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Abstract

Infrastructure-building has become a focus area in Asia as targeted GDP growth rates climb higher. Selection of projects
as PPP projects or pure public sector projects has to be done carefully comparing costs and benefits under both
scenarios. Such an approach (value for money) is common in the UK and Australia which have considerable experience
in PPP projects.
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Introduction — Need for PPPs

Public-Private Partnerships (PPPs) have becomg increasingly popular around the globe and have served as a major route
for the private sector to own, operate and, thereby, assume risks in what was assumed to be exclusively public sector
assets. Just like funding for PPP projects comes from bothythe public and the private sector, risks of the project have also
to be carefully divided between the private and the public sectoer. The basis of the division will have to be the risk-handling
and managing competence. This aspectitself, if well-attended, will translate into bettervalue for money for consumers of
services produced by PPP projects. “If PPPyprojects are looked at assnerely a'way.to overcome fiscal constraints, the
likelihood of their poor implementation and/or eomplete failureis definitely very high. Before deciding on the type of PPP
project; therefore, a basic question has to'be answered:

- Why do we need thegproject te be designed as a PPP project? ‘Has the,analysis taken into aceaunt the alternatives
that are clearly available — the alternative that thisiproject could completely be in the public or the private sector? If
so,

o What are the estimates of costs and bengfits if this project wereto be totally in the public sector?

o What are the estimates of costs and benefits|f this project were to be totally in the private sector — more like
the PFIl or Private Finance Initiative in UK. While one firm may not be in"a position to assume risks of a
long-term, project with high capital intensity, there could be different consortiums of private players coming
together for the purpose of executing the project justilike consortiums are formed for funding a project. The
consortium then sells the services produced to the government.

Using the Comparater Approach

European nations; and UK in particular, have been'at the forefront of publicizing and using the comparator
approach wherein the costs and benefits of a PPP project are compared with costs and benefits of the project being totally
a public sector project. This kind of analysis overrides the earlier phase wherein most projects were awarded on BOOT or
BOO terms without analysis by a comparatorappreach. The key driver of these projects was access to private capital and
transfer of near full project risks to the private sector. The form of PPP then usually emphasized both construction and
maintenance by the private sector as that would minimize bad quality construction risks as well. Some governments
outrightly preferred the DBFO model — Design, Build, Finance and Operate model to minimize risks in each phase of the
project. In return, the governments would either give a capital grant or tax exemptions or guaranteed rate to return to the
private sector. Similarly, under a Fixed Price contract with the private party, the risks of procurement costs going up are
borne entirely by the private sector leaving the public sector to better regulation and providing good business climate for
private entrepreneurs.

The drive for ‘value for money’ has underpinned the second phase of PPP projects in both UK and Australia. As
made clear by the Private Finance Panel (PFI) of UK, there are two fundamental requirements for a PFI project:

i) value for money must be demonstrated for any expenditure by the public sector; and
i) the private sector must genuinely assume risk.

Hence, measurement of value for money becomes extremely crucial and the benchmarks set for comparison
(public sector comparator), thereby, assume huge significance. Any error in the estimates for the PSC will translate into
erroneous value for money estimates. An evaluation of value for money may be depicted as follows:
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Value for Money Evaluation
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alue in PPP projects. Project management encompasses
several areas such as scope mana ment, quality management, risk management, procurement
management, time management, human r nagement, communications management and project integration
management. Each of these areas involve key processes such as initiating, planning, executing, monitoring & controlling
and closing. All the PPP partners have to sit together and assess which partner has better capacity to undertake which
process in which knowledge area. The idea is to be able to define and achieve the objectives with the minimum use of
resources. The different perspective that results from the adoption of this approach encourages the development of more
creative solutions to problems, potentially eliminating many causes of poor value. Value on projects can potentially be
undermined by many factors, the most significant being poor project definition. The need to define relevant client
requirements unambiguously at an early stage has become increasingly critical as the speed of projects gives less
opportunity for a comprehensive, iterative briefing process. This issue is particularly important on projects with a wide
range of stakeholders whose diverse requirements will need reconciling and prioritising as part of a briefing process.

