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Treasurer’s foreword

The Victorian Government is commited to building a prosperous economy for all Victorians. It is important the right infrastructure is in place to achieve this.

Public private partnerships (PPPs) are one of a range of procurement models government uses to contract with the private sector to provide infrastructure. PPPs continue to deliver value to governments. 

The environment in which PPPs currently operate is different to that faced over past decades. There are significant fiscal challenges faced by government and constraints in financial markets at a time of increasing infrastructure demand. 

The Victorian Government is committed to partnering effectively and innovatively with the private sector to meet these infrastructure challenges. Within that context the PPP model should continue to evolve to achieve optimal value.

This paper details a range of options to reform the PPP model in Victoria, from an improved framework for assessing value for money, to initiatives to reduce the bid costs for PPP projects.

The Government welcomes feedback on the reforms. All comments will be considered in shaping key improvements to the Victorian PPP model.

KIM WELLS MP
Treasurer

Introduction

Public private partnerships (PPPs) deliver a number of benefits to government through appropriate risk transfer, encouraging innovation, greater asset utilisation and integrated whole of life management, underpinned by the disciplines from using private financing. A number of local and international studies have demonstrated the benefits of PPPs, including greater time and cost certainty in project delivery. 

There have been a number of practical changes made to the model to respond to market conditions and there is an opportunity to review and debate these changes and potential reforms. The objective of this discussion paper is to seek feedback to continually improve PPP policy and practice.

The Victorian Government invites comment on changes to the Partnerships Victoria framework. The reforms draw from research and recent practices in other jurisdictions, with specific focus on alternative finance mechanisms and the value for money framework. They are also informed by recent lessons in the implementation of PPP projects and ongoing industry feedback.

These reforms include:

	Section 1
	Changing the role of the Public Sector Comparator for selected projects away from being a strict pass-or-fail test to a more general affordability benchmark. 

	Section 2
	Using modified financing arrangements to deliver value for money in project specific circumstances.

	Section 3
	Expanding the PPP model to include additional ancillary and core services.

	Section 4
	Piloting a trial for reimbursing specified bid costs for significant projects.

	Section 5
	Developing and implementing a streamlined PPP model for smaller scale projects.


In framing your comments we ask that you consider:

a) the extent that the reforms will improve the efficiency of and likely value achieved from the PPP procurement process for bidders and government;

b) issues that may impact the effectiveness and implementation of these initiatives;
c) the likely impact on competition for PPP projects;
d) possible improvements, alternatives or gaps in the proposals that government should consider and any rationale for these; and
e) any specific questions in this paper.

You are welcome to provide comments against the general questions outlined above and/or address the questions in specific sections. You may also wish to comment on areas that should be prioritised for action or identify other initiatives not canvassed in this paper that government should consider.

Responses are required by Wednesday 19th December 2012 and should be emailed to PPPs@dtf.vic.gov.au 
While the Department does not intend to proactively publish written submissions, they will be treated as public documents unless individuals or organisations request otherwise.
All feedback will be considered in shaping reforms to the Victorian PPP framework.

The PPP model

PPPs are one of a number of models Government uses to contract with the private sector to provide infrastructure.

The processes for selecting a PPP are well documented and form part of the business case for investment approval. The investment decision process for a project considers if it is likely that a PPP model will achieve value for money. Characteristics of projects where PPPs are likely to be value for money include:

· a project of appropriate size (over $100 million) with the ability to bundle operation and maintenance services, ensuring integrated whole-of-life asset management;

· the opportunity for appropriate risk transfer; 

· the ability to specify outputs;

· the opportunity to encourage innovation, asset utilisation and third party revenues;

· a competitive market to bid for the project; and

· the ability for the project to be privately financed.

Importantly, the decision as to which contractual structure to use is made independently of whether the project should proceed. PPPs are budgeted for in the same way as other projects until the contract is signed and services commence. Private finance does not represent an additional funding source for Government. The decision to proceed with a PPP is based on the potential value that can be achieved. With the exception of toll roads all PPPs in Victoria are ‘on balance sheet’.

