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Abstract

This paper deals with the issue of opportunism of private actors in Public-Private
Partnerships (PPP). The problem of opportunism in the implementation of a PPP
project stems from the fact that the parties’ relations are strained by the tension
stemming from their conflicting interests. The organizational structure and the modus
operandi of a public actor are aimed at accomplishing and promoting a general
(public) interest. The aim of a private actor is to make a profit. This paper analyzes
the reasons for the opportunism of a private actor in a public-private partnership, with
emphasis on the “hold-up” problem imposed on the public actor. In particular, the
hold-up problem is reflected in the fact that a public actor has to agree with the
changes proposed in the PPP agreement by a private partner. This agreement is based
on the fact that a public partner has no actual opportunity to protect the “initial
agreement” contained in the original contract. The author proposes that the problem of
opportunism shall be resolved ex ante by introducing relevant clauses in the PPP
agreement. These clauses shall oblige the private partner to pay the price for their
opportunistic behaviour. Therefore, the proposed methodology has a pre-emptive
effect on the possible opportunism of a private actor.

Key words: public-private partnership, opportunism, “hold-up” problem,
project-specific investments.
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ONOPTYHU3AM IIPUBATHOI' AKTEPA
KOA JABHO-IIPUBATHOI' IAPTHEPCTBA

AncTpakT

Pag ce 0aBM IHTAakbeM OMOPTYHM3Ma MHPHBATHOT aKTepa W3 jaBHO-IPUBATHOT
naptHepctBa (JIIII). [Ipobnem onmoprynusma y peamuzanuju JIIII mpojexta motude u3
YHECHUIIE JIa OZHOC HBETOBUX aKTEepa KapaKTEpHILEe TEH3Hja CYIIPOTCTAaB/LEHUX MHTEpe-
ca. JaBHHU aKTep je CBOjOM CTPYKTYPOM M HAYMHOM ()YHKI[HOHHCAma yCMEpEH Ka OCTBa-
puBamy M pasBujamy omuiter (jaBHOr) HHTepeca. [IpuBaTHU akTep MMa 3a LHJb OCTBa-
puBame nooutu. Pax ananmsupa pasnore onopTyHusMa npusatHor akrepa JI1II-a y, y3
aKIeHaT Ha mpoOIieM ,,orpaHrdemha n30opa™ jaBHOT akrepa. KoHkpeTHa MaHu(ecTaimja
npo0ieMa orpaHUYCHa U300pa je carialiaBamke jaBHOT akTepa ca U3MEHaMa yroBopa Koje
je mpemIoxkuo mpuBaTtHA maptHep. OBa je carflacHOCT pe3yiTaT YHI-CHUIC N je jaBHU
napTHep 0e3 CYIITHHCKEe MOTYRHOCTH Jia 3allITHTH ,,IPBOOMTHY MOron0y* n3 HeMou(u-
KOBAHOT' yroBopa. ¥ pajiy ce mpeiaxe Kopuinheme YroBOPHOI pelllaBara MpobiiemMa
OIIOPTYHH3Ma Kpo3 €X ante crumynucame ofpeheHHx Kinaysyna y cropasyMmy jaBHOT U
npuBaTHOT TapTHepa. OBUM ce Kilay3ysiaMa IPUBaTHOM MapTHEPY CTaBJba y M3IJIe] IlIa-
hame ,,lieHe 3a onopTyHO ToHamamke. CTora ormicaHa MEeTOJ0JIOTHja UMa PEEMIITHBHO
JIejCTBO Ha MOTYhHOCT OIOPTYHH3MA IIPUBATHOT aKTepa.

Kiby4yHe peun: jaBHO-IPHUBATHO MApTHEPCTBO; OHOPTYHU3aM; ,,hold up“ nmpodiem;
MPOjeKTHO crenn(pUIHEe HHBECTHIIN]E

INTRODUCTION

Public-Private Partnership (hereinafter: PPP) is a framework for
resolving the tension between the public and the private sector, primarily
for the purpose of raising the quality of establishing, accomplishing,
protecting, and developing the public interest (Cvetkovi¢ & Milenkovié-
Kerkovi¢, 2011, 758—759). This tension is generated by the conflicting
nature of the basic characteristics of these two sectors. The organizational
structure and the modus operandi of the public sector are aimed at
protecting, accomplishing, and developing the general (public) interest. The
private sector is based on private initiative, primarily aimed at making a
profit. This distinction is the key factor in understanding the structure and
the implementation of a public-private partnership.

! In Serbian legislation, the subject matter of public-private partnerships is regulated
by the Public-Private Partnership and Concessions Act (Official Gazette of the Republic
of Serbia, No. 88/2011). Public-private partnership is one of the three methods of putting
infrastructure project into effect and exercising the public interest activities. The other
two are: the implementation of these projects by using private financial, personal, and
other resources (the so-called “in house” method), and financing these projects by means
of loan capital. As compared to the other two methods, the PPP profitability is estimated
by comparing the values obtained by applying each of the three methods in a specific
project. The Commission for Public-Private Partnership and Concessions of the
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OPPORTUNISM OF PPP ACTORS

The problem of opportunism in the implementation of PPP projects
stems from a general attitude that the actors of a public-private partnership
feature the elements of “bounded rationality” — the boundaries of their
rationality are defined by their interests.

The rationality of a public partner is based on the achievement of
political goals. In transition countries, this rationality seldom lasts longer
than an election period, which is inconsistent with the prospects of
considering the rights, duties, and responsibilities of the PPP project parties
in a period of several years or even decades’.