Value management differs from conventional cost reduction in three ways: it aims to achieve the best balance
between time, cost and quality; it is a multidisciplinary process that involves the whole project team; and its decision-
making process is explicit, accountable and clearly linked to project objectives. However, value management can be a
very effective tool for reducing costs while ensuring that the spirit and quality of a project's design is retained.

The agreed project objectives provide the decision-making framework within which cost-effective design solutions
are produced. Functions that need to be provided to achieve the objectives are identified, and the project design is
developed to focus on these requirements, thereby avoiding unnecessary cost. This process enables clients to appreciate
the value of design and encourages the development of high-quality architectural solutions where these match the client's
needs.
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Value for money is a key driver in public-private partnerships. Value for money does not simply equate to
selecting the cheapest bid or lowest price for an asset; it means opting for the best long-term solution for service delivery.
It involves analyzing the total long-term costs (life cycle costs) of service delivery and evaluating the concomitant benefits
to the public at large. When compared to a public sector approach, incremental benefits of PPPs may accrue from:
speedier implementation of infrastructure projects, better service and coverage, life cycle focus of service delivery/reduced
life cycle (long-term) costs, improved efficiency and innovation and risk sharing designed to create incentives to succeed.
Value for money is a key driver in public-private partnerships. Value for money does not simply equate to selecting the
cheapest bid or lowest price for an asset; it means opting for the best long-term solution for service delivery.

Life-cycle costing, as opposed to costing during construction stage, then, becomes extremely relevant for project
appraisal. Itis in this context that DBFO projects are supposed to spur innovation for minimizing costs during the design,
building, financing and operating stages. This bundling of services motivates the bidder to pay good attention to quality
parameters in the design and building stages so as to minimize costs to be incurred during the operating stage. In that
sense, the risks of poor construction are transferred from the public authority to the private partner. In fact, a lot of value
addition has to do with the ability to avoid the risks of poor performance at every stage of construction. In the longer run,
DBFO contracts will be seen as the public sector purchasing access to and use of service assets, rather than the
procurement of a capital asset. At present most involve the latter. In theory, the contractor should take responsibility for
investing in capital assets, financing that investment and managing, the facilities for the local authority. The risk is
associated with the commitment to supply the service gver an extended period for a specified level of payment. The risk is
transferred to the contractor. In theory no local authority should give undertakings or guarantees in respect of contractor
obligations and liabilities. If it were to do so, it would simply retain the commereial risk that should be transferred.

Davis Langdon & Everest (June 2000) gave an example,of this in the construction of a building.

Applying value management through the life of a project
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Davis Langdon & Everest (June, 2000) in their study found better results in terms of value addition when they did
activity-wise cost breakdown rather than aptraditional cost breakdown. The cost structure, in their study, under both
circumstances, was presented as follows:
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Fig. 1.3

Functional cost breakdown for bar/restaurant
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The Case of Royal

Responsible for provi
renowned centre of excellence in

n Ireland, the Royal Victoria Hospital is an internationally
, between Royal Hospitals and Hewlett-Packard is one of
the first to be concluded under the Go rivate partnership initiative. Under the terms of the
agreement, Hewlett-Packard, working clos stributor Cardiac Services Ltd, will replace all existing clinical
equipment and computer systems within key operating theatres and the regional intensive care unit. The deal, for a five
year period, also includes training, maintenance and all consumable items.

The contract features Hewlett Packard's ‘managed equipment services' (MES), which includes asset auditing,
fully managed medical equipment maintenance, asset ownership transfer coupled with throughput-based financial
services, and total cost of ownership benchmark studies for clinical equipment. By transferring asset ownership and
adopting throughput-based financing options - pay-by-use - the Royal Victoria Hospital should reduce the risk of
ownership of clinical equipment within its anaesthesia directorate, while at the same time greatly improving cash flow.