PPPs offer significant benefits when used appropriately:

· PPPs provide an incentive for on time and on budget delivery;

· the financial consequences of risks allocated to the contractor are borne by the private sector; and

· there is greater certainty of service standards and cost transparency over the longer term.

Building on recent project experiences

Recent experience on projects is also relevant to considering the future direction of the PPP model. Experience with the Ararat Prison Project has identified that risk transfer to the private sector in PPPs is real. A number of lessons have been identified and can be applied to future projects to further strengthen project outcomes. 

The financial structure of PPPs include liquidated damages, bonding and parent company guarantees provided by the construction subcontractor to the concessionaire. Their adequacy is evaluated as part of the tender. PPP financial security arrangements are typically between the concessionaire and the construction subcontractor. The State encourages performance by only paying once construction is complete so the concessionaire faces the potential loss of service payments if projects run late as the payment term is often fixed. As the concessionaire faces potential loss if the financial security is inadequate, the State has relied on this incentive and not been prescriptive in respect of security. 

Changes in response to recent experiences include:

· consideration of the liquidated damages payable to the State where appropriate and when it represents value for money;

· stronger evaluation of a consortium’s financial strength and the requirements for guarantees, ensuring that the ultimate parent company is accountable and has sufficient capacity to stand behind parent company performance guarantees of the building contractor;

· stronger contractual protections for subcontractor payments. The State will also have greater capacity to liaise directly with financiers about constructor performance issues; 

· testing with the market new State contractual provisions to replace a financier in defined circumstances; and

· more active State side contract management to ensure that government is not inadvertently taking back risks in the project.

1. Changing the value for money assessment

Context for change

Value for money in Victorian PPP projects is assessed in two key ways. A quantitative benchmark, the Public Sector Comparator (PSC), is developed against which bids are assessed, with an expectation that value for money is achieved if bids are priced below the PSC. In addition, there are a range of qualitative factors that are considered in bid assessment. 

A PSC is an estimate of the hypothetical whole-of-life risk adjusted cost of a public sector project if delivered by government. The PSC has multiple objectives, including to:

· be a benchmark against which private sector bids are assessed;

· facilitate better translation of project requirements (scope and risks) to project cost estimates;

· drive proper consideration of the risks and costs in developing tender documents, which should result in more efficient and effective tenders;

· inform scope and price changes during negotiations, with changes measured against elements within the PSC;

· inform the decision to contract a PPP prior to financial close, with the PSC being the basis for alternative procurement should the PPP not proceed; and

· demonstrate ex post that value has been achieved. 

The PSC is an important tool to ensure that government is an informed buyer and has the knowledge to drive competitive outcomes during the tender process. Partnerships Victoria projects have delivered over $1 billion of savings (using September 2011 dollars) when compared with the PSC. However, there are limitations and the PSC has attracted significant criticism at times. In particular, it has been criticised for being a point in time estimate that is not adjusted for material changes to the underlying assumptions which may occur during the tender process. Figure 1.1 details lessons from the Victorian Comprehensive Cancer Centre project in developing the PSC.

Figure 1.1  Victorian Comprehensive Cancer Centre project 
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The Victorian Comprehensive Cancer Centre (VCCC) project will deliver a new facility purpose-built for cancer research, treatment and care in the Melbourne suburb of Parkville. Construction is under way to create a new home for the Peter MacCallum Cancer Centre and new cancer research and clinical services for Melbourne Health and The University of Melbourne.

On 7 December 2011, the Plenary Health consortium was contracted to deliver the new facilities. Plenary Health will design, build, finance, maintain and provide ancillary facility management services for the centre. 

