
al experience and recommendations and reveal-
ing alarming deficiencies in control and other
areas, which may lead to the inefficient use or
the disappearance of public funds in the long
term. Accordingly, this essay is concluded with
a summary of the basic standards and the rec-
ommendations of the SAO.



OUTSOURCING

Outsourcing is the most wide-spread market
type mechanism in the area of government serv-
ices?. Its primary goal is to boost efficiency. In
order to reach goals, the public sector should
flexibly adapt to business approaches and
opportunities in the market. Another important
target is to make the expertise, which has been
lacked in certain institutions, available.

In developed countries the range of services
outsourced is very wide and can be divided into
three distinct groups. The first consists of vari-
ous “blue collar” support services. These are
generally the first activities that governments
outsource and are common in a number of
countries. The first group includes services such
as the cleaning and maintenance of public build-
ings, waste management and the provision of
guard services. The second group consists of
generally high value services, which are consid-
ered ancillary to the core mission of the given
ministry or institution. The leading example of
the second group is the outsourcing of informa-
tion technology functions, as well as legal and
financial activities and the outsourcing of human
resources management. Another characteristic
of this group is that the functions outsourced
are often complex in nature and involve rapid
change in their operating environment. The
third group includes activities that many would
view as inherently governmental. Such activities
include outsourcing of prisons (Australia,
Canada and the United States). Other interest-
ing functions that have been outsourced include
fire services (Denmark) and food inspection
(Iceland). The use of outsourcing in health, edu-
cation, and welfare services has made important
inroads in certain countries. This includes spe-
cialised hospital care, diagnostic services, care
centres for children and long-term care institu-
tions for the elderly and the handicapped.

It is difficult to quantify the use of outsourc-
ing and consequently countries cannot be com-
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pared as no standardised, comparable databases
are available. According to a survey carried out
by the OECD, outsourcing is applied to a
greater extent in the English-speaking and the
Scandinavian countries, and much less so in the
continental European countries.

In Hungary there have been attempts to
reduce government services and make them
more efficient through the establishment of
business and public interest companies and
foundations by the institutions under the chap-
ters of the budget. Such attempts have been sup-
ported by changes in the legislative environ-
ment: from 1994 a part of these services could be
rendered by public foundations and public inter-
est companies. Such entities have been set up to
reduce the workload of the state and carry out
the task at less cost, while private funds are
involved to reach public goals.

In its report on the review of the system ren-
dering government tasks outside the scope of
public finance*, the State Audit Office assessed
the organisations established by the Parliament, the
government or the chapters, the public property,
the scale of subsidies and the efficiency of the 35
public foundations. In 2002 and 2003, a review
was carried out based on data supplied by 42
foundations, 100 public interest companies and
147 business entities. These organisations?
received significant subsidies from the central
budget: more than HUF 600 billion (primarily
from the appropriations managed under the
chapters) for operation, accumulation in the
form of capital grant and capital formation. As
far as the scope of activities is concerned, public
interest companies were set up primarily for
technical research and development purposes.
Business entities were principally involved in
flood and inundation protection, agriculture and
forestry and water supply. Public foundations
were set up for the support of those living
abroad, sports and cultural tasks; however, these
were only involved in the redistribution of the
central funding.
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Earlier audits carried out by the SAO® and the
latest comprehensive assessment have clearly
proved that the operation of these organisations
do not meet the expectations. Such organisations
were often established solely to implement the
streamlining objectives (both for the number of
staff and tasks) set by the government, which
means that no useful function and task analysis
or efficiency assessment were made. According
to the findings of the comprehensive reviews, no
demonstrable savings were made and a third of
the organisations under review made losses or
no sufficient funds were available, although
these were established in order to provide public
services in a more efficient manner. When out-
sourcing decisions were made, decision-makers
failed to have an appropriate system approach,
to elaborate requirements and uniform organis-
ing principles or to prepare an impact assess-
ment. No uniform organising principles were
defined for financing these organisations: in
most cases funding was provided based on indi-
vidual decisions. The experience gained so far
does not confirm that the provision of public
services has become more efficient by introduc-
ing market type mechanisms.

The classic outsourcing process resulted in the
establishment of an excessive number of new
organisations, which were set up practically for
all new public tasks outside the scope of public
finance, making significant amounts get out of
the state control. The network of background
institutions set up by the ministries and other
central bodies are typically oversized or often
concealed as public or business companies; min-
istry organisations (central, office etc.) are often
enlarged indirectly through business entities
with permanent assignments with the introduc-
tion of consultancy networks etc., public bodies
and public foundations are set up as semi-gov-
ernment organisations in excessive numbers and
consequently, such organisations are devaluated”.

In addition to the results of the previously
mentioned reviews carried out by the SAO, the
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assessment launched by the government in the
framework of the so-called 'Glass Pocket' pro-
gramme and the survey of the affected organisa-
tions® have contributed to the identification of
the problems.

However, only 17 central budgetary institu-
tions, 5 public companies and 1 public founda-
tion were dissolved by 2004°. For those wish-
ing to reform the public administration system,
it has become clear (and it is supported by the
financial administration, too) that such meas-
ures are not sufficient any more: 'the tradition-
al as well as the outsourced coat should be but-
toned up again'.

This means that appropriate organisational
forms, which fit best the provision of public
services should be identified and rules should be
established for these!©.

PUBLIC-PRIVATE PARTNERSHIP (PPP)

Public services may be rendered in two forms:
through a state-owned company set up for this
specific purpose or through a private company
contracted by the government for a long term
period. However, the outcome, 1.e. the service
is the same, the organisational and the financ-
ing structure is different. The idea of conces-
sion emerged for this purpose and has been in
use in Hungary for at least 100 years. PPP is a
modern-age version of concession, first
deployed in the English-speaking countries.
These countries are still by far the largest users
of PPP’s. This is why we have adopted the def-
initions from these countries. The most experi-
ence has also been gained in these countries
since they pay much attention to ex-post eval-
uations on the implemented projects.

Having regard to the large number of relevant
publications available in Hungarian!!, which
describe the concepts, objectives, advantages
and disadvantages of PPP in detail, we are going
to give only a brief summary of these issues.



Typical features of PPP

PPP refers to the partnership of the public and
the private sectors (primarily development),
where the design, building, operational and
financing functions traditionally provided by the
public sector are carried out by the private sector
to a greater extent than usual or entirely in certain
cases and in a more complex manner. PPP’s are
generally long-term assignments (20 to 30 years),
where the private partner is responsible not only
for the implementation of the project, but also
for the provision of the public service in question:
it sells its services to the government or — when
state guarantee exists — to third (user) partners.
The analysis of such projects shows that it is a
good idea to have the same company build and
maintain a facility providing public services.

