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BANKING PROJECT FINANCING OF PUBLIC-
PRIVATE PARTNERSHIP AND ITS ROLE IN
ENSURING PUBLIC WELFARE

ABSTRACT

The article reveals the peculiarities of the use of bank project financing in the field of
PPP. It is substantiated that the peculiarity of the application of PPP project financing is
the creation of a special project company, which is responsible for mobilizing financial
resources for project implementation; the presence of a hierarchy of investment; more
objective assessment of the borrower’s solvency and reliability and evaluation of the
project itself in terms of its efficiency, security and risk; significant transaction costs to
settle the interests of all members of the partnership.

It is proved that in modern conditions the role of project bank lending in the sources of
project financing is growing rapidly, and the role of banks in this process is much wider
than in traditional forms of lending. They not only provide financial support for the
project, but also become direct participants in the implementation of the PPP project,
performing management, settlement, consulting, guarantee and other functions. Given
the specifics of PPP projects (large scale, long implementation time, cost), the partici-
pation of commercial banks in their financing is complicated. International development
banks and international financial institutions play a leading role in the formation of pro-
ject financing in the field of PPP, and the syndicated lending mechanism is also used in
foreign practice. However, in Ukraine, bank project financing is practically underdevel-
oped, which is due to its institutional and legal irregularities. The use of syndicated
lending mechanisms in Ukraine is unique, as well as the financing of PPP projects
through credit and export agencies. PPP project financing with the support of interna-
tional financial institutions, in particular the EBRD, has been the most developed, con-
centrating in such areas as infrastructure development, energy reform, and construc-
tion. In this regard, the problems of economic, legal and managerial nature, which hin-
der the development of bank project financing in the field of PPP in Ukraine in modern
conditions, are outlined.

Keywords: public-private partnership, project financing, bank project financing,
project company, project crediting, public welfare

JEL Classification: G23, G24, G31, H43, H54

INTRODUCTION

In conditions of economic instability and permanent lack of budget resources, the intro-
duction of innovative financial technologies that will enable the mobilization of private
sector resources to implement important economic and social development projects is
an urgent issue of public administration practice. According to world practice, the bank-
ing segment of the financial market plays an important role in the implementation of
projects in cooperation between the state and the private sector, as banks usually initi-
ate and organize large investment projects, they organize the mobilization of necessary
financial resources. An important area of application of project financing technology is
the implementation of projects with the participation of the state as a stakeholder and
donor. The state’s participation in public-private partnership project financing (herein-
after - PPP) has a multilateral positive effect, which, along with reducing the fiscal bur-
den on the budget system and implementing important projects for the state, is the
introduction of new management technologies and improving public financial manage-
ment. Banks as participants in PPP project financing receive benefits in the form of
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stable income from the implementation of projects with a relatively low level of risk (because PPP projects usually provide
government guarantees), as well as image benefits. Given such complementary positive effects of the application of PPP
project financing for various economic agents, a thorough study of the theoretical foundations and practices of its imple-
mentation in conditions of economic uncertainty have significant prospects.

LITERATURE REVIEW

Despite the significant prospects for the application of the PPP mechanism for the implementation of development projects
in Ukraine, scientific papers on the problems of its financing are presented in the domestic economic literature sporadically.
Among the research of recent years is the work of M. H. M. Marvan on identifying the features of bank project financing
and identifying factors that hinder its development in Ukraine [1], as well as on the development of the institutional
environment to enhance cooperation between the banking sector and the state. implementation of PPP projects [2]; K.
Pashinska, which is devoted to the general characteristics of project financing in the field of PPP [3]; O. Zayachkivska [4]
regarding the prospects of using project financing for the implementation of investment projects.

Issues of project financing with the involvement of banking resources are also disclosed in the scientific work of foreign
scholars. Kh. Ganbat, I. Popova, I. Potravnyy [5] analyze the role of bank loans in financing environmentally and socially
oriented projects. G. Hodge and C. Greve [6] argue that the most important area of research on the implementation of
PPP projects is their funding. N. Linh, X. Wan, H. Th. Thuy reveals the key channels of participation of banking institutions
in the implementation of PPP projects (lending, participation through the financing of the PPP project company) [7]. F.
Blanc-Brude and R. Strange [8] reveal the determinants of the cost of bank financing of PPP projects and argue that it is
most affected by market risk, while technical risks are subject to diversification through project structuring. X. Wang, L.
Shi, B. Wang, M. Kan [9] draw attention to methodological approaches to assessing the level of credit risks of PPP projects
and suggest taking into account the uncertainty and other characteristics of PPP project financing.