The VCCC project tender process commenced in November 2009 with the release of an Expression of Interest to the market. Problems with the PSC were identified, which eventually led to an extension of procurement timelines, including a Best and Final Offer stage followed by a Structured Negotiation Process. A joint Department of Treasury and Finance (DTF) and Department of Health (DH) review of the process highlighted several areas for improvement in development of the PSC:

· the PSC is always more uncertain than a detailed bid, highlighting the importance of risk estimates in PSC development; 

· the PSC is often developed based on preliminary concept designs. For large, complex or one-off projects, there may need to be a requirement to progress the reference project to a greater level of design e.g. schematic design, to facilitate better cost and risk estimates;

· testing the PSC for constructability by a builder/construction contractor should be considered;
· mandatory benchmarking of key PSC assumptions should be implemented to detect irregularities; and

· mandatory sign-offs by all key advisers/consultants should be required as part of the procurement process.
In 2011, DTF commissioned Evans and Peck to review the value for money framework for PPP projects. The review examined local and international practice to identify potential improvements and additions to the current framework, including whether it should be retained. The review highlighted the important role the PSC plays in the value for money process. It recommended the PSC be retained with measures to strengthen its accuracy and robustness. 

The value for money review also emphasised the need for a more holistic value for money assessment with greater consideration of qualitative value drivers rather than a primary focus on quantitative savings alone. PPPs have delivered significant qualitative benefits to date, all of which should be adequately considered in the value for money assessment. Figure 1.2 details examples of the qualitative benefits achieved in Partnerships Victoria projects.

Figure 1.2  Qualitative benefits in Partnerships Victoria projects
Innovative design ‑ This was achieved on the Royal Children’s Hospital, Southern Cross Station and the Melbourne Convention Centre (internationally awarded).

Future proofing ‑ Significantly larger building area for facilities is developed compared with that assumed by the State, including the provision of additional shell space. This was achieved on the Royal Children’s Hospital, the Partnerships Victoria in Schools project, the Biosciences Research Centre and VCCC projects. 

Environmentally sustainable development (ESD) ‑ Various ESD initiatives are delivered that go significantly beyond the State’s minimum requirements. This was achieved on the Royal Children’s Hospital project. 

Improved amenities ‑ Related retail opportunities and greater use of assets is provided. This was achieved on the Royal Children’s Hospital and the Melbourne Convention Centre projects. 

Complementary development ‑ Complementary infrastructure is provided that supports other government objectives. This was achieved on the desalination plant project where a high speed communications cable was laid along the entire length of the transfer pipeline, facilitating broadband access to the region. 

Additional scope ‑ Additional infrastructure is developed that was not anticipated in the State’s PSC. This was achieved on the Eastlink project, including:
· the Dandenong Southern Bypass and Ringwood Bypass were delivered toll free;
· additional lanes south of Princes Highway, additional landscaping, wetlands and lighting were delivered;
· the payment of $20 million to the State was made for station upgrades and a higher standard and greater use of noise walls were delivered.
These enhancements were included in the toll rates but the project still achieved the lowest toll in Australia per kilometre at the time. 
Options for discussion

A number of reforms are proposed to strengthen the value for money framework. 
Strengthening the robustness of the PSC

· DTF engaging an independent technical adviser to review each PSC (prior to release of the Request for Tender).

Better informing bidders of government expectations, providing incentives for competitive bids and improving efficiency of the bidding process.

· Changing the role of the PSC for selected projects away from being a strict pass-or-fail test to a more general affordability benchmark; 
· releasing where appropriate for complex projects the total benchmark amount to bidders. Previously, only the raw cost (without risk estimates) has been released; and

· as used in Canada, developing an accompanying scope ladder which indicates items that could be descoped in priority order if bidders have difficulty meeting the full scope within the affordability benchmark and additional scope areas that could also be included.

Capturing all aspects of value in the assessment

· appropriately weighting qualitative factors in the value for money framework.

Rationale and precedents

There is an opportunity for government to maintain the benefits of using the PSC, including having a benchmark that can drive competitive tension and internal discipline in budget processes, while addressing its limitations.

Australia is the only country to have the PSC play a key role in the value for money assessment once the procurement commences. In Canada and the UK a PSC equivalent is used at the business case stage to determine if PPP delivery is preferred. Once PPP delivery is adopted competitive markets are assumed to deliver a competitive outcome.
In the UK, the quantitative assessment is used as a support tool for making an overall assessment at the business case stage, with qualitative considerations framing the approach to the quantitative value for money assessment.

