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RISK ALLOCATION

— (Greenfield airports In India

By Sumeet Kachwaha

hen one looks at
i the current buzz
. around privatisation
i1 of infrastructure in
. India, it is dificull lo believe thal
’ six yaars ago, privalisalion was
virlually an unknown concapl. Tha
story atarted with the road sector
in tha late nineties. Initially, even
that dic not come under the Build
Operate-Transfar (BOT) modal,
The project was then (unded by
the Indian Govarnment through a
ohe par cent cess on diesal. 11 also
floatad infrastructure bonds, which
waere laken up by public sactor
corporations. It was only in this
millennium that privalisation was
adopted as a govarnmeant pollcy,

Why privatise?
Just look al the airport sector, Thia
sactor has withessed a growlh of
35% on an avarage year upon year
for the last six years (global growth
la only about nina par cent par
annum). Tha growth is fuallad by
the robust economy and Indeed,
infrastructura leads to economic
growth, thus completing the cycla.
It Is estimated that without the
A3 : infrastructural gap, India's GDP
R e i A : e, Would have been two per cent

s ' T higher per annum and at about
par, with the phanomenal growlh
achievad by China,

Currantly, the India alrport
infrastructure ig totally inadeguate,
Due to congestion, iL1s lairly
common for flights to hover around
airports waiting to gat landing
parmission or polsed on the runway

ﬁzzs:-ff.-:‘rﬁm*ir‘imﬁ"

kL] io |



I & queue for takeoff. To give an
Idea ol infrastructure gaps, one has
1o only look at the Dalhi Airport,
which has a capacily to handle 12
million passengers per annum but
Is actually handling 16.5 million
passengers per annum, This figure
is expected to cross 20 million
passengers by early naxt year.
Alrpart modernisation is therefore
something which we could have
done with, as of yesterday. The time
is right for privatisation,

Ag of now, India has two greenfield

alrporl projects al Bangalore and
Hydarabacd, wheare the concesasion
agreamants have been signed

and complation is scheduled for
next yoear. Additionally, wae have

two brownfiald airport projects for
Dalhi and Mumbai to ba complatad
by 2010. Tha country Is in the
process of Inviting bids for six more
greanliald alrports in matro cities
and 35 brownfiald airports In other
cities. Aviation is a sunrigse seclor in
India.

Bangalore international
airport

Let us examine the Bangalore
groenfield alrport, which was
signed off by India in July 2004,

If Ig intaresting (o note thal the
naxlooncassion agreamant for
Hyderabad, which was signed six
maonths laler, was virtually on the
sama lines, Thase \wo projects

are the only greenfield concession
agraemenls signed so far, There is
no "Modal Concassion Agreamant”
from the government for future
projects {though It proposes to
coma out with ana),

Structuring

Though the concesslonalre for the
Bangalore airport is a private limited
company, the Indian Government
through its agencles and
instrumentalities holds a 26% stake
(13% by the Central Government

and 13% by the State Government),
This 26% sharaholding ensures
that the government Is able to vato
cartaln "lundamental resolutions,”
which as per the Indian Companies
Act require a minimum of 75%
shareholders vote, This ls applicable
In cases such as issuanca of new
sharas, change ol direclors and
(;h'r:mge of auditors, Hance the
Govarnment doas ratain a certain
elerment of contral In the venlura,
Amongst the private players in
Bangalora airport, the Garman-
based Siemens has a 40% majorily,
while Zurich airport holds a 17%
stakae.

Salient features

The site iz situated about 29
kilomatres from Bangalora and
covars about 4300 acros, The total
Investmant involved is about 500
milllon LSS In the first phasa. The

alrport dasign Is expected to be on
par with a world class international
alrport and allows a second runway
to come up in the near future, At
a lwo kilomatre distance from the
axlsting one, tha sacond runway will
be approximately 4000 motres in
langth with a width of 80 metres,

A significant part of the project
parmits "non-airport” activities.
The concesslonaire can develop
up to 300 acres land commarcially
for any activity not connectad with
the airport, This could cover for

Instance, holels, malls, Special
Economic Zones, manufacturing
factories, country clubs, golf courses
or a power plant. Considering that
this huge chunk of prime land
comes to the concessionalre on a
lang-term laaze and virtually frea of
cost, [l is easy Lo imagine thal this
would be the commaercial backbonea
of the project.

