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Abstract: Much of the public debate about public-private partnerships (P3s) has occurred
through the lens of those who either oppose or support this increasingly popular method of
delivering public infrastructure assets. Despite some scepticism in the academic literature, an
analysis of the key arguments for and against P3s concludes that the P3 model can successfully
deliver public infrastructure goods and services, provided that certain key thresholds are met.
Lessons learned from early experiments in P3s and from the experience of the newer
government P3 procurement agencies suggest that P3s can provide value for money if risk is
allocated to the party best able to manage it. An appropriate risk allocation requires that
governments have the expertise to identify all of the relevant risks before entering into the
partnership contract. Governments must also have the contract management skills to ensure
that those risks are in fact borne by the private sector. To maintain public confidence in the P3
model, governments must live up to their own obligations of transparency and accountability
and not succumb to private-sector demands for confidentiality. The article recognizes that not
all government goods and services can meet the threshold but that, if they do, it argues
strongly for the efficiency and effectiveness of the P3 model.

While still controversial, public-private partnerships (P3s) are quickly becoming an important
part of infrastructure procurement for all Canadian governments.' A P3 project office was
announced in the federal government’s 2007 budget, and P3s are proceeding, or have been
undertaken, in Alberta, Ontario, British Columbia, Quebec, New Brunswick, Nova Scotia and
Nunavut, and in cities such as Ottawa, Calgary and Kelowna.” Public-private partnerships are
playing a bigger role in capital projects across all areas of government, such as transportation,
communications, power generation, energy delivery, water and wastewater, waste disposal,
courthouses, hospitals, jails and even legislative assemblies.

This article attempts to distil the public arguments for and against P3s, including, where
appropriate, the academic literature, and argues in favour of them, particularly for
infrastructure assets and related services, as long as governments clearly understand the risks
involved from the outset and throughout the life of the project and ensure an optimal and
effective allocation of risk to the private sector. To do this, governments need the right
expertise on their side of the table and the right levers of accountability to help enhance the
legitimacy of P3s as a vehicle for delivering public and quasi-public goods and services and to
monitor risk allocation throughout the project term.

The author was chief of staff to Prime Minister Paul Martin and now practices law at McMillan Binch
Mendelsohn in the P3 area. He is also an adjunct faculty member at the University of Toronto Faculty of Law,
where he teaches the law and policy of public-private partnerships.
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The public policy rationale for P3 arrangements
“Off-book” financing — a declining factor

One primary rationale for a P3 arrangement rests on the transfer to the private sector of the
financing of the delivery of the public asset. Historically, this has reflected the accounting
treatment by governments of infrastructure spending in a cash accounting system. In the past,
governments who reported their finances on a cash accounting basis benefited if infrastructure
spending could be done “off-book” by the private sector. For example, instead of recording
the full cost of a $100-million expenditure in the year it purchased a building, the government
could pay the private-sector operator a $5-million annual “lease” payment and record only this
lesser amount in its books. In this system, postponing the obligation or stretching the payment
through a P3 arrangement permits a government to build now and pay later — an attractive
proposition to cash-strapped governments.

Many Canadian governments are now changing to accrual accounting, which spreads
the cost of acquiring an asset over its useful life and requires governments to consider in their
annual budgets such asset-related expenditures as maintenance, replacement and other life-
cycle costs. The federal government adopted accrual accounting in 2002, and the Public Sector
Accounting Board has published new standards that will require local governments in Canada
to use accrual accounting as of 1 January 2009.’

As a result, much of the attraction for government in making a deferred stream of
payments to a private-sector entity instead of recording the entire purchase cost of an asset in a
single fiscal year disappears as the accounting treatment of both methods of procurement
merge.4 The net result is that over time, most, if not all, of the accounting difference that might
create incentives to a P3 are being eliminated. The Province of Ontario, for example, takes the
position that, with its move to accrual accounting, “accounting considerations are no longer a
driver of the model to be used for delivering infrastructure investments.” Nonetheless, P3s
still offer the potential to secure better value for money and greater innovation in the delivery
of public services. The advantages are summarized below.

Accelerating construction

While the accounting treatment of P3s and traditional procurement has largely merged, there
can remain a difference between the timing of payments in the two procurement models such
that needed public infrastructure can be built faster under a P3 for debt-restricted governments.
In a traditional procurement, the government pays the general contractor during construction.
In a P3 model, no payments at all are made until substantial completion of the project and
services are being provided. As a result, construction of P3 projects can commence in advance
of a conventionally procured asset, where cash-flow timing can make a difference.

In addition, accessing private capital may permit a project to proceed where no public
funds are available. For example, one of Canada’s first P3s for drinking water enabled the City
of Moncton to assume ownership of the facility without having to make any up-front capital
investment. The facility was built in just eighteen months and was designed to meet or exceed
all Canadian drinking-water quality criteria.® In fact, the city now advertises its water quality
as a location attraction for businesses and residents.
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On-time and on-budget delivery

Transferring this aspect of the design and construction risk inherent in developing
infrastructure to the private sector creates a powerful incentive to effective performance. In the
P3 model, cost overruns are absorbed by the private sector, and delayed completion dates can
result in penalties. As a result, “[w]ith payments better aligned to the delivery of project
objectives, public private partnerships also have a solid track record of completing construction
on time or even ahead of schedule.”’