Despite some development of the banking sector’s participation in PPP project financing, most studies consider it briefly,
in the context of covering more general issues of project financing. In view of this, the urgent task today is to develop the
theoretical basis of bank project lending in the context of identifying its features and factors that hinder its development
in Ukraine.

The purpose of the scientific article is to reveal the peculiarities of the application of bank project financing in the field of
PPP in Ukraine. Realization of the set purpose provides identification of immanent signs of project financing in the field of
PPP, estimation of tendencies of its application in Ukraine and identification of factors of legal, economic and organizational
character which restrain development of project financing at realization of PPP projects in modern conditions.

RESULTS

The most acceptable form of public-private partnership financial mechanism (both in terms of risk and efficiency) is project
financing. Given that public-private partnership projects have widespread support from the state, this type of financing is
the most reasonable and appropriate, as it does not require additional collateral for the loan.

The emergence of PPP project financing is due to the implementation of large-scale projects initiated by several large
investors who cannot implement them on their own. The peculiarity of this form of financing is the creation of a special
project company. In this case, the newly created legal entity has neither a financial history nor sufficient assets to provide
collateral. The founders of the company are the initiators of the PPP project, which provide funding through the formation
of the authorized capital of the project company. It is the special project company, not the initiators of the project, that
attracts credit resources to implement the project. Usually about 30% of the project is the company’s investment, and the
rest of the project company borrows from financial institutions for an average of 5 to 15 years. The movement of funds in
the project financing of PPP is shown in Figure 1.

It is considered that this ratio minimizes the risks of creditors, as investors in the project have already invested enough of
their own funds and, therefore, more than interested in the successful implementation of the project. In this case, the
condition of creditors is the investment of investors’ own funds in the initial stages of the PPP project (design and con-
struction), and then carry out their financing. However, in contrast to traditional forms of lending, project financing allows
lenders to more accurately determine the solvency and reliability of the borrower; evaluate the investment project from
the standpoint of its efficiency, security, risks; predict the final outcome of the PPP project.

The large number of participants in PPP project financing causes some difficulties in organizing partnerships, as it takes a
long time to reach a compromise between partners. Negotiations on the most important financial aspects of the project
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and their regulation may take more than a year. During this time, partners may change. As a result, operating costs are
doubled compared to traditional lending. They can reach up to 10% of the total cost of the infrastructure project.

Oown money — 30%

Private partners
(project initiators)

~  ~

Credit — 70 %

Bank ( Project company

Figure 1. Cash flow in the project form of public-private partnership financing

PPP project financing has been actively used in foreign practice for many years, but until 1996 there was no statistical
information on the volume and structure of sources of its financial support. Since 1996, Project & Trade Finance has
created a database on the implementation of government-business partnership agreements on the basis of project financ-
ing in different regions of the world. At present, such statistics are conducted on a global scale by the analytical agencies
Thomsom Reuters and IJ Global.

In assessing this financing, IJ Global examines the dynamics of its structural sources, including investments by international
financial institutions, loans, project bonds and business equity. So, the data of Figure 2 show that in 2011 project lending
was not carried out at all, due to the exit of banks from the financial crisis. Instead, investments of international financial
institutions prevailed, accounting for 52.7% of the total sources of PPP project financing. However, during 2012-2017, the
situation changed significantly, as loans began to predominate. During this period, their share ranged from 36.4 to 61.6
percentage points. The period 2018-2019 was characterized by an increase in the role of project bonds and investments
of international financial institutions, and in 2020 - project loans.
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Figure 2. The structure of sources of project financing in world practice for 2011-2020, %. Research regions of the world: Europe,
North America, Asia-Pacific, Latin America, the Middle East and Africa (Source: research regions of the world: Europe, North Amer-
fca, Asia-Pacific, Latin America, the Middle East and Africa.)

