












THE PREFACE 

 

Guide to preparation and implementation of public projects by combining European 
structural and investment funds with public-private partnership is the result that reflects 
need to establish a clear and unambiguous documentation that encourages and enables the 
preparation and implementation of public projects in a more efficient and advantageous 
way. The new options brought by the mechanisms of the financial instruments are complex, 
and their combination with the European structural and cohesion funds and private capital is 
a particular challenge also at the European level. However, the Republic of Croatia is one of 
the countries with the most developed regulatory and implementation framework of public-
private partnership, but faced with a high level of public borrowing and insufficient use of 
available EU donations, the use of such mechanisms is of crucial importance. Therefore, this 
type of a handbook is an extraordinary benefit to public contractors because it provides 
significantly more favorable implementation of public projects than any other financing 
modalities. This handbook will also help enforcement authorities , to ensure the quality and 
rapid implementation of the proposed public projects. 
 
The content of this guide goes much further than the analysis of the procedural mechanism 
of project realization because it addresses the complex theoretical and practical phenomena 
of the ability to evaluate the payment capability of local public sector as a basic precondition 
for capital planning and the quantitative and qualitative evaluation of public projects. Issues 
of national public investment policy are also described, and can be guided by the application 
of appropriate specific discount rates at the national and sectoral level. Equally, there is a 
question of using appropriate conversion factors in economic analysis of public projects. 
Extremely complex issues of tax and accounting records are one of the most complex 
challenges of project implementation in practice and those are described in detail in this 
guide. Also, the guide contains a model for asset classification which is crucial for the 
statistical treatment of a particular public project where the vital public interest is the 
classification of a project outside the public debt. At the end, as added project value, a 
detailed procedure for calculating the required non-refundable capital injection and the use 
of financial instruments in the framework of combined financing in the PPP model is 
presented. 
 
This guide was created as part of the project „Instruments for Combining European 
Structural and Investment funds and Public-Private Partnership“. The beneficiary of project 
was Agency for Investments and Competitiveness and the contractor was ESCO group ltd. In 
the preparation of this guide the technical experts of the contracting authority prof. Ph. D. 
Anto Bajo, prof. Ph. D. Davor Vašiček, Goran Justinić, mag. ing. el. were participating. Other 
participants in the implementation of the project, besides the technical experts of the 
contractor were the representatives of the contracting authority of the Central Finance and 



Contracting Agency, Marija Čakarić Bjelobrk and representatives of the beneficiary of the 
Agency for Investments and Competitiveness Mr. Damir Novaković, MSc PM and Mrs. Ljerka 
Golubić Bregant, prof. who contributed to the quality of project implementation with their 
experience and advices. In addition to the aforementioned representatives of the 
institutions, during the preparation of this guide, a special contribution with the useful 
advices and guidelines were made by Damir Juričić, Deputy Director of the Agency for 
Investments and Competitiveness and by prof. Ph. D. Saša Drezgić, Faculty of Economics, 
University of Rijeka. 
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Introduction 

The general increase in efficiency in the implementation of public projects (buildings) has 
recently been an ever growing taxpayers’ requirement. This requirement is more 
pronounced in developed countries compared to those less developed, particularly in the 
procedures for preparing public investment, the implementation of public procurement and 
implementation supervision of the specific projects (World Bank Group, 2016). In addition to 
cost efficiency and effectiveness in managing the total cost of living (Lawrence National 
Centre for Policy and Management, 2015; NAO, 2003), taxpayers are also seeking efficiency 
in the process of granting subsidies (Juričid, Kušljid, 2014). 
 
Public-private partnership is imposed as a desirable public project delivery model to 
contracting authorities (due to higher cost efficiency as a result of risk management and 
overall cost of living), investors (due to clear, articulated and transparent project 
requirements) and taxpayers due to favorable ratio of benefits (higher quality public 
buildings and standardized public services) and costs (long term known amount of payment 
in the form of contractual PPP fees).  
 
Moreover, the modern methodology of implementing capital projects has become 
increasingly based on respecting the project life cycle and an overall cost of living, the most 
favourable economic offer criteria and the value for money criterion. The process of 
preparing and implementing PPP projects is based precisely on these principles.  
 
According to the so far carried-out efficiency analysis of traditional PPP model (Lawrence 
National Centre for Policy and Management, 2015; NAO, 2003), it can be concluded that the 
application of the PPP model can increase the likelihood of lower overall expenses, 
construction within the planned schedule and budget as well as higher quality of public 
buildings. This means that implementation of PPP model achieves the same quality of public 
effects with less public expenditure. In other words, greater cost efficiency means 
achievement of certain value for taxpayers' money as the difference between the overall 
cost of living according to the PPP and traditional model.  
 
Subsidisation of public projects is possible regardless of the chosen model of purchasing 
public buildings. Sources may be domestic and foreign. However, regardless of the origin of 
the source, in most cases it is the taxpayers. Because of this, subsidy providers should be 
interested in subsidizing the project according to the model which would generate equal 
public effect for lower subsidy value. 
 
It is assumed that it is the PPP model, when the PPP achieves value for money, the model by 
which this effect can be achieved. In addition, just a few of the recent EU initiatives, such as 
the European Fund for Strategic Investment, have focused on the combination of private 
capital and the available EU grant. Using the PPP model in combination with the EU sources 
is becoming a tool for increasing efficiency of individual EU sources precisely in EU member 
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states where the reduced capacity utilization of these resources has been identified (Erst 
and Yung, 2016). 
 
Activity and objectives to be achieved by the project are precisely along the lines of 
described trends in increasing the efficiency of public projects' delivery subsidized from 
public sources, i.e. taxpayers. Thus, a clear articulation of the procedure of combining 
subsidies (EU sources, domestic sources) can be a guarantor of added value for taxpayers. 
 
As a framework for the implementation of this project it is important to point out that the 
EU Commission, through its guides to investment feasibility analysis and subsidy calculation 
(European Commission, 2014) has drawn attention to the specificity of PPP especially in the 
part referring to the different interests of public and private sector in public infrastructure 
funding. In this regard, a clear procedure for combining EU funds and PPP is of great 
importance for any country. 
 
Croatia is one of the few countries that has a defined procedure of combined funding on a 
conceptual, process level (APPP1, 2013). Because of these advantages both for taxpayers and 
for the overall image of the country, further development of procedures and conceptual 
framework to the operational level of implementation, is of great importance.  
 
The objective of this guide (except the presentation of general areas and steps necessary for 
the understanding and implementation of the subsidised project by using financial 
instruments and private capital), is also the adjustment of these financial options specific to 
Croatian regulatory framework for ensuring  the implementation of future projects. In this 
sense, the content of the guide is significantly more extensive than similar documents that 
can be found in the European Commission guides and other documents. 
 
 
 
 
 
 
 
 

 
 
 
 
                                                      
1 Public-private partnership agency (PPPA) joined in with the Agency for investments and competitiveness (AIC) 
in the Public-private partnership sector activity framework in May 2015 
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Purpose and the subject-matter achievement goal 

Considering the broader aspects of the project, creating documentation (to be used as a 
means to a better and more efficient implementation of projects and the efficient use of 
capital assistance provided by the public sector), has strong positive effects on public sector 
projects. The total added value of the project is displayed in the fact that, in the course of 
the trending update of alternative funding models, primarily because of the indebtedness of 
the public sector and within the project of technical assistance, the documentation will be 
delivered in the form of guides for the implementation of projects of combined funding. In 
the EU, there still does not exist any form for the implementation of projects of combined 
financing structure: private sector - capital assistance - financial instruments. Completed 
handbook and other documentation can make a contribution to the provable quality and 
efficiency of implementing projects in the area of the EU as well as to the sustainability of 
public sector projects. 

 
One of the objectives of the project is to introduce and present the added value of the 
project as well as the possibility of its implementation to the set target groups, local sectoral 
and regional self-government units (LSRSGU), central governing bodies and the Agency for 
Investments and Competitiveness. 
 
The following documents have been prepared as a part of the project, which form the basis 
for the preparation of this manual: 

- Methodology for determining the payment capability of the LSRSGU in PPP projects 
- Methodology for determining discount rates in projects of combined PPP and ESIF 

funding 
- Methodology for calculating the conversion factors in economic and financial analysis 

of combined PPP / ESIF funding 
- Recommendations to improve the concept and content of the pre-feasibility study 
- Recommendations on the accounting subsidy recording in public and private 

partners’ account books for projects of combined PPP / ESIF funding 
- The report on the effects of implementation of Eurostat recommendations for the 

public debt record on projects  of combined PPP / ESIF funding 
- Recommendations for the introduction of quality management in the work processes 

of Agency for Investments and Competitiveness’ PPP Sector 
- Recommendations for calculating the necessary capital assistance and the use of 

financial instruments in combined PPP / ESIF funding 
 

The guide allows easier combined funding project implementation as well as building 
stronger capacity of institutions and future contracting authorities in PPP projects. 
 
  





8

Method of calculating local public sector payment capability in ppp projects 

In this part of the guide, the model and the proposal for the establishment of the public 
sector payment capability in PPP projects is going to be presented.  
 
 
3.1. Determining payment capability indicators 
 

Investment in the capital infrastructure is a significant improvement factor of the 
population life quality and a key pre- condition for economic growth. By intensifying the 
process of fiscal   decentralization, local units have largely become the capital investment 
holders. At the same time, the need to provide additional sources of funding the local 
government units’ capital projects either through borrowing or through alternative methods 
of project implementation which include models of public – private partnership as well. 
Funding the capital projects of local government units by borrowing, particularly using the 
market mechanisms, increases efficiency and contributes to the development of capital 
markets. To answer the question of whether all local units are allowed to borrow using 
market instruments requires a qualitative analysis of local government units’ 
creditworthiness which is a tool of financial analysts in business and investment banks as 
well as rating agencies. Such an analytical tool should be used to a greater extent in the 
bodies of local government units and other levels of government. The creditworthiness 
evaluation allows insight into the extent of fiscal risks associated with the borrowing of local 
government units to the decision makers at the central government level while providing 
easier access to funding and reducing the borrowing costs for the local units with a 
favourable assesment of creditworthiness. 
 
The objective of this unit is to determine indicators that mostly affect the creditworthiness 
of local government units and to assess the creditworthiness of local government units in 
Croatia based on these indicators, grouping them in 9 risk categories with the 
corresponding credit rating evaluation. 
 
In assessing creditworthiness, analysts evaluate a series of factors that are not exclusively 
related to the financial indicators and other data from the financial reports. In the process of 
creditworthiness evaluation, the following factors are analysed: legal and administrative 
framework, infrastructure, economic basis, local finances and the exsisting operations of the 
LSRSGU. The quality of LRSGU management work is evaluated as well as the existing 
potential projects. The relevance of indicators and their individual weight in the overall 
LSRSGU creditworthiness assessment depends on the geographical and political context of a 
particular LSRSGU. Eventhough the most renowned credit rating agencies attribute the 
various weights to individual factors, they agree on the basic criteria (group indicators) used 
in assessing the creditworthiness (Peterson and Crihfield 2000). Upgrading particular groups 
of indicators can also improve the rating and LSRSGU creditworthiness assesment. Similarly, 
with certain measures of the central government it is possible to improve the 
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creditworthiness of the local economy as well as particular LSRSGU (Peterson, 1998). As 
opposed to this general and comprehensive approach, creditworthiness can also be 
improved for each particular job (debt arrangement) with additional instruments that 
guarantee the LSRSGU credibility and provide additional security for investors. The 
government guarantee (partial or complete) of local debt repayment is the best known 
instrument. The State guarantees the settlement of overdue interest and principal unless the 
LSRSGU does so. One of the methods of mobilizing private capital is establishing the 
municipal bond bank which groups the smaller loans of LSRSGU into a larger group. This way, 
specific risks are diversified and LSRGU financing costs can be reduced (Research Triangle 
Institution, 2000). Likewise, in more than 60 countries around the world there are financial 
intermediaries known as „municipal development funds“which provide loans to local 
authorities and other institutions that invest into the local infrastructure (Peterson 1996).  
However, as the LSRGU business itself is crucial in creditworthiness assessment, some more 
important factors in LSRSGU creditworthiness assessment are to be analysed in 
continuation.   
 
 
3.2. Local and regional self-government unit credit risk 
 

There is no local government units bankruptcy instrument in Croatia, as is the case 
with some other countries (e.g. Hungary), which prevents a standard credit risk assessment 
based on historical values of bankruptcy, realized or not (binary variable- dichotomus). 
Besides, the portfolio of local debt is in principle low-risk, so standard risk assessment 
methods used in assessing the population or companies credit risk, are not applicable. 
Therefore, the credit risk must be approximated in an alternative way. Credit risk can be 
characterized as the risk of default on a debt that cannot be repaid on time and in full. This 
risk can therefore be approximated in the proportion of arrears incurred within one year in 
total. Accordingly, the credit risk of local government units in Croatia can be aproximated 
(default proxy) based on the ratio of arrears in a given year and total expenditure2 of local 
units incurred during the same period.  
 
Credit risk of local units, approximated as described above, moved in the range of 0%- 70, 
27%, in 2008. The asymmetry ratio (a3) indicates a positive asymmetric frequencies 
distribution as expected given the nature of the statisical set. In other words, local 
government units are low-risk entities, and the concentration of empirical values is reduced 
with the credit risk increase. The medium value of the statistical set displays the average 
value of local units approximated credit risk of 7, 01%. 

                                                      
2 According to the modified accounting principle of accrual, applied in Croatia (the  depreciation expense of 
fixed asset is not displayed and expenses are recognized according to the occurrence of business events 
independent of the payment),  total liabilities due within one year can be (for the purposes of analysis) 
established to total expenditure and expenses of that year 
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3.2.1. Local and regional self-government unit credit risk factors  
 

There are many factors potentially affecting the local government units’ credit risk. 
According to the given results of local government units’ creditworthiness factor analysis 
shown in the previous chapter and relative importance of individual indicators, four 
variables are selected with the highest relative importance as a criteria for determining 
the ranking of local government units creditworthiness. These are:  

1. Net financial liabilities and business revenues ratio (nfl_tp) 
2. Share of revenues from income tax in business income (pdoh_tp) 
3. Net operating balance and operating revenues ratio (nos_tp) 
4. Cash and operating expenditures ratio (got_tr) 
 

Empirical analysis has shown the value of relative importance of these indicators. The ratio 
which shows the variable relation towards the net financial obligations and operating 
revenues is the key in making a creditworthiness assessment (Table 3.2). 
 

Table 3.2 The relative importance and weights of input variables 

Variable 
The impact on the dependent 

variable 
Weight in synthetic evaluation 

nfl_tp 0,319110 0,50 
pdoh_tp 0,118245 0,19 
nos_tp 0,107945 0,17 
got_tr 0,087777 0,14 
Overall 0,633077 1,00 

Source: Authors’ calculation and display 

 
3.2.2. Local and regional self-government unit credit risk evaluation 
 

Synthetic rating of creditworthiness is thus formed as the sum of the weighed score for 
all four indicators. Although  synthetic rating allows very precise comparison of local units on 
the basis of the calculated parameters, but in order to ensure transparency  and bring the 
rating agencies credit risk evaluation closer to generally accepted standards, synthetic rating 
is transformed  from numerical to alphabetical ratings on the basis of transformation matrix 
(Table 3.3). Local units are awarded 9 different alphabetical ratings given the value of credit  

Tablica 3.3 Transformation matrix 

Synthetic rating interval Rating 

[9, 10] AAA 

[8, 9> AA 

[7, 8> A 
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[6, 7> BBB 

[5, 6> BB 

[4, 5> B 

[3, 4> CCC 

[2, 3> CC 

[1, 2> C 

Source: Authors 

 
Although the proposed alphabetical ratings roughly correspond to the ratings used by all 
major credit rating agencies, their interpretation is not identical to the interpretations used 
by the same agencies.  After all, the interpretations and evaluations are not fully adjusted 
even among the rating agencies themselves. The resulting credit ratings represent the local 
units’ relative ratings based on the selected indicators.  These ratings indicate the extent to 
which creditors of particular local units are at risk of default. 
 

Grafikon 3.1. Local government units’ credit rating distribution in 2013. 

 
Source: Authors’ calculation 

 
Rating distribution among local units in 2013 is shown in Chart 5.1. More than half  of local 
government units are indicated by marks BB and B, while the smallest number of local units 
have a minimum grade C (4 local units) and the maximum AAA (5 local units). 
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Discount rates calculation in projects combining subsidies and PPP 

This part will describe the basic setup to determine the financial and social discount 
rates. It will also analyze the interrelationship of financial and social rate of return as well as 
the impact of their amount on the quantity and quality of public projects. It will also 
determine the impact of their mutual relations in the context of EU funds co-funding, but 
also the selection of investment projects. 
 
 
4.1. Financial analysis 
 
Financial project analysis alone has the following tasks: 

- Assessment of project’s profitability  
- Assessment of project’s profitability for the owner and key shareholders  
- Confirmation of project’s financial sustainability as a key condition of any project’s 

feasibility  
- Display cash flows that are the basis for social cost and benefit calculation 

 
Within the financial cost and benefit analysis, it is recommended to use the financial 
discount rate as the means to calculate the present value of future cash flows. According to 
the Guide to Cost-Benefit Analysis of Investment Projects – Economic appraisal tool for 
Cohesion Policy 2014. - 2020., the financial rate of return represents the opportunity cost of 
capital. 
 