As far as its extensive use is concerned, in
general, the benefits provided by PPP’s are simi-
lar to those of privatisation. In the public sector
privatisation, however has gained ground pri-
marily in areas, where production and services
were traditionally rendered by private business-
es, and more competition was needed.
Privatisation in the infrastructure sector, for the
well-known reasons of economy, has been less
dynamic similarly to other countries. While a
robust wave of privatisation took place in
Hungary in the 1980s and 1990s in trade, in the
key areas of the public sectors (gas and oil
industry, water management, air travel, culture,
education and public health) privatisation was
less significant due to the monopoly and strate-
gic importance of certain companies/institu-
tions.

The question in countries implementing pri-
vatisation projects (especially in countries in
transition) was how to finance the operation and
the further development of the 'remaining infra-
structure' when central funding was constantly
unavailable. PPD, which is increasingly significant
in the global economy and in countries on the
way of catching up, could be a possible answer.
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Due to the similarity of PPP and privatisa-
tion as well as the continuity in time we can
consider the partnership of the public and the
private sectors as a new stage of privatisation in
Hungary having started in 1999'2. In terms of
economic policies this stage is characterised by a
new way of providing public services instead of
government undertakings and selling the
'remaining' assets. The history of transferring
public services to the private sector and conces-
sion projects is only about to start — followed
by debates motivated by welfare related issues.
There is no agreement among experts to what
extent the privatisation of bigger public supply
systems is going to be similar to the sale of
manufacturing companies as far as techniques
and methods are concerned. The 'continuation
of privatisation' approach of the authors of this
document can be disputed, nonetheless in such
cases the starting point is (or should be) the prin-
ciple that the transfer of assets to the private sector
(joint public or private ownership) s not the
ultimate goal: it is only an instrument of the effi-
cient provision of public services.

International models and rules

In addition to the English model of PPP
applied all over the world, we should mention —
among others — the French or continental
model'3, too. In the French model the chief co-
operators are the local government bodies (and
their various associations) and private entre-
preneurs (under the control of the state and the
legislation), while the English model is much
more based on the operation of competing
markets and the principle of maximum use.
Another difference is that the French model is
more flexible (institutionally and technically),
while the English is characterised by detailed
contracting practice and monitoring organisa-
tions set up for this particular purpose.

The classical forms of PPP’s and the related
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terminology may be learnt from the directives of

the Commission of the European Union!*

;
however, these terms and definitions cannot be
interpreted globally. The development of PPP is
very dynamic. It seems that countries with sub-
stantial experience in this field, apply various
new solutions and contractual structures as the
interpretation of these principles is increasingly
flexible. At the same time, individual project
types are getting crystallised, which is again a
result of the leading countries' intention to
deploy model contracts. The most typical form of
PPP’s is probably the DBFO (design, build,
finance and operate) solution, where the private
partner is responsible not only for planning,
building and operating the infrastructure, but
also for providing funds for the project. The
combined responsibility of the private sector
guarantees increasing efficiency and appropriate
quality for the entire period.

A private operator may get involved directly
with the enduser in cases such as toll paying
motorways or railways. A typical form of such
projects is the concessions, where the concession-
aire pays a set amount or a certain percentage of
its profits to the state and upon the termination
of the contract the ownership of the assets is
transferred back to the state usually under the
actual market value.

Compared to PPP’s, in the traditional model
or other forms of the co-operation of the private
and public sectors the assets remain in state own-
ership and the private company takes only a lim-
ited responsibility for certain well-defined tasks. In
contrast, in PPP’s the individual stages (design,
build, finance and operate) of the project are man-
aged in an integrated manner, and the financial
and operational risks, which are substantial, are
transferred to the private sector.

Briefly, the most important benefits of the
PPP solutions are high quality, cheaper, i.e. more
efficient services and less reliance on the budget:
the burdens of an investment may be distributed
to a number of years in the form of future pay-
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ments. We should also note that an implemented
investment has a positive effect on macroecono-
mic indicators: it boosts growth and as a result
of the decreasing deficit of the central budget,
more funds are available to the private sector.

These benefits are, however, not automatical-
ly available; there is a need for circumspect
preparation and control in order to realise such
benefits through the implementation of the
appropriate contracts.

In connection with the benefits of PPP’s, we
must highlight the issues of the budgetary
accounting. The only related international
methodological guide so far was published by
Office of the
Communities (Eurostat) !°, which was outlined
in the Public Finance Quarterly!®. The rules laid
down by the EU, which are detailed by the refer-
enced sources, consider risk analysis as a key ele-
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ment of classification: @ PPP instrument is not
regarded as a public instrument (i.e. it should be
recorded as cost for the budget at the time of
the investment) if most of the risks are demon-
strably transferred to the private partner.

Taking into account that the Hungarian budg-
et has got little room for manoeuvre in the long
term, the selected solutions should not burden
the budget, which is a prerequisite for the imple-
mented project to be classified as a private
investment. If, for example, the state is provid-
ing 50 per cent of the funding of the investment,
the entire project is considered as a government
investment increasing the budget expenditure
and the Maastricht deficit for the year in ques-
tion, which means that one of the main benefits
of the PPP projects cannot be realised.

Scope

Nowadays the use of PPP’s is so wide-spread,
that we can speak about a global tendency. In
order to bridge the 'infrastructural gap' the
European Union recommends that the new



Member States!” should exploit PPP’s and
other solutions. Catching up in terms of infra-
structure offers great opportunities by creating
a 'market' for PPP projects in these countries.
Government investments amounted approxi-
mately to 3 per cent of the GDP in the EU-8
countries with the exception of Latvia, where it
reached only 1.5 per cent. As a result of the
catching up phase this number could be as high
as 3.5 per cent in the EU-8, while the share of
state investments in the EU-15 is not more
than 2 per cent of the GDR which clearly
reflects the discrepancies in development of the
infrastructure within the EU. As far as the
future is concerned, according to EU projec-
tions, investments of euro 10 billion is required
for transport infrastructures!s. According to
another estimate, euro 47-49 billion is needed
for environmental investments, out of which
10 billion is to be used in Hungary!®.

Since the scope of fiscal instruments is limited,
an increasing demand for PPP projects, through
which many could exploit the creative use of the
public finance accounting, is expected. This is to
be understood in a wider context, in the frame-
work of the priorities of the government invest-
ment programme: regardless of the field of the
PPP projects, in the short run they release funds
that are available for the development of other
areas, such as the development of the infrastruc-
ture. According to a survey carried out by
Eurostat, PPP programmes are implemented in
the old EU Member States mainly in the follow-
ing areas: infrastructure (railway, road and utili-
ty investments), health investments (hospitals)
educational, cultural and social investments (res-
idences, museums and social housing schemes),
prisons, defence investments (logistics centres)
and sports facilities (stadiums)?°.