The rationality of a private partner is governed and restricted by
the market-oriented action model, which generally does not make allowances
for the public interest whose exercise is a constituent part of a public-
private partnership.

The potential for opportunism is largely determined by the interest-
based rationality of the PPP actors. The opportunism of parties involved
in a public-private partnership is reflected in a tendency of one party
(either the public or the private entity selfishly pursuing its own interests)
to oblige the other party to act in a manner which is contrary to the
governing PPP principles in concreto stipulated in the PPP agreement.

The opportunistic behaviour of a private actor is illustrated in the
following example. Upon entering into an agreement with a public partner, a
private partner assumed the obligation to carry out a project concerning
the construction and exploitation of a waste processing facility. The project

Republic of Serbia adopted a document called “Methodology for the Earned Value
Analysis in Relation to the Invested Funds (“Value for Money”) in Public-Private
Partnerships and Concessions”. This document concisely defines the notion of the
“value for money” methodology (paragraph 3, page 1): “The assessment of the earned
value in relation to the invested funds (determining “Value for Money”, VM) refers to
the application of an analytical procedure involving the use of quantitative tools in order
to determine whether tax payers would have more benefits from the application of the
traditional investment model, where a public entity acts as the investor assuming all or a
substantial part of the public investment risk, or whether it would be more beneficial to
use the services of bidders from the private sector, thus transferring (allocating) most of
the risk involved in a public-private partnership relations onto them. Therefore, the idea
of maximizing the earned value for public funds is based on the transfer of certain public
investment risks onto the private partner. The public sector acts as a procurement agent
whose goal is to provide some public service to the end-user, whereas the private
sector acts as a contractor who provides the agreed services stipulated in the contract”.
This methodology is available at the Commission website: http://www.ppp.gov.rs. For
more information on the application of the PPP concept in specific fields, see:
Lepoti¢-Kovacevi¢, 2012.

2 The Serbian Public-Private Partnership and Concessions Act prescribes that a PPP
agreement may be contracted for a period of at least 5 years and that it shall not exceed a
period of 50 years. See: Article 18, par. 2 of this Act.
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was to be realized in two stages: the construction stage and the exploitation
stage. Although the contract covered a period of ten years, the private
partner intended to terminate the contract after five years (which was the
due date for finishing the construction stage and beginning the exploitation
stage). Thus, after finishing the construction stage and collecting the payment
for construction works, the private partner decided to terminate the contract
before the expiry of the agreed term. First of all, this means that the private
partner is no longer entitled to receive payment from the exploitation of the
facility; second, the private partner is obliged to pay damages for the breach
of contract. The breach of contract was justified by a more convenient
pending business opportunity which called for a relocation of the private
partner’s human resources and logistic capacities onto another more
lucrative project; the profit margin from that project enabled the private
partner to incur considerable financial gain, even after paying damages for
the breach of contract.

In the PPP context, the direct reason for the occurrence of
opportunism is the fact that the selection of a private partner is performed
within the competitive, market-based discourse, in the process of a public
procurement.> On the other hand, negotiations about amending and
supplementing a contract are a matter of bilateral agreement. Therefore, the
public procurement procedure, which implies the selection of the most
favourable (cost-effective) offer in line with the market-based criteria®, is

® Under the Serbian legislation, the public procurement procedure on awarding the right
to carry out a PPP project is regulated by the Public-Private Partnership and Concessions
Act and the Public Procurement Act (Official Gazette of the Republic of Serbia, No.
124/2012) to which the PPP Act explicitly refers. The Public Procurement Act is
incorporated by reference in the content of the PPP Act. The wording of the PPP and
Concessions Act leads to the following conclusions: the provisions of the Public
Procurement Act regulate the procedure for awarding a public contract to carry out a
PPP project without the elements of concession; the provisions of the Public-Private
Partnership and Concessions Act regulate the procedure for entering into a public
contract on a PPP project with the elements of concession (Cvetkovi¢ & Sredojevic,
2012, p. 49).

4 According to Article 85, paragraph 1 of the Public Procurement Act, the offer
evaluation criteria are 1) the most favourable (cost-effective) offer or 2) the lowest bid.
The criterion for the most favourable (cost-effective) offer is based on different
elements, depending on the subject matter of the public procurement; these elements
may be: 1) the offered price set by the bidder; 2) a discount on the prices stipulated in
the buyer’s pricelist; 3) terms of delivery or performance of services/works, including
the minimally acceptable and ultimate time limits which do not affect the quality of
goods, works, or services; 4) current costs; 5) cost-effectiveness; 6) quality; 7) technical
and technological benefits; 8) environmental benefits and environment protection;
9) energy efficiency; 10) post-sales maintenance and technical support; 11) warranty
period and type of warranty; 12) obligations in terms of spare parts; 13) post-warranty
maintenance; 14) number and quality of hired personnel; 15) functional characteristics, etc.
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replaced by bilateral agreements, in which case the private partner essentially
has a monopoly (considering the private partner’s lack of flexibility in terms
of finding a new contractor within the specified time limit).> Given the lack
of proper methodology, the contract proceeds are redistributed in favour of
the private partner, which ultimately entails “less value for (taxpayers’)
money” and results in economically inefficient administration and
procurement of services of public interest.® The likelihood of opportunism
arises from the fact that public-private partnership agreements are basically
incomplete contracts.

The possible opportunistic behaviour of a private partner in the
process of creating a public-private partnership may be regarded as a risk
for the public partner. As the binary enumeration of risks includes endogenous
and exogenous risks, the risk of opportunism has the characteristics of an
endogenous risk which can be prevented (or generated) depending on the way
a contract is formed. On the other hand, exogenous risks are a result of
unpredictable circumstances which are beyond the influence of the contracting
parties.’