Nature of the concession
Basleally, the concassion is for
Devalopmant, Construction,
Oparation and Maintenanca of the
Bangalore International airport for a
period of 30 years (extendable by
a sole option of the concassionairg
for anather 30 years), The land for
the sama ig leaged by the Stata
Governmaenl. The concessionaire
has the burden to Indepandantly
evaluate the scope of the project
and Is responsible for all risks which
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may exist in relation thereto. It Is
obliged to follow good industry
practices and all applicable laws,

The Governmant on the othar
hand, undertakes to support the
project, Article 5.4 of the concession
agreament states that in so many
words: ("Government of India (GOI)
acknowledgos and supports tha
implamantation of the project™). It
further states that tha Govaernmant
of India will not take any steps or
action in contradiction with the
Concession Agreamant, which
rasults in or would resulls in its
shareholders or the lenders being
deprived or substantially deprived
of thelr investment or economic
interast In the project, Further all
é:laiumry and non-statutory bodies
under tha control of the Central
Governmen! will act in compliance
with the concesslon agreement as
il they ara a parly thereto and the
Govarnmant of India shall ensura
that all statutory compliances as
may be required in relation to the
project are granted promptly. This
Is a unique feature of the Airport
Concession Agreements,

In fact, the concession
agreements In the porl soclor or
road sector do not have similar
obligations on the government.
Tha Concession Agreement also
insulates the concessionaire against
compalition by stating thal no new
alrport would be allowed lo ba set
up within 150 kilometre radius for
a perlod of 25 years from tha data
of airport opaning. Further, the GOI
will ensure that no other alrport In
India gets any unlair competitive
advantage as compared lo the
Bangalore airport. Again, a unique
feature for the alrporl concession
agraament.
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Monitoring of the project

Itis provided that the Government
shall nol Intervena or interfere

with the design, conslruction,
complation, commissioning,
maintgnance, monitoring or
daveloping of the alrporl, unleas it is
on account of natienal emeargency
or as poer any existing law or for

i il i

public safety. If intervention s on
account of public safaty, it shall be
limited In time and for a period to
be mutually agreed between the
parties. Tha parties agrea to sol
up a joint co-ordination committee
compriging of representatives of the
stata and private parties to monitor
the implementation of the project at
all stages Including post-complation.
The airport parformance shall be
maonitorad through passanger survay
and as per the IATA Global Airport
Manitoring survey standards,

Airport charges

As mantionad aarliar, the
concessionaira is frae to devalop
approximataly 300 acres lor
non-airport activities (which will
fund and finance the project).
These charges are not subject

to Government control and will

be frea markel driven, Howaevar,
airport charges, which ullimatealy
fall on the passenger, will bo fixed
with the approval of the Ministry of
Civil Aviation, This would include
passenger fees, landing charges
and user development lees. These
charges will be fixed on the basis
of the currant chargoes in place for
othar airports in India and shall be
consistent with the International Civil
Aviation Organisation's policies on
charges for airporls.