As for the educational investments, the first
educational investment (school construction)
PPP contract was concluded in Ireland, in 2001.
In a model contract a private company under-
takes to build, finance, operate and maintain the

m DEVELOPMENT POLICY =

school, however the school remains the proper-
ty of the state, and listed as government assets in
the system of national accounts. However, it is
the private company, which should provide for
the school devices, and it receives a monthly fee
from the state in return to cover the operational
costs, i.e. the investment costs become current
costs. In the Netherlands, there are plans to
build halls of residences in PPP’s.

Although the main source of funding in the
developed countries of Western Europe is still
the central budget, various types of PPP solu-
tions are increasingly popular especially in the
field of motorway construction. Solutions for the
construction and long term maintenance of the
motorways are grouped as follows: toll motor-
ways and free motorways, where the state pays
an availability fee (shadow toll DBFO model)?!.
Since the introduction of PPP’s in the United
Kingdom, 10 motorway and other road build-
ing/construction projects have been launched
mainly in the latter format, but similar solutions
may be found in Finland, Portugal or Norway.

There are good examples in the prison and hos-
pital constructions sectors, too. In the pioneering
United Kingdom, PPP’s were first introduced in
the prison building and maintenance area and
now experience is available in connection with
seven prisons. A report prepared by the British
National Audit Office (NAO)?? indicates that
prisons operated by the private sector —after cer-
tain initial difficulties — after three years of oper-
ation become more cost efficient than their state
run counterparts. In the first wave of PPP’s 15
hospitals are built with private funding to be
operated by private companies in the United
Kingdom. These investments amount to HUF
40 billion on average. It is interesting to note that
the hospital staff members remain employed by
the National Health Service (NHS)?>. In spite of
the fears of the public, that the number of hospi-
tal beds will be determined by the local private
management, the British government still
believes that PPP’s will enhance the quality and
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cost efficiency of hospital services.*

PPP is spreading fast not only in Europe, but
also in Latin America. It has got a significant
role in Brazil, where such projects are supported
by long-term integrated planning with set devel-
opment policy objectives. In Brazil PPP projects
are primarily introduced in railway and motor-
way construction, education and training and

foreign relations related developments.

PPP'S AND AUDITS

We are going to identify the audit related tasks
arising in connection with the such spending of
public funds, the challenges for the audit offices
in general and based this we are going to discuss
how the SAO could prepare for such tasks. For
this reason we are going to summarise the opin-
the
Organization of Supreme Audit Institutions
(INTOSAI), which contain useful warnings and
tips for the participant of PPP’s and the control

ion and guidelines of International

bodies. As you have seen, the United Kingdom
is today by far the largest user of PPP’s; private
funds were first involved here and so far most
extensive PPP’s are found in the UK. The most
important findings and recommendations of the
British National Audit Office (NAO) are sum-

marised in the end of this document.

Theoretical model for the control of
PPP programs

Financial control is developing with changes
taking place in the institutional environment.
Such environmental changes include the spread
of PPP projects in the modern economy.
Therefore, it is not surprising that circumspect
financial control and audit, in particular, have
proved to be integral elements of PPP projects.
Let's consider briefly how this important insti-
tutional change is getting integrated in the pos-
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sible scenarios of financial control.

The researchers of the State Audit Office
have outlined a theoretical model for the
assessment of the impacts of the institutional
changes based on the pioneering works of the
late 1990s. The model is based on various sce-
narios for the socio-economic environment of
such control .2 Among the scenarios reviewed,
the spread of PPP programmes is related to the
‘high probability growth of competition' sce-
narios.

The importance of environmental forecasts is
quite obvious. These scenarios include the condi-
tionality and the mutual impact of three factors:
economic performance, institutional changes and
public administration (control). In this frame-
work four coordinating elements determine the
participants' behaviour.

O The first coordination mechanism is the
market itself (market coordination). Factors:
freedom of prices, liberal trade, privatisation and
efficient and stable financial system.

O The second coordination mechanism is the
government control, the most essential ele-
ments of which are control based on legal cer-
tainty and efficient administration. Control has
got an increasingly important role in the
enforcement of such requirements.

O The third mechanism is the wvoluntary
adherence to the common values and norms of
various economic groups and the self-control-
ling impact based on this.

B The fourth mechanism is the partnership of
various groups of stakeholders, the coordination
of values, which is similarly self-controlling.

The so-called change generating organisations
play a key role in these mechanisms. On a local
level, these organisations are the manufacturing
and service provider companies, political and
civil organisations, state institutions and the
jurisdiction. On a global level, transnational
corporations, supranational organisations,
international professional organisations and

associations could generate changes. As far as



PPP’s are concerned, change generating organi-
sations also include contracting state institutions,
private entrepreneurs and banks providing funds.

In connection with PPP programmes, two
requirements may be defined for the practical
adaptation of the results of the theoretical
research related to audits, which determined the
principle to be followed.

O In the developed world, in addition to the
enforcement of the qualification of the account-
ing in the framework of the traditional financial
control and transparency, control activities sup-
porting economic assessment and decision mak-
ing, which focus on performance and efficiency,
have come to the fore. A minimum requirement
of the operation of the public finances is the
adherence to the rules. Without this, perform-
ance and efficiency cannot be interpreted.
Consequently, the control for transparency and
accountability is the primary condition of com-
petitiveness.

O 1In public finance control performance
review has become a basic value. Since the turn
of the millennium the audit offices have been
paying more attention to areas, such as the
examination of the ethical and human political
connections of the economy or the professional
support of programmes against corruption and
money laundering.

0 Based on the above, the principle to be fol-
lowed is clear: there is a need for audits, which
promote the transparency and accountability of
public funds and public assets.

The above have been described from the point
of view of the external supreme control organisa-
tion of the institutions of the governance and pub-
lic administration in its capacity of supporting the
Parliament. In order to make the whole system
competitive a strategy for the government and
the internal control had to be prepared. This
strategy was completed and it is in line with the
audit principles. In order to implement this,
attention, resources and funding are required
and the focus from the classical methods and
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areas of internal control should be shifted
towards a profound and comprehensive review
of PPP projects.

International guidelines for PPP's

In order to be well-prepared and spread the
good practice in Hungary, we shall consider the
advice of INTOSALI, the international organi-
sation of supreme audit institutions (SAI's). In
their view, SAI's play an important part, prima-
rily in determining and examining whether
partners deal with the risks of PPP projects
adequately and efficiently. INTOSAI?*® draws
attention to the fact that while auditing mod-
ern relations, SAI's themselves face several risk
factors.