The opportunistic behaviour of a private partner can occur ex ante
(before the contract is signed, i.e. during the bidding stage) or ex post (after
the private and public partners signed the contract).

An example of ex ante opportunism is the so-called aggressive
(opportunistic) offer by a private partner. In this kind of offer, the bidder (a
potential private partner) assumes that he will not be obliged to perform all
the contractual obligations either because there is the ‘“asymmetry of
information” (a disproportion in the quality and scope of knowledge of public
and private partners) or due to high transaction costs and/or the political
consequences of substituting the selected partner with a new one.®

% For more, see infra, in the discussion about the public partner’s “hold-up” problem.

® See supra note 1.

" This classification is taken from: Radulovi¢ & Nenezi¢, 2012, pp. 195-196.

® The relation between the quality and the scope of knowledge of public and private
partners in a PPP is called the “asymmetry” of information. For example, in a PPP
related to water supply, a public partner has an advantage in relation to a private partner
because the former has the knowledge about the quality of the existing infrastructure of
the water supply system, its distribution, availability, etc. Local governments have their
own (“private”) knowledge about the quality of the infrastructure (pumps, pipelines,
measuring system); this kind of knowledge is an added value considering that the
assessment of the quality of the water supply structure is an excessive financial burden
for a private partner (if possible at all); in comparison to electric power plants which are
easily accessible, the pipelines of the water supply system are mostly underground,
which makes the evaluation more difficult. As opposed to the public partner, a private
partner has special knowledge about the technological aspects and modes of funding the
water supply project. However, the public partner is not aware of the technological
capacities of the private partner, nor is he familiar with the structure of his costs and
productivity level (all this knowledge is in possession of the private partner). As both
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Ex post opportunism (which occurs in the process of putting a PPP
agreement into effect) may be illustrated by a restricted number of options
available to the public partner in the process of deciding on its course of
action (hereinafter: the “hold-up” problem) in case the contract was breached
by the private partner. This issue will be discussed in the next section of this
article.

THE PUBLIC PARTNER'S “HOLD-UP” PROBLEM

The “hold-up” problem is a type of opportunistic behaviour of a
private partner in the context of public-private partnership relations. It occurs
when the scope and the structure of the optimal transaction (including the
quality of service, time of delivery, the quantitg/ of products/services) cannot
be ex ante defined with considerable certainty.

The “hold-up” problem is a form of ex post opportunism of one
contracting party stemming from the specific purpose of the transaction
elements. Therefore, the other party is in an inflexible position (without
alternatives). In the PPP context, this specific feature primarily refers to
technology, human resources, and the know-how of a private partner. The
success of the public partner’s investment depends on the actions of the
private partner, who has the knowledge and ability which cannot be easily
substituted on the market.

In essence, the “hold-up” problem in the PPP context refers to a
situation where a public partner allows an investor to invest funds into a PPP
project, after which a private partner modifies the distribution of benefits so
as to gain more profit from the PPP project than he is reasonably expected to
collect on the basis of his own investments.

The “hold-up” problem has significant effects on the relationship
between the contracting parties in a public-private partnership.

First of all, there is a rise in the cost of contract negotiations; in
order to avoid the hold-up problem, the public partner takes actions aimed

parties have an “information advantage” in some segments, the information they have
on specific issues is asymmetric (Cvetkovi¢, 2013). In law, the issue pertaining to the
asymmetry of information is partially resolved in the discourse of Game Theory. See:
Douglas G. Baird, Robert H. Gertner, Randal C. Picker, 1994. For more information
on the application of Game Theory to the structure and concept of public-private
partnerships, see: Ping S. Ho, 2013, pp. 175-207.

® The paradigm of the “hold-up” problem dates back to the 1920s. Fisher Body, a
company specializing in the production of automobile bodies, was the only company
which produced components according to the General Motors specifications. Given
the significant increase in demand for the components, the manufacturer Fisher Body
took advantage of this unexpected opportunity and increased the cost for the
additional quantities of delivered goods. As a result, General Motors took over Fisher
Body in 1926 (Rogerson, 1992).
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at eliminating the risk of opportunistic behaviour of the private partner.
These actions include their own costs, and they eventually fall onto
consumers and users of goods and services of public interest.® Even if such
situations were predictable and clearly stipulated, the contract transaction
costs remain high as they include the costs of determining ex ante the
contract terms through negotiations, the guarantees for contract performance,
the ex post costs related to modifying the contract given the problems in the
enforcement of contractual obligations arising from legal voids, and the like.

Secondly, the contract stability and legal certainty are undermined
because the private partner is now given an opportunity to be more
flexible in accessing his own interest and to make use of the inflexible
position (the “hold-up” problem) of the public partner; namely, the public
partner is not in a position to choose an alternative private partner, either
due to the extremely high costs of the private partner selection process or
because it is highly unlikely that a new private partner (who is supposed
to replace the previous one after the contract is terminated) would be in
the same factual position as the previous one.

Finally, the “hold-up” problem leads to reducing the effects of
applying the market-based principles in the process of selecting the most
suitable partner; the current private partner has an advantage due to the
inflexibility of the public partner who has limited alternative solutions at
his disposal. The ultimate consequence is that investments in the public
sector have a lower efficiency rate; the “value for money” generated for
the benefit of the public sector' is inadequate in comparison to what it
would be if the “hold-up” problem did not exist.