The public sector, for its part, does not respond to the same incentive. Public-sector
procurements are subject to what is often called an optimism bias, which is the tendency in the
public sector to budget for the best possible outcome as opposed to the most likely.® In fact,
due to the mixing of the policy delivery function with the oversight function within
government, costly enhancements or changes to the project after the initial contract award can
be a frequent occurrence. This is particularly true for traditional public-sector procurement of
non-standard buildings, where one study found that estimates of project duration and total
expected capital expenditure were off by fifteen per cent and sixty-six per cent, respectively.’
Another review of the performance of the United Kingdom’s private finance initiatives, or PFI
projects, conducted by the U.K.’s National Audit Office, concluded that PFI projects were on
time in seventy-six per cent of the cases and on budget seventy-eight per cent of the time,
compared to thirty per cent and twenty-seven per cent, respectively, for non-PFI projects. '’

Shifting risk to the private sector

In this context, the benefits of a P3 arise through the transfer to the private sector of the design
and construction risk and of the risk of operating and managing public assets. In other words,
all the commercial risks, such as design risk, meeting standards of service delivery, cost
overruns, market risks, etc., related to building and delivering the public good can be
transferred to the private sector. An additional benefit derives from using the private sector as a
hedge against the failings of government. In other words, political and budgetary pressures can
lead to an under-investment in existing assets by a government where demand for increased
services now can easily outweigh the need for expenditures on the maintenance of an existing
asset, resulting in its deterioration over time.'" A well-designed P3 with a concessionary term
will obligate the private-sector partner to properly maintain the asset because the concessionary
or annual payment to the P3 partner includes an amount for maintenance and penalties for
failure to comply. As a result, governments prevent themselves from deferring maintenance by
entering into a P3.

A number of academic studies of the actual performance of Canadian P3s have come to
somewhat pessimistic conclusions but have done so largely on the basis of “one-off” projects
where governments arguably had insufficient contract management skills to anticipate, manage
and allocate risk. Subsequently, specialized agencies, such as Infrastructure Ontario — the
provincial government’s centralized infrastructure procurement agency — were established with
significant technical, legal and financial expertise. It now also has significant experience,
having signed twenty-two infrastructure deals in the last year. Based on Infrastructure
Ontario’s own internal valuation process, all of these projects represent value for money over a
comparative traditional public-sector procurement.
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Cost-savings

Although this argument is far from undisputed,'* P3 proponents argue, on the bases of both
logic and experience, that the P3 model can deliver cost-savings to government. The argument
from logic asserts that efficiency and cost-effectiveness are not hallmarks of public-sector
service delivery, since government agencies do not gain the benefit of either ownership or
competition effects.'* These effects are argued to be what drives efficiency-maximizing
behaviour in the private sector. The public sector does not gain these benefits because 1) the
government does not usually seek to maximize profits; 2) with ownership residing completely
with the state, there is no market for corporate control; and 3) government agencies rarely face
competition.”” The lack of incentives to control costs nullifies any benefit to the public sector
of its ability to borrow at lower interest rates. Further, as governments are often monopoly
suppliers, there is no built-in incentive to innovate or control costs.

Proponents argue that a review of comparative experience between the public and
private sector related to the construction of new or the renovation of existing assets suggests
that theory is borne out in practice. For example, an Australian study found that eight
Partnerships Victoria projects achieved savings on average of nine per cent against traditional
procurement.'® A United Kingdom study found that among a sample of twenty-nine PFI
projects, the average saving was close to seventeen per cent.'’

Customer service improvements

For concessionary projects in particular, which rely on user-fees, tolls and other similar charges
for revenue, the private-sector participant has a strong incentive to provide high-quality
customer service. A U.K. study in 2005 found that public-sector contract managers rated PFI
projects highly, with ninety-six per cent of those surveyed across 100 projects reporting that
the overall performance was satisfactory to very good. Similarly, eighty-nine per cent reported
that the services were provided in line with the contract or better.'®

Enabling the public sector to focus on outcomes
and core business

Where a government faces limited resources to meet public demand for services and decision-
makers have limited time, a benefit can be derived from focusing on outcomes and core
problems. Arguably, having governmental human resources and budgetary allocations focused
on construction and maintenance of physical assets, for example, diverts scarce resources to
non-core tasks.'” If governments can focus on designing a contractual relationship with a
private-sector partner that identifies and provides appropriate incentives to publicly valuable
outcomes instead of wasting public resources on the methodology of delivery, P3s can be a
mutually beneficial arrangement that leads to better public services.

Responding to the key arguments against P3s

The case against P3s centres on five main points: 1) their real costs are higher than traditional
government procurement, and, as a result, they do not meet the value-for-money test; 2) design
and service quality over time fails to live up to the standards of publicly delivered services; 3)
reduced transparency and unclear lines of responsibility means they are less accountable to the
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public good; 4) they are a threat to the rights of workers (particularly unionized ones) and to
jobs; and 5) they reduce the flexibility of the public sector to respond to public demands.

Higher cost, less value

On the cost side, opponents argue that P3s are more expensive because they face a “triple
hurdle — the higher cost of private borrowing; the need to make a profit and associated other
potential inefficiencies; and higher procurements costs.”*” Even proponents agree that as a
starting position these are costs that weigh against a P3 but the overall value-for-money
proposition favours P3s in the right circumstances. They argue, as noted earlier, that other
factors, such as access to capital that would not otherwise be available, increased certainty of
on-time and on-budget delivery, risk transfer to the private sector, contractual provision for
ongoing asset maintenance, and cost-savings arising from incentives to efficiency, will more
than offset the triple hurdle.