Risk categories
Before we get Into an evaluation
and allocation of risks, lat us
axamine the nalure of the conlract,
We are nol looking at an ordinary
construction contract, Airports are
not mere places for llight to land or
takeoff. Thay involve public interest,
convenience and salaty. Basides
conztruction of airport buildings,
ATC tower and administrative
bulldings, they can encompass
mini-townships, commercial
areas, Special Economic Zones
manulacturing faclories, golf course
and country clubs, Therefore the
project is both mammoth and
diverse. Then, ona is looking at it
over a perlod of 60 years,

How huge is a perlod of 60



years In the life of a nation? Just
consider the fact that Indla became
an indepandent nation just about
60 years ago, And tha history
of clvll aviation is probably not
much more than a similar period,
Unimaginable changes can and will
take place in 60 years. The public
element, complexity and diversily
of the project and the length of the
concession agreament are all so
vast, that It would ba sormawhal
naive to try and enumerate all risks
associated with the project - or
try and addrass tham through a
contractual process of allocation of
risks.
With this cautionary note, lat
us examine flve categorios in the
allocation of risks In greenfield airport
privatisation. They are;
(i) Delays and consequencas of dalay
In the airpdrt opaning;
(iiy Change In law and the risks
invalvad tharein;
(illy Termination of agresment due (o
default of either party,
() The role of tha ragulatory authority;
and
(v) Dispute resolution
Let us examine these in greater
datail.
(hDelays
The target date for airport opaning
is stipulated as 33 months rom
the date of financlal closure, The
concession perlod starts running
from this date (alrport opaning). In
other Infrastructure sectors like roacls
or ports, the concession periac
slarts from the date of signing of the
concession agreement, This Is the
groatest incentive, and, at the sama
time, a coarcive measure lo ensure
timely complation of the project. For
axample, if the concessionaire is able
to complete the project even before
the target date of opening, it gets its
reward automatically in the farm of
the exira concasslon perlod it "eams”
for llsell, If the concessionaire delays
tha project, it eals into the concesslon
pariod and therefore, the profita. One
waollg have thought this to be a fairly
gensible approach ol reward and
punishment. Howeaver, in the airparl
sector, the provision for delays is

rather soft on the concessionalre,
Firstly, the 33 months pariod for
complation can be extendad by
as much as six months If it can
be shown thal the delay was an
account of fallure by Govarnmant of
its obligations under the agreemant
(surely, a very vague ground for
extension, which If Invoked, would
probably end up in dispute). After
the six months extension, liquidated
damages would kick In at around $
2250 per day (once again, a falrly
nominal amount considering the
public Interest involved In expediting
the opening and costs incurred dua
lo congestions). Further, if the airport
doas not open lor another six months,
then it bacoming an "event of default”,
which has its own cure period,
Finally, it will lead 1o termination of
tha cantract. This gives aasily up
to two years or 0 1o a defaulting
concassionaire to extend the deadline
without having the project cancellad
on account of delay, With a total
complation time frame of 33 months,
ona should think that It I not prudent

or justified to allow such a large
period prior to tarmination,

(i} Changes In law

It is obvious that a concession
agreament over a long period of time
cannot guarantee against changa

of law. Tha concession agreameant
divides and treats the subject of
change of law into two categories,
Tha firat, in which, a changa in law
entitles the concessionaire to some
compensation and the second, which
doas not entitle the concessionaira o
any campansation.

The "no compensation” cases or
case where the concessionaire is not
anlitled to any banafit on account of
change In law are those which relate
to any of the following four lypes ol
statutes.

() any non - Fadaral (or State) law

(b) any anvironmantal law

(c) any labour law, of

(cl) any tax law

Hence, change of law undear any of
these statutes would not entail any
compensation to the concessionaire
for any loas, which may be
oceasionad (o it. However, in lax laws,
there Is a further refinemant. If tharo
i5 any lax benefit, which is currently
allowed to the concessionaire, it
cannot be taken away by change
of law without corresponding
compansation. For instance, the
Infrastructure sector (including private
airports) enjoys the benafit of 10
year income tax holiday, which can
ba availed of at any tima during a 156
yoar period, Save lor such currant
tax benefits, tha lagislature is frea o
amend its tax laws to the detriment
of the concessionalre and the
concessionaire has no raliel against
the same.