According to the Article 19 of the delegated EC regulation (No.480/2014) for the 
programming period 2014- 2020, the European Commission recommends a discount rate of 
4% in real terms as a reference rate for the value of the real opportunity cost of capital in 
the long term. There is a permitted deviation from these values based on the difference 
between international macro-economic trends and business cycles, specific macroeconomic 
conditions of the Member States and the nature of the investors or sectors. To ensure 
consistency, the EC encourages member states to set their own framework of financial 
discount rate in their relevant documents and to use them at the national level. 
 
4.1.1. Social (economic) analysis 
 

Social (economic) cost and benefit analysis has the function to assess the contribution of 
a single project to the national prosperity. In order to permit the social cost and benefit 
evaluation, billing rates need to be determined in order to take into account the social 
opportunity costs of goods and services, rather than market prices that are often distorted 
due to the following factors: 

- Inefficient markets due to the performance of the public sector or operators (for 
example, subsidies for the production of energy from renewable sources) 
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- Regulated prices of utilities that do not take into account the opportunity cost of 
inputs due to price accessibility and redistributive reasons 

- Some prices include fiscal levies (e.g. the excise duty on imports, indirect taxes, etc.) 
- The lack of markets (and prices) for certain outcomes (e.g. reducing pollution and the 

like) 
 

As in the case of financial discount rate reference value, the European Commission 
recommends a social rate of return of 5% for the cohesion countries and 3% for other 
member countries for the programming period of 2014-2020. Also, Member States may set 
a different benchmark apart from 5% or 3%, provided that:  

- the justification is based on the projection of economic growth and other parameters 
- that consistent application is provided on similar projects in the same country, region 

or sector 
 
Also, the EC encourages member states to set their own framework of social discount rate in 
their relevant documents and to use them at a national level. 
 
 
4.2. Approaches to determining the discount rate in practice 
 
Although EU guidelines set indicative benchmark discount rate for financial and economic 
analysis, the world practice captures the application of different methodologies in 
determining the amount of rates. In view of this matter, a preview of practical experiences 
and application criteria framework will be laid out. 
 
 
4.3. Methodology and criteria for determining the discount rate 
 

As already stated, specific macroeconomic conditions in the countries, the dynamics of 
the business cycle and sector-specific policies, as well as the investment policy that defines 
the institutional character of each project, represent the basis for defining different discount 
rates. In this regard it is important to ask the following questions:  

- What is the preferred financial discount rate with regard to the specific opportunity 
cost of capital in the national economy?  

- Is the national economy subject to greater or lesser distortions, and what are the 
implications for the amount of the social discount rate? 

- What is the relationship between financial and social discount rate? 
- What is the optimum financial and social rate bearing in mind the development 

objectives of the national economy? 
- What are the preferred sectoral discount rates according to public policies? 
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In view of the above stated questions, to assess the optimal financial and social discount 
rate, it is necessary to answer the questions related to economic trends, the level of general 
investment (especially public investment), questions of tax burden and the risk profile of 
individual countries as well as the benchmark rate of return on government bonds and 
general movement of interest rates in different countries, so as to estimate the opportunity 
capital costs more precisely. 
 

4.3.1. Determining the amount of the discount rate 
 
If one compares the development of the real growth rate of the EU countries, it can be seen 
that there are significant differences in the average growth rates in the long-term period and 
can certainly confirm the need for individual countries to determine different amounts of 
national discount rate to stimulate the development of its economy. Likewise, similar 
conclusions can be derived from the data on the share of gross investment and public 
investment in GDP for EU countries. Comparative analyses of these data represent an 
additional proof that the opportunity cost of capital by EU countries has recorded a 
significant deviation. Taking into account the movement of interest rates and higher risk 
projects in the Republic of Croatia, one can basically claim that the need for greater financial 
and social discount rate is justified.  
 
It is interesting to pay attention also to indicative social discount rates published in the 
previous Guide to cost-benefit analysis of investment projects (EC 2008) shown in Table 4.1. 
 

Table 4.1 Indicative social discount rates in the EU countries 

Non-cohesion fund 
countries g e p Social discount rate 

Austria 1.9 1.63 1.0 4.1 
Denmark 1.9 1.28 1.1 3.5 
France 2.0 1.26 0.9 3.4 
Italy 1.3 1.79 1.0 3.3 
Germany 1.3 1.61 1.0 3.1 
Netherlands 1.3 1.44 0.9 2.8 
Sweden 2.5 1.2 1.1 4.1 
Cohesion fund 
countries 

    

Czech Republic 3.5 1.31 1.1 5.7 
Hungary 4.0 1.68 1.4 8.1 
Poland 3.8 1.12 1.0 5.3 
Slovakia 4.5 1.48 1.0 7.7 
Source: EC (2008) 
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Based on the above, justification for different social discount rates is certainly apparent.  
Higher discount rate in the context of cohesion fund countries implies a need for the 
implementation of public projects with a higher social rate of return in order to reduce 
economic inequality versus developed Member States and EU regions including the 
objectives of the EU cohesion policy. 
 
Sectoral analysis of discount rates is crucial for determining the selection of projects that are 
in the interests of a particular society for specific reasons. By specifying sectoral difference in 
the amount of the discount rate, each country can implement public investment policy in 
terms of investment incentives for particular economic activities that generate greater 
added value.  
 
Unfortunately there are only limited data on the values of the general financial and social 
discount rate per country, and only in a small number of cases sectoral values of discount 
rates can be found. Table 4.2 provides the possibility of comparing values and the social 
discount rate calculation methodology in some countries. 
 

Table 4.2 Social discount rate by individual countries 

Country Discount Rate Theoretical basis 
Australia 1991:8% current: annual revision Social opportunity costs (SOC) 
Canada 10% Social opportunity costs (SOC) 
China 8% for short to medium term 

projects;  
lower than 8% rate for long-term 
projects 

Weighted average method (SOC 
and SRTP) 

France 4% in 2005. 2005 SRTP 
Germany 1999: 4% 

2004: 3% 
was based on the federal 
refinancing rate of 6% from which 
the GDP deflator of 2% was 
subtracted  

India 12% SOC 
Italy 5% SRTP 
New Zealand 6% 

Lower rate for government 
buildings – 4% 
Telecommunications, ICT, R&D – 
7% 

WACC 

United Kingdom Discount rates varied between 5-
10% until 2003. 

 

USA 7% - after 1992 SOC 
Treasury marketable debt rate 
comparable to project life cycle 

Source: National sources, Zhuang et. al. (2007) 
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4.4. Determining financial and social discount rates in the Republic of Croatia 
 

Considering the indicative reference values set by EU guidelines and examples of world 
practice, every country has discretion over the discount rate in line with specific structural 
and other characteristics. For example, one of the key determinants of Croatia’s 
methodological specifics is the general cost of capital which is very high according to the 
referential macroeconomic indicators. 

 
4.4.1. Financial discount rate in the Republic of Croatia 
 

As already stated in this chapter, it is recommended to use a financial discount rate to 
calculate the present value of future cash flows in the financial cost-benefit analysis. 
Financial rate of return represents the opportunity cost of capital. 
 
Given the above, the financial discount rate should be higher than the indicative reference 
value given in the EU guide. However, since the theory and empirical studies support the 
equalization of financial discount rate with the interest rate on long-term government 
bonds, the value of financial discount rate for Croatia of 5.5% can be determined. The stated 
value is equal to the ten year average long-term government bonds of the Republic of 
Croatia according to Eurostat data. 
 
4.4.2. Social (economic) discount rate in the Republic of Croatia 
  

Due to a lack of available data when it comes to calculating the social discount rate in the 
Republic of Croatia, it is only possible to apply the weighted average cost of capital approach 
(WACC). Such an approach is used by many countries, one of which applies to the Ministry of 
Finance of New Zealand. However, this approach is based on a pure real opportunity cost of 
capital. To calculate the social discount rate, the following premises are required:  

- The rate of income tax – 18% 
- Effective tax rate (actual tax rate)3 – 16% (assumed) without borrowing, 10% with 

borrowing  
- The risk premium on government capitalization – 10% 
- Risk-free financial securities (average long-term government bonds) - 5.5% 
- inflation rate – 1%  
- Beta ratio – 0, 25% 
 

WACC calculation alone has a number of variants and in this case, the Ministry of Finance of 
New Zealand methodology is applied.4 In this method, the nominal weighted average cost of 
                                                      
3 Economics Institute study (2006) pointed out a lower effective income tax rates than nominal, especially when 
it comes to financing the purchase of equipment and of course, the effective tax rate decreases when it comes to 
debt financing 
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capital determined by the beta ratio of a particular form of asset (project) first needs to be 
calculated. 
 
When it comes to estimating the actual real tax rate, there is not much research in the 
Republic of Croatia.  However, in the research of the Economics Institute (Švaljek et al, 2006) 
in the context of different variants of the individual companies capital structure, it can be 
seen that the actual tax rate is something lower than the average in the situation when the 
company is financed by its own capital, and significantly less when using financial leverage. 
However, for a selection of variable ratio values in the research, beta ratio obtained on a 
sample of companies in the period 2003-2010 is used (Karačid and Bestvina Bukvid, 2010) in 
the value of 0.25 (excluding the agricultural sector). Despite the surprisingly low value of 
beta ratio, due to the lack of other benchmarks, this ratio will be used as a basic factor for 
the analysis of the social discount rate in Croatia. It is important to recall that the beta ratio 
is a volatility measure of the specific investment expected returns related to the capital 
market efficiency. Risk-free financial securities have a value of beta ratio equaling zero. 
Value 1 of the ratio indicates that the risk of this project equals to the diversified portfolio on 
the same market. Despite the low ratio values when it comes to public- private partnership 
projects, it can be deducted that such a value is not far from realistic because the 
mechanisms of the public and private partners security in circumstances of high levels of 
quality regulatory framework, draw the project’s riskiness to the level of risk arising from the 
solvency of contracting authority. 
 
In addition, a relatively high risk premium on equity is assumed, due to the low level of 
investment activity in the country, a high level of risk perception and lack of public-private 
partnership arrangements. 
 
Finally, the average discount rate of 5.5% has been determined as a risk-free financial 
security reference value based on Eurostat data on the movement of state government 
bonds in the last ten years.  
 
Figure 4.1 shows the value of social discount rate based on the value of beta ratio. 
  

                                                                                                                                                                      
4 http://www.treasury.govt.nz/publications/guidance/planning/costbenefitanalysis/discountrates 
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Figure 4.1 The values of the discount rate in relation to the beta ratio value 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Source: authors’ analysis 

 
It can be noted that the value of the underlying discount rate is slightly higher than the 
recommended discount rate of the European Commission. Increase in beta ratio actually 
represents the sectoral projects gradation due to the increase in riskiness of the project. 
Since there is no empirical research to account sectoral beta ratios, it is not possible to 
determine which sectors it is all about. However, international experience may provide some 
guidance in this respect. Table 4.3 presents sectoral movement of social discount rate 
depending on the particular project riskiness movement. 
 

Table 4.3 Sectoral beta ratio and WACC 

Beta ratio of a particular project 

(asset) 

WACCr Sector/Application 

0.42 6,0% Buildings 

0.67 8,0% Default rate/Average 

0.65 8,0% Infrastructure 

0.85 9,5% Technology 

Source: New Zealand Treasury, 
http://www.treasury.govt.nz/publications/guidance/planning/costbenefitanalysis/discountrates/discount-
rates-jul08.pdf  



21

Discount rates calculation in projects combining subsidies and PPP 

The comparison of the impact of official financial discount rates of 4% defined by the 
European commission’s Guide and the proposed financial discount rate of 5,5% for the 
Republic Croatia, testifies to the importance of choice of financial (including social discount) 
rates. It is important to recall the financial discount rate being a precondition for making the 
financial analysis of the project thus establishing the possibility of EU grant funding, as well 
as determining the very amount of the grant. On the other hand, the social discount rate 
defines economic analysis establishing particular project’s social acceptability itself. 
 
The table 4.4 shows four variants of the project cash flows where project A is the revenue 
generating project, project B the same, but with no tendency for revenue growth. Project C 
and D have characteristics of classic public projects with low or no direct income. This 
example shows the importance of financial and economic (social) discount rates amount.  
According to the financial analysis, it can be seen that the higher the discount rate the higher 
the co-funding of RG projects. 
 
Also, it reduces to a lesser extent, the value of the grant in classic public projects that do not 
generate public revenues. In borderline cases, as evidenced by project B - it is also possible 
that the amount of financial discount rate directly affects the possibility of co-funding the 
project. A lower discount rate transfers the project to the commercial field, which, as such, is 
not subject to the EU co-funding. 
 
As for the social rate of return where the criteria is the project’s eligibility, a higher discount 
rate would reduce the overall cost of the project, in view of assuming that the economic 
analysis would show the cash flow of project’s social indirect benefits monetization. 
Therefore, there exists a risk of a higher social discount rate reducing the number of socially 
acceptable projects. On the other hand, it can be an incentive for the selection of quality 
projects in the social sense. The importance of calculating settlement prices in order to 
reduce costs in the economic analysis, i.e. to bring them closer to market values (using 
conversion factors) is increasing.   
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Table 4.4 

 
project A project B project C project D 

0 -1000 -1000 -1000 -1000 
1 0 140 50 -50 
2 50 140 50 -50 
3 80 140 50 -50 
4 110 140 50 -50 
5 140 140 50 -50 
6 170 140 50 -50 
7 200 140 50 -50 
8 230 140 50 -50 
9 260 140 50 -50 

The amount of discount rate  
4% -35,08 39,37 -604,07 -1.319,01 

5,50% -113,56 -25,30 -618,38 -1.277,36 
Source: Authors 

 
The very importance of the choice of discount rate and impact of the possible project 
income creation is generally explained in more detail in the unit of calculation of necessary 
capital assistance in RGP (revenue generating projects) and NON-RGP projects with the 
process of adjusting the PPP fees and combining capital assistance with financial 
instruments. As for the dilemma related to the relationship between the financing model 
and the amount of the discount rate due to high indebtedness of the Croatian economy, it is 
important to emphasize the extreme importance of funding public projects with off-budget 
sources as well as the selection of RG projects. The projects funded by the public-private 
partnership or concession models that take into account the recommendations of Eurostat 
related to the balance sheet treatment of investments (no increase in public debt) act as 
neutral in terms of the effect of crowding out private capital (no effect on the increase in the 
capital cost, i.e. interest). Also, RG projects increase the income of the contracting authority 
or reduce expenses thus also contributing to the reduction of the public sector opportunity 
costs of operation in general. Therefore, there is a clear social justification and benefit from 
encouraging such projects, and one of the measures is the use of larger sectoral discount 
rates thus increasing the projects’ co-funding (increasing the quality and quantity of public 
projects). 
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Calculation of conversion factors is an attempt to take into account the social 
opportunity costs of investment projects. It is therefore important to correct the market 
prices that are not caused by supply and demand adjustment in perfect market conditions, 
and convert them into settlement prices which correct market distortions 
 
 
5.1. Market and settlement prices 
 

Calculation of settlement prices is based on the existence of monopoles, administratively 
designated tariffs, tax and non-tax burdens and the impact of positive and negative 
externalities. 

 
Financial analysis is the basis of an economic analysis, i.e. market (financial) prices must be 
converted (adapted) to social (economic or settlement) prices within the project framework 
in order to express the value of all inputs and outputs for society as a whole. When the 
market price of any product or service is changed in the way that internalizes the 
opportunity costs of the society (the value of goods in the form of alternative use), the same 
values become settlement (accounting) prices. Settlement prices are economic value 
estimation of goods or services that reflect the created income and savings distribution. 
 
It is noteworthy that the very adjustment of market prices to settlement ones, range from 
simple to extremely complex calculations. Considering this background, it is important to 
bear in mind that the purpose of the above mentioned conversions is improvement of 
investment decisions. Therefore, care should be taken to convert the value of financial prices 
only for those goods and services that have significant effects on the economic value, and on 
project evaluation respectively. 
 
It is important to note that direct transfer payments do not include the use of real resources, 
but only transaction between entities. Common forms of transfer come in form of taxes, 
direct subsidies, credit transactions involving loans, principal and interest repayments. All of 
these values must be removed during conversion into economic value. 
 
Market goods can be divided into those whose export value exceeds domestic costs of the 
production, those that are exported by state subsidies and on goods whose export value 
exceeds domestic production costs. If the project results in a product suitable to replace 
imported product - added value for the company (society) is equal to the foreign exchange 
value of the domestic product and equal marginal cost of import (no tax levy). If project uses 
the product that should otherwise be exported, the opportunity cost of the company is 
equal to the foreign exchange value, equal marginal cost exports (excluding tax levies). By 
using conversion factors, premium exchange rate can be determined or economic value of 
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market goods can be obtained by converting product prices in foreign currency to local 
currency at the official exchange rate. 
 
Non-market goods are those in which the import value is greater than the cost of domestic 
production, and the cost of domestic production greater than the value of exports (e.g. 
goods with a short shelf life). For the economic evaluation of these goods standard 
conversion factors or specific conversion factors are used. 
 