Furthermore, assessing the cost of money between a P3 and a traditional procurement
makes a false comparison, since it fails to take into account which party bears the risk. In
traditional government procurement, the lower borrowing rate assumes that the project is risk
free, which it isn’t. The risk is underwritten by the taxpayer. In a P3, however, the risks and
potential costs are underwritten by the private sector, albeit compensated by an appropriate
return. In other words, in a P3 procurement, the government is paying an insurance premium to
protect against the risk of hi%her costs, rather than self-insuring at a zero premium cost but at a
potentially high failure cost.”' To make an accurate comparison, it is not the cost, but the net
benefit, taking into account all factors, that is the most relevant benchmark. Here, a well-
negotiated P3 model can offer significant value for money, assuming — and this is the key point
— the risk transfer to the private sector is effective. >

In addition, there can be a real benefit to the public sector in transferring project risks
and thereby off-loading the political heat of pricing for a public or quasi-public good.
Generally, a government’s ability to address an infrastructure gap is a function of overall
revenue, and its investment can be constrained if current taxation levels do not provide
adequate fiscal room. However, governments, applying what is known as the benefits model of
government services,” which charges the cost of a service to its users, can provide new or
expand existing services to users through the private sector, while also transferring the pricing
risk, by using a P3 model. Governments, of course, have themselves applied the benefits model
to price assets and services, such as electricity, but Ontario’s experience with electricity rates is
an example of the risks that governments take on matching price to cost. Transferring this risk
to the private sector may also allow a better balance between supply and demand®* and provide
the further benefit to governments of insulating them from facing issues of quality of service
and its pricing in the political realm, ensuring quality is a risk transferred to the private sector
as a matter of contract. Again, the government’s application of contract negotiation and
management expertise is crucial to getting the risk transfer right.

This theoretical point seems borne out to some degree in practice. In one study on
highway P3s in the United States, government-run toll roads had not raised tolls on two of the
projects studied for twenty and twelve years, respectively. As a result, needed investment was
not made. Transferring those roads to a P3, where toll rates are set by the market, can capture
value and fund further investment. As the study noted, the shift of control to a non-political
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entity that is capable of behaving over time in an economically rational manner opens up
financial possibilities that depend on the financial markets’ recognition of that reali‘[y.25
However, where there is a high degree of revenue uncertainty as a result of difficult or
problematic traffic demand-forecasts, a higher degree of risk-sharing between the public and
private sector and effective contract management are essential to making the P3 model work in
this context.?

Finally, the “borrowing cost” argument can be off-target where truly innovative P3s
that require little or no public money but only regulatory or legislative approval can be
structured. For example, the P3 structure used to rebuild Washington, D.C.’s Union Station
used no incremental taxpayer money at all. The private-sector partner is recouping costs in part
from rents paid by retail shops in the renovated facility.?’

In practical terms, experience with the use of P3s supports the argument that higher
“triple hurdle” costs can be offset, including by the transfer of risk to the private sector of on-
time and on-budget delivery of procured assets. The key comparative, United Kingdom data on
cost and time overruns in traditional versus PFI procurements outlined in the Mott MacDonald
Report, strongly supports the thesis of significant cost-savings and improved timeliness for P3
projects. 2® The value of these results, compared to some analysis of early Canadian P3
experiments, is that they are based on a reasonable number of projects in circumstances where
the public sector had sufficient managerial expertise to effectively transfer risk. %’

Ontario’s experience with hospital P3s also provides anecdotal support for on-time and
on-budget delivery. The Royal Ottawa Hospital, the first of Ontario’s new model P3s to be
constructed, recently opened six weeks early and on budget.”® In British Columbia, the first of
Partnership BC’s public-private partnerships based on the PFI model, the Sierra Yoyo Desan
Road, opened on time and on budget. British Columbia’s Kicking Horse Canyon Project, Phase
2, is also reported to be on budget and on time for opening in the fall of 2007. In addition, a
recent survey of construction risk in P3 projects in twenty-two countries conducted by
Standard & Poor’s found that ninety-one per cent of those surveyed, all of whom were very
experienced in P3s, agreed, or agreed with minor qualifications, that P3s had a better track-
record of timeliness and cost-effectiveness than conventional public-sector procurement.”’

In sum, the evidence is strongly suggestive of better timeliness and cost-effectiveness
for P3s, at least through to the end of the construction phase. However, P3s are still beneficial
even if the budget and timeliness objectives are not met, since the private sector bears the cost
of that failure. In traditional procurements, the taxpayer bears those risks. If the risk transfer is
successful, any failure by a P3 to meet cost and timeliness standards will not be paid for by the
public purse. The key is ensuring that the contractual provisions governing the P3 relationship
optimally allocate risks and, as a result, create incentives appropriately.

Lower-quality design and service

The value-for-money proposition also faces the second significant argument against P3s made
by opponents and that is that the profit motive will drive the private sector to a lower quality of
service and/or a lower quality of design.’® Indeed, some argue that the very structure of all P3
arrangements creates incentives that make it advantageous for the private sector to reduce costs
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and optimize revenues, even if this negatively affects levels of service or causes the project to
cost more than it would have with public ownership and normal procurement procedures.*

In truth, it is difficult to understand why this should necessarily be the case. In
competitive industries, the quality of service can be a key driver of financial success. A P3 in a
competitive environment is subject to the same market pressures to service quality. In a
monopoly, the market pressures to higher service quality do not exist, although the same
argument in principle can be made about governments as a monopoly service provider.
Nonetheless, carefully crafted service and quality standards in a concessionary P3 contract
combined with effective oversight provide the public sector with the power to clearly define
and control the levels of quality and service required of its private-sector partners.** Penalty
clauses and, in the extreme case, the right to terminate the contract, can be used by the public
sector as a discipline on service quality. For the private sector, its profits in this context are
earned through the introduction of “sound business techniques and practices, ranging from
improvements in management efficiency, application of new technologies, cash flow
management, personnel development and shared resources™’ and not through service quality
reductions.