A concrete manifestation of the “hold-up” problem in the PPP context
is the situation in which a public partner (as the party in the “hold-up”

19 This increase in the contract-related “transaction costs” is a direct result of the intrinsic
nature of a PPP agreement, which is largely relation-driven and thus “incomplete” (the
consequence of which is that the contracting parties may not predict the changes which
may stem from altering the context of the contractual relation. Incomplete agreements
define the transaction in which both parties agree that it is impossible or economically
inefficient (to an extent which makes the contract meaningless) to ex ante define future
difficulties and circumstances of the contract (Ayres, lan & Robert Gertner, 1992, pp.
729—730). The relation-driven nature of a contract is the subject matter of analysis of the
theory of relational contracts. The theory of relational contracts was developed as a result
of recognizing the existence of the so-called “incomplete” contracts. As compared to the
“complete” contracts, the parties to “incomplete” contracts define only the key elements of
the contract; the other elements are subject to silent/tacit agreement on future adjustments.
The reason for this approach lies in the fact that a detailed planning of complex contractual
relations is financially and logistically demanding. The key to reading a relational contract
is an attitude that a contractual relation changes alongside with altering the context of the
contractual relationship (Cvetkovi¢, 2014). For more about the notion and characteristics
of relational contracts, see: Macneil, 1978.

1 See supra note 1.
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position) agrees to modify the contract by introducing changes proposed by
a private actor. The feature underlying the parties’ agreement in this “hold-
up” situation is as follows: the agreement is not the result of a market-driven
evaluation of the public partner’s interests (i.e. the assessment is not based on
the “Value for Money” analysis). The given consent is a consequence of the
fact that a public partner (the consenting party) is not in a position to actually
choose the method of exercising his rights (interests) by protecting the initial
agreement (contained in the original contract). The decision of the public
partner (who is subject to the “hold-up” situation) to terminate the contract
would (even in case of a civil dispute) significantly degrade the quality and
quantity of performed activities and services provided in the public interest.
This degradation is a result of the fact that finding a relevant substitute for
an opportunistic private partner in the PPP construction is not a simple task;
in addition, the legal remedy for the incurred damage shall not be limited to
the award of monetary (pecuniary) damages but it should also include (non-
pecuniary) damages for the loss of the public partner’s reputation on the
“political market”.*?

“Asset-specific investment”. The hold-up problem is related to the
nature of the investment by a subject whose flexibility is limited; namely,
it is an investment without the alternative use value, i.e. an “asset-specific
investment”. Asset-specific investments are permanent investments
whose value is smaller or non-existent if they are used in an alternative
way (which is not stipulated in the contract). The re-use of asset-specific
investments (beyond the form of exploitation envisaged in the basic
contract) is not possible without the loss of their intrinsic value in case
the contract is terminated before the expiry of the agreed term.

The result of an asset-specific investment is the occurrence of sunk
costs; this term refers to irreversible costs which cannot be recovered. An
example of this kind of costs is an investment in the construction of a
network for the transport of energy; in case a private partner abandons/
withdraws from the project and stops the supply of energy, their prior
investments in the project becomes sunk costs; as the network does not have
an alternative use value, these costs cannot be redeemed by involving a new
private partner. Klein and Leffler (1981, 619) define sunk costs as “the non-
salvageable part of an advance commitment”. Therefore, in case of a “hold-
up” situation, “sunk” costs become the (key) argument for the partner who
has limited options at his disposal to accept the changes in the contract which
are opportunistically proposed by the other partner. The offer of the
opportunistic partner is based on his flexible contractual position, as

12 As contrasted with the benefits from economic activities, the benefits of the
public actors are not measurable. The political “market” (which is the place where
the “goals” of public actors are achieved) is not expressly regulated by the laws of
supply and demand.
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compared to the inflexible position of the other contracting party, whose
options are limited. This places the market mechanisms into a subordinated
position in relation to the opportunism of the party who takes advantage of
the “hold-up” paradigm in a specific contractual relationship.

Bearing in mind that practice generates different types of specific
investment relations, the asset-specific investment may have various
forms. These forms can be narrowed down to four types of asset-specific
forms of investment:

a) A situs-specific form of investment occurs when two facilities
are located near one another for the purpose of minimising transportation
costs; it occurs when the facilities are not mobile or cannot be relocated
due to unsustainable costs of such allocation. For example, if the project
refers to the construction of a waste processing facility, the significance
of this type of asset-specific feature is extremely high due to the costs of
dismantling the facility and its transfer to another location.

b) An object-specific form of investment occurs when specialised
equipment is used for the production of certain goods; for example, the
efficiency of coal-fired boilers in a power plant producing electric energy
from coal (a thermal power plant) can be increased if the boilers are designed
for the use of a specific type of coal. However, if the production process
involves the use of a type of coal which has not been taken into consideration
during the construction of boilers, there is a probability that the working
efficiency of these boilers will be significantly reduced due to the distinctive
characteristics of the newly-used type of coal (different calorific value,
composition and the like)*. Therefore, an alternative use of such a facility
(the machines and equipment constructed for specific production processes)
outside the context of the initial transaction has a significantly lower value.

¢) A principal-specific form of investment refers to the user of
products of investment (a principal). The investor (agent) has constructed a
facility in order to provide a public service to a specific principal. If the
relationship between the agent and the principal ends too soon or changes in
any way which reduces the economic profitability of the project, the investor
(agent) is left with significant capacities but without the possibility to change
their purpose. Here is a hypothetical illustration of such an unjust situation:™*

13 A similar example of a highly specific form of investment is an investment in a
waste management facility: if the facility was originally constructed to be used as
an incinerator but has to be transformed into the facility for the production of
electric energy, such transformation is financially unreasonable.