 
5.2. Fiscal adjustments 
 

As previously mentioned, taxes and subsidies are transfers that do not represent realistic 
economic benefits and costs to the society but the control transfer of certain resources from 
one social group to another. A few general rules can be used for correcting such distortions: 

- prices of inputs and outputs must be expressed without value added tax (VAT); 
- input prices must be expressed without the direct and indirect taxes  
- prices (e.g. tariffs) that are used as an estimate of the value of products or services 

(outputs) must be expressed without subsidies and other transfers approved by the 
public authorities 

 
Many of these transfers in practice can be easily eliminated if their amount is known, by 
simply removing them from cash flows. For example, VAT payments in the framework of the 
construction costs are simply omitted from the economic analysis. However, if it is not 
possible to determine the value of these transfers, the same must be eliminated from cash 
flows by using conversion factors. 
 
When it comes to product or service generated by the project (output), it seeks to determine 
the maximum amount users are willing to pay for a unit of a particular good. 
 
 
5.3. Conversion of market prices to settlement prices 
 

Transformation of market to settlement prices is completed by using the complete 
conversion factors representing the ratio between the settlement and market prices. They 
represent a factor with which market prices should be multiplied to obtain the settlement 
cost: 

i

i
i

p

v
k 

 
 

(5.1) 
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Where pi represents market price for good i, vi settlement price for the same good and ki 
conversion factor. 
 
 
5.4. Determining conversion factors in the Republic of Croatia 
 

According to the specific macroeconomic and structural characteristics of Republic of 
Croatia, this section will present the methodology and calculation of conversion factors 
appropriate to public investment projects in Croatia. 

 
The standard conversion factor, which indicates the general deviation from market prices in 
the EU countries, is usually defined with the value 1 which represents the open market 
economy. Despite the above, it is possible to calculate the standard conversion factor for 
Croatia using the simplified formula: 
 

SCF = (M + X)/(M+X+TM) 

 
Where:  
M – is the total value of imports in the accounting prices (ClF) 
X – is the total value of exports in the settlement prices (FOB)  
TM – is the total value of levies on imports 
 
Given that the export (FOB) in overseas trade statistics for 2015 was in the amount of 11,434 
mil. EUR, import (CIF) in the amount of 18,476.4 mil. EUR, the revenues from special taxes 
(excise) and taxes on the international trade and transactions in the amount of 13.9 billion 
HRK or 419 mil. HRK, and a total of 1,900 million euros, according to the Croatian National 
Bank, it is possible to easily calculate the SCF for Croatia on the basis of previously given 
formula. The standard conversion factor for the Republic of Croatia in 2015 is in the amount 
of 0.938479. 
 
According to the previously mentioned information, we can apply a standard conversion 
factor, which represents the open market economy and carries the value of 0.938479. In 
table 5.1 other conversion factors commonly found in certain investment projects are 
defined. 
 
One of the unavoidable costs in each project is labor costs. But according to the lack of data, 
especially in regional and local governments, most often there are no conversion factors that 
convert market to economic (settlement) prices. Given the above, there are more developed 
methodologies with which, depending on the available data, the conversion factors for 
converting labor costs can be calculated. One of them is particularly suitable for countries 

(5.2) 
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that do not have a developed, detailed statistics of the labor force, have high level of 
unemployment and where unemployment benefits are relatively low. 
 
The formula is: 

SWR = W (1-u)(1-t) 

 
Where:  
SWR – is the amount of the calculated salaries 
u - is the unemployment rate 
t – is the rate of social security contributions and taxes 
 
The above expression indicates that the employees of a particular area will accept wages 
below the nominal net wages because of the high unemployment rates situation. As the 
Central Bureau of Statistics collects data on monthly gross and net wages, it is possible to 
indirectly determine the rate of social security contributions and taxes. Also, the Croatian 
Employment Service publishes the unemployment rate by counties. 
 
In addition to the standard conversion factor and conversion factors related to labour costs, 
conversion factors for other goods are related to the specific tax regulations that must be 
considered for each type of expense. Also when it comes to capital costs and the costs of 
investment maintenance, it is necessary to take into account the cost structure that is 
different for each individual project. 
 

Table 5.1 Proposal for calculating conversion factors for the most common types of costs 

Type of costs Conversion 
factor 

Calculation 

Labor costs 
 

ki CF = net wage skilled in manufacturing industry * unemployment rate in 
e.g. Sisak-Moslavina county (35%) 
 
Example: 
CF = (1- (7822-5660)/7822) * (1-0.35) = Cf = 0.47 

Land ki CF= because of the lack of data, calculation is not possible but the value 
is surely smaller than 0.94 given the significant regional differences in the 
value of the land.  
However, considering that local governments often sell or lease land at 
prices lower than market prices, the conversion factor must comply with 
the same.  
If a subsidy is in the amount of 50% then CF = 1 / 0.5 = 2 

Equipment ki The import equipment without taxes and customs.  
If for example, an excise duty of 20% of the value of goods is applied on 
equipment, then  
CF = 1 / (1 + 0.2) = 0 83.  
When it comes to Croatia, such a case is possible in import of motor 
vehicles if their acquisition is a planned project 

Energy 
(electricity, 

ki Depends on the type of energy and the corresponding tax. 
When it comes to market goods, it is necessary to deduct indirect taxes. 

(5.3) 
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petroleum 
products, oil -
gas etc.) 

Given that in Croatia, special taxes for excise duties on energy products 
are provided, they should be subtracted from the final price in 
accordance with implementation of excise duty on an individual good. 
(Art. 84 of the Excise duty Act 
(https://www.porezna-
uprava.hr/hr_propisi/_layouts/in2.vuk.sp.propisi.intranet/propisi.aspx#id=
pro68). In the case of non-market goods (e.g. electricity), conversion 
factor should be calculated based on production structure (market and 
non-market goods). 

Materials Standard 
conversion 
factor 

If it is not a material encumbered with special taxes CF = 0.94 

Construction 
work 

Depends on the 
structure of the 
project. Labor 
costs 

Conversion factors are dependent on the structure of capital investments 
(works, supplies and equipment). For example, if the structure of capital 
investment is 50% low-skilled employees, 20% of imported materials 
with excise duty of 33% and 20% of domestic materials and equipment 
and the 10% project margin,  the calculation of CF is as follows:  
CF = (0.5 * 0.55) + (0.2 * 0.75) + (0.2 * 1) * (0,1 + 0) = 0.625 

Design / 
Administrative 
/ study costs 

Depends on the  
cost structure 

Due to labor-intensive  activity, conversion factor is dependent on the 
amount of the taxes and the county unemployment rate 

Costs of 
investment 
maintenance / 
replacement   

Depends on the 
cost structure, 
maintenance/ 
replacement 

The same as for construction work 

Source: Authors 
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In complex public and private projects it is useful, prior to final feasibility studies, to 
complete the so-called pre-feasibility study on investment. Such an approach is applicable to 
many developed countries. The aim of pre-studies is to provide detailed basic requirements 
of the project, input and gross output expected values, analyse the most significant risks of 
the project, potential technical solutions, procurement options and to determine the 
direction for further development of the project. 
 
 
6.1. Positioning the pre-study in the overall process of combined funding 
 

Agency for investments and competitiveness has presented the content of the pre-study 
within the overall procedures of combining PPP with EU funds, in terms of preparing PPP 
projects and combining EU funds with PPP. Completing a pre-study is recommended in the 
fourth step, which follows after the assessment of the project’s acceptability for co-funding 
from ESIF / EFSA sources, and at the first consultation with JASPERS.   
 
 
6.2. The content of the pre-feasibility study 
 

Within  the pre-study, content  should be more oriented on the framework for 
implementation of the project, solution in implementing similar projects, acquired good and 
bad experiences  (possibly  available  information  about the “lessons learned”) all in order to 
eliminate inefficient implementation directions. 

 
Of course, the subject of a pre-study is the project itself with its basic technical, financial and 
legal framework implementation. 
 
Not departing substantially from the current proposal of content, while taking into account 
the specifics of combining EU sources with PPP, the following pre-study content 
representing insignificant correction of existing facilities is proposed: 

1. Purpose, object and aim of the project. 
2. Social needs for the project and evaluation of long-term ability to assume the 

obligations arising from the project  
3. Analysis of possible organizational forms of the project with an assessment of 

potential subjects of interest in the project  
4. Location analysis  
5. Potential in grouping projects  
6. The possibility and merits of using subsidies and financial instruments  
7. Description of the project interventions and the necessary resources 

key technical aspects analysis  
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basic legal aspects analysis 
key financial aspects analysis  

8. Description of possible project procurement models  
9. Analysis of the main factors affecting the value for money  
10. Analysis of the statistical treatment of the project  
11. Matrix of the project’s significant risks identification and allocation  
12. Proposal and explanation of criteria and project methods of procurement 
13. Directives for further project development 

 
 
6.3. Application of the pre-feasibility study 
 

Pre-study is a useful instrument that could be used in the process of preparing projects 
of the public social and economic infrastructure. It is possible, as a part of the pre-study, 
based on the analysed situations, arguments and objective project risk and obstacle 
assessment, to reduce the costs and accelerate the preparation and implementation of 
public projects. Although stated in the introduction as well as other chapters of this project, 
the attention was drawn to the fact that the pre-study should be used for all major public 
projects whose value exceeds 50 million EUR, but the opinion of the author is to see its 
benefits even in smaller projects (e.g. in projects larger than 10 million EUR). In any case, it is 
reasonable to begin with the practice of creating pre-studies. 
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The accounting analysis focuses on the PPP model that is applicable in Croatia and 

combined financial resources in accordance with the official procedures of blending PPPs 
with ESI Funds (AIC, 2013). The analysis is founded on the current and relevant technical and 
legal bases given in the International Accounting Standards for entrepreneurs (IAS/IFRS) and 
public sector (IPSAS), statistical requirements of asset and public debt classification, and the 
recognition of income and expenses (ESA 2010), EU legislation and national legislation (the 
Accounting Act/CFRS, the Budget Act with the accompanying subordinate acts, tax 
regulations, EU regulations).   
 
 
7.1. Financing Public Projects from EU Funds   
 

With the accession to the European Union, the Republic of Croatia has become a full 
member state and as such, participates in the implementation of the European Cohesion 
Policy, which implies the use of EU funds. The funds supporting the EU Cohesion Policy are 
collectively called the European Structural and Investment Funds (hereafter: ESI Funds) and 
since 2014 have operated under the Common Strategic Framework. In the State Treasury 
system, the received EU resources are recorded as received advances and are not 
distributed to users. The EU system for the implementation of programs and projects is 
founded on the basic processes, such as: planning, execution, monitoring and control. In line 
with the requirements of the EU Financial Regulation and the Budget Act, the basic 
framework has been established according to which the activities and projects financed from 
EU funds are planned within the state budget of the Republic of Croatia. Budget entities, EU 
funding beneficiaries, are required to adjust their financial and accounting operations to the 
rules regarding the use of EU Structural and Investment Funds and other EU programs. 

 
7.1.1. Organization of Accounting 
 

During the project implementation, the investor, EU funds recipient, is obliged to ensure 
a clear audit trail which allows an effective monitoring and auditing of the project 
implementation. In addition to relevant national legislation and international accounting 
standards, the accounting should also adhere to specific rules of financial management 
imposed by the European Union. In this regard, the project accounting is faced with complex 
requirements and great responsibility. In order to protect the EU and Croatian financial 
interests, it is necessary to keep proper accounting records and document all business 
operations and transactions occurring during the project implementation, thus ensuring 
reliable reporting and an adequate audit trail. The recipients can organize the accounting 
system for monitoring the projects (co)financed from EU funds in a way that they consider 
optimal. Thereby, they are required to ensure that the system integrates all information and 
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data into their overall operations and at the same time allows the monitoring of the project 
separately. The separate monitoring of the project, besides a separate accounting subsystem 
for every project, is possible by creating a separate operating segment (cost or profit center) 
for every individual project within the recipient's integral accounting system or, in simpler 
cases of implementation, by creating additional analytical accounts that ensure a clear link 
between the project funds and the associated expenditures. 
 
7.1.2. Accounting Rules 
 

The beneficiaries report the accounting information about the project implementation 
and the effects of implementation within the statutory national system of external financial 
reporting. 

 
The budget accounting system is based on a modified accrual accounting principle. 
According to this principle, revenues are recognized in the reporting period in which they 
become available and measurable, which in fact means when the cash is received. In 
contrast, expenditures are recognized in the reporting period in which they occurred, 
regardless of the payment. Exceptionally, for the sake of monitoring the implementation of 
EU projects and programs, and in line with the statistical requirements (ESA 2010), the 
principle of matching revenues with related expenditures is applied, whereby the aid from 
EU institutions and bodies and the state aid based on EU funds transfer (current and 
capital) are recognized as revenues in the reporting period proportional to the incurred 
costs of implementation of the contracted programs and projects. Until the revenues are 
recognized, the received financial aid is reported as liabilities for advances received  
(account 23957 Liabilities for EU advances).  
 
The system of monitoring the operations of budget entities is based on the mandatory 
application of the Book of Rules on the Budget Classifications: economic, functional, 
program, location and by the source of funding. 
 
7.1.3. Classification of Financial Resources 
 

Financial resources consist of revenues and receipts which are used to settle 
expenditures and expenses of different sort and specified purpose. By the provisions of the 
mentioned Book of Rules, revenues from foreign governments, international organizations, 
other budgets and other entities in the general budget are classified as the financing 
resource 5 Aid. Therefore, the aid from EU institutions and bodies is classified under this 
resource. 
 
Economic classification is a presentation of revenues and receipts by natural types and 
expenditures and expenses according to the economic purpose they serve. 
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7.1.4. Revenues 
 

In order to plan and monitor the generation of revenue by a budget entity during the 
implementation of EU projects and programs, the budget accounting plan stipulates that 
revenues from EU institutions and bodies be planned at the level of subgroup 632 Aids from 
international organizations and EU institutions and bodies. 
 
If EU funds are further transferred to the users in the general budget system (L/R SGUs, its 
users, extra-budgetary users of the state budget or L/R SGUs budgets or other users of the 
state budget), the revenues from the EU in the books of these users will be reported on the 
basic accounts within subgroups: 638 Aids based on the EU funds transfer (for received EU 
funds that are transferred through the state or local budgets to final users in the general 
budget system) and 639 Transfers between the users of the same budget. 
 
7.1.5. Expenditures 
 

Economic classification of specific expenditures in the implementation of projects and 
programs is done by the final user of resources as follows: 

- If the final user of resources is a budget user, expenditures are planned and reported 
by natural type of costs in the appropriate account in classes 3 and 4 of the budget 
accounting plan 

- Transfer of EU funds to entities in the general budget are planned and reported on 
the appropriate account in subgroup 368 Aids based on the EU funds transfer 

- Transfers of EU funds to entities outside the general budget (trading companies, 
associations, trade unions, institutions that are not budget users) are planned and 
reported by the budget entity in the appropriate account depending on the recipient 
outside the general budget 

 
Given that the resources in a PPP project are directed from the budget entity (public 
partner) towards the private partner who is outside the general budget system, they are 
reported in the appropriate account in division 3864 Capital assistance from EU funds. 
 
 
7.2. The Accounting Aspect of Models of PPP Projects 
 

PPP can broadly be described as an agreement between a public sector entity (public 
partner) and a private sector entity (private partner). There are many definitions, but they all 
essentially come down to this: “public-private partnership” (PPP) is a form of cooperation 
between public authorities and the private sector, which aims to improve the delivery of 
investments in infrastructure projects or other types of operations by providing public 
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services through risk sharing, pooling of private sector expertise or additional sources of 
capital. 

 
PPP modalities are various, however they are all comprised in two basic types: so-called 
purely contractual model and institutional model. In a PPP of a purely contractual nature, 
the partnership is based solely on the contract. Nonetheless, institutional model of PPP 
implies the establishment of an entity that would be jointly held by public and private 
partners. In a contractual PPP model, the awarding of a PPP contract to a selected private 
partner is done through a public contract. There are two prominent contractual models: BOT 
(Build – Operate – Transfer) and PFI (Private Finance Initiative). 
 
The accounting process of monitoring the project implementation and all project-related 
activities in general is determined by a specific PPP type and the contract as a fundamental 
legal act that regulates mutual rights and obligations between public and private partners. 
 
In addition to the PPP contract, there is a number of related contracts that need to be 
concluded (for instance: financing agreement, direct agreement, contracts on establishing 
the rights to build, agreements with subcontractors, insurance agreements, etc.) that have 
their own accounting and tax implications. 
 
Without going into detail about numerous definitions and a wide array of possible PPP 
models, in this section the basics of the accounting framework are explained for monitoring 
the main types of PPP, preceded by the elaboration of the accounting treatment of lease 
arrangements that may arise as a result of ambiguous and erroneous provisions of the 
contract about the status and the use of assets (infrastructure or other property) in 
contractual types of PPP, particularly in a PFI modality. 
 
7.2.1. Excluding Lease Arrangements from PPP Contracts 
 

Essential to all PPP models is the provision of complex services that in most cases include 
assets (infrastructure and other property) necessary for their provision. Therefore, for the 
proper accounting for business activities and recognition of assets and liabilities of 
participants, it is necessary to analyze specific contracts and identify if they are a lease or 
contain elements of a lease. 