Other methods can be used to obligate equal or better service standards. British
Columbia has dealt with the issue of quality of service by statutorily mandating an equal or
higher level of service from private-sector operators of public services. For example, the
Transportation Investment Act outlines the rules for transportation P3s and provides that a
concession agreement must meet or exceed the standards applicable to a comparable public
highway, including design, construction, safety, maintenance and signage standards.*

In addition, well-drafted cancellation clauses can be used to protect the public interest.
In Ontario, two large jails were built around the same time, with one of the two jails being run
by the public sector and the other operated by a private-sector company under a five-year
contract. At the end of the contract term, the newly elected Ontario government (which was
critical of the deal while in opposition) did not renew the company’s contract and returned the
prison to the public sector penalty-free.>’ Of course, having decided to return the jail to the
public sector, the government was obligated to hire 470 new staff to operate the facility.”®

The broader experience of P3 prisons suggests, however, that Ontario’s conclusion may
not be the correct one. Early involvement of the private sector in prison facility design can lead
to significant improvements in construction costs and, potentially, staffing requirements. By
focusing on delivering a high-standard design and construction solution, it is often possible to
reduce prison operating costs over the life of the project, thereby reducing net costs.”> The
Ontario experiment, while attempting an innovative design, did not do so with early private-
sector involvement. The government decided to contract-out operation of one of the two jails
as the facilities were being built. As a result, some opportunities for risk transfer were clearly
foregone.

This view is supported by experience elsewhere. For example, a review of nine PFI
prisons in the United Kingdom conducted by the Office of the Auditor General concluded that
PFI prisons tended to be more cost-efficient and better than public prisons in areas relating to
decency and purposeful activities for prisoners but marginally weaker in areas such as safety
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and security.* This may be expected, as there can be a trade-off between these two sets of
service criteria.*! As the National Audit Office report made clear, the success of the PFI model
rests on a combination of clear contractual service standards and effective monitoring of
compliance, including, where appropriate, the use of penalties.** It also concluded that
competition between public and P3 prisons enhanced performance in both methods.

In the result, there is no consistently compelling evidence of lower-quality design or
service as a result of using the P3 model. Incentives to quality of design and service can be
contractually created in the P3 context so that, at the very least, there is an equivalency
between the public and private sectors.*’

Less accountability, more secrecy

This criticism links a failure in accountability to the secrecy that can surround P3s. Lewis
Auerbach, for one, argues that P3 disclosure standards must include, at the very least 1)
comparisons of the cost and non-cost advantages and disadvantages of the relevant alternatives
with the use of appropriate comparators, 2) the request for proposals, 3) the terms of the
contract, if awarded, 4) the monitoring and audit regime if the project proceeds, and 5) ongoing
access t04‘e‘1nd audit of the relevant performance and financial information of the private-sector
partners.

In fact, commentators on both sides of the P3 issue agree with this or a similar standard
of disclosure as a key foundation for an accountable process.*> Partnerships BC, for example,
has issued policy guidance on its disclosure obligations, outlining the twin goals of the
procurement process, as follows: to disclose as much as possible in the public interest without
jeopardizing the ability of the government to generate the best value for taxpayers.*®

To allow an adequate sharing of information in a form useful for citizens to hold
governments to account on “best value for money” for P3 projects, three key standards have
been developed: the public-sector comparator, value-for-money audits and, as indicated above,
“best practice” standards for disclosure of information. The “public-sector comparator” (PSC) is
simple in concept: gather a realistic and detailed assessment of all of the costs of the proposed
project, including delay and budgetary risks, inflation effects, life-cycle costs, finance charges,
operating costs, etc., and, based on a net present value, derive a public-sector cost of the project
against which the price of a P3 model of delivering the same project can be compared.*’

Partnerships BC, for example, has adopted the PSC model and obligates its use through
the three-step procurement process outlined in its Capital Asset Management Framework. The
initial PSC includes a preliminary assessment of life-cycle costs, subtracting any revenue, to
provide a quantification of the true cost to the government through traditional procurement. It
also includes an identification of material risks associated with the desired output of the
project. The PSC is then refined through each step of the capital asset decision-making process:
strategic options analysis, business case and procurement. The PSC is used to decide whether
proceeding by way of a P3 is of net benefit to the government and then is again used, as refined
through the process, to assess the bids. Although there are significant debates surrounding the
discount rate applied to private-sector options and the “optimism bias” used to more accurately
assess public-sector cost calculations, there is little doubt that the principle of a public-sector
comparator is appropriate. Infrastructure Ontario also uses a similar model.**
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In order to further enhance accountability, P3 projects ought to be subject to publicly
available value for money assessments at three critical stages: 1) at the point of selecting an
appropriate procurement methodology; 2) at the point of assessing P3 bids; and 3) at
appropriate junctures during the concessionary contract.*’ Both Partnerships BC and
Infrastructure Ontario have adopted this approach. For example, the Sea-to-Sky Highway
Improvement project in British Columbia was initially reviewed by Partnerships BC on a
value-for-money basis in December 2003 (prior to the selection process); the review was
updated in December of 2005 and the reports were independently assessed by the provincial
auditor general. A comparative value-for-money assessment was also conducted of the public-
sector comparator and the selected bid using variables such as capital costs, operations and
maintenance costs, rehabilitation costs, risk adjustment (including cost overruns, delay, etc.,
based on the relevant risk allocation), adjustments for tax status and payments, and the net
present value of the unitary charge payments to the winning bidder. In addition, the report
assesses what it calls expected user-benefits based on safety factors, service benefits and
increased maintenance standards that will arise as a result of investments made under the
winning bid.”