As regards the second category
laws, othar than tha above four, It s
envisagaed thal if there Is any change
of law, which results In a financial
loss or burden in connaction with
the development or operation of
tha alrport and the effect o, which
exceeds over $200000 In any given
year, then the concassionaire may
notify tha Government and proposa
amandments o the contract. This will
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pul it in the same financial position
it would hava baan, had there baen
no such changa in law. If the parties
do nol agree to the amendments
nacessary, the matter would be
gattled thraugh the Dispute Resolution
Mechanism,

It will be noticed that this somewhal
limited insulation, against changes
in law, Is only In relation to “airport
activities" and does not cover
the "non-airpaort activities", More
significantly, it leaves it to the parties
to hammer out an agreement as
would sulfice restitution. Thiz I
not vary satisfaclory, as typically
Government bureaucrats are ill-suited
and may be naturally reluctant to
take upon themselves the delicate
balancing act, There will be delays
and controversies in the daecision
making process, Or it may be ad hoo
and lack lransparency and invariably,
it would be short of expeclations, Al
Ihis would lead to disputes, Parhaps,
a more efficlent machanism to deal
wilh this siluation might be to sel
up Dispute Review Boards (DRBs)
lill such lime as the Independeant
Regulator Is In place,

(il Tarmination of the agreement due
to dafault:

The Agreemenl enumearales the
"avants" which would tantamount 1o
"avaents of delault” for either party.
Onece an avent of defaull (as defined)
lakes place, a 120 days cure perlod is
stipulated in the first Instance. If there
i5 no cure, a notica of tarmination may
follow, Once nolice of termination is
issued, two congsequences would
follow: (1) GOl will acquira the airport
and all rights, Interast and titles of the
concessionaire relating thereto, and
(i) have the option to acquira and
takeover the non-alrport activities,

Il s 1o ba notad that tha alrport

will ba taken over even though

the termination may be due to the
Govarnment's own dafault,

After the takeover of the airport
comes the issue of compensation, If
tha concassionaira is thae dafaulter,
the compensation allowad is 100% of
the outstanding dabt and the value of
invastment of the conceaslonalre In

Th G i

the non-airport activities (consaquantly
taken over by the government).

IT on the other hand, the GOI
defaults and yet the alrport is taken
over, then the compensation is mora
liberal, It includes:

(iy the outstanding debt or *Sattlermeant

Amount” (as definad), whichaver

Iz higher. Settlormant Amaount will

include the nat current asset, gross

fixed asset and intangible assets.
(il) The value of investment In the
nan-airport activities, which tha
gavernment decides to takeovar
and
(iily damages.

Iv. Role of regulatory authorities

In Infrastructura projecis involving

lhe public an independent

regulatory authority has bacome
necassary. Accordingly tha

Concession Agreemen envisages

thal an Independent Regulatory

Authority would be set up (o

ragulale any aspect of the

alrport activity, Very vast powers

are envisaged to ba cast upon

the regulator, The regulator will

not only lay down and regulate

standards, approve charges and

imposa panalties, It will alao settle
disputes betwean the public and the
govarnmeant and/or concesslonalie

In relation lo the airport as well as

batwean the concesslonalra and the

government,

Two points ara noteworthy here, The
first is thal extramaly vast powers have
been cast upon the Regulatar, to the
extant, which will ultimately lead to
fading away of the parties’ contract.
Ultimately, the Ragulator will ba the
badrock on which depends the ate of
the project, The second point ig that
the Regulator is not yet In place, The
drall for enacting the law in this ragard
I= still al the discussion level with
the Government, Once the Cabinet
approves it, a Bill will be drafted and
placed before Parliament, which will
than ba debated. It will go through
savaral subs-committeas of Parliameant,
So we are at perhaps (hree years
or 80 away from the stage when an
Indepandant Ragulator i constituted,