The Canadian province of British Columbia uses a scope ladder to drive value in PPPs. This model has evolved over the last two years in light of challenging financial conditions. It streamlines the procurement process by reducing the need for further negotiations around the direction of scope changes and by better informing bidders of government preferences. The scope ladder also forces specific government consideration of priorities prior to negotiation. Figures 1.3 and 1.4 outline project examples in Canada that used the scope ladder in tendering.
Figure 1.3 The BC Cancer Agency Centre for the North project

The BC Cancer Agency Centre for the North project successfully used the scope ladder to guide the Request for Tender (RFT) process in 2009.
This project involved the construction of a 5000 square metre cancer centre and a car park. The process required each proponent to submit a proposal to design, build, finance and maintain the project equal to or lower than the affordability ceiling of $72.2 million.
The purpose of the scope ladder was to provide proponents with project elements that can either be added to or subtracted from the design to ensure the proposal cost is either equal to or lower than the affordability ceiling. The scope ladder signalled to proponents that the priority of the project was to receive the best clinical design solution within the affordability ceiling as opposed to the lowest cost proposal.

Source: Project Report, Achieving Value for Money, The BC Cancer Agency Centre for the North, Partnerships British Columbia, June 2010.
Figure 1.4  The Surrey Pre-trial Services Centre Expansion project

The Surrey Pre-trial Services Centre Expansion project, a new correctional facility in Canada, also used the scope ladder to guide the RFT process in 2011. 

The Request for Proposal required each proponent to submit a proposal to design, build, finance and maintain the project equal to or lower than the affordability ceiling of $137.4 million (net present cost). A scope ladder was introduced to provide the means for proponents to meet the affordability ceiling and to provide additional scope elements to maximise their proposals. Scope steps included the addition of:

· an additional living unit of 36 inmate cells, for a total of 216 inmate cells; and

· 300 square metres of additional program space.

The winning proposal met the affordability ceiling and will deliver the additional scope ladder elements.

Source: Project Report, Surrey Pretrial Services Centre Expansion Project, Partnerships British Columbia, September 2010.

Impacts and risks

This proposed framework provides an incentive to achieve the best technical and design solution within the affordability ceiling. It enables better focus on innovation and quality service delivery. Retaining a benchmark ensures that the State remains an informed buyer with risks and costs better understood upfront. 

If bids are over the PSC government has a framework to decide whether and what project scope will be reduced or additional funding provided depending on a full value for money analysis. This approach is consistent with the scope and cost trade-offs that already happen in other forms of procurement and what commercially happens in PPPs.
Specific areas for feedback

f) Will the reforms improve or maintain competitive pressures and improve the efficiency of the bidding process?

g) To what extent will introducing the scope ladder and affordability benchmark improve the quality of tender responses?

h) Are there particular aspects of the State benchmark that would give greater clarity on scope requirements and therefore warrant greater disclosure?

i) Should the scope ladder be fixed by government prior to tender release or should it be open to bidder feedback and be a bid item?

j) How can we improve our qualitative evaluation criteria and assessment for PPP projects?

2. Adopting modified financing structures 

Context for change

The current financial environment in which PPPs operate is different to that faced over the past decade with new challenges emerging. The PPP model should continue to evolve to maintain and improve the value delivered to taxpayers. 

The global financial crisis impacted on the availability, cost, tenor and appetite for providing private finance to PPPs. In Australia, the post-global financial crisis environment resulted in tighter debt terms, reduced tenors of lending, prevalence of club arrangements for banks providing finance, and changes in the financial market risk allocation.
While financing conditions remain challenging relative to pre-global financial crisis projects, there are continuing signs of improvements in liquidity in financing markets and the risk allocation related to financing has predominantly returned to pre-global financial crisis arrangements. However, tighter debt terms including significantly reduced tenor of lending and increased fees and margins continue to prevail.
The global financial crisis has made it more difficult to achieve value for money outcomes in PPP projects due to the:
· smaller pool of lenders offering terms considerably less favourable than in the past;

· absence of any real competition to bank debt; and
· changes in the capital markets and the downgrades of monoline insurers that have previously provided credit enhancement.