1 The following example shows that it is also possible for a private partner to
experience a “hold-up” problem. It should also be noted that there is a possibility of
efficient protection of the private partner by using the so-called “stabilisation clause”
from Article 52 of the Public-Private Partnership and Concessions Act. See more in:
Jovanovi¢, 2012.
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an entrepreneur has constructed a factory for the processing of electronic
waste (old mobile phones, computer chips, etc.) under the assumption that he
will receive government subsidies for this type of processing (given that
removal of hazardous waste is a form of protection of the public interest).
This fact is an important element of the context of the agreement which the
entrepreneur contracted with the buyers of raw materials, which are
manufactured from the processed waste. The absence of government
subsidies changes the context of the agreement between the entrepreneur and
the buyers of raw materials, whereby the investment is deprived of the
substantive cause for which it has been originally made: the investment has
been put into effect in order to meet the specifically defined characteristics of
the principal (the state government whose policy is to eliminate electronic
waste). In this case, the change of the context of agreement is equal to
contract abandonment, and the agent is left with the facilities which are
useless from the aspect of economic efficiency.

d) Investment in human resources refers to the investment in
knowledge, development of subject-specific experts, and building trust
through a continual learning process. This form of investment occurs when
one party values the knowledge of another party more than a third party; for
example, the design and development of the model of a specific facility is a
complicated and time-consuming process which requires cooperation
between public and private partners. Therefore, the private partner gains
some knowledge about the needs and ways of satisfying the specific needs of
the public partner: it is a “know-how”” which has no substitute on the market
(as the knowledge is available only to the participants of a specific project).

Therefore, asset-specific investments have an adequate market
value for partners if they serve the purpose of fulfilling a concrete contract;
however, their value is significantly smaller for any third party or for the
contracting parties in case the contract is terminated. At this point, there is
an issue of the criterion for establishing the difference between the
investment value working towards the contract performance (on the one
hand), and the investment value in case the asset has an alternative use (if
possible at all), on the other hand. This difference may justify the
conclusion that an investment is an asset-specific investment. Concurrently,
it should be borne in mind that any minor difference between these values
is not a sufficient argument for drawing such a conclusion. In order to
determine the “asset-specific” value of an investment, the criterion for
differentiating between the investment value aimed at contract performance
(on the one hand) and the investment value which may have an alternative
use (on the other hand) is as follows: an asset-specific investment is
deemed to be an investment whose value, in the event of being sold to a
third party for an alternative use, is lower than the original investment
amount. In case of a PPP, this definition has to be aligned with the subject
matter of the public partner’s investment project; hence, an asset-specific
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investment refers to the disposition of a public resource for the benefit of
a private partner and for the purpose of accomplishing a more efficient
performance of public services. The analogy with this criterion for
determining which investment is deemed to be “asset-specific” in the context
of a PPP is that, in case a contract with a specific private partner has been
terminated, the overall level of quality in performing services of public
interest may be lower than the one which was present before the performance
of activities was transferred to the public partner.®> Namely, private partners
will tend to use their activities and profit to cover their expenses first (to pay
back a loan and to make a profit) rather than increase the value of an
investment as such. They do not have such an interest considering the fact
that, in the long run, the benefit from an increased value of an investment
goes to the public partner (after the PPP expires). The above situation can
jeopardize the security and the quality of providing services of public
interest; namely, after the expiry of the agreed term for the private partner’s
exploitation of the facility, there may be some maintenance, replacement,
or repairs costs which are too high because the private partner did not
invest sufficient funds in those activities in the previous period (the private
partner had no interest to invest further considering that the ownership of
the facility was to be transferred to the public partner).*®

The previously described evaluation of the difference between the
investment value serving the purpose of contract performance and the value
of investment which may have an alternative use makes sense if it is
performed ex ante; when the results of such evaluation show that an
investment is an asset-specific one, it is necessary to apply methodological
mechanisms in order to prevent the risk stemming from the aforementioned
investment feature."’

The consequences of the “hold-up” problem. Legally speaking, the
“hold-up” problem is manifested as a disruption of the contractual balance.
This imbalance can also be anticipated: a potential contracting party shall not
enter into the agreement because he anticipates that, once he performs his due
obligation, the other party will pursue the modification of the contract and
thus disrupt the originally agreed contractual balance. In case of a public-

% In the context of the legal system of the Republic of Serbia, the sub-criteria for
determining the quality of the performance of an activity should be the same as the
criteria for the most favourable offer, as prescribed in the Public Procurement Act
(whose norms are incorporated by reference in the content of the Public-Private
Partnership and Concessions Act, which includes a referral to the provisions of the
Public Procurement Act). See supra note 4.

16 See more on the lack of necessary investing in the described situation in: Robert E.
Scott & Paul B. Stephan, The Limits of Leviathan: Contract Theory and the
Enforcement of International Law, 2006.