Given the predominance of borrowed funds in the structure of PPP project financing, a significant number of scholars [12-
15] claim that its implementation is carried out on the principles of bank lending. However, the functions of banks in
project financing are much broader than in lending. They not only provide financial support for the project, but also become
direct participants in the PPP project, managing (participating in the selection of project company founders, preparing
project documentation, project risk assessment, project management, continuous monitoring of their implementation,
etc.), settlement, consulting, warranty and other functions (Figure 3).
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Figure 3. The role of banks in project financing of public-private partnership

Banking activities in the field of PPP project financing are primarily related to the provision of loans. This form of financing
PPP projects can be used by powerful banks that have the ability to borrow or receive funding from parent companies.
Due to the scale of most infrastructure projects, their long implementation period and high cost, most commercial banks
are unable to lend to long-term PPP projects at a low interest rate.

In the context of intensified globalization processes, the PPP project financing mechanism is actively used by the Interna-
tional Bank for Reconstruction and Development, the European Bank for Reconstruction and Development, the Interna-
tional Finance Corporation, and the world’s leading investment banks to help countries with capital shortages. These banks
are also involved in financing projects in Eastern Europe that are experiencing transition difficulties. Eurocredits provided
by international consortia (syndicates) of banks are a common supranational source of bank project financing. In addition
to lending, these institutions are involved in PPP project financing in the early stages as investment advisers. This allows
you to consider in detail all the aspects that may affect the cost of the project and the timing of its implementation.

In the domestic practice of public-private partnership, project financing is the newest form of financing, which emerged in
Ukraine with the advent of foreign creditors. These include banks with foreign capital, in particular OTP Bank or BNP
Paribas, which have introduced new banking services by creating project finance units in their structure.

However, the financial crisis of 2008—2009 did not contribute to the further development of bank project financing in
Ukraine. Its underdevelopment is facilitated by the fact that domestic legislation does not regulate this segment of the
banking services market, as Ukrainian legislation does not even interpret the term «project financing». At the same time,
most banks position themselves on the official websites as active participants in the project financing market, while provid-
ing long-term lending for investment projects. The situation is complicated by the lack of statistics of the National Bank of
Ukraine on the amount of such funding, information on the conditions of participation of banks in such PPP projects. This
indicates the problems of development of this type of banking services.

According to the information provided by domestic commercial banks, Raiffeisen bank Aval is a participant in project
financing in the banking services market (develops individual financing schemes for each project, provides loan repayment
benefits, diversifies project risks); UkrSibbank and Alfa-Bank (both use project financing for construction (reconstruction)
of various types of real estate, implementation of technological and infrastructure projects); Ukreximbank (improves the
process of production (provision of services), organizes the production of new products, co-financing long-term PPP pro-
jects to achieve the strategic goals of the partnership); Kredobank (finances projects to create high-tech industries); OTP
Bank (provides the most complete information on the procedure and conditions of PPP project financing).

In world practice, consortium associations (syndicates) are quite common in the field of PPP project financing, which allows
minimizing financial risks due to their division between creditors. However, in Ukraine, these associations are infrequent,
due to the reluctance of banks to inform competitors about their financial and credit activities, different approaches to risk
management. The most famous domestic banking consortium is Ukreximbank-Oschadbank.

The development of bank project financing promotes opportunities for cooperation with foreign financial institutions. For-
eign commercial banks are quite reluctant to lend to PPP projects due to the impact of various types of risks, including
commercial, macroeconomic and political. However, project financing with the participation of international development
banks, such as the EBRD and the EIB, has become significant. Over 30 years of operation in Ukraine, the European Bank
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for Reconstruction and Development has financed development projects worth more than 14.5 billion euros, with the
leading areas of lending being infrastructure development, energy reform, projects in agriculture, construction and more.
Within the project financing with the participation of the EBRD in Ukraine implemented major investment projects for the
development of transport (rail, road) infrastructure of national importance, port management, modernization of urban
transport in many urban communities of Ukraine [16]. An important area of project financing with the participation of the
EBRD is the implementation of projects to improve the environmental situation in the territorial communities of Ukraine.
This gives grounds to define bank project financing as a powerful financial instrument for improving public welfare, as its
development intensifies the implementation of socially important projects aimed at improving the quality of life.

Along with banking institutions, among the financial market institutions, potential participants in PPP project financing are
insurance companies, guarantor banks, consultants, export credit agencies, etc., which participate in the PPP project
depending on their interest in it. Often these participants make significant changes to the project, which makes it more
attractive and reliable by minimizing risks.