Modified finance structures may be appropriate to respond to these market conditions. Any different finance structure in a PPP should address liquidity constraints when required. Modified structures may be necessary where the market is not capable of providing fully financed bids due to large project size in an environment of reduced funding sources and market appetite.
In addition, modified structures could maximise value for money responding to increased private sector funding costs. This is an opportunity to review the optimal level of private finance which can:

· maintain the incentive for long-term service outcomes; and

· continue the disciplines of private finance in managing risk.

Modified financing options 

In 2011, DTF commissioned Ernst & Young to identify a range of alternative financing options. The scope of options identified was broad and was based on examples from around Australia and international jurisdictions. The identified options were assessed against the standard PPP model using the following criteria:

· risk allocation;

· cost and complexity;

· preservation of the benefits of private finance;

· competitive tension;

· alignment of the tenor of finance with the project’s risk profile; and

· potential for innovation.

The evaluation criteria are based on the objective of capturing the benefits of PPP procurement, while taking into account current market conditions which impact on the ability to leverage private finance for projects. Figure 2.1 summarises the range of options available for consideration.

The modified finance models identified range from minimalist change to material variations to the standard PPP financial structure. Project specific circumstances will be a key factor in assessing the applicability of modified models.
Of the models identified, the partial capital contribution model represents minimal intervention. The next level of intervention would see government consider forms of risk sharing and guarantees for specific projects. The more material variations to the standard PPP finance structure relate to government directly investing equity or debt and would need to be carefully evaluated against clear criteria.
Figure 2.1  Summary of modified financing options

	Models to address liquidity

	Deferred funding confirmation:
· first stage provides indicative terms and then a second bid stage (with one or more bidders) provides full underwritten bid(s).
Preferred bidder funding competition:

· two stage bid process, with only the preferred bidder confirming price based on a funding competition. First stage would require assurance that the bid is financeable, with the State having the right to reject if it is considered too aggressive. 

Government guarantee syndication:

· bidders submit a privately financed bid, but in the event of an unsuccessful syndication, the State would become a lender of last resort for the shortfall.



	Models to address liquidity and value – to expand the market

	Government guarantee revenue:

· a tool applicable to demand risk transfer projects such as toll roads whereby the State guarantees a minimum level of revenue to be received by the private sector for a defined period and if it is not achieved, the State will provide financial support. Conversely if above a certain threshold the State would receive payment.


	Models to address liquidity and value – to restructure traditional PPP financing to improve value for money

	Government contribution:

· the State provides a proportion of the funds earlier via a capital contribution either in the form of a payment at commercial acceptance or progress payments.

Interest rate risk sharing:
· a risk sharing tool whereby the private sector takes the initial risk of interest rate change and the State takes the longer-term interest rate risk either through a payment adjustment or hedging arrangements.

Differential payment profile:

· standard debt and equity profile, but instead of a flat (in real terms) repayment profile over the 20 plus years of the contract, the service payments could either be front ended, or stepped down over time to pay off more earlier.

Government senior debt – pari passu:

· the State is one of the lenders for a proportion of debt from commencement of the project on the same terms, conditions and pricing as private sector lenders.



	Models that are a material deviation from the standard PPP model (and therefore only likely to be attractive in exceptional circumstances)

	Foreign exchange risk:

· a tool to manage foreign exchange risk through a currency hedging facility contingent on the State being able to procure cheaper than the private sector.

Government senior debt – supported debt:

· the State becomes a lender for a proportion of debt that is drawn down once construction is completed.

Government senior debt – ‘wide equity’:

· the State provides all debt and the private sector provides a greater proportion of equity (e.g. 80 per cent debt and 20 per cent equity).

Government equity investor/ subordinated debt: 

· as an equity investor the State would contribute alongside private sector providers of equity capital. Or under the subordinated model, the State is a lender on terms consistent with other private lenders but the State includes a risk premium that reflects its ranking below private senior debt.