17 See more about the methodology infra in the discussion about the methodology of
overcoming opportunism.
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private partnership, an “asset-specific” investment by a public partner implies
the disposition of a public resource for the benefit of a private partner. This
disposition per se does not create a “hold-up” situation. Namely, the problem
of limited options in a PPP has its dynamic genesis. In the first phase, a
private partner first acquires specific knowledge about the project, which is
his comparative advantage in relation to other private partners who are
interested in continuing the activity after the expiry of the original contract
between public and private partners (it implies knowledge about the structure
of network facilities in infrastructure projects, the necessary investments
needed for maintaining the level of provided services, establishing and
developing contacts in a relevant markets of goods and services, the
coordination with activities conducted by a private partner in other projects,
etc.). Having all this knowledge, in the second phase, the private partner is in
a position to use the “inflexibility”” of a public partner who is not in a position
under reasonable conditions, to easily replace the former private partner with
anew one via market."®

The anticipation of the “hold-up” problem in the process of deciding
on the implementation of a PPP project may result either in the public
partner’s withdrawal from the investment or in the decline of the
investment efficiency. In the former case, the withdrawal is caused by the
public partner’s incapacity to eliminate the “hold-up” problem by using a
specific methodological approach (allocation of risk, insurance, bank
guarantees). Ultimately, the result of the decision not to invest is the lack of
the sustainable renewal and development of the public sector. In the latter
case, even if the public partner opts to perform activities or provide services
of public interest either independently or by using the loan capital, the fact
is that the described forms of investment will not be optimal if the “value
for money” analysis shows that a higher value is earned for public
resources in case the project is carried out in the form of a PPP.**

METHODS OF OVERCOMING OPPORTUNISM

Opportunism is an inevitable working assumption in the process of
contracting. Yet, opportunism may be limited or even fully excluded from
contractual relations® by means of cooperation and the mechanisms for

s

8 For more about the imbalance of negotiation power as a result of a “hold-up’
situation, see: Posner, 2010, p. 118.

1% See supra note 1.

2 One of the mechanisms for acquiring this knowledge is the competitive dialogue
procedure. The Public-Private Partnership and Concessions Act expressly recognizes
the competitive dialogue procedure (see: Article 23, paragraph 2, item 2, of this Act,
Official Gazette of the Republic of Serbia, No. 88/2011), which is elaborated in detail
in the Public Procurement Act (see: Article 37 of the Law, Official Gazette of the
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discovering relevant information in the process of drafting a contract (in
order to curb the problem of the asymmetry of information).?* Ultimately,
the lower level of opportunism enables the optimal level of investments.

The problem of opportunistic behaviour is resolved ex ante by
stipulating relevant provisions in the contract between the public and private
partners. The ex post method, which is reflected in the use of market
mechanisms and the process of selecting a new partner, is of no significance
for the concept of a PPP; if such a possibility existed, the question of
opportunism would not be raised at all since the public partner would not
experience a “hold-up” problem.

Firstly, the contract clauses can be used to secure that the public
partner keeps the benefits arising from the results of a PPP. For example,
if a PPP is related to the field of waste management, the public partner
can prevent opportunism by retaining the ownership right over all

Republic of Serbia, No. 124/2012, passim). It is a procedure whose primary purpose is
the realization of long-term infrastructure projects and other projects of public
interest, and projects which are realized in modern market-based economies in the
form of public-private partnerships. In essence, a competitive dialogue enables the
public partner to act as a private partner in the course of the selection process proceeding;
he is able to search for the best possible solutions available on the market in order to satisfy
his own needs. The effects of a comparative dialogue can be illustrated by the following
example: in PPP projects, there is a risk that some technology, which has been defined as
relevant in the contract with a public partner, becomes outdated in the contract period. This
situation occurs if a public partner, while defining the conditions for the participation in the
process of selecting a private partner, has left out the obligation of interested parties to
replace their existing technology with the new one if the existing technology becomes
outdated during the contract period (the risk of outdated technology). For the public
partner, this lack of this obligation creates “known-unknowns”; in general, a technological
development may occur during the implementation of a PPP project (the longevity of these
projects only increases the probability). Anyway, the public partner may underestimate this
risk or may not have enough information about it. When such technology becomes
outdated, the public partner finds himself in the position where he has to pay to the
private partner the same amount which he could have used to buy more advanced and
more efficient technology (if he had provided himself with such a possibility ex ante).
Concurrently, public partners from other countries (in case of international competition)
or other local communities (in case of the national market competition) use the new
technology or pay a lower price for the old technology (which is lower than the one paid
by the public partner who has not anticipated the possibility of replacing the
technology). Therefore, in essence, a public partner who has not anticipated the
possibility of replacing the outdated technology may potentially suffer economic
deprivation. This situation may be overcome by a competitive dialogue if the
participants are required to specify the technology which they will use in a specific case,
providing extensive information about its origin, characteristics, the deadline of
technological depreciation, etc. Using these data, the public partner can evaluate with
more certainty the probability of risk stemming from the outdated technology. For more
on the competitive dialogue procedure, see: Velickovié, 2013, pp. 526—538.

2! For more about the asymmetry of information, see: Cvetkovi¢, 2013.
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facilities and mechanization (subject to the terms of contract) which were
in the private partner’s possession at the moment when the contract was
terminated prior to the expiry date. This significantly reduces the likelihood
of the private partners’ opportunistic behaviour. An example of the “retention
of benefit” clause is a contractual provision which regulates the issue of
transferring a project from the existing to a new private partner who has been
selected after the contract with the existing private partner has been
terminated. Namely, given that the realization of a PPP project requires
cooperation between public and private partners, the latter acquires some
knowledge about the requirements and methods of fulfilling contractual
obligations towards the public partner. This knowledge is highly specific: it
refers to a “know-how” which is acquired in the course of contract
performance. The transfer of this knowledge requires an active attitude of the
titleholder of that knowledge (the original private partner). This active attitude
has to be defined as a contractual obligation of the original private partner,
which implies a specific sanction if the original partner does not fulfil his
obligations during the “transitional period” (the period of transferring the
contract from the former to the new private partner). This sanction has to be
actually applicable and independent from court mechanisms (for example,
retaining a certain amount of the due payment if the original private partner
does not fulfil his obligations during the transitional period).?2