O SAT's may lack the commercial expertise
needed to evaluate either how well the public
sector partner is protecting the state's interests
or whether the public sector has taken unrea-
sonable risks in the projects.

O In many cases SAI's do not have sufficient
access to information because the private sec-
tor partner is reluctant to provide it, focussing
on their commercial interest.

O Existing methodologies do not always
equip the auditor to assess the performance of
new types of PPP adequately. Benchmarking
the quality, efficiency, and cost efficiency of
services is difficult when there are few compa-
rable projects. This in itself makes it hard to
judge what a reasonable return on investment
for the public and private sector partners is.

O Finally, it is necessary to take into consid-
eration that the state incurs liabilities through a
PPP It makes it necessary for the state to
include a risk register in its accounts which
includes an estimated value for the liability. The
register is to be audited by the SAI, with a spe-
cial view to the reasonableness of the estimates.

Several risk factors can be detected concern-
ing the relation of the private sector and the
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state as a partner. INTOSAI draws attention to
the risks which primarily the state is to face prior
to forming such partnerships and in the course
of concluding the contract.

O The state has a range of objectives, some
of which may be competing. Therefore, it is
necessary to accurately assess and prioritise
these objectives, in order to be able to create an
accurate picture of the (expected) advantages
originating from the partnership.

B Several of the objectives deemed impor-
tant by the state may be regarded as especially
attractive by the private sector partner.
Therefore, the state ought to ensure that the
private sector partner is unable to pick only the
areas yielding the highest profits.

O1n the course of the selection process,
higher efficiency and/or the more considerate
solution for the budget may clash, in other
words it may be necessary to prioritise and
select. By focussing on the budgetary consider-
ations at all costs, one may risk not selecting
the most suitable offer considering efficiency,
which entails losing the long-term advantages
and yields of the other solution.

O In the course of the public procurement
process, employing specialist financial and legal
advisers is necessary, but it is crucial to prevent
the state from becoming dependent on them
and paying them more than the market rate.
There is also a risk of corruption both on the
part of advisers and public employees. It is nec-
essary that a third party review the selection
process and the agreed terms and conditions
before the partnership is finalised.

O The state's payment of the contractual
fees should be suitably scheduled, preventing
the private partner from failing to deliver or
delivering services of inadequate quality.
Similarly, contractual guarantees (payment of
penalty, damages, etc.) should ensure the
uncompromisingly thorough delivery of the
services undertaken.

B Prior to the conclusion of the contracts, it
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is advisable to ascertain that the necessary
statutory basis is in place for the partners to
enter into the desired form of partnership.

O The need to comply with the require-
ments of the Public Procurement Act deters
competition; therefore it is necessary to have
preliminary communication with potential
partners.

0 Concerning assets of national importance,
it is necessary to take into consideration that
once assets have been transferred to the private
sector, the public sector will lose control over
them. In such cases, leasing may be a more
expedient form. Thus the state retains its “step-
in” rights in the partnership even if by doing so
it reduces the private sector's interest.

O The guarantees and indemnities given by
the state often fail to appear in the assessment
of a contract. During the audit, the SAT should
consider what risks these guarantees entail,
price the risks, and compare them to the share
and yield of the public sector.

B'To find solutions which are considerate
towards the budget, i.e. to prevent the partner-
ship from being classified as a public undertak-
ing, the public sector may have to participate in
the project as a minority stakeholder. In such
cases the contract should include adequate pro-
tection and a system of guarantees for gover-
nance and management. It is a real risk that the
state may lose the value of its share. To avoid it,
it is necessary to obtain regular information as
to whether the majority stakeholder fulfils its
obligations.

The state as a partner does not always have
adequate financial, legal, or technical expertise
to successfully participate in the execution of
the project, and thus it is not able to fully exer-
cise its rights in each case. The state is often
not provided with adequate information on the
performance of the private partner. Therefore,
the partnership contract needs to contain the
project elements necessary for the execution
and operation in depth and in detail. Taking all



this into consideration, the SAI's audits are to
facilitate that the projects be adequately con-
solidated with both the state and the parent
company of the private partner.

Besides the PPP guidelines, exchanges of
expertise on program audits in the INTOSAI
Working Group dealing with the auditing of
privatisation are useful for the different coun-
tries, thus for Hungary, too. For instance, in
2004, at the annual meeting of the Working
Group (in Sofia), the representatives of
Estonia, the UK, Norway and Brazil gave an
account of their own experience, providing
useful information on the public finance and
economy of their countries, and also spoke of
such relevant relating issues as the regulatory
legal problems, the transparency of the pro-
grammes, and the selection of expediently
employable audit types in detail. Their
approaches were consistent in stating that such
programmes were not to serve to provide the
opportunity for the public finance of a country
to be granted (invisible, hidden) loans, and that
it was necessary to have guidelines to serve as a
basis to assess the expediency of each pro-
gramme. Finding the continuation of auditor
training programmes dealing with privatisa-
tion, based on the best practices of audit and
procedures, useful, the participants suggested
that the extension of training programmes
relating to PPP's be a new key area.

In 2005, at the annual meeting of the Working
Group (in Brasilia), the representatives of
Norway, the UK, and Hungary gave an account of
their audit experience concerning PPP pro-
grammes. The Norwegian presentation focussed
on the huge challenge which these programmes
represent concerning the professional prepared-
ness of the auditors and the necessary audit capac-
ity, pointing out that no official guidance concern-
ing PPP programmes existed in Norway. The
British presentation dealt with the new features of
performance audits of PPP programmes which
better impose the requirement of providing a
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comprehensive account of performance, especial-
ly in the operational phase. After outlining the
main principles of PPP programmes and the role
of the government, the presentation of the repre-
sentative of SAO?’ reviewed the experience
gained by Hungarian auditors during the audits of
Budapest Sports Hall, the National Theatre, and
motorway M5. Among the main conclusions, the
Working Group recommends the completion of
the guidelines by stating the expediency of the
creation of an interministerial PPP committee,
specifically referring to the Hungarian experience
presented. The importance of that was underlined
by Sir Jobn Bowrn, Chairman of the Working
Group and Comptroller and Auditor General of
the UK, through his questions and comments.

The warnings of the British National
Audit Office (NAO)

As we have mentioned before, it is the Anglo-
Saxon countries that employ PPP structures
the most widely, and among them it is Great
Britain that lays the greatest emphasis on the
assessment of the operation of projects, and on
comparing them to traditional models. After
reviewing the INTOSAI guidelines, we shall
summarise the recommendations of the British
National Audit Office, based on the audits of
the nearly 50 PPP projects and the experience
that they have gained.

