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Abstract

Sovereign Default has been a feature of the international financial landscape. With the pattern of
revenue volatility, public debt accumulation, severe funding pressures and underlying
macroeconomic variables can evolve in a manner that produces unsustainable debt paths leading
to possible default. This paper discusses and develops a conceptual framework to examine the
impact of default on sovereign debt arising from an event trigger resulting in the crystallization of
contingent liability arising from guarantee for private participation in infrastructure provision.
Findings support previous studies, which inferred the threat of contingent liabilities created by
guarantee because they are not always recorded in the national account but shown as
memorandum item thus producing a hidden and adverse effect on the fiscal status
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I. INTRODUCTION

Default according to Paoli, et al. (2006) has been a feature of the
international financial landscape; therefore the management of the public debt
must be implemented in a way that eliminates the default risk because fiscal
credibility is a key factor in economic management. It enables government
stabilize expectations in a manner that avoids a rise in long-term interest rates and
thus mitigates the risk of insolvency (Drudi and Giordano 2000; Rose 2002;
Dooley and Verma 2003; Tomz and Wright, 2005; Shapiro and Pham 2006; IMF
2011; Ezeabasili 2011 and Nicu and Georgeta 2011).

Experience in the last quarter of the 20th century show that the pattern of
revenue volatility, public debt accumulation, severe funding pressures and
underlying macroeconomic variables can evolve in a manner that produces
unsustainable debt paths. These lead to possible default even for countries that
have not defaulted in their recent history making it an issue of debate (Alvarado,
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et al 2004, Garcia and Rigobon 2004, Considine and Gallagher 2008, Schabert
2011), Kharas and Mishra (2001), however argue that the growth of debt has more
to do with off-budget than with in-budget transaction, especially be so in the face
of the infrastructure challenge and huge financial requirements, which could
necessitate a public private arrangement resulting in contingent liabilities.

Past experiences also show that exclusive public sector ownership and
provision of infrastructure can lead to inefficient investment decisions,
necessitating increasingly use of a model that would permit more private sector
involvement. Such involvement can be undertaken through an arrangement in
which the private sector is required to bring in some form of financing and
expertise that the government may not possess or may possess but may not be able
to offer immediately but is required for enhanced service delivery and improved
welfare (Geert, et al.,, 2009, Wall and Connolly 2009). However the global
financial crisis, fiscal difficulties and longer-term structural budget pressures
present governments with enormous challenges in the delivery of infrastructure,
which accordingly requires a global investment of around $71 trillion by 2030 to
keep up with population growth and demands (Sachs et al., 2004; Webb, 2004,
UNECA 2005; Barker et al., 2009; Barandiaran, 2011; Zuo, et al., 2011).

A recent McKinsey study suggest an increase of around 3.8% to 5.6% by
2020 in total infrastructure financing to GDP, with developing countries requiring
additional investment of over $1.0 trillion to close the infrastructure gap and keep
pace with demand of urban expansion (Hammami et al., 2006; Hoppe et al., 2011;
Agenor, 2010; McKinsey Global Institute, 2012; G20, 2013; Ehlers, 2014).
Unfortunately fiscal and longer-term structural budget pressures have made it
imperative for government to seek private partnership in the provision of
infrastructure (Webb, 2004; Wall & Connolly, 2009; Alitheia Capital, 2010; Qiu
& Wang, 2011; Foster & Pushak, 2011; Barandiaran, 2011; Kateja, 2012).
Momoh, et al (2017) argued that the attraction of the private sector must however
be attractive enough to encourage private financiers and experts to commit their
financial resources. This has, in most cases necessitated the government providing
some form of incentives like guarantees that have financial implication for the
government and its fiscal regime. The use of guarantee as tool for incentivisation
as attractive as it seems might cause problem especially in the event of default for
a country that has and or is faced with debt sustainability challenges.

Ter-Minassian (2006) and Ticar and Zajc (2010) describe this arrangement
where the private sector supplies infrastructure assets and services that are
traditionally provided by the government as Public Private Partnership (PPP). The
basic objective of PPP is to achieve some appreciable level of value for money.
To this end, the government purchases services not assets, and specifics the output
required. The private sector partner on the other hand in consultation with the
government provides the design (depending on the structure of the deal), builds,
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operates and possibly finances the project.