Government guarantee debt:

· the State would guarantee a portion of the private sector debt which would then be triple-A rated and attract lower pricing. The guarantee could vary according to applicable time, and be a full or partial guarantee.

Government wholesale financing: 

· the State provides partial or full debt finance and retains risk of funding costs. Then the private financiers provide a letter of credit to cover performance risk.



Options for discussion

A modified finance structure can use the benefits of private finance efficiency and risk transfer in PPPs, and also use the State’s balance sheet to reduce the overall cost of finance.

DTF assesses that fully privately financed PPP projects remain achievable, but projects above $1 billion will likely require some modified structure to address increased private funding costs due to differential risk pricing. Government will consider where modified financing structures might be appropriate on a case-by-case basis.
Partial capital contribution as the preferred approach

Where the market is not capable of delivering full private finance, the Government’s preferred approach is a partial State contribution paid during construction either as milestone payments or proportionately alongside private finance. DTF considers this option is appropriate where liquidity constraints mean the private sector cannot fully fund construction.

Where there are opportunities to improve value for money, the Government’s preferred approach is a partial State contribution paid as a lump sum once construction is finished. DTF believes this is appropriate to achieve greater value while maintaining the integrity of risk transfer during the design and construction phase when risk transfer is at its peak.

The objectives in considering partial State contribution are to continue to use private finance efficiency and risk transfer in PPPs, and to optimise the timing of the use of State funding to reduce the overall cost of finance.

This approach also ensures that projects have a level of private sector capital in the operations period which is appropriate for the risks being absorbed. It also provides an incentive to deliver the desired outputs. Government should only pay for the optimal level of risk capital to deliver desired performance and improved value outcomes.

The key benefit of this approach is that prudent use of the State balance sheet reduces the assessed net present cost of the PPP. The State still retains the benefits of private finance and the optimal risk allocation. The use of modified structures should not change existing procurement timetables.

The precise quantum of the capital contribution will vary from project to project and a large amount of private financing will remain at risk. In considering the optimal level of private finance government should consider what level maintains the incentive for long-term service outcomes, the disciplines of private finance in managing risk and maximises value for money. 

Modified structures, including additional options to a partial State contribution, would be determined on a case by case basis based on advice and following consultation with the market. Finance options would also be evaluated against their impact on risk allocation, cost and complexity.

Rationale and precedents

Other jurisdictions in Australia and internationally are using modified structures in response to changing market conditions and as the PPP model evolves. Figure 2.2 below shows some recent examples. 

Figure 2.2  Examples of modified structures used across jurisdictions

	Where
	Project
	What and when

	Queensland
	Gold Coast Rapid Transit
	45 per cent of capital cost during construction

	Queensland
	Sunshine Coast University Hospital
	50 per cent of capital cost during construction

	Victoria
	Victorian Comprehensive Cancer Centre
	30 per cent of capital cost during construction

	NSW
	Convention Centre
	Percentage of capital cost 
post completion

	Canada

	Infrastructure Ontario project
	30-80 per cent of projects 
post completion

	Canada
	British Columbia projects
	40-60 per cent of projects during construction


There are a number of market precedents for capital contribution models including extensive implementation in Canadian PPPs in Ontario, British Columbia and Alberta. These jurisdictions have implemented both progress payments and completion payments with a focus on maximising value for money. 

In Victoria, a government capital contribution was first applied on the Victorian Comprehensive Cancer Centre project, to be contributed during construction alongside private debt. This was possible, in part, due to the $426.1 million Commonwealth contribution to the project. This initiative was estimated to save the State $65 million in net present cost terms. In the new Bendigo Hospital Project (currently in the tendering phase) the Government has proposed contributing significant capital to repay part of the private debt when the concessionaire completes construction.

Impacts and risks

Compared to a traditional PPP, a partial State capital contribution results in higher risk being retained by the State. There is a trade-off between value for money and the incremental risk and this must be evaluated on a project by project basis. There will also be a smaller value of service payments available for abatement to provide an incentive for improved performance.