Infrastructure Ontario uses a similar process to enhance accountability for its P3 model,
promising to deliver value-for-money reports for each project within six months of financial
close. The Hopital Montfort P3 project, for example, was reviewed on a value-for-money basis,
and the results were posted on the Infrastructure Ontario web site.”’ Using a similar
methodology and providing similar information as does the B.C. process, the report concludes
that Ontario’s version of the P3 model saved the public money. When these measures are
combined with “best practice” disclosure standards, such as those B.C. has put in place, most
of the transparency and accountability concerns related to the project award phase can be
addressed.

One accountability challenge that remains relates to the continued monitoring of the
project during the concessionary period and the performance of the private-sector partner in
meeting existing and evolving service standards. To satisfy transparency concerns during the
operations phase, the following information should be provided: 1) public reporting of
performance measures, including but not limited to penalties for poor performance; 2) the
structure of the mechanisms for complaints and redress or forums for involving the public; and
3) information about any re-tendering of part of a P3 contract.”

These mechanisms are currently being used in a number of jurisdictions to ensure that
the operator meets, and is seen as meeting, evolving service standards through appropriate
contractual mechanisms. In a well-drafted P3 concessionary contract, the private sector is
responsible for recording and disclosing performance failures and actively monitoring
performance across all services. Significant penalties attach to the failure to carry out such
monitoring or disclosure. In addition, “benchmarking” and “market-testing” provisions in P3
contracts allow the public sector (and, in some cases, the private sector) to make price
adjustments to the annual unitary charge. Benchmarking involves preparing a benchmark
report on the price of providing services under the concessionary contract against the price of
providing comparable services in comparable facilities. Market testing aims to rebase the price
after testing them in the market through a procurement-like mechanism. A recent survey of
U.K. public-sector managers who supervise P3 contracts shows them to be reluctant to use
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benchmarking mechanisms for fear that it will lead to pressure for higher compensation to the
private-sector contractors.”® This suggests, at least anecdotally, that the bid process has been
effective in obtaining competitive pricing for these P3 services. Nonetheless, the result of these
mechanisms, if shared publicly, can allay accountability and transparency concerns related to
longer-term concessionary contracts.

One final accountability issue that is often raised against P3s can also be addressed.
Potential bidders lobbying public officials during the bidding process can create a real and a
perceived problem for the fairness of the bidding process. This is easily prevented through anti-
lobbying policies that disqualify bidders who attempt to lobby public officials. Infrastructure
Ontario’s standard form request for proposals includes a prohibition against lobbying public
officials and Infrastructure Ontario to influence the bid process. A breach of this obligation can
lead to disqualification of a bidder’s proposal.

Threat to workers’ rights

The Canadian Union of Public Employees, a strong opponent of P3s, takes the position that
they invariably result in reduced service as a result of reduced staff complements. They also
allege that P3s are subject to higher employee turnover and lower wages.> Given the general
practice in most jurisdictions that the private sector is obligated to offer employment to all
displaced public-sector employees on the same terms and conditions, this criticism seems
largely misplaced.

That said, flexibility in work arrangements, including innovative forms of
compensation such as incentive pay, bonuses and profit-sharing, may be part of the mechanism
the private sector will wish to use to enhance efficiency and provide better service. However,
even in these cases, the public-sector expertise can be a valuable asset and employment
opportunities will often be provided. As a result, even in the absence of a successor employer
obligation, there is no compelling evidence of large job losses as a result of moving to a P3.
Various U.S. studies of privatization initiatives have concluded that most displaced employees
find employment relatively quickly or are transferred to the new entity.>

As a practical matter, Ontario P3 deals include provisions obligating the private sector
to hire public-sector employees on the same terms and conditions as outlined by any existing
collective agreement or employment contract. Ensuring a smooth transition to a P3 project and
maintaining public support for it creates significant incentives to early and beneficial
agreements with employees who are being transferred.’®

Loss of public policy flexibility

The loss of public policy flexibility comes in three different forms: reduced expenditure
choices as a result of long-term financial commitments in P3 arrangements; reduced service
and policy choice options as a result of locked-in commitments; and, finally, the threat of trade
repercussions as a result of private-sector involvement in previously publicly delivered
services.
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As for the loss of expenditure flexibility, the anti-P3 thesis is that long-term contractual
commitments to private-sector partners for services mean that scarce public resources are pre-
committed for “decades to come.”’ On the asset side, the criticism is unwarranted. This
amounts to an argument that governments should have the “freedom” to defer maintenance or
not account for depreciation in order to have funds for other purposes. However, with accrual
accounting, governments are not permitted to take steps like deferring maintenance in order to
free up resources for other, short-term political needs. Indeed, there is an argument that the
failure to build new and to properly maintain existing infrastructure has had a significantly
negative impact on Canada’s productivity.” Anything that enhances improved investment in
and maintenance of infrastructure is beneficial in public policy terms.

On the operations side, there can be a tradeoff between flexibility in service provision
and the long-term contractual certainty that P3s using a project finance structure require.
Flexibility increases the risk profile and hence the price. As a result, highly changeable
environments may not be well suited to longer-term P3 arrangements.> Alternatively, public-
sector break options can be included in concessionary agreements that would allow the public
sector to terminate a P3 contract at specific points and pay predetermined levels of
compensation to the private sector. In other cases, the demand risk for the service can be
contractually allocated to the private sector (for example, in toll roads and other fee-for-service
models) and thereby any expenditure risk is largely avoided.