Further, the hislory of an

Independent Regulator in India is

not very encouraging, Roads were
the first 1o go for privatisation. [t was
envisaged that they would have a
Regulalor - but ona has yel to sea a
draft Act In place, It Is the sama story
wilh porls, oil and gas, It is 15 years
since the radio broadeasting sector
has been privatised and it does nol
yel have a regulator, In the power
gaclorn, thera are regulators at the state
and central level but the track record
i not vary encouraging, The nuances
of aitport governancea through
rafgulators are yat to be worked odl,
The ragulatory philosophy has yel to
be developed, In shorl, we are years
away from setting up an Independant
Ragulator (ensuring foremaost his
independenca), then providing for
transparancy and accountabllity in

its working. The governmant ig still
debating preliminary Issues as (o

the constitution and composlition of
the regulators, Ona get of thinking s
that instead of mulliple regulators for
multiple sactora, wa should have only
Iwa or thrae regulators, For instance,
ona would deal with all types ol
carriage - roads, alrports, ports and
even lransmission linas. Tha other



would deal with elactricity and voice
data. Another theory is thal enargy,
communication and transportation
should be under one ragulator. It
would seam that we are years away
frorm having an independent regulator
who can fulfil the enarmous and all
compassing role visualised for it
under the Concesslon Agreemant,

Till that happens, thare will ba ad hoc
decision making lacking transparency
and leading Lo disputes, which meay
hamper tha growth and privatisation In
the seclor,

V. Dispute resolution

Mormally one would not excapt to
hear about dispute resolution on the
subject of risk allocation. But here we
have a somewhal unusual situation,
The Concession Agreement envisages
that Dispute Resolution shall be
through ad hoe arbitration, under the
LUMCITRAL Rules and under the Indian
Arbitration Act, at New Dalhi. This

Is nol unusual by itself - as ad hoc
arbitratlon Is more commaon in India,
comparad to Institution arbitration, The
paculiar feature in dispute resolution is
that once an independent regulator s
pul in place, the arbitration agreamant

shall atand ovearridden and disputas
shall ba referred to the regulator, In
athar words, parties would no longer
ba abla o go for arbitration,

The only exception envisagad (1o
resorl o the regulator) s where sums
ara payabla under an Indamnity
guarantea by the Gavernmaent of
India, to the concesslonalre relating
la Airport Charges (as dafined). Hore
rasort to arbitration is parmissibla (but
nol otharwisa).

| envisage two types of problems.
Firsl, intarnational parties commitling
huge funds in a loreign jurisdiction
will have far greater confidance in
arbitration in a neutral country undler
the rules ol a neutral Arbltral Inatitute.
This baslc expactation |s taken
away under the airport Concesslon
Agreament, The second Isaua is thal
once ha regulator is put in place
{even If It Is assumed that it will be
indepandent and efficlently deal
with the disputes), it will naturally be
sublect to the hierarchy of the Indian
legal ayatam, This will maan that it
will be subordinate to and amenable
to the Writ jurisdiction of the High
Courl. Besides, writs by High Courl,
any decision can be appealed to the

appellate authority,

In short, ona Is therafora looking
at three or four slages In dispute
resolution, First, the declsion by
the regulatory authority, followad by
dacision of the appellate authority,
followad by a writ to the High Court
followad by a discretionary appeal
to the Supreme Court. Given the
delays under the legal system, dispute
rasolution will bacome inafficlant and
axpansive. Perhaps the Governmentl
ghould have Sfugragated pure
contraclual disputes between the
concessionaire and tha Govarnmenl
and reserved these for international
arbitration (which would be as par
the expectations of the international
investing community also), The
Ragulator should step in only whara
public interest is involvad, Further,
Dispute Review Boards should
have also been envisaged in the
Concesslon Agreament In a project of
thiz ypa,

A second look

To briegfly conclude, India is firmly on
the path of privatization in the airport
saclor, Mowever, the Concession
Agreaments do nead a further in-
depth look, Hopelully, there will be a
Model Concesslon agreamaent in the
near luture, which will bring Lll'lif(')l'l'l'l|l!,’
and address some of tha issuas,
which nead a second look, B
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