Secondly, opportunistic behaviour may be prevented by imposing an
obligation upon a potentially opportunistic partner to “pay the price” for his
own opportunism. Thus, contractual clauses may include provisions defining
the securities for the public partner, which imply the payment of monetary
compensation by the private partner in case the contract is terminated before
the expiry date. These securities must be credible: a credible security
instrument is the one which provides for the full compensation of the public
partner, in case the contract has been breached/terminated by the other party
before the expiry date (for example, the obligation of paying damages for the
breach of contract by a private partner who breached the contract without
cause). In legal terms, a credible security instrument is the one which makes
the termination of contract unsustainable from the perspective of the private
party who acts opportunistically. The legal credibility is a consequence of the
economic credibility of providing securities for the public partner. The
economic credibility of securities makes the breach/termination of contract
an unprofitable option for the private partner, which (in turn) diminishes the
likelihood of his opportunistic conduct. At this point, it should be noted that
the contract may be preserved (even if the private partner insists on the
termination) by ensuring the financial support of a PPP project financier. The

22 The described retention of benefit by a public partner is also applicable in case the
selection of a private partner is a result of the expiry of the PPP contract (and not
necessarily due to the breach or termination of a contract).
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financier may “enter” into the agreement only providing that there is a direct
contract between a public partner, a private partner, and a financier in
accordance with Article 49, paragraphs 3-6 of the Public-Private Partnership
and Concessions Act.”®

An opportunistic behaviour can also be prevented by providing
contract clauses which define the consequences of an initially opportunistic
offer by a private partner. For example, a private partner has been authorized
to carry out a PPP project after making an aggressive (opportunistic) offer
and bidding a lower price. The offer is based on the expectation that the
public partner will find himself in a “hold-up” position as soon as the parties
embark on the contract implementation, either due to the fact that the private
partner eventually gains relevant project knowledge which is unparalleled on
the market or given that the process of replacing the existing private partner
would be financially and logistically draining to an extent that makes the
effort inconsequential. The private partner will take advantage of this new
(anticipated) position of the public partner by requesting some changes in the
terms of contract for his own benefit. The likelihood of the private partner’s
opportunism, which is based on the “hold-up” position of the public actor,
may be reduced by introducing a relevant clause in the model contract (which
is defined ex ante in the process of selecting the most favourable private
partner); this clause shall_stipulate that the private partner has the right to
change the original terms of contract only if the contract implementation
costs exceed a specific percentage of the contract value. If the agreed
percentage limit is high (e.g. 10 percent or above), it will influence the
private partner’s decision to withdraw his initial opportunistic offer; yet, if he
decides to stand by the aggressive (opportunistic) offer, the project business
results may turn out to be less lucrative than he anticipated when placing the
aggressive offer. For example, if he has made an aggressive bid by
stipulating a lower contract value and the contract implementation costs
eventually exceed a specific percentage (which is lower than the agreed
percentage limit stipulated as a requirement for changing the contract terms),
he is at a loss because he is not entitled to change the contract. Considering
the fact that he may not pursue the change of the contract value as long as the
contract implementation costs do not exceed a specific percentage, he will
not be able to transfer the costs of his ex ante opportunism (prominent in the
bidding phase) onto the public partner by demanding ex post (after being
authorized to embark on the implementation of the contract) the increase of
the contract value.

28 See an extensive analysis of this option in: Nenezi¢ & Radulovié, 2012, p. 65.
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ONOPTYHU3AM IIPUBATHOI' AKTEPA
KOA JABHO-IIPUBATHOI IAPTHEPCTBA

Hpeapar H. IIBeTkoBuh
Yuusepsuret y Humry, [IpaBan dakynrer, Hum, Cpouja

Pe3ume

JaBHO-TIpMBATHO MapTHEPCTBO OKBHUD j€ pellaBama TeH3uje u3Mel)y jaBHOT U mpu-
BAaTHOT CEKTOpA, a y LJbY MOAM3amka KBAJIUTETA pealiM3alyje, 3alTUTE U pa3Boja
jaBHOT HHTepeca. AKTepe jaBHO-TIPOjEKTHOT MapTHEPCTBA KAPAKTEPHIIY Pa3lIU4UTH
MHTEPECH: jaBHU aKTep je HAYMHOM (YHKIMOHHCAba YCMEpEeH Ka 3allTUTH, OCTBapH-
Bamby M pa3BUjamy jaBHOT MHTepeca. [IpMBaTHM CEKTOp 3aCHOBaH je Ha IPHBATHO]
WHUILHjaTUBH YCMEPEHOj Ka OCTBapHBamby JOOUTH.

Narepecuma nedunncana parponanHoct akrepa JI1I1-a ycranoBsbaBa moTeHImjat 3a
BUXO0B onopTyHn3aM. ONOpTyHH3aM MIPUBATHOT aKTepa jaBHO-TIPUBATHOT MAPTHEPCTBA j&
HACTOjambe J]a 3aXTEeBa OJ1 jaBHOT aKTepa MOHAIAKE KOje j€ CYIPOTHO NPHHIUIIMA Aepu-
HucaHuM y yrosopy o JIIII-y. Onpende oBor yroBopa, euHHCaHE KPO3 IMOCTYIAK jaBHE
Ha0aBKe y KOME c€ O HajIIOBOJbHH)Oj TIOHYIN OJUTYdYje KPO3 TPIKHUIIHE KPHUTEPHjyMe, 3a-
Memyje ce OmaTepajHiIM noroxdama y KojuMa NPHBaTHY IapTHEpP CYIITHHCKHU UCTyMa ca
no3uije MoHomnoucte. Onrcana CUTyalja, y OJCyCTBY OIroBapajyhie meromonoruje,
BOJM 0 PEMCTPHOYIHje pe3yiTaTa yToBopa y KOPUCT PUBATHOT NApTHEPa, IITO NMa 32
pe3yJITar ,,Mamy BPEIHOCT 3a HOBAIl" IOPECKUX 00ABE3HHUKA, OJJHOCHO EKOHOMCKH Heedu-
KacHO BpLICHE yCITyra O]l jaBHOT HHTEpeca.