 
Sometimes this applies to concession of public services as well. An agreement on concession 
of public services, which includes one or a series of related transactions, but does not take 
the legal form of a lease, possibly contains provisions that transfer rights to use a certain 
asset (property, plant or equipment) in return for a payment or a series of payments, thus 
representing a lease arrangement. 
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In this regard, in order to identify and better understand the accounting for assets or parts 
of assets in the lease or other notes related to other leased properties, it is necessary to take 
into account IAS 17 – Leases and its related interpretations. 
 
An entity may conclude an agreement, which includes one or a series of related transactions, 
and  is not a lease in the legal form, but conveys the right to use a certain asset (property, 
plant or equipment) in return for a payment or a series of payments. Determining whether 
an agreement is or contains a lease should be based on the essence of the contract and 
requires the assessment of whether the fulfillment of the agreement depends on the use of 
a specific asset or the agreement conveys the right to use the asset. The agreement does not 
convey the right to use the asset if it does not convey to the user (lessee) the right to control 
the use of the underlying asset. Furthermore, the asset is not in the lease unless the 
fulfillment of the agreement depends upon the use of the underlying asset. If a lease 
arrangement is detected in the contract, the accounting procedure is prescribed in IAS 17 
Leases. 
 
7.2.2. Status (Institutional) Model of PPP 
 

Status public-private partnership is a PPP model based on a membership relationship 
between a public and a private partner in a joint venture that is responsible for the 
implementation of a PPP project. This model implies the establishment of a legal entity 
(usually a company) jointly owned by public and private partners or the conclusion of a joint 
ownership agreement regarding the existing legal entity. The joint ownership structure is 
regulated by a mutual social contract (the founding act) which assigns the level of 
management control, mostly resulting from the proportion of shares in the capital structure 
of the joint venture. 

 
The accounting for the joint venture is based on national legislation which implies the 
application of International Accounting Standards and/or International Financial Reporting 
Standards. 
 
Public partner – co-owner applies specific national legislation, or International Accounting 
Standards for the public sector if the national legislation prescribes so. Co-ownership in the 
joint venture in the Republic of Croatia is reported as financial assets in subgroup of account 
154 – Shares and equity accounting in companies outside the public sector. 
 
7.2.3. Concession Model of PPP 
 

In the Republic of Croatia, concessions are regulated by the Concessions Act. According 
to legal provisions, these are the types of concessions: 

- concession for the right to exploit  a common good or other goods 
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- public works concession 
- public service concession 

 
7.2.3.1. Concession for the Right to Exploit a Common Good or Other Goods 
 

This is the most common form of concessions in which a concession grantor 
contractually transfers to the concessionaire the right to exploit its assets in return for a 
concession fee. 

 
The accounting treatment for this type of concessions for the concession grantor and the 
concessionaire is clear and unambiguous. An asset under concession is owned by the 
concession grantor and is recorded on its balance sheet as  tangible assets. The accounting 
for the concession grantor is regulated by specific national legislation. Since this is the 
budget entity, accounting conceptual framework is governed by the Budget Act and the 
accompanying subordinate acts. The concession grantor on the basis of the concession 
contract generates revenues that essentially represent exchange revenues, in other words 
revenues from non-financial assets. 
 
On the basis of the concession contract, the concessionaire acquires intangible assets (the 
right for the exploitation) that are recognized on its balance sheet in line with IAS 38 
Intangible Assets, recognizing at the same time long-term provisions for future costs. In case 
of a periodic payment of the concession fee, the obtained concession is in practice often not 
recorded as an intangible asset on the concessionaire's balance sheet. Instead, concession 
fees paid during the concession period are recognized as expenditures in the current period. 
 
7.2.3.2. Public Works Concession 
 
The contract on the public works concession is a written administrative contract aimed at 
generating financial interest, on the basis of which one or more concession grantors entrust 
the execution of work to one or more economic entities, whose revenues are obtained 
exclusively through the right to exploit the works that are subject of the contract or through 
that right and payments. The process of awarding the public works concession is regulated 
by the regulations governing public procurement. By delivering the works under the 
contractual terms, the concessionaire generates its operating income (financial interest), 
while the concession grantor at the same time recognizes its operating expenses or 
expenses of the acquisition of non-financial assets. 
 
7.2.3.3. Public Services Concession 
 
The accounting treatment for business activities and the recognition of elements of financial 
statements of the public services concession contract signatories  is often complex due to 



40

Recommendations for the Accounting Treatment of Non-Recoverable Financial Resources in 
the Books of Public and Private Partners for Blended PPP/ESIF Projects 

the fact that the provision of public services, besides the provision itself, usually includes the 
necessary infrastructure and/or other assets necessary for their provision. These are 
functional assets owned by the public entity – concession grantor or the existing assets that 
are yet to be made operational in order to ensure the provision of a public service at the 
satisfactory quality level. Furthermore, sometimes the assets for the provision of public 
services need to be constructed or obtained otherwise. The use, upgrade and/or 
construction of an asset, its ownership and economic status, the level and the quality of 
public services as well as revenues and expenditures of the provision of public services are 
all key components of public services concession contract, especially if they are 
implemented as a PPP project. 
 
7.2.4. Public-Private Partnership – PFI Model 
 

In Croatia, a PPP stands out as a form of cooperation with the following characteristics: 
- PPP is a long-term relationship 
- the private partner supplies the service of the availability of assets and services; 
- the private partner does not supply the works 
- the private partner is obliged to assume obligations and risks related to the 

construction and maintenance 
- the public project is under the public partner's jurisdiction, that is, the service must 

be of public nature 
 
These characteristics suggest that PPP is a model of public project procurement, the subject 
of which is the procurement of the service of availability of a public asset, or in other 
words, the subject of a PPP is the procurement of services. This definition differentiates the 
PPP model from a series of other models that are applied in practice, whose objective is the 
procurement of works. Moreover, for the transferred obligation of construction and 
maintenance, the public partner pays to the private partner a compensation in the form of 
a PPP fee. This model excludes a lease relationship between public and private partners. 
Obligations arising from the PPP contract according to the economic classification of 
EUROSTAT are not considered debt, and are excluded from the terms and the scope of debt 
referred to in Articles 87 and 88 of the Budget Act. 
 
The implementation of a PPP project starts upon the conclusion of the contract between the 
contracting authority and an SPV, that is a private partner. For the purpose of execution of 
the contract on the delivery of the service of a public asset availability, the SPV begins the 
process of its acquisition, or the investment in the construction of a new one (or the 
reconstruction of the existing asset owned by the contracting authority). The legal 
presumption of the model is that the construction or reconstruction of the asset is based on 
the right to build (or other contractual right) established between the contracting authority 
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(as the legal owner of the construction site or the existing asset) and the SPV as an investor 
in construction or reconstruction. 
 
In accordance with the PPP Act, the public partner may transfer the right to build to the 
private partner without the payment of a fee. The basic legal framework for the construction 
of an asset based on the right to build is given in the Act on Ownership and Other Real 
Rights. 
 
7.2.4.1. Accounting for the Private Partner 
 

The accounting treatment for the private partner begins with the process of construction 
(reconstruction) of a facility that is the object of the PPP contract. In the construction of a 
new facility, the private partner - an entrepreneur shall apply the Accounting Act5, or to be 
more precise IAS 16 – Property, plant and equipment, since the facility fulfills the conditions 
to be recognized as an asset, as defined in the IAS6. During the PPP contract period, the 
private partner is a legal and economic owner of the new facility. The accounting policy of 
depreciation of the new facility (and its separate depreciable units) will be created by the 
private partner in accordance with the asset's useful life and operational requirements 
specified in the content and duration of the PPP contract. On this basis, the depreciation 
expense will successively be recognized over the asset's useful life. At the end of the useful 
life, the accumulated depreciation will be equal to the total capitalized cost of acquisition of 
the asset7.  

 
In the case of reconstruction or upgrade of the existing asset legally owned by the public 
partner, the private partner recognizes its intangible assets – the right based on the 
investments in the borrowed assets for the right to use them. These assets meet the criteria 
of recognition of assets in line with the provisions of IAS 38 – Intangible assets, because they 
are measurable, they are used for the achievement of economic benefits and arise from 
contractual or other legal rights. 
 
The accounting of amortization of intangible assets for the private partner will be in line with 
the terms of the PPP contract. 
 

                                                      
5 The Accounting Act (Official Gazette 78/15, 134/15, 120/16) requires a direct application of IAS/IFRS, that is 
CFRS that are aligned with them depending on the size of the entrepreneur. 
6 The cost of the items of property, plant and equipment should be recognized as assets if, and only if: (a) it is 
probable that future economic benefits associated with the asset will flow to the entity, and (b) the cost of the 
asset can be measured reliably.  
7 Unless the residual value is specified in the contract as well as the compensation paid to the public partner 
based on the increased value of the asset for which the building rights were issued.  
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In the process of acquisition of tangible assets, the private partner as an entrepreneur and a 
VAT taxpayer does not include VAT in the acquisition value of assets since VAT (and/or 
transferred value added tax liability8) charged by the supplier represents recoverable tax. 
 

The same applies for the recognition of intangible long-term assets – the right where the 
private partner is the economic, but not the legal owner of the asset, since the investments 
are made in the reconstruction of the borrowed assets with the aim of achieving economic 
benefits9. 
 
The private partner generates revenues by rendering the service of availability of the asset 
during the PPP contract period. Thereby, the provisions of IAS 18 - Revenues are applied. 
During the contract period, the private partner continuously charges to the public partner 
VAT on the value of the delivered availability services. 
 
7.2.4.2. Accounting for the Public Partner 
 

The accounting treatment for the public partner begins with the grant of building rights, 
when in its analytical and off balance sheet records the assets encumbered by building rights 
are reported. On balance sheet record of assets built on the basis of the given right to build 
and/or the increased value of the reconstructed asset will follow upon the expiry of the PPP 
contract, in accordance with the legal and/or contractual provision related to the acquisition 
of legal ownership. Residual or estimated value of the assets transferred to the legal 
ownership of the public partner without a fee will be recognized on the appropriate account 
of tangible fixed assets while increasing its own sources of ownership (public capital). During 
the effectuation of the project, there will be continuous operating expenses of the public 
partner for the received services of availability of assets within the PPP contract period. The 
corresponding VAT will be charged on the compensation, thus increasing the expenses. 
According to the economic classification given in the budget accounting plan, the underlying 
expenses will be recorded as “leases and rents” under division 3235 of class 3 of the budget 
accounting plan. 
 
 
 

                                                      
8 For contractual works and services referred to in Article 75 paragraph 3 of the Value Added Tax Act (Official 
Gazette 73/13, 99/13, 148/13, 153/13, 143/14, 115/16). 
9 Amendments to the VAT Act as of January 1st 2017 (Official Gazette 73/13, 148/13, 143/14, 115/16; Decision 
of the Constitutional Court of RC 99/13, 153/13), in Article 64 the definition of economic goods is expanded, 
stipulating that economic goods are goods and services which, under the accounting regulations, fall under  
taxpayer's fixed assets. Thereby: Services referred to in Article 64 paragraph 3 of the Act include concessions, 
patents, licenses, trademarks, software and other rights. (The Regulation on VAT, Article 141, item 7, Official 
Gazette 79/13, 85/13-correction, 160/13, 35/14, 157/14, 130/15, 1/17). 
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7.3. Accounting for Financial Instruments 
 

Financial instruments represent the aid from the instrument issuer to the public or 
private partner for which there is an obligation of return10.  
 
Under the scope of this analysis, financial instruments refer to the loans with favorable 
interest rate and the longer repayment period as well as various forms of guarantees. The 
arrangement of financial instruments implies a series of processes associated with the 
conclusion of an agreement between the private partner and the issuer of financial 
instruments for the purpose of increasing the feasibility of the public project. When it comes 
to loans and credits, these financial instruments cause changes on the beneficiary's balance 
sheet in the form of increased financial liabilities on received borrowings, while increasing 
funds or reducing other liabilities incurred in the PPP project financing (accounts payable, 
refinancing, and similar). 
 
The use of these borrowings by the public partner is also considered debt and is subject to 
legal restrictions, the procedures of obtaining permission and the accounting treatments 
described in this manual. 
 
The interests paid to the issuer are typically considered the financial expense of a business. 
The exception for the beneficiary-private partner are the interests that are capitalized or 
included in the acquisition value of the asset under the terms defined in IAS 23 Borrowing 
Costs.  
 
Warranties and guaranties as well as loans/credits (approved, but not realized) are the 
subject of off the recipient's balance sheet recording until the time of their use. 
 
 
7.4. Accounting for the Project in Terms of Blending PPPs with Grants 
 

The concept of blended funding implies the combination of non-recoverable funds in the 
form of subsidies and capital assistance with the public-private partnership model, in other 
words, the inclusion of a non-recoverable one-time payment from the grant provider 
expressed as a percentage in capital investments. The result of such payment is the 
reduction of PPP fees (in PPP projects based on availability), in other words, the increase of 
final users' ability to pay or the elimination of concession grantor's payments to the 
concessionaire (in PPP models where the private partner collects revenues from final users 

                                                      
10 The concept of financial instruments in this analysis partially includes the financial instruments that are the 
object of regulations and the accounting treatment in IAS 32 Financial instruments: Presentation, IAS 39 
Financial instruments: Recognition and Measurement, IFRS 7 Financial instruments: Disclosures and the new 
IFRS 9 – Financial instruments (as of January 1st 2018). 
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or concessions). This analysis focuses on the accounting aspect of the implementation of 
blended projects according to the procedure defined by the Agency for Investments and 
Competitiveness. In light of that, capital assistance (subsidy, grant) is defined as the amount 
of money received by the public partner in order to increase the “affordability” of project 
procurement. Capital assistance is given to public partners in order to reduce capital costs, 
so that the public partner becomes able to settle future liabilities as a consequence of the 
overall living costs. Capital assistance is the source of financing for the private partner, for 
which there is no repayment obligation towards its provider. EU Regulations1114 allow for 
both public and private partners to become recipients of capital assistance. However, for the 
purposes of this analysis, the beneficiary of capital assistance is the public partner, while its 
influence on the private partner is neutral. 

 
The use of capital assistance implies the process of payment of the public partner to the 
private partner, as well as the process of harmonizing PPP fees as results of disbursement, 
provided that the private partner's position remains unchanged in relation to its offer. 
 
This accounting and tax analysis will discuss the procedure of combining grants with PPPs. 
 
7.4.1. Accounting for the Public Partner 
 
The accounting treatment for the implementation of a blended PPP project for the public 
partner begins at the moment of the cash flow, i.e. upon the completion of construction 
under specified conditions, when, based on the procedure carried out, it receives (or 
assigns) the payment of EU funds – grants intended for the implementation of the PPP 
project involving the transfer of funds to the private partner. The public partner recognizes 
the funds from EU resources as its revenue in the way previously thoroughly described. In 
defining the character of expenditures during the PPP project implementation phase, the 
public partner plays a crucial role. Since in this particular blended project model the public 
partner is not a (co)investor, i.e. the acquirer of non-financial assets (rights and/or property), 
but essentially a source of (co)financing, the project implementation expenditures occur at 
the moment of the transfer of the received EU funds to the private partner. According to the 
essence and the character of project implementation model, from which the role of the 
public partner is defined, the funds transferred from EU resources are classified and booked 
based on the remittance (or assignment of payment) to the private partner. Given that the 
funds in the PPP project are transferred from the public to the private partner that is outside 
the general budget system, they are reported on the appropriate account in division 3864 
Capital assistance from EU funds. 
 

                                                      
11CPR Regulation; Regulation (EU) No 1303/2013 of the European Parliament and of the Council of 17 
December 2013. 
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In case when payments are made through an escrow account, every single transfer from this 
account shall at the same time be recognized on the public partner's account as revenue 
from EU funds and a partial settlement of its liability towards the private partner for the 
delivered service or as capital assistance. Depending on the contract with the EU source, the 
public partner recognizes the funds deposited on the escrow account as a liability for 
advance payment, as previously mentioned, or off its balance sheet if the right to withdraw 
funds is conditional on the delivery of services by the private partner. During the 
effectuation of the project, the public partner will report continuous expenses for the fees 
paid to the private partner in accordance with the concluded PPP contract. The 
corresponding VAT rate will be charged on the fee, thus increasing the expenditure. 
 
According to the economic classification, these expenditures are considered leases/rents 
and are recorded under “leases and rents” in division 3235 of class 3 of the budget 
accounting plan12. 
 
It can be concluded that in this PPP model, assets and debts are not recognized on the 
public partner's balance sheet because it has the role of a user of the availability service of 
the asset provided by the private partner. After the expiry of the PPP contract, the asset 
becomes its legal and economic ownership, which will result in the asset's estimated value 
being reported on its assets balance sheet while increasing its own sources of ownership 
(public capital). 
 