The English sister organisation, which has a
close working relationship with the SAO, is def-
initely top-ranking, considering not only project
auditing, but also the passing on of their experi-
ence through consulting. Their data bank, estab-
lished last year, also aptly illustrates the aspira-
tion of the NAQO, which has made over 200 —
audit-based — recommendations available for
organisers of PPP projects.”® We wish to present
only a few pieces of their advice?’, recommend-
ing them to government organisations dealing
with this issue and to project organisers.
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B Managements of private sector companies
can often better assess the risks of a given busi-
ness venture. Also, they can usually audit and
record performance data more efficiently than
the public sector. For this reason, it is necessary
that the public sector make use of the informa-
tion systems utilised by private companies and
continuously train the participants. It is neces-
sary to establish more intensive co-operation
and organise regular exchanges of expertise
between privately and publicly run institutions
providing similar services, and it is also expedi-
ent to swap staff between the two types of insti-
tutions, especially at senior level.

O It is necessary to clearly define the way to
quit PPP contracts in case the supplier proves
unable to continue providing the service in the
desired manner. It is important that both the
tenderee and the winning tenderer have identical
rights concerning quitting the project. (It is
often not so; e.g. we have already referred to the
concession contract of the first section of
motorway M5.)

O The method of providing aid (support) for
PPP projects that have been jeopardised in any
way has to be contractually clarified. For
instance, the participant in trouble may be
granted a loan, based on necessary circumspec-
tion, and the accurate assessment of the expec-
ted situation.

KO SAT's need to have the right to audit both
the prime contractor and the subcontractor, and
trace the way of state funds.

The foregoing, including the above recom-
mendations, suggests that the most important
prerequisite of a successful project — as we have
amply emphasised it — is the good, careful prepa-
ration of the contract, as experience shows that
most problems originate from contractual mis-
takes and shortcomings. This is the reason why
we find it of great importance that standardised
contracts®® have been outlined and published in
Britain, using which it is possible to avoid
repeating fatal errors.
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EXPERIENCE IN HUNGARY

Among the different new forms of performing
tasks by the state, those involving private equi-
ty are gaining more and more ground in
Hungary. At the same time, some attempts to
make institutional forms which are implement-
ed through the utilisation of public money

appear as non-state-related are also being made.

Assessment of the early attempts

We shall present the first instances of gaining real
experience of the co-operation of the state and
the private sector in Hungary through the
processes of decision making and implementa-
tion of some large-scale investments, which
have already been completed. In his article
quoted above®!, Mr Mihdily Varga presented
two case studies. Firstly, we wish to make some
comments on them.

As far as the assessment of the first section
of motorway M5 is concerned, we may con-
clude that this investment is a thoroughly neg-
ative example of private equity involvement —
on the part of the state. Here, even though the
resources necessary for the implementation of
the investment were provided by a private part-
ner, who also undertook the task of operation,
the risks of the operation and of ensuring a —
relatively high — profit were fully borne by the
state, together with all the financial burdens
that they presented. The most important les-
sons of this badly drawn contract and the obvi-
ous losses that originated from it may be sum-
marised as follows.

O Bearing all risk: the private party only bore
the risk relating to the construction project, and
shifted all operational risk to the state in the
course of their long-term co-operation.

O Providing unilateral profit guarantee for the
investor, making misuse possible: keeping the
toll high meant that drivers were not drawn to



but deterred from using the motorway, causing
serious environmental damage etc. to the set-
tlements along the parallel road and to the
whole area.

0 Conditions of quitting missing from contract:
frequent changes concerning who the minister
was and other changes concerning the persons
in charge appointed by the government weak-
ened the Hungarians' position, and even though
the Hungarian party tried to back out of the
dead end street of AKA Alféld Koncesszios
(AKA),

favourable conditions, and perhaps find a new

Autépilya Rt negotiate more
concessor, AKA insisted on keeping the market
share it had obtained. Due to their more
favourable position than that of their potential
competitors, they have been granted the right to
construct the second as well as the third sections
of the motorway.

The second case study in the article by Mihaly
Varga, quoted above, deals with Budapest Sports
Arena (BSA), and definitely needs some further
comments.

In the original concept, BSA was to be built
within the framework of a classic PPP project on
the location where another sports hall had previ-
ously burnt down. The facilities were to be con-
structed, and at least half financed and operated
by the private partner company, in return of
which the state promised to pay a service fee for
twenty years, following which the state was to
gain full ownership of all the facilities, and their
further utilisation was to be decided upon then.
However, the government was not able to make
the commitment concerning a period of twenty
years then, so — upon reviewing the different
compromise solutions — the project was imple-
mented in a different form.

The winning foreign project company was
able to contribute less than 10 per cent to the
financing using its own capital, the rest was cov-
ered by the state (the Ministry of Children,
Youth and Sports), basically through a long-
term — 12-year maturity — credit, which evident-
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ly increased the national debt, and the future
national debt burden. Since then the facilities
have become the property of the nearly 100 per
cent state-owned Rendezvénycsarnok Rt. —
through a state buy-out of foreign ownership —
and they have been operated by Aréna
Uzemeltets Rt., owned by the limited compa-
ny. The operator of the facilities pays the owner
a rental fee and a so-called asset replacement
contribution.

In the autumn of 2003, the SAO audited the
whole project’? and although it rated it basically
in order professionally, it disapproved of the fact
that at the beginning, when essential investment
decisions were made, and the most important
contracts were drawn, the foreign partner had a
75 per cent, while the Hungarian state a 25 per
cent share in the joint venture established for
the implementation of the investment, and,
accordingly, in the decision making rights.
According to the SAQ, this failed to ensure the
adequate promotion of the state interest con-
cerning essential decisions, and especially, was
not proportionate to the rather scarce final pro-
portion of private equity, which only accounted
for 6 per cent of the cost of the whole invest-
ment, while 90 per cent was provided through a
bank loan (with a 100 per cent state guarantee),
and 4 per cent from budget resources.

Thus, it can be concluded that although this
investment looks like a typical, classic PPP solu-
tion, due to different circumstances — scarcity of
time, expectations concerning the high profes-
sional standards of the implementation of the
project, etc. —, but especially the lack of practical
experience and the professional unpreparedness in
the application phase, the attempt to exploit its
advantages for the benefit of the state and the pub-
lic failed. Private equity may have supported fast
implementation. On the other hand, the consid-
erations of efficiency and the cost saving utilisa-
tion of public money failed to assert themselves.