The service level agreement has been written in such a way as to ensure maximum availability of equipment to
clinical practitioners when they require it. This ensures the optimum level of both service and equipment availability for
clinical practitioners, while increasing transfer of risk to the supplier.

The key advantages of MES for Royal Hospitals as a way of financing new projects include releasing capital that
has been locked into existing assets, reduced administration and structural costs, and a lower overall cost of ownership
over the whole life of equipment.
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Research on Value for Money (VFM) in Selected Projects

Since India is now embarking on the concept of Value for Money as stated in the Approach Paper to PPPs dated
Feb 2010, it may be good to see the results of selected projects including their Value for Money measurements. The
following is a list compiled by Graeme A. Hodge and CarstenGreve (March 2009). In all these studies, it is evident that
projects that had not demonstrated value for money ultimately could not produce desired results.
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Table 1: Selected PPP evaluations over the past decade

Type of Better
Study Sample/Cases Country publication vimM? Comments/Conclusions
Bloomfield et al. A Massachusetts United States Case study No ¢ 7.4% more expensive through P3 lease purchasing
(1998) correctional facility * ‘inflated sales pitches’ camouflaged real costs and risks to
the public, and the project was and risky”
Arthur Andersen & 29 business cases United Kingdom  Initial evaluation Yes ¢ 17% cost savings estimated against the PSC
LSE Enterprise (2000) lysed « risk transfer accounted for 61% of forecast savings
Savas (2000, p. 240)  General observations United States Literature review Yes * ‘[the private sector through PPPs] build more quickly and
more cost effectively than governments usually can . . .
National Audit 7 business cases from United Kingdom  Business cases Yes * 10-20% cost savings estimated
Office (2000) NAO (2000)
Walker and Walker General observations Australia Literature review - « PPP infrastructure financing deals seen as ‘misleading
(2000, p. 204) of Australian cases accounting trickery” with eroded accountability to Parliament
and the public

« private project consortium real rates of return were up to

10 times those returns expected for the public
Teisman and Klijn General observations 4 EU countries Review of strengths  — * PPPs have strengths and weaknesses
(2001) and weak
DoT (2002) 250 London United Kingdom  Unknown - « Cost over-runs averaging 20% were found
Underground
projects (1997-2000)
Mott Macdonald 39 traditional projects ~ United Kingdom  Multiple cases Yes « Traditional ‘public’ infrastructure provision arrangements
(2002) and 11 PFI projects reviewed were on-time and on-budget 30% and 27% of the time, but
selected PFl-type partnerships were on-time and on-budget 76% and
78% of the time, respectively
Pollock et al. (2002) 3 NHS hospitals United Kingdom  Review and No « The PFl justification is a ‘sleight of hand”
and 8 trusts re-analysi
Pollitt (2002) 10 major PFl cases United Kingdom  Review of National  Yes  the best deal was probably obtained in every case, and good
Audit Office cases value for money was probably achieved in 8 of the 10 cases
Audit Commission 10 traditional and Scotland Audit report No * "We found no evidence that PFl projects delivered schools
(2003) 8 PFI schools were more quickly than projects funded in more conventional
compared ways’

* ‘The public sector comparator has lost the confidence of
many people .. ..

Greve (2003) Case study of Farum Denmark Case analysis Nao * PPP assessed as 'the most spectacular scandal in the history
Municipality of Danish Public Administration’

« It resulted in raised taxes for the citizens of Farum, higher
debt for citizens and a former mayor currently on trial in
the courts

Fitzgerald (2004) 8 PPP cases from Australia Report to Uncertain ¢ The superiority of the economic partnership mode over
Victoria government traditional delivery mechanisms was dependent on the
discount rate adopted in the analysis

* Opposite conclusions were reached when using an 8.65%
discount rate at one extreme (where the PPP mechanism was
9% cheaper than traditional delivery) compared to an
evaluation adopting a 5.7% discount rate (where the PPP
mechanism was 6% more expensive)

Edwards et al. (2004) 8 cases from roads United Kingdom  Case reviews and No « Contracts reviewed 3 years in
and 13 hospital interviews « ‘PFlis an expensive way of financing and delivering
case studies public services . . ."