7.4.2. Accounting for the Private Partner 
 

The private partner selected in the procedure of the PPP project implementation invests 
in the assets with the aim of collecting revenues from their use, whereby the conditions lied 
down in the PPP contract are met. These are the relevant facts: 

- The private partner assumes the financing risk, i.e. provides total financial resources 
for the construction from its own capital and/or by loans from credit institutions 

- The private partner assumes the risk of construction and operation of the 
infrastructure facility;  

- The asset that is the subject of investment is legally and economically owned by the 
private partner and is used for the long-term provision of the service of availability to 
the public partner under the terms of the PPP contract; 

- The PPP contract duration determines the asset's useful life, i.e. its rate of 
depreciation, provided that at the end of its useful life zero or minimal residual value 
is assumed (the total investments of the private partner will be amortized);  

                                                      
12 At the moment, the budget accounting plan does not provide a separate basic account for recording PPP 
fees. 
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- After the expiry of the contract, the public partner assumes ownership of the asset, 
whereby the transfer of ownership is regulated in accordance with the then valid tax 
and legal norms 

- As an entrepreneur who carries out an economic activity, the private partner is a 
subject to income tax and value added tax 

- Only after the fulfillment of the asset construction conditions does the public partner 
meet contractual obligations, and remits to the private partner the capital assistance 
(grant) which essentially represents property-related aid 

- By the winning approach, the received capital assistance for the private partner has 
the accounting character of a government grant that has a neutral impact on its 
financial results and tax liabilities 

 
The accounting treatment for receiving the grants (either directly from EU funds or indirectly 
through the public partner – the budget entity) with the purpose of implementing the 
project for the private partner – entrepreneur is based on the application of IAS 20 – 
Accounting for Government Grants and Disclosure of Government Assistance. In the process 
of the acquisition and use of the asset which is the subject of the PPP contract, the private 
partner shall apply IAS 16 – Property, Plant and Equipment. The initial recognition on the 
balance sheet will include acquisition costs and borrowing costs. 
 
Depreciation of the asset begins when it is ready for use, i.e. when it is in the condition 
necessary for its use, and ends after the expiry of the PPP contract. 
 
In the case of continuous successive payments to the private partner for the services 
through an escrow account over the PPP contract period, instead of a one-time transfer of 
the total funds from EU resources as the capital assistance, continuous payments for the 
delivered services through escrow account will be recognized as the settlement of 
receivables from the public partner. 
 
In the case of periodic payments from escrow account during the asset's construction and 
preparation phase, the individual payments of capital assistance will have the same 
accounting treatment as one-time payment but with a prior more complex calculation of 
changes in the amount of PPP fees, and an aliquot recognition of deferred revenues in the 
revenue of the reporting period. 
 
The private partner, as an entrepreneur and a VAT taxpayer, upon the acquisition of fixed 
assets co-financed from EU funds, as well as during its effectuation, has the right on the 
deduction of input VAT from suppliers under the conditions and in the way prescribed in the 
Act and the Regulation on VAT. The received government grants are not subject to VAT 
because: 

- they do not represent advance payments for future delivery of services 
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- they do not represent redemption value of the stake in the ownership of the facility 
(asset) which is the subject of the contract 

- essentially, they do not represent subsidies directly related to fees/prices13 
- During the asset's effectuation, the private partner, as an entrepreneur and a VAT 

taxpayer, is obliged to charge the corresponding VAT on its delivery of the service of 
availability of the facility 

 
 
7.5. Accounting for Projects in Terms of Blending PPPs with Financial 

Instruments 
 

Unlike the process of combining PPPs with non-recoverable financial funds where the 
sole beneficiary and the contractor of grants is the contracting authority (public partner), 
with financial instruments the process is different. Two basic questions arise here: 

1. which entity in the project is the beneficiary of a financial instrument?  
2. who concludes the contract on financial instruments with its provider? 

 
In contrast to the scheme of the process of combining PPP models with grants, where the 
contracting authority is the sole beneficiary and the contractor of grants, in the case of 
combining PPP models with financial instruments there are differences. Namely, the public 
contracting authority is generally an indirect beneficiary of effects of financial instruments, 
while a direct beneficiary is the private executor or the deliverer of the service of asset's 
availability or the provider of public services. This situation is evident in cases of favorable-
terms loans, guarantees for a part of the loan principal or equity, whereas with potential 
guarantees for good payment behavior of PPP fees the situation is somewhat different. 
 
In cases of favorable-terms loans a group of bidders negotiate during the procurement 
procedure with the creditor about the terms of the credit contract should they win the 
competition. The credit contract is concluded between the creditor and the private partner, 
i.e. a special purpose vehicle. Thus, the contractor and the beneficiary is the SPV. With 
guarantees for a part of the loan principal, the creditor is the beneficiary, but the ordering 
party is either the  contracting authority or the private partner. Indirectly, the public partner 
will have economic benefits from this guarantee due to the general project implementation, 
but also in the form of reduced project financing costs. The issuer of this financial instrument 
guarantees for liabilities of the private partner as the beneficiary of the commercial credit. 
 

                                                      
13 The opinion of the Tax Administration's Central Office, Class No: 410-01/13-01/4470, Reg. No: 513-07-21-
01/14-2. 12 February 2014 
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The accounting treatment for combining PPP models with some of the mentioned financial 
instruments essentially does not differ from the described accounting treatment for the 
PPP project itself or the described accounting treatment for financial instruments. 
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Combining Subsidies and PPPs in Relation to On Balance Sheet Recording According to 
Eurostat Recommendations 

Regardless of the potential of PPPs and concessions in the records of projects outside 
public debt there are many examples in various European countries where Eurostat 
recorded  PPP projects and concessions on public sector balance sheet. PPPs combined with 
grants or subsidies further complicate the situation since the analysis of the allocation 
includes the part of the project that is not covered by the subsidy. Furthermore, the origin of 
the subsidy provider affects the recording in relation to public debt, whether or not the 
provider in this particular case is classified as the general government. As it was set out in 
the project objectives, this analysis will bring an overview of the criteria important for the 
assessment of contract provisions and the final allocation of assets in relation to public 
sector balance sheet. 
 
 
8.1. National and International Legal Framework for the Project Asset 

Allocation Assessment 
 
The legal framework laying down obligations, jurisdictions, rules and procedures is 
determined by EU regulations, specifically by the Regulation (EU) No 479/2009 on the 
application of the Protocol on the excessive deficit procedure and the Regulation (EU) No 
549/2013 on the European system of national and regional accounts in the European Union. 
A significant regulation within the national legal framework is the Cooperation Agreement in 
the Field of National Accounts of the General Government and Associated Statistics. 
 
The subject of the Council Regulation (EC) No 479/2009 on the Protocol on the excessive 
deficit procedure annexed to the Treaty Establishing the European Community is the 
renewed codification of the Council Regulation (EC) No 3605/93 since the Regulation 
changed several times along with the criteria. The Regulation primarily refers to the criteria 
of recording certain transactions of general government and the records of these 
transactions in national accounts, the procedures of reporting of the EU Member States to 
Eurostat, the quality of data delivered to Eurostat by the Member States and the 
information provided by Eurostat. 
 
The subject of the Regulation (EU) No 549/2013 is the definition of the national and regional 
accounts system in the European Union. The Regulation mostly deals with the structure and 
the text of ESA 2010, which was later published in a book form. It must be underlined that 
ESA 2010 was the basis for drafting the Manual on Public Debt and Deficit. 
 
Concerning the national regulations, the only available data are those from the Cooperation 
Agreement14 between the Central Bureau of Statistics, Croatian National Bank and the 
Ministry of Finance, in which the mutual relationship of these institutions is defined in the 

                                                      
14 http://www.dzs.hr/Hrv/institutional/Sporazum%20potpisan%20bez%20priloga.pdf  
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field of national accounts statistics of general government and associated statistics that are 
regulated by the relevant European Union legal acts or are included in the Programme of 
statistical activities of the Republic of Croatia and the Annual Implementation Plan of 
statistical activities of the Republic of Croatia based on the Official Statistics Act. The aim is 
to establish an efficient statistical system in the field of national accounts of the general 
government and associated statistics which would be completely aligned with European 
legislation, based on the European Statistics Code of Practice, and economical to the utmost. 
 
Closely connected with the mentioned regulations are two fundamental manuals that 
directly deal with and regulate the rules of procedure in relation to the recording of the 
project assets in relation to public debt (public sector balance sheet), namely: European 
System of Account 2010 which was published by Eurostat, the legal framework for which is 
given in the Regulation (EU) No 549/2013 and the Manual on Government Deficit and Debt – 
Implementation of ESA 2010, also published by Eurostat (updated 2016 edition). 
 
 
8.2. Framework of the Manual on Government Deficit and Debt (MGDD) 
 

One of the basic documents in which the criteria for the assessment of the allocation of 
assets in relation to public debt are described in detail is the Manual on Government Deficit 
and Debt – Implementation of ESA 2010 by Eurostat. The Manual was first published by 
Eurostat in 2008 after which it has been amended five times. The most recent version is a 
2016 edition. 

 
The Manual is divided into eight parts, with Part VI “Leases, licenses and concessions” being 
of particular importance for the assessment of the allocation of assets. This Part is again 
divided into six chapters, fourth of which is titled “Public-Private Partnerships (PPS)”. This 
chapter focuses on the questions regarding concessions and PPPs. 
 
The Eurostat Manual explains the difference between concessions and PPPs, defining a 

concession as a contract between a public authority and an entity (privately or publicly 

owned), concluded after a public procurement procedure with the aim of construction and 

management of the assets under concession (existing or newly built) and within which a 

concessionaire collects revenues from final users. Unlike concessions, PPPs are defined by 

Eurostat with regard to the demand risk. PPPs are long-term contracts between a public 

authority and a private entity, where the private entity constructs and manages the assets, 

while the costs of the project are borne by the public authority (private partner), and its 

revenues are mostly covered from the budget of the private partner. 
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8.3. Criteria for the Project Asset Allocation Assessment 
 

For the purpose of easy reference, the criteria will be categorized into two groups, the 
basic criteria and other criteria, as well as the criteria specific for combining EU resources 
with public-private partnership. 
 
8.3.1. Basic Criteria for the Project Asset Allocation Assessment 
 
Basic criteria include the criteria for distribution of three basic risks: 

1. the construction or reconstruction risk; 
2. the availability risk and 
3. the demand risk 

 
The construction risk refers to the events of possible difficulties or damage during the period 
of construction of the building that is the subject of the project from the date of signing the 
contract and the start of operations until the end of construction and the start of the 
operation phase. 
This risk has multiple components, some of the most prominent being: 

- overrun of construction costs 
- late delivery 
- design errors 
- errors in the application of specified construction-related standards 

 
The availability risk implies any unfavorable event associated with a dysfunctional part of a 
building or the entire construction. With the unavailable construction it is not possible to 
meet the standards of facilities and services in the agreed way and under agreed conditions. 
The delivery of an unavailable construction results from faulty management or poor 
technical performance of the building. In terms of unavailability, the volume and quality of 
the services fall short of the contracted standards. 
 

The demand risk is defined as the likelihood of demand for delivered public services being 
lower than expected. For example, for toll road systems the demand risk is seen in the 
choice of drivers to use alternative roads, for public garage systems it is reflected in the 
choice of drivers to park their vehicles in a distant but free parking lots, etc. The demand risk 
occurs in the exploitation phase of the project, when a public service, which is delivered 
through exploitation of a public facility, is offered to final users. This risk is comprised of two 
basic components: 

1. the risk of the volume of sold services 
2. the price risk 
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There are many factors affecting the risk of demand: general decrease of economic 
activities, changes in public policies, changes in the standards of demand for certain public 
services, competitive prices of public services, changes in the structure of final users, 
changes in demographic structure, and similar. 
 
In order for the project to be classified off public sector balance sheet, in addition to 
mandatory construction risk, the private partner also assumes the availability and/or 
demand risk. However, in the projects of so-called social infrastructure, like prisons, schools, 
hospitals, museums, etc., final users do not pay directly for the public service, but to meet 
the criteria of off public sector balance sheet recording, the risk of construction and 
maintenance (availability) must be transferred to the private partner. If, however, the 
project sells public services to final users, it is necessary to conduct a detailed analysis of the 
overall project risks and test the criteria of mostly transferred (or retained) risk. If the public 
partner bears most of the demand risk, the project will be recorded on public sector balance 
sheet. A similar conclusion applies in cases where the public partner guarantees for 
minimum revenues for the private partner. 
 
8.3.2. Other Criteria for the Project Asset Allocation Assessment  
 
Other criteria include: 

- the financing by the public partner (sector) 
- guarantees by the public partner (sector) 
- guarantees in the context of the termination clauses 
- “force majeure” 
- allocation of the assets at the end of the contract 

 
The financing by the public partner implies transactions in which the public partner, besides 
the role of a service customer, assumes the role of a creditor as well. The rationale of the 
transactions is based on the intention of reducing the project financing costs. This situation 
may occur when the difference in the financing costs between the public and private sector 
is significant. It must be stressed that in cases where the public partner finances the project 
through a high-risk loan, a multiplier of 2.5 is applied for high-risk public resources. 
 
Public partner guarantees refer to warranties and guarantees issued by the public partner 
(or any other public authority) in favor of the private partner or their source of financing. 
The guarantees are issued for the purpose of reducing financing costs and assuming a part of 
the project risk that commercial sources of funding would not take and the realization of the 
project would not be possible.  
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Guarantees in the context of the termination clauses refer to obligations taken on by the 
public partner in case of an early termination of the contract. In practice, these are the 
reasons for contract termination: 

- termination due to the breach of the contract by the public partner 
- termination due to the breach of the contract by the private partner 
- termination upon a discretionary decision by the public partner  
- termination due to the “force majeure” 

 
In general, Eurostat allowes for the public partner to take over the contractual obligation to 
repay the outstanding debt towards the financing sources in cases of early termination due 
to the contract breach by the public partner, discretionary decision and due to the “force 
majeure”, but not in the case of termination due to the contract breach by the private 
partner. In that case, Eurostat recommends the evaluation of the fair (market) value of the 
building and its disbursement to the private partner. As long as these criteria are not 
applied, the project assets are recorded on public sector balance sheet. 
 
 
8.4. Specific Criteria for Combined Funding 
 

Eurostat has emphasized several rules (criteria) associated with the specific combination 
of EU grants and PPPs. These are: 

– If the project is partly financed from EU grants, the value of grants shall be excluded 
from the calculations of risk- and benefit-sharing 

– The financing from EU grants is not considered taking over the risk from the public 
sector and the grants from this resource do not influence the allocation of risk to the 
public partner 

– If a PPP project uses a certain financial instrument from the quota of European 
Structural and Investment Funds or European Fund for Strategic Investments, this 
financial instrument will not influence the final allocation of assets on public sector 
balance sheet 

– If a PPP project is financed with a loan from EIB, although EIB is a publicly-owned 
financial institution, the loan will not be treated as public financing and will not 
influence the project asset allocation on public sector balance sheet 

 
It should be pointed out that the above-mentioned rules are currently well-known and 
accepted. However, the market of combining EU funds with PPPs is newly emerging, so what 
situations will occur in practice is yet to be seen. 
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8.5. Organization of Croatian Institutions Participating in the Evaluation 
 
There are several key institutions participating in the assessment and recording of the assets 
in relation to public sector balance sheet in PPP projects. These are the Central Bureau of 
Statistics, Croatian National Bank, the Ministry of Finance and the Agency for Investments 
and Competitiveness. In 2013, the Central Bureau of Statistics, Croatian National Bank and 
the Ministry of Finance signed the Cooperation Agreement in this field. PPP sector at the 
Agency for Investments and Competitiveness gives recommendations on the statistical 
treatment within two mandatory analyses of a PPP contract as an integral part of the draft of 
the PPP project. 
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Recommendations for calculating the necessary capital assistance are an important part of 
the manual considering that they describe and give schematic explanations of operational 
processes of the implementation of blended projects, taking into account the facts 
presented in previous chapters. In this section the use of financial instruments in blended 
PPP/ESIF projects is additionally explained. In particular, the model of the implementation 
of projects is explained in which grants, financial instruments and private capital is used. 
 
 
9.1. Blended Funding and Capital Assistance 
 

Based on the data from national and international practice, it can be concluded that the 
concept of blended funding implies the combination of non-recoverable funds in the form of 
subsidies or grants with the PPP model, i.e. the inclusion of a non-recoverable one-time 
payment from the grant provider expressed as a percentage in capital investments. The 
result of such payment is the reduction of PPP fees (in PPP availability-based projects), i.e. 
the increase of final users' ability to pay or the elimination of the concession grantor's 
payments to the concessionaire (in PPP models in which the private partner collects 
revenues from final users or concessions). 

 
However, non-recoverable funds present just one aspect of a total set of instruments 
available from national and international funds for public and private entities. Combined 
with non-recoverable funds, there are recoverable financial instruments in the form of loans, 
guarantees or equities, which can significantly contribute to the feasibility of a public 
project. In this regard, the blending of non-recoverable resources with financial instruments 
is a logical and closed concept which should be applied maximally in every public project. 
Indeed, the potential to use these resources depends greatly on the project procurement 
model, so in PPP models with the dominant private component, besides non-recoverable 
funds, it is possible to use financial instruments like those provided by the European Fund 
for Strategic Investments – EFSI. 
 
Blending of EU funds with PPPs may be considered at two levels. The first level is the 
concept of harmonizing two independent processes, by combining equal or similar 
procedures so as to achieve the effect of synergy, both in terms of simplification and 
acceleration of procedures. The second level implies the operational implementation of the 
approved EU fund, i.e. defining the payment process, the recordings in the partners' books, 
the selection of an optimal way of harmonizing PPP fees considering the amount of the 
approved grant, and similar. This is a critical analysis of the procedure defined by the Agency 
for Investments and Competition and the Ministry of Regional Development and EU Funds, 
however it presents in greater detail the processes related to the payment of grant and the 
use of financial instruments. 
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Due to the complexity of the processes and procedures that by far exceed the administrative 
capacities of contracting authorities in terms of preparation, implementation and monitoring 
of public projects, the procedures of combining PPPs with non-recoverable funds and 
financial instruments need to be thoroughly described and clear directions should be given 
as to what to do in such situations. In this regard, the aim of this section is to give 
unambiguous answers to following questions: 

– Postoje li u postojedem zakonodavnom okviru prepreke za primjenu kombiniranja 
Are there obstacles in the existing legal framework to implementation of blended 
PPPs with non-recoverable funds and financial instruments and whether it is 
necessary to improve the existing legal and institutional framework? 