Another PPP-type project that can be classi-
fied as an already implemented “early attempt” is
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The Palace of Arts. In the beginning, in 2001, the
government wished to implement it as a PPP-
type investment in view of the already little
budgetary latitude. Pursuant the original con-
tract, the full risk of the investment — from
obtaining all permissions to financing — was to
be borne by the investor. However, the state
undertook to repay the investor the costs in
instalments within ten years of the opening. In
actual fact, this is financial leasing, i.e. a sort of
loan; in other words, the private investor gave a
loan for the investment with full state guarantee.
The model failed to fulfil the triple principle of
PPP-investments, i.e. that the implementation
(construction), availability, and operational risks
should be undertaken by the investor. Only in
such cases can the investment expenditure
relieve the state budget, or rather, only provided
that at least two thirds of the risk is borne by the
private investor. For this reason, the contract
needed to be renegotiated, in the course of
which approximately 99 per cent of the opera-
tional risk was successfully transferred to the
investor. As a result, the investor is to operate
the institution, and finance all repair, mainte-
nance and refurbishment activities relating to
the operation, while the state is to pay availabil-
ity payment for thirty years®. In spite of this,
Eurostat qualified the model as a government
investment. Consequently, the investment cost
of the facilities of HUF 32bn was to be recor-
ded as government expenditure with the simul-
taneous increase of the national debt in the
investment period, 1.e. between 2002-2004.

In summary, as far as the first initiatives are
concerned, PPP was hardly ever applied unless
exigencies or the lack of funds made it necessary
for the performance of a given task.
Unfortunately, in none of the cases was the cri-
terion of private equity involvement, which
would have been vital for Hungary so that the
investment cost should not burden the budget
of the given year or influence the debt indica-
tors, satisfied. Previous the SAO audits have also
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made it clear that neither could efficiency or
cost efficiency be detected in these cases, where-
as the state granted private equity absolute prof-
1t guarantee.

Assessment of ongoing PPP projects

In Hungary, Government Decision No.
2098/2003 (V.29.) made way for the conscious,
more circumspect application of PPB, a modern
form of co-operation between the state and the
private sector relating to development and
services, wishing to enhance the general accept-
ance of this modern solution by creating an
interministerial committee®*. Then, the legisla-
tive background, which has been presented in
several publications?” in detail, began to be out-
lined. It is typical that the statutory amend-
ments first guaranteed safety for the private
sector (through the relevant amendments of
the Public Finance Act and the Civil Code),
and only later did the provisions to serve to
assert and defend state interests begin to be
outlined. Another typical feature of the process
of outlining the regulatory background and
procedures is that due to the motivation to be
considerate about the ongoing budget, it is
paramount that the project meet the criteria
established by Furostat, i.e. the investment
expenditure should not burden the expenditure
side of the ongoing budget. In other words, it
should not increase public finance deficit. At
the same time, the hope of more efficient and
cheaper implementation of projects seems to
be pushed in the background.

We find the first instance of its conscious
application by the government in the proposal
of the budget of the year 2005, based on several
Government Decisions and Parliamentary
Decisions in 2003 and 2004. In accordance with
those plans, the estimated net present value of
the developments to be implemented in the PPP
format was to exceed HUF 460bn, the bulk of



which was to account for the continuation of
motorway M5 and the first section of motorway
Mé, while the government planned to allocate a
HUF 71bn investment to build prisons and
HUF 50bn to build students' halls of residence.
In its opinion on the plan, the SAO urged the
completion of the outline of the regulatory
background, the organisation of the treasury
registration of state liabilities, and the numerical
financial analysis of the budgetary effect of the
projects launched in the PPP format. Also, in
order to ensure future budgetary latitude, the
SAO found it necessary for an upper limit of
state liabilities to be stated in the Budget Act.
Accordingly, the budget for the year 2006 pro-
vides more detailed and more accurate informa-
tion on the PPP projects that have been decided
upon (see lable below). The adequate amend-
ment of the Public Finance Act can also be
deemed as an important step forward, setting an
upper limit for budgetary expenditures relating
to the so-called PPP investments and for other
liabilities. It maximises the nominal total value
of such liabilities within a budgetary year as 2
per cent of the sum of the expenditure total of
the central budget, which equals approximately
HUF 120-130bn annually.

Nonetheless, the outline of the regulatory
background and procedures has not been com-
pleted as yet even though — as it can be seen in
the table below — investments have been
launched and contracts have been concluded.
Unfortunately, a suitable methodology to calcu-
late cost effectiveness is still unavailable; proce-
dures of statutory force, indispensable for cost
effective and efficient project implementation,
are still non-existent; and often, so is an organi-
sation responsible for the tasks of co-ordina-
tion, assessment and audit. Specific the SAO
audits have pointed out that the lack of these
entails great risk for the state in the case of
launched projects. It is also true that the
European Commission has only recently pub-
lished a communication concerning certain reg-
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ulatory issues, such as the community law of
public procurement, concessions and PPP solu-
tions, which can serve as a starting point to lay a
better foundation for the competition-driven

conclusion of PPP agreements.?”

The data in the Table below shows that the
estimated present value of the PPP projects
launched and decided upon so far approximates
HUF 700bn, which is the approximate equiva-
lent of 3 per cent of the 2006 GDD, and 9 per
cent of the sum of the expenditure total of the
budget. This already represents a significant
accumulative burden and liability for the budg-
ets of the years to come. Still, according to the
forecast figures until 2008, albeit with an annu-
ally increasing burden, this will stay below the 2
per cent limit.

Now, we wish to assess some significant pro-
jects listed in accordance with the criteria estab-
lished for the SAO audits, focussing on the ones
that the SAO has already had the opportunity to
audit. Such projects include the investment of
motorway M5 and the prison construction proj-
ect of the Ministry of Justice.

The Table shows that the motorway construc-
tion projects account for the largest sum and
constitute the most significant state liability. As
we have already mentioned, the construction
and early operation of the first section of motor-
way M5 was implemented through an early
attempt to involve private equity, which can be
assessed as an absolutely negative example con-
cerning the performance of the state. It is espe-
cially worrying that — for several reasons — the
participants' responsibility was either non-exis-
tent, or responsibility as such cannot be attrib-
uted to anyone.

Within the audit of the execution of the bud-
get of the year 20043, the SAO separately dealt
with the issue of the motorway M5 contracts.
Concerning the original contract, the audit con-
firmed the legal opinion that the real conse-
quences of any legal act on behalf of the
Hungarian State aiming to terminate the conces-
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sion contract would only be discovered subse-
quent to receiving the legally binding court ver-
dict. It also means that it is impossible to expose
all genuine interests and protection of interests,
as the position of the same group of private
equity remained unchallenged.