According to Takashima, et al. (2010), private sector participation in the
infrastructure project under PPP is based on the strength of a contract with the
government. There is however some level of risk associated with this defined
relationship, which ultimately influences the nature of the contract between the
private sector and government. Unlike in the traditional approach to procurement
of infrastructure, PPP arrangement according to Eduardo et al (2009, 1) “bundles
investment and service provision in a single long-term contract. For the duration
of the contract, which typically lasts several decades, the PPP operator manages
and controls the assets, usually in exchange for user fees, which are its
compensation for the investment and other costs. At the end of the franchise, the
assets revert to government ownership”.

This, notwithstanding, the transaction must be attractive enough to
encourage the private financiers and experts to commit their resources. In most
cases, this has necessitated the government providing some form of incentive like
guarantees that have financial implication for the government and its fiscal
regime. Das, et al (2002), observed that government guarantees, have been used to
promote both foreign and local investment in projects. However, the East Asian
experience confirmed the need for better assessment of the potential risks that
could emerge from contingent liabilities under various scenarios, and the need to
develop more effective systems to monitor and manage them (Llanto, 2007).

Against this backdrop, this paper discusses and develops a conceptual
framework for sovereign debt through the identification of a possible event that
could trigger a default of contingent liability arising from guarantee for private
participation in infrastructure provision. This will involve discussing guarantees
and implications for sovereign debt in the next section and subsequently examine
the contingent liability-debt framework, which will reflect the effect of event
trigger on contingent liability.

I1. Government/ Private Sector Relationship for PPP

Figure 1 depicts the flow to the eventual closure of a PPP transaction
between the government and the private participants. The government invites the
private sector after due feasibility and appropriate justification that the provision
of the particular infrastructure is better provided by them through a procurement
process. The private sector upon assessment identifies all the costs, benefits and
risk associated with the project, which are discussed with government and both
agree on the best party that is suited to assume the identified risk. The government
provides the guarantee, which subsequently leads to signing of transaction and
financial closure by the private participant prior to start of execution
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Figure 1: Government/ Private Sector Relationship for PPP
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Christopher, et al (1998) observed that a government’s exposure to loss can
arise from a wide variety of events, and attempting to account for every source of
exposure is not feasible. They therefore suggested that, a better approach to
identifying risk is to first examine general categories of risk under the public
private partnership and then focus on the areas of highest risk. The risks are
allocated to the party that can most efficiently manage them at the lowest cost.
Indeed, the risk sharing arrangement should provide an incentive for the private
sector to perform as efficiently as possible, such incentives encompass providing
revenue subsidies that include tax breaks or guarantees in whichever form (Bracey
and Moldovan 2006; Takashima, et al. 2010).

Llanto (2007) argued that government guarantees serve as second-best
instruments in the absence of a stable political environment, effective regulatory
bodies, independent judicial systems, and an overall competitive climate. Thus, a
crucial condition of an effective public-private partnership in infrastructure
projects is the provision of state guarantees especially where the transition from
government infrastructure monopoly to multiple private infrastructure providers
would require significant investments (Mody 2000). The “guarantee” is the
connecting line within Public Private Partnership matrix in the procurement
process within the framework that make possible or incentivizes the private sector
to partake in investing in infrastructure.

I11. The Contingent Liability-Debt Framework

A guarantee is contingent liability obligations that “do not arise unless a
particular, discrete event(s) occur in the future” (International Monetary Fund,
2011: 4). The provision of comprehensive guarantees to infrastructure projects has
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generated huge contingent liabilities that must be managed well; otherwise the
government will be exposed to substantial payment burdens once a guarantee call
is triggered (Llanto et al., 1999; Bernardo et al., 2004; Llanto, 2007). Although
Guimaraes (2011) argued that Incentives for defaulting on debt depend not on
how much a shock affects the country.