– How to calculate the value of the necessary capital assistance? 
– How to pay the capital assistance so as to meet the condition of the contracting 

authority being its sole beneficiary? 
– How to include financial instruments in the combination of PPPs with capital 

assistance? 
 
 
9.2. Legal Framework for Blending 
 

The Act on Public-Private Partnership (OG 78/12, 152/14) (hereafter: PPP Act) and 
subordinate regulations, namely, Regulation on the Implementation of Public-Private 
Partnership Projects (OG 88/12, 15/15), the Ordinance on the Setting-up and Maintenance 
of  the Registry of Public-Private Partnership Contracts (OG 16/13) and the Ordinance on 
Small Value PPP projects (OG 23/15) define the legal framework for preparation, approval, 
procurement, implementation and monitoring of PPP projects. These regulations do not 
restrict the combinations of PPPs with subsidies of any form regardless of the source. In the 
light of this, both contracting authorities (public partners) and private bidders (private 
partners) can use any form of subsidies, with the aim of increasing the benefits of project 
partners. For instance, the public partner can use non-recoverable funds (grants, capital 
assistance) in order to reduce the overall living costs, which would result in the reduction of 
PPP fees as a cash equivalent to the value of the availability service provided by the private 
partner over the PPP contract period. On the other hand, the private partner can use various 
instruments in the form of guarantees, loans and equities in order to be selected as the best 
bidder with the reduced PPP fee and enter into a PPP contract. 
 
Regarding the EU Regulations governing this matter, of special importance is the Regulation 
(EU) No 1303/2013 of the European Parliament and of the Council of 17 December 2013. In 
it, PPP is perceived as a model which ensures the efficient delivery of public investments 
(operations) and  the achievement of public policy objectives by combining different forms 
of public and private resources. PPP is defined as “a form of cooperation between public 
bodies and the private sector, which aims to improve the delivery of investments in 
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infrastructure projects... through risk sharing, pooling of private sector expertise or 
additional sources of capital”15. The most important part of the Regulation is Chapter II, 
namely Articles 62 to 64, within which the framework is given for combining PPPs with ESI 
Funds. It should be noted that the Regulation allows both public and private partners to be 
beneficiaries under certain restrictions. However, the most important provision is that of 
Article 64, which determines how to identify “operational costs”, i.e. eligible costs within the 
total value of investment. Regarding the expenditures incurred by the private partner, they 
are considered as the expenditures of the public partner, so the contribution from the ESI 
Funds is eventually paid to the private partner for the settlement of investment costs under 
the condition that: 

– the beneficiary (public partner) has entered into a PPP agreement with a private 
partner 

– the managing authority has verified that the expenditure has been paid by the 
private partner 

 
All payments are made through an escrow account. The provision of Article 64 (3) is also 
important, determining the method of payment from the escrow account. In this regard, the 
method of payment (one-time or periodical over the PPP contract period as a part of a PPP 
fee) has to be in accordance with the PPP contract; the contract shall also define how to 
handle the contribution from ESI Funds in the event of early termination of the PPP contract.  
 
With respect to combining financial instruments with PPPs, of special importance are the 
provisions of Articles 37 to 46 of the Regulation No 1303/13. In the context of these 
provisions, financial instruments may also be derived from the ESI Funds. Financial 
instruments are primarily used in projects which are financially viable, i.e. in the projects 
whose revenues on the market (or from final users in public projects) may cover the overall 
living costs and do not give rise to sufficient funding from market sources. The 
implementation and realization of every financial instrument is preceded by an obligatory 
ex-ante assessment, the object of which is the analysis and assessment of market failures, 
such as the lack of certain forms of financing resources like equity fund or relatively high 
project risks which non of the financial resources are willing to take over. Furthermore, 
important is the rule stipulating that financial instruments cannot be applied to projects that 
are completed, i.e. to projects whose construction phase has ended. It is noteworthy that 
financial instruments may be combined with grants under the restriction that the 
combination of instruments used is in accordance with the State aid rules. The combination 
of grants and financial instruments is allowed provided that the sum of all grants and 
financial instruments combined does not exceed the total value of the investment item 
concerned, that grants are not used for reimbursement of financial instruments and that 
financial instruments are not used to pre-finance grants. In addition to grants and financial 

                                                      
15 Article 2 (24) of the Regulation. 
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instruments, the total sum of all supports includes the amounts of interest rate subsidies, 
guarantee fee subsidies and technical support. 
 
 
9.3. Schematic Representation of the Process of Combining PPPs with EU 

Funds 
 

Combining PPPs with EU funds (grants and/or financial instruments) implies the 
harmonization of two procedures that are otherwise carried out separately and 
independently. These procedures include the process of preparation, assessment and 
approval, procurement, contracting and implementation of a PPP project according to 
certain PPP-related regulations, and the process of eligibility assessment, preparation of 
cost-benefit analysis, application and payment of the approved grant or financial instrument 
according to certain regulations governing the use of EU funds. Even though the two 
processes mostly share similar phases, i.e. documents which are made with the purpose of 
project implementation, they may be discrepant terminology- or process-wise. In this sense, 
the establishment of a unique procedure of combining EU funds with PPP represents the 
harmonization of processes and terminology. 
 
The term “EU funds” covers two distinct forms of resources. These are (i) non-recoverable 
funds or grants (capital assistance, subsidies) and (ii) recoverable funds or financial 
instruments (guarantees, loan guarantees). The procedures of combining two forms of EU 
funds with PPPs vary significantly not only with respect to beneficiaries, but also considering 
the application procedure and contracting, as well as the use and disbursement. For that 
reason, in this analysis two procedures will be proposed for combining EU funds with PPPs, 
namely, combining with grants and combining with financial instruments. 
 
9.3.1. Combining PPPs with Grants 
 

The process of combining PPPs with non-recoverable funds, i.e. capital assistance or 
grants, may further be divided into two groups: (i) combining appropriate for large projects, 
i.e. projects with direct grant award, and (ii) combining appropriate for smaller projects, for 
which the award is based on a public call for grant. 
 
The Agency for Investments and Competitiveness (before: The Agency for Public-Private 
Partnership) has proposed on its web site1619 the procedure of combining PPPs with ESI 
Funds. The procedure describes in detail many models of combining PPPs with grants in 22 
steps, starting from determining the eligibility of the project for co-funding and concluding 
with the payment of grant after the completion of construction phase. The managing 

                                                      
16 http://www.aik-invest.hr/wp-content/uploads/2015/12/esif-jpp-procedura-jaspers-mrrfeu.pdf 
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authority (the Ministry of Regional Development and EU Funds) adopted this procedure and 
published it in a shorter form in Common National Rules (CNR) – Grant Awards in the 2014-
2020 Programming Period. The procedure states that for projects in this group the resources 
are awarded directly after acquiring the status of a strategic project in terms of CNR17. The 
potential beneficiary starts the procedure by identifying its administrative capacity. If 
necessary, AIC can organize a workshop with the potential beneficiary in order to prepare 
them for the implementation of the whole combining process. It is followed by the 
preparation of a pre-study, the purpose of which is to analyze the assumptions of the project 
and  estimate the parameters required for the calculation of the value for money which 
could be expected in case of a PPP model application. Following the pre-study, there is a 
consultation of the potential beneficiary with JASPERS, in which AIC also participates. If the 
pre-study finds an acceptable probability of achieving value for money, continues the 
procedure laid down in regulations governing PPP. Upon acquiring the status of a PPP, i.e. 
after the decision of AIC, the grant provider decides on co-funding the project from EU 
funds. It is followed by the public procurement procedure and the conclusion of a PPP 
contract, and after the completion of the construction (reconstruction) phase, the approved 
co-funding resources are paid to the beneficiary (public partner) who transfers them to the 
private partner, resulting in the reduction of a PPP fee. 
 
Disregarding the calculation of value for money and consultations with EU bodies and EIB on 
checking eligibility for co-funding, in this analysis a critical overview will be given of, 
objectively, the good existing procedure of combining PPPs with grants, with the difference 
that, in the scheme, the processes common for both procedures will be pointed out. The aim 
of such an overview is further harmonization of the timing of the procedures. 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
17 Not related to acquiring the status of a strategic project under the Act on Strategic Investment Projects (OG 
133/13, 152/14, 22/16). 
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Scheme 9.1: The Procedure of Harmonizing PPP and EU Grants Processes 

 
Source: Authors' simulation 
 

The scheme of the process of blending offers a representation of unified PPP and EU funds 
processes. Steps 1, 3, 8 and 12 show the processes which are carried out independently and 
separately according to the existing procedures, but which could be combined considering 
the content of output documents and the nature of information they use. For example, in 
position 1 the basic parameters are set forth for the eligibility of the project. In the part 
regarding PPP, the social need for the project is determined, as well as the capacity to 
assume obligations by the contracting authority, the state of the market of investors, 
creditors and similar. This procedure is carried out by combining analysis, calculation and 
open communication. On the other hand, considering the EU procedures, based on the 
published and publicly available documents, the overall eligibility for co-funding is 
determined. Moreover, the eligibility may be determined on the basis of calls for the 
submission of project proposals. In any case, it should be pointed out that the contracting 
authority bears the risk of assessment of the project eligibility for co-funding. In position 2 
the documents are prepared the output values of which are equally needed in both 
processes. In larger projects this implies the preparation of a pre-study, while in smaller 
projects it is possible to proceed directly to the preparation of the final analysis. In position 3 
the entire documentation is prepared for both PPP contract and the application for EU 
funds. The basic analysis for a PPP process is the assessment of overall living costs of a 
traditional and a PPP option, in order to evaluate and calculate value for money. To be more 
precise, the analysis aims at evaluating whether the PPP option is cheaper than traditional. 
Furthermore, according to the regulations governing PPP, the compensation should be 
estimated that the public partner would pay to the private partner during the contract 
period. This is based on the cost-benefit analysis (CBA). The same analysis is used to 
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calculate the funding gap in the EU procedure. Therefore, both analyses use the same inputs 
to produce different output values: the value of a PPP fee and the value of the funding gap 
representing the value of the future grant. For these reasons, it would be opportune to 
prepare such analyses within a single document. After the analyses, documents are 
submitted to AIC with the purpose of the assessment and approval of the PPP project (4) and 
to the body responsible for grant approvals (5) in the form of an application, the structure of 
which is prescribed by the grant provider. The approval from AIC is delivered to the grant 
provider, who authorizes the grant if the application meets the criteria (6). At this point the 
attention should be drawn to many disputes arising in practice about whether the 
application (grant approval) is submitted to the grant provider before or after the public 
procurement procedure. The authors believe that both approaches are possible, but it is 
important that the timing of the submission of a grant application (and the related approval) 
is equal for all available models (traditional, PPP, leasing, commodity loan...)18. The approval 
of the proposed PPP project is a precondition for launching the procurement procedure of a 
private partner. 
 

 

 

 

 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
18 Advantage of application before the procurement procedure: safe co-funding and lower risks of project 
implementation; Disadvantage of application before the procurement procedure: the contracting authority 
bears the risk of insufficient grant money; Advantage of application after the procurement procedure: lower 
risk of additional co-funding from the contracting authority's budget; Disadvantage of application after the 
procurement procedure: high risk of being unable to assume obligations of the project and giving up the 
project. 
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Scheme 9.2: The Procedure of Harmonizing PPP and EU Grants Processes (continued) 

 
Source: Authors' simulation 

 
After the procurement procedure, a PPP contract is signed with the best contracting 
authority selected (8). With the conclusion of the contract ends the project preparation 
phase and starts the implementation phase. It begins with the design and construction (9). 
After the completion of the construction phase and the conclusion of the minutes on the 
completion of construction, it is opportune to disburse the total value of the grant (10). 
 
The disbursement of grant results in the reduction of a PPP fee offered by the best bidder in 
the public procurement procedure. Therefore, the grant is paid at the beginning of the 
operational phase (11). During the long operational period, the project is subject to 
monitoring in the context of both PPP and EU funds processes (12). Within the PPP process, 
the monitoring is conducted on three levels. The first level is the level of a direct 
measurement of delivered standards of facilities and the services carried out by the public 
partner continuously over the contract period in accordance with the agreed payment 
mechanism. The second level implies the control of agreed, harmonized and paid fees as 
well as disputes under the contract, whereby the control is formally conducted by AIC in 
accordance with regulations governing PPP. The third level includes a periodic analysis of 
specific projects by the State Audit Office. An integral part of documentation for 
competition, and later of the PPP contract, is the private partner's obligation to establish an 
automated measurement system of the delivered standards of facilities and services, that 
will continuously measure over the contract period the value of the delivered standards of 
facilities and services comparing them with the contracted. If the standard measured is 
lower than the contracted, the contracting authority (public partner), through the system for 
reporting errors and failures, reports the deviation and activates the penalization system, i.e. 
the contracted reduction of the PPP fee. At the end of every month a monthly statement of 
account is prepared that includes the following: 
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- the contracted fee is aligned with the contracted parameters (usually a variable 
component of interest rate, if a variable interest rate is contracted and inflation) 

- harmonized PPP fee will be reduced by the amount of the accrued penalties19. 
 
The process of monitoring the use of the grant is carried out in the EU funds process as well 
during the period of 5 years after the payment of grant. Since the monitoring system in the 
PPP process is comprehensive, detailed and long-term, there is no reason not to incorporate 
the criteria for monitoring the use of grant into the system of monitoring the PPP project 
implementation. 
 
Scheme 9.3 shows the method and operations related to the process of grant disbursement 
and the PPP fee corrections related to the phase (10) of harmonizing PPPs with EU grants. 
 

Scheme 9.3: The Process of Grant Disbursement and Correction of PPP fee 

 
Source: Authors' simulation 

 
The procedure itself could be described as follows: 

1. Depending on the rules for the submission of application for the approval of non-
recoverable funds (grant), the contracting authority submits the application before or 
after the procurement procedure. If the application is submitted before the 
procurement procedure, grant calculations are based on the assumptions of future 
performance of the project. If the application is submitted after the procurement 
process, the value of the grant is estimated on the basis of the best bid. 

                                                      
19 Juričić, D.; Marenjak, S. (2017): Value for Money in Croatian PPP projects, an Economic Overview (article 
in preparation). 
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2. The contracting authority submits the grant application pursuant to the rules 
prescribed by the grant provider. 

3. The grant provider has approved the grant and prepared the basis for the payment 
(contracts, orders and similar.) 

4. Based on the known value of grant and data from the financial model submitted by 
the tenderer within its bid, the value of the reduced PPP fee is calculated 
(recalculation of the PPP fee). 

5. Since the aim is to reduce the source of financing by the private partner through one-
time grant payment (reduction by the age of the source), the grant provider 
concludes a double assignation with the contracting authority and the SPV (private 
partner) on the basis of which the contracting authority issues an order to the grant 
provider, instead to them (the contracting authority), to make the payment to the 
SPV  (assignation I) and SPV issues an order to the contracting authority, instead to 
them (SPV), to make the payment to its (SPV's) creditor (assignation II). In this way, 
the grant provider disburses the grant to the creditor. 

6. After grant disbursement, the reduced PPP fee is paid in the contracted period. 
 
9.3.2. Combining PPPs with Financial Instruments 
 

Unlike the process of combining PPPs with grants, whereby the contracting authority 
(public partner) is the sole beneficiary and the contractor, with financial instruments the 
process is different. In this case it is important to determine which entity is the financial 
instrument beneficiary and the contractor of the financial instrument with its provider. 
 
As it was mentioned earlier, the main feature of a financial instrument is the beneficiary's 
obligation to repay it to the provider. The European Commission2023 differentiates between 
three basic financial instruments2124 which could support a wide range of European 
transportation networks and projects in the field of energy production and energy efficiency 
with the ultimate objective and effect of reuse: 

- loans or credits 
- warranties or guarantees 
- equity or quasi-equity financing resources 

 
Loans or credits refer to contracts on debt-financing loans. Compared to credits from 
commercial banks, the basic characteristics of these loans include: 

- lower interest rate 

                                                      
20 The European Commision and European Investment Bank – fi-compass (2015): Financial Instrument 
Products, Luxembourg. 
21 The subject of this analysis are exclusively those instruments that arise form the Cohesion Fund as a 
sustainable and efficient way of investment into strengthening the economic, social and territorial cohesion of 
the European Union. 



68

Recommendations for Calculating the Necessary Capital Assistance and the Use of Financial 
Instruments in Blended PPP/ESIF Projects 

- longer repayment period 
- lower value of required collateral 

 
Warranties or guarantees refer to instruments where the guarantee provider obliges to 
assume part of the risk from the provider of the debt-financing instrument that would 
otherwise be taken over by the loan provider. Guarantees increase the probability of the 
implementation of the public infrastructure project, particularly when alternative models of 
project procurement are applied, such as concessions or PPPs. In cases where receivables 
are essentially charges of compensation for availability, i.e. negative concession which is, 
according to concession agreements, paid by the concession grantor to the concessionaire, 
as it may be the case in Croatia in certain projects, the guarantees on payment from public 
contracting authorities to private executors could reduce a part of or the total risk of 
demand, which is usually assumed by the private executor (concessionaire or the private 
partner).  
 