As it is known, on February 11, 2004, an
agreement with AKA Rt. was concluded, in
accordance with which, from March 12 on, the
system of using motorway stickers was extend-
ed to motorway M5, too, and further construc-
tions would be (and have been) implemented
within the framework of a “real” PPP project,
pursuant the contract. These, i.e. the state's gain-
ing ownership together with the modification of
the PPP model and the introduction of the
sticker system, represent a new stage in the his-
tory of motorway M5, now characterised by the
classic PPP project characteristics:

¢ further sections are to be constructed from

credit, and the state is to pay availability
payment, to be determined based on the
ownership structure, for the sections that
have been completed,

risk is to be jointly borne by the investor
and the state (primarily, the risk of AKA
relates to the unexpected hardships of the
technological implementation, and mainte-
nance and repairs to be carried out above
what was originally allowed for).

Also according to the SAO, the model out-
lined to include motorway M5 in the sticker sys-
tem accomplished the objectives that had been
set: in 2004, the volume of traffic on the motor-
way was over twice as big as in the previous year,
and the shares purchased (39.48%) adequately
enable the Hungarian State to assert its interests
in the future. Since then, the second section of
motorway M5 has been completed and opened
pursuant the amended contract.

Pursuant Parliamentary Decision No.
92/2004 (IX.28.), the construction of the first
section of motorway M6 also happens within the
framework of a concession contract, which, in
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accordance with private equity involvement, 1.e.
the so-called DBFO-format, includes design,
building, repair, operation and maintenance, as
well as the financing of these activities.
According to the orientating data available, the
estimated present value of the project is HUF
117.2bn. The beginning of the concession peri-
od is October 2004, the whole-of-life of the
project is 22 years, and opening is planned in
2006 (making 2007 the first full operational
year). The sums of the availability payment are
calculated accordingly.

The SAO dealt with the preparation of the
prison building construction projects to be imple-
mented as a PPP3? within the framework of the
comprehensive audit of the Ministry of Justice
chapter in 2001-2004. The report states that the
overcrowdedness of penal institutions, as well as
the efforts to comply with the EU requirements
demanded financial resources which exceeded
the opportunities of public finance, which
diverted the attention to the application of the
modern forms of co-operation between the state
and the private sector concerning developmental
and service projects. In 2004, the government
decided on the establishment of two penal insti-
tutions utilising the PPP solution.*® Preparation
started when the regulatory phase had not been
completed yet. For this reason, the SAO report
deemed the project risky in several respects.

O It pointed out that the procedures to con-
stitute the theoretical and legislative basis of
PPP solutions were missing, and not even an
organisational background suitable for carrying
out the co-ordinational, assessment and audit
tasks had been established, which together rep-
resented a high risk for the state as a participant
in the first so-called pilot project, and, conse-
quently, in the prison construction PPP proj-
ect, too.

O Among the regulatory shortcomings that
increase the risk of the preparation, the report
also mentions that the Government Decree on
the methodology of the calculation of the net
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present value of liabilities that entail a commit-
ment over several years has only recently*! been
published. This can jeopardise its correct appli-
cation, not to mention the lack of compliance
based on content.

0 One of the most difficult elements of proj-
ect planning is to prove the cost efficiency of the
PPP model, and to substantiate that its applica-
tion is more advantageous and useful than state
investment. The calculations concerning the
prison construction projects, i.e. the calculation
of the so-called PSC (Public

Comparator) value contained several uncertain-

Sector

ties, which also increases project risk.

O Finally, it is an essential project element
whether the investment, i.e. the fixed asset cre-
ated, becomes the property of the investor or
the state at the end of the whole-of-life of the
project. This aspect may influence the future
statistical status of the project, in other words it
may jeopardise the positive budgetary effect,
which, because of the need to comply with the
convergence programme, is an issue of cardinal
importance in Hungary.

The SAO report directs attention to the
necessity of the urgent elimination of the regu-
latory shortcomings, as well as to the fact that in
a contrary case significant surplus risks may be
created, to be borne by the state side, as early as
in the preparatory stage. In this respect, experi-
ence abroad, especially in Britain have also most-
ly proved positive concerning the efficiency of
services, which arouses hope that — applying the
positive experience gathered there — we will also
be able to label and actually find these project
successful in this country.

The table shows that significant efforts to
implement a certain proportion of the develop-
ments necessary to provide residential hall
accommodation from private equity resources
have also been made in the Ministry of
Education chapter. This area — due to its charac-
teristics — is nearer to the competitive sector, so

the efficiency requirements can be more easily
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seized and analysed. Since we can give an
account of the completion of its implementa-
tion, we shall assess this area through the

hall

investment*?. After the two-round negotiation

Debrecen  University  residential
for the procurement of the residential hall serv-
ice, the selection of the winner took place utilis-
ing PSC-calculations. The calculations were pre-
ceded by detailed risk assessment. The service
risk is mostly borne by the private sector, while
the university bears the demand risk for 10
months a year. The Students' Hotel was imple-
mented based on the classic DBFO-model. One
half of the investment opened in the summer of
2005 is to function as a residential hall, while the
other half as a market-based hotel (hostel). 55
per cent of the residential hall fees are covered
by the university, 45 per cent by the students.
The profit generated through the operation of
the hotel is to be shared by the private and the
state partners. The private partner bears the bur-
dens and avails of the profit of the operation,
incomes and risks of the service units of the
building, as well as of the profit of refinancing.

CONCLUSIONS AND PROPOSALS

The above paragraphs make it clear that market
mechanisms appear in various forms in the per-
formance of public functions. All of these have
been created to provide and promote more effi-
cient and cheaper public service of a higher
standard. Why does the SAO worry then and
why does it sometimes seem to object to their
spreading? Is that caution justifiable?

We can establish that the co-operation
described above, its potential usefulness, or even
necessity cannot be questioned. At the same
time, we ought to take into consideration what
has actually been happening. Before the so-
called Glass Pocket Act*, the SAO was not
authorised to audit the utilisation of public
money outside public finance, i.e. by non-budg-



etary organs. It was at that time that outsourcing
happened on a large scale, and public interest
companies, public foundations, and businesses
mushroomed. They have been managing signifi-
cant financial assets of the state, concerning the
correct utilisation of which — often for want of
internal audits — and, especially, concerning the
result of their financial asset management, very
little is known. The situation is further aggravat-
ed by the treatment of business secrets in a man-
ner equivalent to that applied in the private sec-
tor, which may have grave consequences con-
cerning both corruption and other misuse. It is
an especially important risk generating factor
because — theoretically — it cannot even be
detected. Later, increased statutory austerity
enabled the SAO to extend the scope of its
audits, so by now we have learnt that the appli-
cation of the market forms did happen in a “typ-
ically Hungarian”, i.e. expensive and often
wasteful manner.