There have been several studies to examine the impact of contingent liability
on debt sustainability (Krugman, 1999; Jeanne & Zettlemeyer, 2000; Demirgu-Kunt
& Detragiache, 2000; Aghion et al., 2001; Burnside, 2004; Aghion et al., 2004;
Burnside et al., 2003a, b; Chamon, 2007). Burnside (2004) explain that contingent
liabilities take different forms and for different purposes including social security,
loan guarantees, commitments to provide commaodities to the public at fixed prices,
deposit insurance and guarantees to the creditors of public sector enterprises, etc.
Mody (2000) in his studies of countries in East Asia identified contingent liability
on infrastructure project as adding to the fiscal stress.

Building on the Government/ Private Sector Relationship for PPP in Figure
1, which result into PPP contract, the framework in Figure 2 examines the effect
of this event, which could result in a default automatically crystalizing into
sovereign debt.

Figure 2 - Effect of Event Trigger on Contingent Liability

~ )

Risk
Event —>] Default DEBT
Trigger o

Guarantee

\ Contingent Liability /

Source: Authors' Configuration

Event Triggers within the framework can be classified into two- those which
have arisen as a result of events adequately captured and built into the PPP
contract otherwise known as the Explicit (Contractual) Contingent Liabilities. The
government has a commitment to accepting all or any liability arising from any
future event. However, under the second scenario which can be classified under
the non contractual contingent liabilities are events which are not directly foreseen
at the time of the PPP contract so have not been adequately capture under the
Explicit Contingent Liabilities but the government has an obligation to take
responsibilities for them to avoid a market distortion or potential system failure.

The second scenario is illustrated in figure 2, in which an event unforeseen,
which Christopher, et al (1998) described as a source of exposure, which cannot
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be feasibly accounted for at the time of the contract is triggered. At this point, the
country’s sovereign immunity is unveiled, exposing the government to substantial
payment because the cost of infrastructure is huge and in most cases the
government might not have the resource to make immediate payment thus
defaulting on terms of contract with the private operator. This automatically
results in an increase in the debt stock of the country which if not properly
monitored becomes unsustainable and could have serious consequences for the
nation’s economy.

The build-up of the unsustainable debt in most of the emerging economies
according to Bjerkholt (2004) has taken place over decades due not only to the
official creditors’ willingness to lend, but also to a number of exogenous and
endogenous factors coupled with declining revenues and resistance to painful
fiscal adjustments. This has led to extensive borrowing to meet the deficit, which
some of them are apparently finding increasingly difficult to repay (Nishimura &
Ohyamab, 1995; Daseking & Powell, 1999). Therefore, the effect of the guarantee
on public private partnership arrangement if not well thought out could worsen a
nations debt profile. Indeed, contingent liabilities can be a major factor in the
build-up of public debt and studies have shown that the unmitigated provision of
guarantees give rise to large amounts of contingent liabilities, creating a serious
fiscal risk for the government (Llanto, 2007).

IVV. CONCLUSION

The study examines the impact of occurrence of an event, which could
trigger a liability contingent on a private participation agreement for the provision
of infrastructure. In doing this, the study examine the flow from infrastructure gap
identification, the financial challenge to finance the gap and the option of
attracting private participation through incentivisation to fill and provide these
infrastructure need to enhance economic development.

The nature of contingent liability, which Cebotari (2008) described as
“budgetary surprises”, come due if an unforeseen event occurred which was never
anticipated and can be large enough to put the public debt on an unsustainable
path. This supports previous studies which inferred the threat of contingent
liabilities created by guarantee because they are not always recorded in the
national account but shown as memorandum item thus producing a hidden and
adverse effect on the fiscal status (Llanto 2007; Commonwealth Secretariat, et al
2009 and Bajo and Primorac 2011).

The concern therefore is informed by the attractiveness of contingent
liability related transaction to politicians who, in the face of hard-bitten budget
constraints, find them to be an easy instrument for achieving their goals because
according to Mody (1998) they involve no immediate cost to the government and
rarely appear in the government accounts or have funds budgeted to cover them.
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In the light of this, it will be interesting to determine what the magnitude and
impact of this contingent liability will be in the event of crystallization on the
level of debt to make sovereign debt unsustainable thus making it easy for
government to set up some form of sinking fund or policy framework to cushion
the effect thus making fiscal management easier.
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