« ‘the chief beneficiaries are the providers of finance and
some of . . . the private sector service providers . . ./

Ghobadian et al. General observations United Kingdom  Literature review - * ‘we have no firm evidence that the current PFls wouid
(2004b, p. 300) deliver on their long-term objectives . . .
Grimsey and Lewis Selected global Several countries  Literature review Yes * ‘preliminary evidence does seem to indicate strongly that
(2004, pp. 81, 245)  observations PPPs offer one solution to the pubiic procurement problem . . .*
across several sectors * ‘there is not one “model” of a PPP . . ./
Pollitt (2005) General observations of  United Kingdom  Literature review Yes * ‘it seems difficult to avoid a positive overall assessment’
UK cases plus 5 cases
Shaoul (2005) General observations United Kingdom  Literature review No * PFl has turned out to be very expensive with a lack of
of UK cases accountability

* Suspects that PFI policies ‘enrich the few at the expense
of the majority and for which no democratic mandate can
be secured’

Boardman et al. 5 North America cases  Canada and Case reviews No * unless contracts both compensate the private sector for
(2005, p. 186) covering roads, waste United States risks and then ensure that they actually bear it, "P3s will

management and

water di n

not improve allocative efficiency’
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Table 1: Continued

Type of Better
Study Sample/Cases Country publication vim? Comments/Conclusions
Hodge (2005, p. 327) General observations Australia Literature review Uncertain  » There have been no rigorous and transparent evaluations
of UK cases plus 3 cases of all Australian PPPs
¢ The few available assessments suggest mixed performance
to date
« Government has moved away from its traditional stewardship
role to a louder policy advocacy role, and now faces multiple
conflicts of interest (as advocate, developer, steward, elected
representative, regulator, contract signatory and planner)
Auditor-General Construction of Australia Audit report Yes * Between 7% and 23% cheaper
of New South 19 schools in ¢ Auditor saw as ‘persuasive’ the business case for these two
Wales (2006) _New South Wales PH contracts
Pollock et al. (2007)  Re-analysis of Mott United Kingdom  Academic paper No « ‘there is no evidence to support the Treasury cost and time
Macdonald and overrun claims of improved efficiency in PFI’ . . . [estimates
other reports being quoted are] ‘not evidence based but biased to
favor PFI . . .
« only one study compares PFI procurement performance,
, and ‘all claims based on [this] are misleading’
Allen Consulting Sample of 21 PPPs Australia Consulting report Yes * PPPs reported as being an 11% cheaper alternative to
Group (2007) and 33 traditional traditional projects
_ projects __* Research project funded by Australia’s infrastructure suppliers
Blanc-Brude et al. 227 new road sections  European Union 31 regression Not tested ¢ Ex-ante construction costs of PPPs were 24% higher than
(2006) across 15 EU countries, analyses traditional procurement
of which 65 were PPPs * This is a similar magnitude to the traditional cost over-runs
* Whether PPPs deliver lower overall life-cycle costs remains
_— S S : unknown :
Leviakangas A Finnish toll-road Finland Financial models No  The hypothesis that private finance enabled welfare gains
(2007, p. 211) case study to be achieved was not confirmed

. 4
Source: Graeme A. ermits a Sober Reflection’, iea economic

affairs, March 2009

Revenue & Customs Estate, NHS
of public expenditure and levies
net had to pay a fine of 11million
All these events seemed to
ial infrastructure that government will not allow to
ic sector.