There is potential that the lower level of private financing at risk may impact on private sector incentives and behaviours. Where this occurs, the potential value for money from a capital contribution is likely to be reduced. Conversely, refinance risk will be assessed to have reduced.
Many of the modified financing options identified in figure 2.1 have either a similar risk profile in terms of a lower level of private finance being at risk or additional risks being retained by the State, such as equity exiting the structure early.
Specific areas for feedback

k) What are the key considerations of a contribution at completion versus during construction?

l) What is the optimal level of government contribution and key considerations in determining the level?
m) Outside of government contributions, what are the most effective models for delivering value for money while retaining optimal risk allocation?

n) What alternatives to bank debt exist in current market conditions?

o) Are there other modified financing arrangements that may deliver greater value for government and taxpayers?

In addition, this discussion paper provides an opportunity to seek market feedback on some specific contractual provisions.

Compensation on termination 

The national standard commercial principles outline termination provisions. In some termination scenarios the existing contractual compensation provisions pay out the senior debt which was scheduled to be outstanding in the original base case financial model. These clauses were written when long term initial financings were the norm and the expectation was that the original base case amortisation profile would likely be conservative and that re-financings would likely result in more aggressive structures.
Recent deals have multiple assumed re-financings implicit in the base case. There is a risk that bids are structured with back ended senior debt amortisation profiles to maximise the termination compensation available to senior debt across the concession life. Towards the back end of the concession this structure might support higher levels of debt and less equity at risk.
p) Is there any evidence that bids assume more aggressive amortisation and long term gearing profiles than historically has been the case?
q) If so does this introduce any perverse incentives for the State and what protections might the State consider?

Replacement financier 

Government’s objective as the ultimate owner of PPP assets is to ensure services are delivered to the community. Given recent experiences, should, and if so under what circumstances, the Government consider:

· giving the State a pre-emptive right to purchase debt if sold in the secondary markets particularly at a discount; and
· giving the State the right to replace a financier in defined circumstances.

Feedback is sought on the following matters: 

r) Under what circumstances might it be appropriate the State have pre-emptive rights over bank debt? 

s) Under what circumstances might the State have rights to replace a financier? 

t) Apart from inter-creditor issues, particularly voting, what other issues might these raise?
u) What impact, if any, would this have on debt pricing and syndication strategy? Would the appetite for PPPs be affected by these structures?

3. Expanding service delivery in PPPs 

Context for change

The Victorian Government is faced with the challenge of meeting growing infrastructure and service demands in a fiscally constrained environment. Victoria should continue to be innovative and flexible in order to meet the infrastructure and service needs of our community.

PPP projects in Victoria have not typically included core services in the past 10 years. They have focused on ancillary services which support operating the infrastructure.

Increasing the scope of services included in future PPPs provides an opportunity for government to harness greater whole of life savings, consistent with their desire to improve operational efficiencies.

Evidence suggests that in selected areas, where the private sector is responsible for a greater range of services, government may achieve improved efficiencies and service outcomes. When applied appropriately, greater private sector involvement in service delivery can also provide a catalyst for system wide reform and improving performance. Figure 3.1 details some of these benefits.
Figure 3.1 Privately operated prisons

Some findings include: 

· Victorian research has found that with the exception of one, privately operated prisons outperformed comparable public prisons across a range of performance indicators1;
· a United Kingdom House of Commons report stated that Private Finance Initiative contractors for prisons have innovated in three main areas, including the treatment of prisoners, more flexible deployment of staff; and the use of new technology2; and
· the daily average cost of private prisons in Victoria are about 88 per cent of public prisons (2008/09), representing a 12 per cent cost saving3.
Sources:

1.
Report of the Independent Investigation into the Operations and Management of Victoria’s Private Prisons, (2000).

2.
House of Commons Committee of Public Accounts, The operational performance of PFI prisons, at
http://www.publications.parliament.uk/pa/cm200203/cmselect/cmpubacc/904/904.pdf.