OnopTyHUTET MPUBATHOT MapTHEpPa MOXKE CE jJaBUTH €X aHTe (Ipe HEero IUTO je
YroBOp 3aKkJby4eH, Aakie y (a3 mopHoLIeHma MOHYZAE), OMHOCHO €X post (HakoH
3aKJbyUeHha YyrOBOpa Ca JaBHUM MAPTHEPOM).

IIpumep ex ante omopTyHH3MA je T3B. arpecHBHA (OMOPTyHA) MOHYAA HPUBATHOT
naptHepa. OBa IMOHyJa CaApKH HoJaTKe U obaBe3nBama 3a Koja MOHyAMIal (MOTeH-
[MjaJHM TIPUBAaTHU MapTHEp) IPeTIHoCcTaB/ba na Hehe MopaTH Ja MX WCIYHH Y Iie-
J0CcTH, OMII0 300T YMIbEHHMIIE J1a TIOCTOjU aCHMETPUYHOCT nHpopManuja y oAHOCY Ha
jaBHOT TapTHepa, OWIO 300T BHCOKMX TPAHCAKIMOHHX TPOIIKOBA OJHOCHO IIOJIH-
THYKHX MOCIENIIA 3aMeHe U3a0paHoT MapTHepa HOBUM.

IIpumep ex post omopTyHH3Ma (KOjU C€ jaBjba y TOKOM peasM3alije yroBopa o
JIIII-y) jecte orpaHWYerma OMIMja 3a U300p TOHANIAKka jaBHOT ITAPTHEpA y CIy4ajy
MOBpeie yroBopa KOjy YHHU NPHBATHH MapTHEP (MpobieM ,,orpaHnuema n3bopa’; e.
,»hold up“ mpobiem).

“Hold up” mpobiieM je 00K eX post OMOpTYHH3Ma KOjU HacTaje 300r Crenu-
(uuHe cBpxe eneMeHaTa TpaHcakiuje. Ctora je npyra cTpaHa y He(JIeKCHOUITHOj To-
sunuju (6e3 anrepHaTHBHUX omija). CyIITHHCKH, NpoOJieM OorpaHuuerma u3bopa y
KOHTEKCTY jaBHO-TIPUBATHOT MAPTHEPCTBA je CHTYyalllja y KOjoj jaBHH MapTHEP OMO-
ryhn ma maBecTuTOp ynoxwu Hosar y JIIII mpojekar, a Ja MOTOM MpUBATHH MapTHEP
M3BPIIY MOTU(HKALHN]Y AUCTPUOYIIMje KOPUCTH Ha HAUWH JIa IMa BHUIIH HUBO JOOUTH
ox JIIIT mpojekTa Hero mITO je TO OTPaBIAHO yJarambiMa Koja je YIUHHO.

“Hold up” mpobiiem rMa 3Ha4ajHE MOCIEAMIIE 32 OJHOC CTPaHA jaBHO-TIPUBATHOT
nmapTHepcTBa. Y KOHAyHOM, NpoOJieM orpaHuyerma n3bopa BOIM A0 peAyKuuje ae-
JIOBamka TPXKUIIHUX 3aKOHUTOCTH y NPHOaBJbary HAjIIOBOJHHUjET MapTHEpa: MOCTO-
jehn mpuBaTHM mMapTHEp je MapTHep y HPEeJHOCTH 300T He(IeKCHOWITHOCTH jaBHOT
nmapTHepa 4YHjy MO3MIIHjy KapaKTepuIle orpanniemne n3dopa. Kpajma mocneanna je na
ce MHBECTHIIMjE Y jABHOM CEKTOPY pEan3yjy y3 MarbH CTeleH e(hHKaCHOCTH: BPEIHOCT
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Koja ce 1o0Hja 3a HOBAIl jaBHOT CEKTOpa Mama je Hero ITo OM TO OMO cllydaj 1a Hema
“hold up” npoGuema.

PemaBame mpoGemMa ONMOPTYHOT MOHAIIAMka pellaBa ce eX ante CTHITYIHCABEM
onpehennx oxpendu y yroBop jaBHOT M HPUBATHOT MapTHEP, MOMYT: oxpeade KojoM
jaBHHM TapTHEp 3aiapxaBa KopucT of pesyarata JIIII-a; motom oxapende kojom ce
HOTEHLHMjaJIHO ONOPTYHOM IPMBAaTHOM MapTHEPY CTaBJba y M3IJIe o0aBes3a Ja IuiaTH
“IeHy” CBOT' OMOPTYHHM3Ma, Kao M ojpende KojoM ce Ie(UHHUIINY MOCISIHuIe HHULH-
jaJTHO ONOPTYHE MOHY/IE NPUBATHOT NAapTHEPa HAa HAYUH KOjUM C€ IIPEEeMITHBHO CIIpe-
4YaBa BHEroBo Moryhie OMOPTYHHCTHYKO MTOHANIAhE.

Proofreading: Gordana Ignjatovic.