Equity financing resources refer to the initial capital with which the provider (usually equity 
funds as institutional investors in equity or entrepreneurs and natural persons) participates 
in the founding of a company or in recapitalization. The investor in the equity instrument 
generates income on the basis of disbursement of profit and possible sale of its stake in the 
medium term. Quasi-equity financial resources are usually unsecured debt-financing 
resources (so-called mezzanine debts) or junior debts ranked by risk between senior debts 
and equities. 
 
The proposed process of combining financial instruments with a PPP model is shown in the 
scheme 9.4: 
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Scheme 9.4: The procedure of harmonizing the processes of combining financial 
instruments with PPP model 

 Source: Authors' simulation 
 
Unlike the scheme of the process of combining PPP models with grants where the 
contracting authority is the sole beneficiary and the contractor of non-recoverable funds 
(grants), there are differences when it comes to combining PPP models with financial 
instruments. Namely, the contracting authority is usually an indirect beneficiary of the 
effects of financial instruments, whereas the direct beneficiary and the contractor is the 
private executor or the deliverer of the service of availability of a public facility or the 
deliverer of public services. Such a situation is evident when using a guarantee for a part of 
the loan principal (8), loans with favorable repayment terms (9) or own financing resources – 
equity (10), while the situation is somewhat different with potential guarantees on good 
payment behavior of PPP fees (4). 
 
In cases of favorable-terms loans and own financing resources, the private bidder (7) or a 
group of bidders negotiates during the procurement process with the provider of these 
instruments about the terms under which the contract on the use of instruments would be 
concluded should they win the competition (7). The loan contract is concluded between the 
creditor and the private partner (11), i.e. special purpose vehicle (SPV). Thus, the contractor 
and the beneficiary is the SPV. With guarantees on (part of) the loan principal, the creditor is 
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the beneficiary, but the ordering party is either the contracting authority or the private 
partner. The public partner will have indirect economic benefits from this guarantee due to 
the overall project implementation, but in the form of reduced project financing costs as 
well. Hereby, the provider of the financial instrument guarantees for obligations of the 
private partner as a user of the commercial credit. In the event of own financing resources – 
equity, the members of the group of bidders negotiate with equity funds about the financing 
of the project through equity financing resources. The equity fund is the provider of the 
financial instrument, and the contractor is the group of bidders, i.e. the founders of the 
private partner, SPV. 
 
 
9.4. Basic Features of RGPs2225 and Non-RGPs 
 
In its Guide to Cost-Benefit Analysis2326, the European Commission has pointed out the 
difference between two types of public projects. These are so-called economic and social 
infrastructure. The main feature of public projects in the economic field is the collection of 
the most part of their revenue from final users to whom the produced public goods or 
services are sold. On the other hand, the basic characteristic of social infrastructure is that 
the most part of the revenue is collected from the public or private contracting authorities, 
i.e. most of the revenue comes from the contracting authority's budget. Examples of RGPs 
are: toll road systems, railroads, water supply, collection and disposal of municipal waste, 
airports and seaports, broadband (telecommunication) infrastructure and similar projects 
that collect revenues from users. On the other hand, Non-RGPs include: schools, hospitals, 
museums, sports and recreational facilities, prisons, general public buildings, energy 
efficiency projects and similar availability-based projects in which the user and the payer of 
the availability service is the contracting authority itself. Eurostat24 also highlights the 
difference between these two groups of projects, whereby RGPs are called concessions and 
Non-RGPs are called standard PPP projects. Furthermore, RGPs can transfer into Non-RGPs 
depending on the allocation of the demand risk. For example25, if the public contracting 
authority bears the demand risk in RGPs, the project converts into a Non-RGP.  
 
This division is particularly important for the process of combining EU funds with the PPP 
model because of the method of calculating grant or capital assistance. Namely, in RGPs the 
funding gap (the value of grant) is calculated as the value equivalent to the part of capital 
expenditures not covered by net revenue. Thus, in projects that generate revenues from 
final users, but those revenues are insufficient to cover the total project costs, the gap or the 
lack of the necessary revenues will be equivalent to the value of the required grant or capital 

                                                      
22 Revenue Generating Projects 
23 http://ec.europa.eu/regional_policy/sources/docgener/studies/pdf/cba_guide.pdf   
24 http://ec.europa.eu/eurostat/web/government-finance-statistics/methodology/manuals   
25 For example, it has been the practice with highways during the last decade. 
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assistance. The situation in Non-RGPs is not methodologically determined in the same way. 
Since Non-RGPs do not collect revenues from final users, the same method cannot be used 
to calculate the value of the grant. The problem is somewhat less complicated in energy 
efficiency Non-RGPs because the savings achieved can be treated as generated revenues26, 
so the mentioned method of calculating the grant value is applicable. However, it is not the 
case in other Non-RGPs, so the focus shifts onto the analysis of the payment ability of the 
contracting authority27 in the case of the procurement of a single Non-RGP. The 
development of a part of this method is the subject of this project as well.  
 
 
9.5. The Procedure of Calculating the Value and the Method of Payment of 

Capital Assistance 
 

The concept of calculating the value of non-recoverable funds refers to the process of 
determining the funding gap, i.e. the value of the part of capital expenditures that cannot be 
covered by the benefits obtained through the exploitation of the public project. The 
procedure of calculating the funding gap was prescribed by the European Commission in its 
guide, and it is based on the comparison of the present values of capital expenditures with 
the present value of net revenue, based on the assumptions of future performance of the 
public project. The method of disbursement of non-recoverable funds or capital assistance 
refers to a series of processes, from the agreement on capital assistance to the final 
correction of the PPP fee or the prices of final public services, also referring to the principles 
of accounting records for these processes. 
 

The following section brings an overview of the procedure of calculating all components of 
the total value of non-recoverable funds based on the assumptions of future performance 
described in table 9.1. 
 

Table 9.1: Projection of Performance of a RGP 

  Item   1 2 3 4 5 6 7 8 9 10 11 12 13 

Revenues from final users 0 10 20 60 100 130 170 200 200 200 200 200 200 

Capital investment   1000 0 0 0 0 0 0 0 0 0 0 0 0 

Maintenance   0 0 100 100 100 100 100 100 100 100 100 100 100 

Difference   -1000 10 -80 -40 0 30 70 100 100 100 100 100 100 

Cumulatively   -1000 -990 -1070 -1110 -1110 -1080 -1010 -910 -810 -710 -610 -510 -410 
Source: Authors' simulation 
 

From assumptions described in table 9.1 it is evident that the project value of capital 
investments equals 1000 units, the project generates revenues by selling public services to 

                                                      
26 http://tim4pin.hr/wordpress_9/wp-content/uploads/2015/06/Pages-from-KB-2.pdf   
27 The analysis of its fiscal capacity. 



72

Recommendations for Calculating the Necessary Capital Assistance and the Use of Financial 
Instruments in Blended PPP/ESIF Projects 

final users and has specific maintenance costs. Indeed, it is a simplified hypothetical example 
in order to present the procedure of calculating the components of capital assistance. 
 
9.5.1. Calculating the Total Value of Grant 
 

As mentioned earlier, the procedure of calculating the grant value is based on the 
calculation of the funding gap, which essentially represents the difference between the 
present value of capital investments and the present value of net revenue. Net revenue 
refers to the difference between the present value of revenues collected from final users 
and operational costs. These financial categories are shown in Chart 9.1. 
 
Chart 9.1. Relationship Between the Value of Investment and the Resources of Investment 

 Funds 
 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Authors simulation 

 
From the Chart the amount of capital investments is noticeable (left blue column) as well as 
the structure of resources from which the investments are covered (right column), which 
consists of net revenue (red and smaller part of the column) and the funding gap (green and 
bigger part of the column) as a part of capital investments that cannot be settled through 
the exploitation of the project, i.e. through revenues from final users. 
 
As mentioned previously in the text, capital assistance is calculated through present values. 
In this sense, the present value of revenues from final users should be calculated, as well as 
capital investments and operational costs or maintenance according to the following 
pattern: 
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𝑃𝑃𝑉𝑉  𝑁𝑁𝑖𝑖

𝑑𝑑 𝑖𝑖𝑖𝑖  

 
where:   
discounted cash flow in the “i” period, discount rate by which cash flows are discounted, the 
period and  the present value. By including the values from Table 9.1, the values of 
parameters are obtained, presented in Table 9.2: 
 

Table 9.2: Calculation of Present Values 

  Item   PV 
Revenues from final users 1.295 
Capital investments   971 
Maintenance   872 

Source: Authors' simulation 

 
Following the present value calculations, there are calculations of the internal rate of return 
on the basis of which it is possible to determine whether the project is financially 
unsustainable28. If the value of internal rate of return is lower than the targeted discount 
rate, the project is financially unsustainable. The system of calculating the internal rate of 
return is: 
 

 𝑅𝑅𝑖𝑖−𝐶𝐶𝑖𝑖
𝐹𝐹𝐼𝐼𝑅𝑅𝑅𝑅 𝑖𝑖𝑖𝑖   

 
where:   
benefits of the period, costs of the period and the period. By FIRR solution (9.2) the internal 
rate of return is obtained, on the basis of which the eligibility for co-funding from grants is 
determined. Furthermore, net revenue referred to in Article 61 CPR is calculated as the 
difference between the present value of revenues and operational costs in the system: 
 

𝑃𝑃𝑉𝑉𝑛𝑛𝑟𝑟  𝑅𝑅𝑖𝑖−𝑂𝑂𝐶𝐶𝑖𝑖
𝑑𝑑 𝑖𝑖𝑖𝑖   

 
By inserting previously described parameters into the system (9.3) the value of net revenue 
is obtained, in the amount of 428 units. 
 
 
 
 

                                                      
28 The subject of co-funding from non-recoverable funds are solely economically justified, but financially 
unsustainable projects. 

(9.1) 

(9.2) 

(9.3) 
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Table 9.3: Calculation of Basic Parameters for Calculation of Components of Capital 

Assistance 

FIRR     -5,10% 
Net Revenues   423 
Eligible costs   800 
Co-funding rate 85% 
Value of total capital assistance 564 

Source: Authors' design 
 

Based on the previously mentioned definition, the funding gap is calculated as: 
 

𝐹𝐹𝐺𝐺 𝐼𝐼 ∗  𝐼𝐼𝑖𝑖 − 𝑁𝑁𝑅𝑅𝑖𝑖
 𝐼𝐼𝑖𝑖

  

 
where:  value of investments,   net revenues,   funding gap. 
 
When assumptions from Tables 9.1 and 9.2 are inserted into (9.4), the value of the overall 
funding gap or the value of the required capital assistance figures out at 564 units. Thus, this 
value means that the project investment value of 1000 units should be co-financed from 
grants in the amount of 564 units in order to cover the rest of the investment value from net 
revenue. Following is the calculation of the structure of the calculated overall funding gap. 
 
9.5.2. Calculating National and EU Components of Assistance 
 
When it comes to the part financed by the EU as a grant provider, since the investment value 
is divided into two parameters, namely, eligible costs (EC) and co-funding rate (CR), the 
value of the EU component comes to: 
 

𝐼𝐼 → 𝐸𝐸𝐶𝐶 ∗ 𝐶𝐶𝑅𝑅 
 
i.e. 

𝐹𝐹𝐺𝐺 𝐸𝐸𝐶𝐶 ∗ 𝐶𝐶𝑅𝑅 ∗
 𝐼𝐼𝑖𝑖 −  𝑁𝑁𝑅𝑅𝑖𝑖

 𝐼𝐼𝑖𝑖
 

 
in other words, funding gap (the value available from the EU resource) equals the product of 
the values of eligible costs, co-funding rate and funding gap rate. Since every co-funding 
from the EU resources implies the national component as well, in the system (9.6) national 
component needs to be calculated. These values are presented in Table 9.4. 
 
 
 
 
 
 

(9.4) 

(9.5) 

 (9.6) 
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Table 9.4: Calculating Components of capital assistance 

  Component 
Co-funding 

rate 
Share in 
CAPEX  Amount 

      
  

  
EU component (85%) 85% 38% 384 
National component (15%) 15% 7% 68 
Other national non-recoverable funds - 11% 113 
Source: Authors' design 

 
However, after calculating EU and national components, it is noticeable that these two 
components do not entirely cover the value of the overall funding gap. In Table 9.4 this value 
is expressed by 113 units. It will most certainly be treated as a part of the national 
component. 
 
9.5.3. Disbursement of Capital Assistance in RGPs 
 

The purpose of capital assistance disbursement in revenue-generating projects is 
reduction of the capital value of investment in order to achieve the targeted rate of return of 
the project. In other words, the value of capital assistance represents the missing revenues 
necessary to settle overall living costs of the project. The missing revenues represent the 
funding gap that is settled from the capital assistance. 
 
The calculated components of the funding gap or the overall value of capital assistance 
necessary to fulfill the criterion of financial sustainability may be disbursed in different ways. 
The first way is a one-time payment of all three components as it is shown in Table 9.5. 
 
In the simulation of a one-time payment of all three components of capital assistance from 
Table 9.5, financial rate of return of 3% per year is determined, which was the assumed 
discount rate. This means that the overall funding gap was calculated accurately. However, 
the application of a PPP model provides a different way of disbursement of other two 
components of capital assistance. Namely, when there is no free money in the budget for 
the payment of national components, loans are taken out in order to provide the required 
value of national components in all public projects funded from the EU resources. In the case 
of the PPP model application, the national component could be disbursed in the form of a 
fee during the PPP contract period. This option is shown in Table 9.6. 
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Table 9.5: One-Time Payment of all Three Components of Capital Assistance – Checking the 

Validity of Capital Assistance Calculations 

  Item   1 2 3 4 5 6 7 8 9 10 11 12 13 

Revenues from final users 0 10 20 60 100 130 170 200 200 200 200 200 200 

Capital investment   1000 0 0 0 0 0 0 0 0 0 0 0 0 

EU component (85%) 384                         

National component (15%) 68                         

Other national resources 113                         

Maintenance   0 0 100 100 100 100 100 100 100 100 100 100 100 

Difference   -436 10 -80 -40 0 30 70 100 100 100 100 100 100 

Cumulatively   -436 -426 -506 -546 -546 -516 -446 -346 -246 -146 -46 54 154 
Source: Authors' design 

 

Table 9.6: Payment of National Component in the Form of Availability Fee (a) 

  Item   1 2 3 4 5 6 7 8 9 10 11 12 13 

Revenues from Final Users 0 10 20 60 100 130 170 200 200 200 200 200 200 

Capital investment   1.000                         

EU component (85%) 384                         

Total national component 0 18 18 18 18 18 18 18 18 18 18 18 18 

Maintenance   0 0 100 100 100 100 100 100 100 100 100 100 100 

Difference     -616 28 -62 -22 18 48 88 118 118 118 118 118 118 

Cumulatively   -616 -588 -650 -672 -654 -606 -518 -400 -281 -163 -45 73 191 

Source: Authors' design 

 
The procedure of calculating the value of periodic payments is based on the system (9.2). 
The example shows that the periodic annual payment of 18 units over the contract period of 
13 years results in the financial rate of return of 3%  as it is defined in the assumptions. 
 
In practice, some additional resources might be required after net national component and 
EU funds. This amount will be paid either from the budget (usually as a consequence of 
borrowing) or in the form of compensation form the current budget in the case of PPP 
model application. This situation is presented in Table 9.7. 
 
 
 
 
 
 
 
 
 



77

Recommendations for Calculating the Necessary Capital Assistance and the Use of Financial 
Instruments in Blended PPP/ESIF Projects 

Table 9.7: Payment of National Component in the Form of Availability Fee (b) 

  Item   1 2 3 4 5 6 7 8 9 10 11 12 13 

Revenues from Final Users 0 10 20 60 100 130 170 200 200 200 200 200 200 

Capital investment   1.000                         

EU component (85%) 384                         

National component (15%) 68                         

Remaining national resources 0 11 11 11 11 11 11 11 11 11 11 11 11 

Maintenance   0 0 100 100 100 100 100 100 100 100 100 100 100 

Difference     -549 21 -69 -29 11 41 81 111 111 111 111 111 111 

Cumulatively   -549 -527 -596 -625 -613 -572 -491 -379 -268 -157 -45 66 177 

Source: Authors' design 

 
For the purpose of this calculation, the system (9.2) has been used. A part of the national 
component is paid from debt that the central government has provided for the payment of 
the national component, while the remaining part is paid from the current budget in the 
form of a fee. 
 
 

9.5.4. Payment Through an Escrow Account 
 

Another way of capital assistance disbursement is the payment of the total value of 
capital assistance to an escrow account followed by gradual payments as an integral part of 
each periodic PPP fee. The disbursement of capital assistance from the escrow account is 
preceded by the calculation of periodic payments from the escrow account to the private 
partner's account (SPV) regarding these parameters: 

- an interest rate on the deposit on the escrow account and 
- the cost of keeping the escrow account. 