The policy flexibility argument is closely related to the expenditure one. A CUPE policy
paper on Ontario’s infrastructure process opposes P3s in part because public service “is
immensely more flexible than a long-term P3 contract. A change in public policy or the
introduction of a new technology can lead to a change in service delivery when it is appropriate
and without huge penalties levied by a private corporation for re-opening a contract.”®

However, for technologically induced change, the cost-savings that can be achieved
through new technologies are much more likely to be utilized in the private-sector delivery
model than in a public-sector model, since the incentives for reducing costs and enhancing
service, as discussed earlier, are evident in the private sector but less than compelling in the
public sector. In fact, public-sector rules and employment obligations can often result in a
significant disincentive to new public expenditures on technology.

As for the loss of policy flexibility, that should be at least in part the subject-matter of
the initial decision by the public sector to select a P3 as its preferred model. In other words, in
deciding to offer a twenty-five-year concessionary agreement, the government is concluding
that service demands will justify a service period of that length. The Government of Ontario,
for example, in assessing various procurement models, reviews whether the private sector
should be involved when “clearly definable and measurable output specifications (i.e., service
objectives) can be established, which are suitable for payment on a services-delivered basis.”®"
In other words, assessing the service demand and level is part of determining whether locking
in a longer term concessionary agreement is sensible.

In any event, the building and management of infrastructure seems to be an unlikely

candidate for significant policy change by a government. While policies can change, once
governments invest in an asset or a service, they do not often back away and this is particularly
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true of core areas such as infrastructure. In fact, government itself is moving to long-term
planning horizons for infrastructure assets, recognizing that it must do so as a matter of sound
public policy and that, insofar as asset management is concerned, it will need to in order to
adequately account for its treatment.*

That said, some policy flexibility will be lost as the contractual arrangements
governments enter into will bind them such that compensation may be required if the
government chooses to cancel a P3 contract. Of course, this is true of any contractual
arrangement between the government and the private sector. In other words, governments will
almost certainly be bound by the agreements they enter into, subject to their terms, unless they
pay compensation. Efforts to avoid this outcome will be interpreted harshly by the courts and
will result in significant controversy for the government.

The most famous example involves the former Lester B. Pearson International Airport,
where the federal government entered into an agreement with T1T2 Ltd. Partnership (T1T2) to
finance, design, build, develop and operate terminals 1 and 2. After making the arrangement an
election issue, the then newly elected prime minister cancelled the contracts, even though the
contractual arrangements contained no cancellation clause. The government then introduced
legislation into Parliament that declared the contracts to be of no force and effect, denied the
plaintiffs access to the courts, and provided for all existing legal entitlement to compensation
from the Crown to be negated. The Senate objected to the legislation, the House re-affirmed it
and returned it to the Senate. In advance of the legislation being passed, T1T2 asked the court
to declare the government in breach of contract and for a reference for a trial on the damages, if
any, owed. The motion was granted and upheld on appeal.”’ In the result, facing a judgment
that it had breached a contract and a storm of protest over legislation that was argued to be
expropriation without compensation, the government settled with T1T2 for approximately $60
million in 1997.%

What this saga illustrates is that contractual arrangements can limit government’s
policy flexibility but only to the extent of payment of compensation. Equally, however, it also
shows that smart governments can protect their interests through careful drafting of the P3
contract (by including a cancellation clause, for example).

However, a government’s programmatic flexibility can be inhibited as a result of the
contractual obligations the public sector agrees to undertake within the terms of a
concessionary agreement. In other words, the government can agree to limit its authority and/or
to exercise it in support of the concession. Again, this would seem to be a matter of risk
allocation and a judgment that the public sector would make at the beginning of the P3 process
to consciously limit its rights. While this limitation may not always suit the short-term political
goals of a subsequent government, decreasing the arbitrariness of government action can be a
good thing.

For example, in 2003, the Government of Ontario refused to invalidate vehicle permit
renewal applications for those who had not paid tolls on Highway 407, which was operated by
a private consortium, the 407 ETR Concession Co. (407 ETR). The government was in the
middle of a dispute with the 407 ETR over its rights to raise tolls without prior approval of the
governmen‘[65 and, at the same time, had been working with the 407 ETR to improve the
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computerized tolling system to prevent false readings of license plates leading to mistaken
requests for plate denials. An independent auditor appointed by the government audited the
407 ETR and concluded that the 407 ETR had complied with its obligations. Nonetheless, the
Registrar of Motor Vehicles, who administers the process of plate denials, refused to process
407 ETR’s requests. On that very same day, the government withdrew its approval of the
auditors of the 407 ETR on the basis that they were not independent.

The 407 ETR challenged the Registrar of Motor Vehicles’ failure to process 407 ETR’s
requests for plate denial and won.*® The decision has two implications for the role of
governments in a P3 context. First, the decision makes clear that some of the limitation on
government action, in this case in the form of the registrar, arises from the provisions the
government itself put in place through the governing legislation. In other words, the fact that
the highway was a private venture was not, in and of itself, the reason that the registrar’s role
was circumscribed. Nonetheless, an effective enforcement mechanism to ensure tolls are paid
is an obligation that the private-sector operator would require from government under the P3
contract.

This can be seen in the second lesson this case illustrates for P3s. The registrar also
argued that the province’s decision to remove the auditor eliminated a condition precedent to
the exercise of his statutory duty. The court rejected this argument, noting that the 407 ETR’s
contract obligated the parties to continue to perform their respective obligations while a dispute
was pending.®’ Therefore, until the dispute was resolved, the contractual provisions governed,
and the government could not arbitrarily prevent 407 ETR from operating. In other words, the
contractual provisions entered into can be an effective limit on the discretion of the
government. That said, it is hardly an earth-shattering proposition. The key for governments is
to ensure that they have the expertise and attention to detail to consider their ongoing role as
they enter into P3 contracts.