The topicality of the application of PPP solu-
tions in Hungary is especially heightened, on the
one hand by the significant state development
demand to comply with EU requirements, and
on the other hand by the scarcity of budget
resources and the deficit of the ongoing budget.
The organisation of such projects is vigorously
supported by the government because it has
become clear that in a number of areas (educa-
tion, health care, prisons, and last but not least,
motorway construction) we have significant
backlogs in the infrastructure, while our budget
resources are rather scarce. At the same time, the
private sector is seeking market opportunities,
and it “readily” privatises public service func-
tions, thus there is an opportunity for them to
meet. The quickest possible, efficient implemen-
tation of the necessary investments constitutes
the most important advantage expected for the
national economy. However, achieving this goal
is only viable through successful projects.

But what ensures that the project will turn
out to be successful, and for example will not
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have a negative effect on employment figures?
What can the SAO do for this? PPP's, as we have
already pointed out, characteristically entail the
danger of waste and corruption, which, primarily,
derives from the short-term interests represent-
ed in government decisions, and from the
unpreparedness of the public sector**. It is also
well-known that the SAO conducts posterior
audits, so it can assess the project upon its com-
pletion at the earliest. Moreover, it will only be
able to audit and assess the adequate standards
of the service some years later, during operation,
when these decisions have already become irre-
versible, i.e. reparable only by making consider-
able sacrifices. This 1s the reason why the SAO
is a protective partner. Currently it cannot do
anything but make its — albeit rather initial —
experience public, together with much ampler
international experience, focussing on the audits
that have been conducted, and the analysis of
the negative phenomena exposed by them at as
many forums as possible. This — as we have seen
— is greatly helped by the guidelines published
by the international organisation of SAT's
(INTOSAI), as well as the recommendations
put forward by the National Audit Office
(NAO) in the course of its project audits.

On the basis of these, we recommend that the
Hungarian legislators and decision-makers pri-
marily consider the following.*>

0 In planning and assessing programmes, it is
a fundamental requirement to harmonise short-
term opportunities to save state funds with the con-
siderations of long-term return (efficiency).
A solution that creates a real identity of interests
between the parties in this respect, and provides
appropriate advantages and profit for both sides
is to be formulated.

0 Concerning projects, it is a crucial require-
ment to regularly monitor, analyse and assess the
changes affecting them. Among these, special
attention is to be paid to the consequences of
the changes in the government development
policy. The importance of this is highlighted by
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the findings of NAO, i.e. that in the course of
the execution of the contracts concluded, as
many as 55 per cent of them were affected by
different changes. Another key requirement is to
increase the efficiency gain of projects. For this rea-
son, it is advisable to determine the lower limit
of the expected yield of projects; it is an impor-
tant objective to enhance the public procure-
ment process through better training provided
for the experts and consultants participating in
it, and it is also important to employ framework
financing far more extensively among the differ-
ent forms of financing.

O Regarding that changes also abound in the
private sector, in order to make PPP projects
successful it is crucial to establish relationships of
real strategic partnership and to form different
partnership alliances which may function well
e.g. in the fields of education and health care.

B The different risks and uncertainties relat-
ing to PPP projects necessitate that — in the
preparatory stage — alternative concepts be pre-
pared to enable participants to select the mutu-
ally best solution — especially, with respect to the
method of financing.

O 1t is a task of primary importance to pro-
vide those participating in the preparation of
projects and contracts with continuous, high
level training, especially in the public sector.

O Use of standardised contracts: as it is made
clear both by the INTOSAI guidelines and the
NAO recommendations, firstly, the most
important prerequisite of a successful project is
the adequate preparation of the contract, as
most problems derive from contractual short-
comings. For this reason, we wish to repeatedly
draw attention to the standardised contract sam-
ples utilised in the United Kingdom. In our
opinion, the preparation of a similar standard-
ised contract, and making its use obligatory
statutorily could significantly lower the risks of
the implementation of PPP projects, and would
help to prevent mistakes which can otherwise
only be detected through a posterior audit, and
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which may even be fatal and corrigible only by
making major sacrifices in certain cases.

O The preparation of comparative analyses: it
is necessary that the acceptance of the project be
preceded by a feasibility study containing details
of the difference between the proposed PPP
project and the traditional (state development)
solution concerning costs and the standards of
the services. The application of the new solution
is justified if and only if it is unambiguously ver-
ifiable that the discounted present value of all
sums to be paid by the state are lower than the
discounted present value of the up-front and
continuous expenditures of the development to
be implemented as a classical budget investment
— including the proportionate part of the inter-
est burden of the state debt. It is expedient to
extend this to the multiplying, indirect effects
(e.g. environmental protection, employment
figures, the income generating capacity of the
whole national economy; etc.). The projects that
have been decided upon and implemented are to
be regularly audited and analysed. Certain circles
of experts find it necessary to establish a separate
institution, where the preparation of projects,
the efficiency analyses and the regulatory issues
would be concentrated in one hand.*¢ It would
also be important to ensure that not only budg-
etary considerations, but efficiency and better
service standards be regarded as important
aspects of the decisions, too.

O The objective is to create long-term financial
planning by strengthening the right institutions,
which may be the basis of transparency and
accountability.

B The application of PPP in the future would
be largely enhanced if information relating to i,
or rather all information was made public. Tt
would enable decision makers to gain awareness
of the long-term costs and risks at all levels.
Today, only a certain part of the information
concerning the risks relating to PPP's is available
in Hungary and the other Central European
countries. Modern standards of financial report-



ing require the publication of liabilities, unfore-
seeable obligations, and other financial risks.
These considerations require a different treat-
ment of business secrets, identically to the pure-
ly private sector.

B 'To enhance risk management, the govern-
ment needs to establish a comprebensive database
of the contracts concluded, the projects imple-
mented and their operation, containing all major
risk factors. Further important typical condi-
tions of adequate risk management: clarified
strategy, a centralised risk management institu-
tion, and an independent audit organisation. The
task of the main audit institution is to examine
all aspects of the government's risk manage-
ment.

Finally, the future application of the PPP
solution would be largely enhanced by a shift in
attitudes concerning the mutual perception of
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the private and public sectors. Today, due to the
prejudices prevailing, the private sector regards
those employed by the state as bureaucratic and
inflexible partners, and consequently considers
each action of the state to be ineffective and
unprofitable. The state-employed players, on
the other hand, often only notice the exaggera-
ted assertion of the profit-making interest of the
market with regard to the private partners. As
we have already emphasised, the basis of a good
PPP is not only the conclusion of a good con-
tract, but also the establishment of a long-term
partnership, and continuous communication.
Through this, it is possible to answer new chal-
lenges during the whole-of-life of the project
together, successfully. This is especially true in
Hungary, so it is necessary to encourage the cre-
ation of trust among the parties in order to fos-

ter a fruitful relationship.
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