 
In order to determine the formula for calculating the final value of  periodic payments, a first 
degree difference equation needs to be solved first, which describes the mentioned 
dynamics of payments to and from the account. The process is presented in the following 
difference equation: 
 

𝑃𝑃𝑡𝑡 𝑃𝑃𝑡𝑡 𝑖𝑖𝑃𝑃𝑡𝑡 − 𝑇𝑇 − 𝑅𝑅 
 
where:   
state of the deposit principal for the following period; state of the deposit principal for the 
current period; passive interest rate at which interest is charged on the remaining deposit; 
periodic cost of keeping an escrow account charged by the escrow bank; and   the amount 
periodically paid from the escrow account to the private partner, which includes inflows 
from interests and outflows for account keeping costs. 
 

 (9.7) 
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Equation (9.7) can be expressed in the following form as well: 
 

𝑃𝑃𝑡𝑡 𝑖𝑖 𝑃𝑃𝑡𝑡 − 𝑇𝑇 𝑅𝑅  
 
From (9.8) it is evident that this is a first degree difference equation with the general form: 
 

𝑌𝑌𝑘𝑘 𝐴𝐴𝑌𝑌𝑘𝑘 𝐵𝐵 
 
with the general solution: 

𝑌𝑌𝑘𝑘 𝐴𝐴𝑘𝑘 𝑌𝑌 − 𝑌𝑌∗ 𝑌𝑌∗ 
 
where: 

𝑌𝑌∗ 𝐵𝐵
−𝐴𝐴  

 
Incorporating parameters from (9.8) and (9.10) results in: 
 

𝑃𝑃𝑘𝑘  𝑖𝑖 𝑘𝑘  𝑌𝑌 − 𝑇𝑇 𝑅𝑅
𝑖𝑖  𝑇𝑇 𝑅𝑅

𝑖𝑖  

 
Given that the process on the escrow account is determined by the parameters of initial and 
final deposit, where the initial deposit equals the amount of the approved capital assistance, 
while the final deposit equals zero, the values of  and will be 0 and D respectively. 
Furthermore, values from (9.11) will be A=(1+i), whereas B= -(T+R). Consequently, (9.12) will 
be reduced to: 
 

𝐷𝐷 𝑖𝑖 𝑛𝑛 −  𝑇𝑇 𝑅𝑅  𝑖𝑖 𝑛𝑛 −
𝑖𝑖   

 
from which it is easy to calculate the value of periodic payments from the escrow account to 
the private partner's account (R): 
 

𝑅𝑅 𝐷𝐷 𝑖𝑖 𝑖𝑖 𝑛𝑛

𝑖𝑖 𝑛𝑛 − − 𝑇𝑇 

 
Example: 
Approved capital assistance (D) ..................................................500 
Interest rate on the deposit to the escrow account (i)...............1% 
Cost of keeping the account (T)...................................................2 
Number of payment periods (n)..................................................12 
 
The value of payment from the escrow account to private partner's account (R): 
 

𝑅𝑅 ∗
− −  42.42 

 (9.8) 

 (9.9) 

(9.10) 

(9.11) 

(9.12) 

   (9.13) 

   (9.14) 

   (9.15) 
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which equals the value used in the following simulations. 
 
In both methods of payment of capital assistance (one-time or on an escrow account) the 
value of the agreed fee in the offer and after the payment remains unchanged. The 
difference arises when it comes to the method of a PPP fee correction. In a linear decrease 
of the total contracted PPP fee it is reduced to the same amount, while the difference occurs 
when the reduction of the fee is based on the correction of internal rate of return of own 
financial resources. The results of the analysis point to the conclusion that for the public 
partner it is more efficient to have a one-time payment of a fee and to reduce it based on 
the correction of internal rate of return of own financial resources. However, a rational 
contracting authority will take account of the risk that could arise from the improper use 
of funds and the occurrence of the obligation of return. In that case, the risks of return are 
lower if the unpaid amount of funds is on the escrow account in a cash form.   
 
 
9.6. Financial Instruments 
 

Financial instruments are mostly used in financially sustainable projects, i.e. in projects 
whose revenues on the market (or from final users in public projects) can cover the overall 
living costs and that cannot be settled from the resources available within the market 
conditions. In that sense, financial instruments are considered a form of financing for which 
there is an obligation of repayment to its provider. Financial instruments may be combined 
with non-recoverable funds (capital assistance, grants). 
 
9.6.1. Definitions and Characteristics of Financial Instruments 
 
In contrast to non-recoverable capital assistance, the basic feature of financial instruments is 
an obligation of repayment or an expiration date. Within the scope of this analysis, five types 
of instruments will be described along with their common characteristics. Totality of 
financial instruments in a hypothetical project has been shown in Scheme 9.5: 
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Scheme 9.5: Structure of Financial Instruments in Organizational Scheme of PPP 
 

 
Source: Authors' design 

 
It is evident from the scheme that projects in public-private partnerships may use the 
following financial instruments: 

- a guarantee on a regular payment of a PPP fee 
- own financial resources, so-called equity 
- a guarantee on a part of the commercial loan 
- mezzanine financing  
- loans with favorable repayment terms 

 
Basic characteristics of these instruments are: 

- all instruments impose an obligation of repayment to its provider 
- with guarantees, there is a clear guaranteed value and the period for which the 

guarantee is issued 
- instruments have a price 
- the instrument provider will not approve the instrument if the project risk is higher 

than acceptable 
 
Consequently, it can be concluded that a precondition for approving a financial instrument 
to a beneficiary is the financial sustainability of a project. If the financial sustainability is 
reduced or insufficient, financial instruments can be combined with grants, the role of which 
in this case is to reach the limit level of financial sustainability of the project. 
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9.6.2. Organizational and Financial Schemes of Different Types of Financial Instruments 
 

Below, detailed schemes of processes and associations of entities in projects are given in 
the events of using the above mentioned financial instruments. 
 
9.6.2.1. Guarantee on Payment of PPP Fee 
 
In case of the increased risk of payment of the agreed PPP fee during the contract period, it 
would be justified to reduce the perceived risk of collection of receivables from the public 
partner on the basis of a PPP fee. Namely, in this case, it refers to the issue of the relevant 
invoice for monthly delivered standards of public services and facilities after harmonizing the 
effects of agreed payment mechanisms. The invoice issued by the private partner to the 
public partner is usually to be paid within 30 days. The perception that the public partner 
will fail to meet that deadline is reflected in the risk of collection of receivables based on the 
PPP fee. The increased level of this risk will make the project more expensive due to higher 
risk insurance premiums. In order to reduce the risk that is transferred to the private 
partner, the EU resource can take over the risk by issuing a guarantee on a good payment 
behavior. An organizational scheme of the instrument is shown in Scheme 9.6: 
 

Scheme 9.6: The Application of Guarantee on Regular Payments of Fee in PPP 
Organizational Scheme 

 
Source: Authors' design 



82

Recommendations for Calculating the Necessary Capital Assistance and the Use of Financial 
Instruments in Blended PPP/ESIF Projects 

First, it is necessary to identify the beneficiary of every financial instrument. In the case of a 
guarantee on regular PPP fee payment, the beneficiary is the public partner. The public 
partner gives an order to the provider of the financial instrument to issue a guarantee in 
favor of the private partner, which will guarantee the amount(s) of the PPP fee over the 
guaranteed period. This period may coincide with the whole or only a part of the contract 
period, while the guaranteed value may be determined with respect to several cumulative 
values of periodic PPP fees. Since the demand risk based on the PPP fee (in contractual PPP 
models) and demand risk based on the revenues from the sale of public services to final 
users are most significant risks and their quantification greatly affects the overall living costs 
of the project, the introduction of these guarantees into the system of financial instruments 
available from the ESIF and EFIS resources may have a profound influence on the reduction 
of project expenditures, but may also enhance the attractiveness of public projects. The 
guarantee could also significantly influence the structure of financing resources in a way that 
projects, within which there is such an instrument, allow greater financial leverage. The use 
of the financial instrument in the form of a guarantee on regular payment of a PPP fee could 
lead to two particularly important consequences:   

1. larger share of debt in total financing resources reduces the average weighted cost of 
financing resources 

2. smaller share of own financing resources increases the probability of entry of local 
investors into the project 

 
The described financial instrument could certainly reduce the value of the risk of project 
determined by financing resources. 
 
9.6.2.2. Equity 
 

Own financing resources (owners' equity, capital, equity) are among total available 
project financing resources. Depending on the project risk, debt to capital ratio is different. 
In high-risk projects (like concessions), a lower proportion of debt is expected, while in low-
risk projects (PPP), a lower proportion of capital is expected. Given that the capital is 
younger, i.e. lower-ranked source of financing compared to debt, its cost is higher than the 
cost of debt, primarily due to the priority of payment, in the scheme, known in the 
technique of project financing called “cash  waterfall”. Debt providers, creditors, commercial 
or institutional, are rarely willing to debt finance the entire project. In such cases they 
assume the overall project risks. They require the investor to invest its capital, the value of 
which equals the total project value minus debt value. In relatively large projects, capital 
values are often unattainable even for consortia of big investors. This market failure could 
be overcome by a financial instrument from the ESIF or EFSI resources. In that case, the 
investors would have to invest a significantly lower amount of the required capital value.  
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Scheme 9.7 Application of Equity Financial Instrument in PPP Organizational Scheme 

 
 

Source: Authors' design 

 
The beneficiary of equity financing resources is the investor, i.e. the selected bidder in the 
process of private partner procurement in PPP projects. Equity fund estimates the risk of the 
project and decides about making available (investing) the part (smaller) of total project 
financing resources. If the equity fund decides to invest, it becomes a part of the ownership 
structure of the SPV, in accordance with the negotiation results with the investor. Regarding 
this financial instrument, the public partner is in a neutral position. However, the public 
partner may contribute to the climate that would encourage other institutional investors to 
establish a specialized equity fund. As witnessed in practice, the most efficient instrument 
for such an effect is the announcement of the PPP project plan supported from the highest 
political level.  
 
9.6.2.3. Guarantee on a Part of Loan 
 

In order to reduce project risks assumed by creditors, debt owners, the public 
contracting authority may, if there is such an opportunity in the form of available 
instruments, give an order to the guarantee provider for a part of the loan to issue a 
guarantee in favor of the creditor for a part of the principal of the approved loan. The effect 
of this financial instrument is threefold:  

1. cost of debt may be reduced due to the assumed portion of total project risks 
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2. portion of debt in total financing resources may increase due to the assumed risks 
3. loan period may be extended 

 
The course and process of proposal and approval of this financial instrument is shown in 
scheme 9.8. 
 

Scheme 9.8: Application of Guarantee on Part of Loan in PPP Organizational Scheme 

 
Source: Authors' design 

 
The ordering party for the guarantee on part of the loan is the public partner. It is in its best 
interest that the instrument provider assumes a part of the project risk because of the 
favorable terms related to the cost, repayment period and the amount of the loan. The 
beneficiary of the financial instrument is the creditor, i.e. debt owner. 
 
9.6.3. Mezzanine financing 
 

Mezzanine loan is a loan located by seniority between senior debt and equity. It 
represents a junior loan subordinate to senior debt. It has a medium-term maturity and is 
usually intended for the construction phase when project risks are highest. Mezzanine loan 
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often has a higher interest rate than the senior debt, but lower than return on own financing 
resources – equity.  
 
Scheme 9.9: Application of Mezzanine Financial Instrument in PPP Organizational Scheme 

 
Source: Authors' design 

 
The beneficiary of the mezzanine loan is the SPV, whereas the investor mediates in 
concluding the mezzanine loan contract. The position and activities of the public partner in 
this transaction are neutral. 
 
9.6.3.1.  Loan 
 

Favorable-terms loan is a classic bilateral debt instrument the application of which is 
mediated by the investor. The loan contract is concluded between the loan provider 
(creditor) and the SPV. 
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Scheme 9.10: Application of Favorable-Terms Loan in PPP Organizational Scheme                 

 
Source: Authors' design 

 
As with the mezzanine loan, in senior loans with favorable repayment terms, the position 
and activities of the public partner are neutral. 
 
 
9.7. The Effect of Combining Grants with Financial Instruments 
 

The disbursement of grant and inclusion of financial instruments leads to refinancing of 
own financing resources as a consequence of the reduced project risks. A part of the 
commercial credit may be refinanced through favorable-terms loans with lower interest rate 
and longer repayment period. Liquidity of the project remains solid during the contract 
period. The project continues to generate cash surplus and the money from operating 
activities can entirely settle the outflows from financing activities. 
 
The influence of financial instruments on the overall living costs of the project should be 
considered and graphically presented. Different instruments and grant values affect 
different components of the overall living costs. The relationship of overall living costs 
before and after the disbursement of grant and the instrument is shown on the Chart 9.2: 
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Chart 9.2 Comparison of Effects of Financial Instruments and Grant on Overall Living Costs 
of the Project 

 
Source: Authors' design 

 
In the project presented in the Chart, two financial instruments (guarantee and loan) 
significantly influence the reduction of financing resources costs and the reduction of risk. 
The effects of the grant and financial instruments on the amount of annual PPP fee are 
shown on the Chart 9.3: 
 
Chart 9.3: Comparison of Effects of Different Options of Application of Grant and Financial 

Instruments on Overall Living Costs of the Project 
 
 
 

 
 
 
 
 
 
 

 
 
 
 
Source: Authors' design 
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The chart shows the comparison of the effects of different options of grant and financial 
instruments application on the overall living costs of the project. According to the given 
example, using the grant in the amount of 1 million HRK, which represents 29% of capital 
expenses, PPP fee is reduced by 11.3%. Considering that in PPP models the payment of 
availability is contracted, within the contract period the total compensation of 13,150,082 
HRK is projected during the 20-year period of use. The overall living costs are settled from 
this compensation. The ratio of overall living costs and capital value is 2.1:1 in projections 
after the grant and instruments application. In relation to the PPP fee from the bid (13.1 
million during the whole contract period), after the application of grant and instruments, the 
PPP fee during the whole contract period will come to 9.3 million HRK (3.8 million less than 
the offer). This is also the financial value of all cumulative effects of grant disbursement and 
the inclusion of financial instruments. To conclude, the effect of grant on the reduction of 
the PPP fee is 11.3%, the effect of financial instruments is 15.9%, whereas the combination 
of grant and financial instruments creates a synergistic effect of 29.6%. 
 
 
9.8. Concluding Considerations and Recommendations for Further 

Development 
 

In this paper, the procedure of combining PPPs with financial instruments was presented 
as well as the process of combining PPPs with non-recoverable funds (grants, capital 
assistance), and the simulation was prepared of the effects of combining PPPs with grants on 
one hand and financial instruments on the other. 
 
The analysis of the legislative framework showed that there are no obstacles to combining 
PPPs with both non-recoverable funds and financial instruments. If a public authority 
responsible for the planning and approval of grants and financial instruments, based on the 
ex-ante analyses, confirms that preconditions are met for the allocation of such support, 
they may be combined with the PPP model without restrictions. Moreover, the EU 
regulations open up many possibilities in terms of combining these instruments. 
 
A detailed procedure regarding the calculation of grant (capital assistance) was explained for 
RGPs, i.e. projects that sell public services to final users and generate revenues on that basis. 
The procedure of calculating the value of grant and its structure was highlighted (EU 
component, national component and the component related to the contracting authority). 
In addition to projects in the field of energy efficiency (public lighting and energy renovation 
of public buildings) where the savings may be treated as revenues, and the method of 
calculating the required grant is similar to the one in RGPs, in projects in the field of so-called 
social infrastructure or Non-RGPs, the procedure is different - based on the budget analysis 
and its fiscal capacity, it is a basis for determining the ability to assume long-term liabilities 
resulting from projections of overall living costs of the project. Furthermore, due to the 
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relative complexity of these calculations, grant providers may opt for a fixed amount of 
percentage of eligible costs or so-called flat rate. 
 
A very thorough analysis presented the methods of capital assistance disbursement while 
fulfilling the main criterion and requirement that the public partner be the sole beneficiary 
of capital assistance. Various options of reducing the PPP fee result in different effects and 
degrees of fulfillment of mentioned criterion about the beneficiary. In this regard it was 
proved that the best approach is to synchronize the internal rate of return of own financing 
resources, which is transparent, measurable and is contracted under the provisions of the 
PPP contract. Thus, the reduction of the PPP fee should equalize the agreed internal rate of 
return of own financing resources with the rate after grant disbursement. 
 
The inclusion of financial instruments and their combining with grants, as it is stated in the 
chapter on the legislative framework, is also possible. Through projections of effects, the 
analysis indicated how the inclusion of financial instruments affects the reduction of the PPP 
fee, which is the ultimate aim of achieving the ability to assume long-term liabilities by the 
public partner. It is interesting to point out the situation where, due to the analysis of the 
overall living costs and discounting, a synergistic effect arises. 
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List of Abbreviations 

 
PPP  Public-private partnership 

EU  European Union 

EC  European Commission 

EFSI  European Fund for Strategic Investments 

ESIF  European Structural and Investment Funds 

APPP   Agency for Public-Private Partnership 

AIC  Agency for Investments and Competitiveness 

IRR  Internal rate of return 

FIRRE  Financial Internal Rate of Return (Equity) 

PV  Present Value 

NPV  Net Present Value 

WACC Weighted Average Cost of Capital  

 

 

  