Finally, the last critique of P3s in this category centres on the risk that private-sector
involvement in the delivery of public services might create through trade agreements. 68
Opponents of P3s argue that the North American Free Trade Agreement (NAFTA), and Article
1110 in particular, creates the potential threat that foreign investors, unhappy with their
treatment by a government in Canada, could bring an application challenging that treatment.
The effect, they argue, would be to limit the range of public choices available to government
and force private-sector delivery of public goods and services.®” While there is no case law
supporting any trade concerns,”° nor, any NAFTA trade law case dealing with P3s in Canada,
analysis of analogous case law and of the wording of the NAFTA and other relevant trade
agreements suggests the risk is small to non-existent, and moderately effective drafting of the
P3 contract can largely eliminate it.

First, NAFTA tribunals have held that investors cannot seek international arbitration for
mere contractual breaches.”' It is standard that investment and trade treaties, including NAFTA,
provide that a government cannot expropriate without compensation. A right of the parties to
compensation upon termination is a standard clause in a P3 agreement, and any contractual
dispute about its scope and effect will not give rise to a NAFTA claim. One NAFTA tribunal in
fact reached this very conclusion.”
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Secondly, international law is clear that governments do not have to compensate
investors for economic injuries that are the consequence of non-discriminatory, bona fide
regulations. Obviously, there can be circumstances where what looks like a legitimate exercise
of government power is in fact an expropriation of private property. However, while there were
some worrisome words in one NAFTA case to the effect that expropriation under NAFTA
includes covert or incidental interference with the use of property, which has the effect of
depriving the owner of the use or economic benefit of property, ”* it only applied to
government action where there was no contractual relationship with the aggrieved private-
sector participant. In other words, if the government has a contract with a private-sector party,
whatever risk there is of NAFTA limiting the scope of governmental action is significantly
lessened as the private sector has had a direct opportunity to negotiate its rights and
obligations; there is no covert “taking.” A P3 arrangement, therefore, adds little risk and, in
fact, may mitigate it in some circumstances.

However, even this small risk was limited in a decision by a different NAFTA Chapter
11 tribunal, which dealt with the argument that the refusal by the Mexican government to
rebate excise taxes on exported cigarettes was expropriation.” This case again dealt with
circumstances where there was no direct contractual relationship with the claimant. In deciding
for the Mexican government, the tribunal held that governments must be free to act in the
broader public interest, such as the protection of the environment, new or modified tax regimes
and the granting or withdrawal of government subsidies, and that reasonable governmental
regulation of this type will not give the private sector the right to seek compensation.”

Furthermore, there are exemptions to a broader application of NAFTA. For example,
Article 1114 of NAFTA provides that nothing in Chapter 11 shall be construed to prevent a
party from taking measures to ensure that investment activity in its territory is undertaken in a
manner sensitive to environmental concerns.’®

Thirdly, while NAFTA obligates governments to generally treat foreign investors from a
treaty partner to the same standard as domestic investors, the obligation only applies in like
circumstances. In other words, NAFTA does not obligate all services to be delivered in the same
way and, therefore, does not obligate governments to deliver the service using a P3
methodology in the future. Even those who argue that P3s put public services at risk recognize
that the mere fact of private-service provision does not give rise to a potential NAFTA
challenge.”’

Finally, NAFTA provides member states the right to take unbounded reservations to the
application of its terms in certain circumstances. Canada has reserved the right to take
measures regarding income security or insurance, social security, social welfare, education,
public training, health and child care, to the extent they are social services established or
maintained for a public purpose.’®

Ensuring successful P3s

What the arguments for and against P3s indicate is that achieving the enhanced value for
money that is at the core of the case for P3 procurements rests on three variables: the nature of
the project itself; a government that exercises effective project and contract management skills;
and clear and effective risk allocation.
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The nature of the project

Not all projects are ideally suited to a public-private partnership. The value for money
generated by a P3 rests on clear and accountable incentives and on an optimal risk allocation,’
by which is meant the measurement and minimization of risk by the party best able to do that.®
Not all risks are necessarily best handled by the private sector, but a P3 will more likely
succeed if the commercial risks inherent in it are transferred to the private sector. The risk
profile of a project is more likely suited to a P3 where 1) there can be real scope for innovation
in design and service delivery, 2) there is a definable revenue stream attached to a discrete
service (and hence a feedback loop from pricing to service), 3) there is a substantial potential
for synergies so that the design, building, operations and maintenance can be considered
togethegg to maximize efficiencies, and 4) there is real potential for risk transfer to the private
sector.

9

Not all of these criteria need to be present for a P3 to be the preferred methodology, but
the more of them that are present, the more likely the project will be successful.** The last
criteria, however, is a key one.

Given that these criteria are by no means always present, one would expect P3s to be a
significant procurement option but just one among a range. Not surprisingly, most
governments view them this way.* For example, Ontario and British Columbia intend to use
P3s for only about ten per cent of planned capital investment.**

Effective project and contract management skills

To maximize the likelihood that a P3 project will be successful, governments must effectively
manage risk from the beginning to the end of each project, and that requires keeping three key
fundamentals at the forefront of the policy and planning process: managing public support;
developing, maintaining and implementing a business plan; and developing and maintaining a
centralized expertise.

Support

Effectively managing a P3 requires that the government create and maintain support for it
within government and in the community and the private sector. For the government, that
means providing an appropriate legislative framework, clear lines of responsibility within
government and a fair, consistent, transparent and accountable process.” It also means
developing support in the community and among key stakeholders, such as unions and interest
groups. For the private sector, that means ensuring that the market is as close to a competitive
one as possible so that the efficiencies and innovation that P3 procurement promises can be
realized. Governments can assist in creating greater competition by providing a strong and
predictable pipeline of P3 deals and maintaining a credible and transparent procurement
process. While not all services will be delivered in a competitive context, an effective
procurement process, combined with effective contract monitoring, can introduce the benefits
of competition to the pricing of the good or service.