Active participants are export credit agencies — specialized institutions that provide insurance services for export credits.
Thanks to them, supplies of foreign-made goods for PPP projects from different countries are financed: the USA, Germany,
France, Canada, Sweden, China, etc. Cooperation with such institutions has the following advantages: taking credit re-
sources for the long term (from 1 to 10 years), setting favorable interest rates, the ability to provide a grace period to
repay the loan.

However, there are no export credit agencies in Ukraine, which are primarily used by PPP project participants to insure
against risks. After all, the issue of insurance remains out of the focus of legislative activity. Therefore, domestic banks
are forced to turn to foreign insurers, who agree to such cooperation. In Ukraine, in the banking services market, project
financing through international export credit agencies is provided by such banks as Raiffeisenbank Aval, the State Export-
Import Bank of Ukraine, UkrSibbank, Prominvestbank and others.

Given the above, in developed countries, bank project financing is an effective way to raise funds for PPP projects that are
important to the population. It is aimed at improving the quality of education, provision of medical services, compliance
with social standards; improving the tourist and investment attractiveness of the territories. Among the leaders of PPP
project financing in the context of ensuring public welfare among European countries are Sweden, Germany, Italy, France
and the United Kingdom, where the relevant areas of such funding are the implementation of socially important projects
in such areas as education, health, social services. The implementation of these projects leads to the development of social
infrastructure, which directly determines the parameters of the quality of life of society. However, in Ukraine, the social
sphere remains an unattractive area of investment, which is typical for countries with economies in transition. The leading
areas of PPP project financing in Ukraine continue to be the development of transport infrastructure, energy sector reform,
and the construction industry.

CONCLUSIONS

Bank project financing is one of the promising forms of financial support for PPP projects, which has multilateral benefits
for all its participants. However, at present in Ukraine there are a number of problems that prevent its full use, including:

= the absence of legislative acts regulating the procedure of bank project financing of PPP, protect the interests of
creditors and investors;

= lack of experience in using PPP project financing causes banks to misunderstand its essence, which they identify with
lending. As a result, these financial institutions do not evaluate the effectiveness of the PPP project, but the current
financial condition of the borrower and the accumulated assets;

= unfavorable investment climate due to the unstable macroeconomic and political situation in the country. Therefore,
it is expedient for the state to intervene by providing guarantees to banks that finance social PPP projects, insuring
project risks;

. restrictions of the National Bank of Ukraine on the volume of investment, as well as a high rate of reserve funds of
commercial banks, which leads to increased cost of credit;

= imperfection of the procedure for taxation of long-term investment projects of PPP, which provides for the collection
of tax from the investor bank when making an investment. This happens at a time when there is no return on the
project, and there are only costs. This situation increases the cost of the project and reduces its effectiveness;
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the difficulty of attracting financial resources for large-scale projects from external sources, due to underdeveloped
stock market instruments and the network of financial institutions: investment banks, investment funds, trust com-
panies (because the participants in project financing are exclusively universal banks);

high risks of bank project financing of PPPs and insufficient use of financial instruments to manage them;

lack of open information space for potential investors regarding the implementation of PPP social projects.

Given these problems, PPP project financing in Ukraine is a rather risky type of banking activity. The significance for the
bank of the risks associated with such financing depends significantly on the role played by the bank in this operation —
lender, investor (sole or consortium), lessor or guarantor. At the same time, risk management in the PPP project financing
system should be based on a systematic approach and the use of a set of different methods, tools and levers by banks.
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BAHKIBCbKE NMPOEKTHE ®IHAHCYBAHHS AEP)XABHO-NPUBATHOIO NAPTHEPCTBA I MOrO
POJ1b Y 3ABE3MNEYEHHI CYCMNIJIbHOIO AOBPOBYTY