appropriate fines
in April 2004 for
illustrate a key po
fail, it is clear that

weakness of PPPs. When they involve
roportion of a project’s risk remains with

Conclusions

Value for mone portant benchmark in evaluating PPP projects. For
VFM to bring about good r i tting up the criteria for its identification and
measurement. Risk transfer take place — such as the cases in UK where the
government could not let the pr ot be achieved. Besides, estimates for the public sector
comparator have to be thought of ount life cycle costing. This is an important learning for
Governments and multilateral institutio structure development is being seen as crucial to maintain
high growth rates.

Appendix |
Private finance initiatives that failed the taxpayerin UK

Although UK has been the most successful in the generation of PPP projects, the following cases that did not deliver the
expected results also need to be studied in depth.

Metronet

The most spectacular private finance initiative failure was the collapse of Metronet in 2007. The deal between Metronet,
Tube Lines and Transport for London (TfL) was put together in 2003 to upgrade London's creaking Underground network.
In 2003 the Metronet consortium began a £17 billion project covering nine out of twelve tube lines. It soon got into
difficulties. In April 2004, it was fined £11 million for poor performance, but this was just the start. Further fines followed
and in June 2007, Metronet, concerned about cost escalation, requested an extraordinary review by the PPP Arbiter. A
short-term cost overrun of £551 million was predicted, rising to £2 billion by 2010, and this was blamed on additional
demands made by Transport for London.

But the Arbiter had a different view — most of the cost escalation could be explained by Metronet’s inefficiency and only a
small fraction of the requested extra payments would be forthcoming. Faced with huge losses, the company went into
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administration. The government tried to find private bidders for the Metronet contracts but failed — unsurprisingly given the
uncertainty concerning costs. The public sector then became responsible for the upgrades and maintenance. Taxpayers
would now pick up the bill for any cost overruns. Within five years, the Metronet consortium collapsed, costing taxpayers
£2bn as its functions were taken over by TfL.

HM Revenue & Customs estate

The PAC concluded in April that the PFI deal covering ownership and management of 60 per cent of the HMRC's estate is
also failing to deliver value for money. The 20-year deal signed by Mapeley Steps Contractor in 2001 has cost the
taxpayer 20 per cent more than expected so far, the PAC said.

NHS

Latest estimates suggest that the NHS faces a £65bn bill for 103 new PFI hospitals with an estimated value of £11.3bn at
the time they were built. The Government says the schemes provide value for money. But some trusts are now handing
over more than 10 per cent of their annual turnover.

The inability of either conventional DBFO PFI or traditional NHS procurement processes to meet the majority of NHS
capital requirements has prompted many commentators to arguesthat a new financing model is required that can bring
together the benefits of both without the drawbacks of eithier. This may be summarised as a more flexible and scalable
PFI. Scalability is key: the ability to provide efficient and manageable financing from unit and ward level right up to trust
level. The considerable challenges faced by this new approach will include: unlocking the extensive value currently hidden
in many trusts' assets; developing and modernising trust facilities, often on a unit by unit basis; and developing services
that respond to changing patterns of usage and technolegy, both sensitively and flexibly.

Housing

According to the NAO, more than fodr-fifths,of local authorities' 25)PFlsousing projects areever budget. Nearly half are
running at more than twice the anticipated cost (June 2010 report). And the average delay is two=and-a-half years.

The traditional approach to health service purchasing has tended to'leave trusts with a bitter legacy of high maintenance
costs, inconsistent suppoft and ineffective replacement programmes. Financial data on the whole-life"cost of assets tends
to be fragmented, oftén held in different places, oris even simply not collected. As a result, it can be difficult for a trust to
analyse and control' the cost of their assets effectively.

Source: http://mww.independent.co.uk/news/business/news/mod-aircraft-deal-worth-163105bn-failed-to-deliver-
2080408.html
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