Business plan
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Effective project management requires that a business plan include reliable information,
reasonable public-sector comparators, output specifications, risk analysis and a procurement
strategy marked by fairness and transparency. In order to assess whether a project is an
appropriate one for a P3, risk transfer or allocation must be consciously assessed at each point
in the government’s decision-making process.*® That hinges on understanding the true costs of
government procurement (including delay costs, cost overrun risks, life-cycle costing, etc.), a
detailed understanding of the need for the service and of the service quality criteria and, above
all else, appropriate measurement and allocation of risk. With clearly specified outputs, an
optimal risk allocation between the parties and a sensible public-sector comparator, private-
sector bids produced through a fair and competitive bid process can be judged against a
benchmark to assist in selecting a cost-efficient P3.*” Public-private partnerships are neither
inherently good nor bad; the key to performance lies in effective implementation and “whether
there is clear accountability for results, clear criteria in contracts and clear public objectives.”™

Expertise

A lack of contracting expertise can be a significant problem for governments with limited P3
experience. Individual government departments or smaller sub-national entities, such as
municipalities, often cannot achieve relevant economies of scale and therefore learn by doing
on each project, leading to inappropriate risk transfers and opportunistic behaviour by private-
sector bidders and partners.* Managing a P3 project and the appropriate allocation of risks,
therefore, requires two clear things from governments: 1) a sophisticated understanding of the
legal, technical and financial aspects of the project; and (2) a “depoliticization” of the decision-
making process at relevant points (and, concomitantly, a move to a standardized process),
except where key overarching policy decisions, such as the choice to build an asset or deliver a
service, are required.

To do this effectively, the government needs the requisite independent expertise to
make a sensible value-for-money comparison, to run a fair and effective procurement process,
to ensure an effective allocation of risk and, finally, to effectively monitor and enforce
contractual compliance. Contracting challenges for P3s are significant, and, as a result, many
jurisdictions have created specialized agencies to review proposals and lay out contract terms
for P3s. These groups often function as “within-government consultants on P3s, and as
repositories of knowledge and experience that provide governments with the skills they need to
structure P3s to their maximum benefit.”*

As an example, Infrastructure Ontario follows this model, building on principles
articulated by the Ontario government in its governing policy statement, Building a Better
Tomorrow: 1) protection of the public interest; 2) value for money; 3) appropriate public
control/ownership; 4) clear lines of accountability, transparent and rigorous reporting and
oversight and clear measurable performance standards; and 5) fair, transparent and efficient bid
processes \g/lith contractual agreements based on clear, comprehensive guidelines and public
disclosure.

Infrastructure Ontario has also developed expertise in project development, finance,
construction and law to equal that of any private-sector proponent by having the resources and
approvals necessary to hire external legal, technical, project management and financial
advisers. With this expertise at hand, Infrastructure Ontario serves as the government’s

MBDOCS_4008144.2



centralized agency for procuring assets and services, under Ontario’s AFP model, for all
government departments. This limits opportunistic behaviour by the private sector when
dealing with inexperienced public servants in each department. The relevant public-sector
managers from the line departments are at the table to ensure service and output standards are
clear and followed but they do not conduct the RFP process or negotiate with the private sector;
that is conducted by the staff and advisers of Infrastructure Ontario.

Infrastructure Ontario also uses a highly standardized procurement process, with a
request for qualifications, a request for proposals, including an opportunity to review and
comment on proposed contractual arrangements, a fairness monitor, detailed bid criteria,
transparent rules and ongoing efforts at consultation and information exchange with the private
sector.

As the deal flow increases, both the private and public sectors are becoming familiar
with the process and project documentation and risk allocation is becoming standardized such
that transaction costs are being reduced. The net result is a more efficient and effective
procurement process that is more likely to achieve value for money for the public purse.

Reduced uncertainty and effective risk allocation

By enhancing project certainty and clearly and effectively allocating risks, the suitability of a
P3 will be enhanced and its pricing optimized. When governments can effectively measure the
risk and, once measured, make considered judgments as to how to allocate risk to the party best
able to manage it, °> value for money can then be achieved.

The Ontario Ministry of Public Infrastructure Renewal, for example, has published an
assessment guide for public-sector managers in managing and allocating risks. The guide
advises that decisions “related to which risks an entity will retain and which it will transfer will
dictate to some degree which financing and procurement model an entity may use to develop
its infrastructure initiative.”®®  For the most part, P3 projects will start from the assumption
that most commercial risks are to be allocated to the private party and most regulatory risks to
the public party, with the sharing of additional risks.”* In this way, the public interest should
be well protected.

Conclusion

What this article has tried to illustrate is that generating value for money based on an effective
risk transfer for a P3 requires the right project and significant government expertise. It also
requires a clear-eyed view as to what risks should be borne by whom. Getting that equation
right is fundamental to ensuring that a P3 is the right vehicle for delivering a public service.
The analysis leads to four principles that should guide a public official in this determination:

1. Ensure that the services to be provided respond to a clear public need and can be clearly
identified and measured.

2. Ensure that the public sector has the expertise to assess and manage risk.
3. Ensure that the partnership can deliver the high-quality, efficient and responsive services

through an optimal allocation of risk.
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4. Ensure that there are clear lines of accountability and redress.

When these are met, the only reason not to pursue a P3 is failure of political will.
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