Po3kpuTO 0c06nMBOCTI 3aCTOCYBaHHA 6@HKIBCbKOr0 NPOEKTHOMO hiHaHCYBaHHS Y cdepi Aep>XaBHO-NPMBATHOMO NapTHepC-
TBa (pgani — AMNM). O6rpyHTOBaHO, WO OCOHNMBICTIO 3aCTOCYBaHHA NPOEKTHOrO diHaHcyBaHHa AN € cTBOpeHHs cneuia-
JIbHOI NPOEKTHOI KOMMaHii, sika BianoBsigae 3a Mobinizauito piHaHCOBMX pecypciB AN peanisauii NPOEKTY; HAABHICTb iepapXil
BKJTQAEHHS KOLWTIB; 6inbll 06'EKTMBHE OLIIHIOBAHHS MIAaTOCNPOMOXHOCTI 1 HAAIMHOCTI NO3WUYanbHMKa Ta OLHIOBAHHS Ca-
MO0 MPOEKTY LLOAO Moro edeKTUBHOCTI, 3a6e3neYeHOCTi i PU3KKY; 3HaYHi TpaHCaKUilHI BUTPATV Ha BPEry/toBaHHS iHTe-
peciB YCiX YNeHiB NapTHEePCbKUX BiAHOCKH.

[oBeaeHo, Wo B Cy4acHMX yMOBaXxX posib MPOEKTHOMO BaHKIBCbKOMO KpeaUTYBaHHSA Y CKNadi AXepen MPOEKTHOro giHaHcy-
BaHHS LUBMAKO 3POCTaE, NpU LibOMY posib 6aHKIB y LibOMY MpOLECi 3HAYHO LUMpLUA, HK 3@ TpaauuinHnx dhopM KpeauTy-
BaHHS. BoHM He nuile HafaloTb (hiHaHCOBe 3abe3neYeHHst MPOoEKTY, a M CTaloTh 6e3nocepeaHiMM yYacHUKaMu peanisadlii
npoexTy AMM, 3aiCHIOYM YNpaBniHCbKi, pO3paxyHKOBI, KOHCYNbTaLilHi, rapaHTiliHi Ta iHWi dYHKLI. 3 ornsay Ha cneuu-
¢iky npoekTiB y cdepi AMMN (3Ha4YHMI MacluTab, TpMBaNMin Yac peanizawii, BUTPATHICTb) y4acTb KOMEpLINHUX 6aHKiB y
IXHbOMY (hiHaHCYBaHHi ycknaaHeHa. MpoBiaHy posib Y CTaHOBMEHHI MPOEKTHOrO hiHaHcyBaHHS y cepi AN BigirpatoTb
MiKHapO/IHi 6aHKM PO3BUTKY Ta MidkHapoAHi thiHaHCOBI IHCTUTYLT, Y 3apybiXHii NPaKTUL TakoX BUKOPUCTOBYETLCS Mexa-
Hi3M CMHAMKOBAHOrO KpeauTyBaHHS. NpoTe B YKpaiHi 6aHKiBCbKe NPOEKTHE (hiHAHCYBaHHSI MPAKTUYHO HE PO3BMHYTE, WO
noB’si3aHe 3 MOro iHCTUTYLIMHO i NPaBOBO HEBPEry/bOBaHICTIO. OAMHUYHUIA XapakTep B YKpaiHi MaE 3acToCyBaHHS
MEXaHIi3MiB CMHAMKOBAHOMO KpeauTyBaHHs, a TakoX ¢iHaHCyBaHHA npoekTiB AN yepe3 KpeauTHO-eKCNOPTHI areHuii.
Halbinbluoro po3suTky Habyno npoekTHe ciHaHcyBaHHs AMNM 3a NigTpUMKKM MbKHApOAHUX (HiHAHCOBUX iHCTUTYLIIN, 30K-
pema EBPP, sike KOHLEHTPYETLCS B TaKMX HaNpsiMax, K PO3BUTOK iHPPACTPYKTypu, pecOpMyBaHHS eHepreTuku, byaisHu-
UTBO. Y 3B'A3KYy 3 MM OKpeC/eHO Npo6emMm eKOHOMIYHOr0, MPaBOBOro W YNpaB/iHCbKOTO XapakTepy, siki CTPUMYIOTb po-
3BMTOK H6aHKIBCbKOIr0O MPOEKTHOMO (iHaHCyBaHHSA y cepi AN B YKpaiHi B Cy4acHWUX yMOBaX.

KnrouoBi cnoBa: gepXaBHO-MpUBATHE MAPTHEPCTBO, MPOEKTHE iHaHCYyBaHHS, GaHKIBCbke MPOEKTHE (PiHAHCYBaHHS,
MPOEKTHA KOMMaHisl, MPOEKTHE KPeAWUTYBaHHS, CyCniNbHUIN 06po6yT
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