3.
Public Accounts and Estimates Committee enquiry into budget estimates 2008/09 – Melbourne – 15 May 2008.
Privately operated facilities have an incentive to innovate under PPPs with the principle of payment for performance. The private provider only gets paid if it meets key performance indicators, otherwise facing financial deductions for poor performance.
Options for discussion

There is an opportunity for government to consider extending the package of services, including both core and ancillary services on a case by case basis for all future PPPs. This decision will be made at the business case stage and will consider:

· operational efficiencies and service improvements that could be achieved;

· success with previous projects of a similar nature;

· potential system wide effects, both positive and negative;

· how the public interest will be protected; and

· other issues as appropriate.

Rationale and precedents

Western Australia and New Zealand have recent experience with full service prisons. Figure 3.2 details a New Zealand example, the Wiri project. The United Kingdom has also contracted full service delivery models.  Full service PPPs were used in Victoria in the 1990s providing lessons for the Government to draw from in further developing the PPP model.
The first example of a full service PPP in Victoria is the new male prison announced by the Government in the 2012-2013 Budget. This project will include custodial services previously considered core.
Figure 3.2  The Wiri Prison project, New Zealand 2012

The new 960-bed Wiri prison full service PPP will deliver value for taxpayers by achieving a 17 per cent saving over government delivery. The SecureFuture consortium has been contracted to design, finance, build, operate and maintain the prison for 25 years.

Fletcher Construction will build the new facility which will be operated by Serco and maintained by Spotless Facility Services. The PPP will allow government to draw on the experience and expertise of these international partners.

There is a strong focus on rehabilitating and reintegrating prisoners. In addition to financial penalties where the operator fails to meet custodial, rehabilitation and reintegration measures, the contract includes performance incentives that will be triggered where the operator performs 10 per cent better than government in reducing reoffending rates. 

Source:  Contract signed for new PPP prison at Wiri, Media Release, Minister for Corrections, New Zealand, 11 September 2012
Specific areas for feedback

v) What issues/impacts should government address when considering including additional services for PPPs?

w) What sectors provide opportunities for extending services under a PPP and why?

x) Are there useful incentive precedents for leveraging private sector innovations in service delivery across a public sector network?

4. Streamlining procurement process and bid costs 

Context for change

PPPs are complex projects and attract significant bid costs. Losing bidders risk 0.5 to 1.2 per cent
  of project value on average for each PPP project. 

Government recognises the importance of continually improving the bid process for PPP projects to minimise these costs. There is always a balance between minimising the process costs for tenderers and maintaining sufficient information requirements and competitive pressures to ensure a value for money outcome for government. 

Victoria has worked cooperatively with Infrastructure Australia and other jurisdictions to introduce initiatives for PPP projects that have streamlined the procurement process and improved project outcomes. 

The high level of bid costs has been a concern for industry and governments for some time and there have been a range of reports analysing the issues. In 2008, Infrastructure Australia commissioned KPMG to review the level of competition and bid costs in PPPs and make recommendations for improvement
. Some of the key findings from this review are detailed below in Figure 4.1.

Figure 4.1  Key findings from Infrastructure Australia/KPMG review on bid costs

Key findings from the 2008 report were:

· on time to procure ‑ the review found that Australia (average 17 months) performed better than the UK (average 34 months) and was only slightly behind Canada (16 months); 

· on cost to procure ‑ the review found that Australian bid costs are 25 to 45 per cent higher than Canada; 

· design is a key bid cost driver at 55 per cent of the total (ranging between 50 and 65 per cent depending on the project); and

· there has been a reduction in legal costs since 2005. This could be attributed to experience, publication of standard commercial principles and consistent use of precedent documentation.
Following the Infrastructure Australia and KPMG review there have been a number of actions implemented nationally through the National PPP Working Group. These include:

· the release of National Interactive Tender Process protocols and debrief protocols;

· sharing of precedent contractual documentation and best practice tendering approaches between jurisdictions; and

· improved communications between jurisdictions on scheduling of project procurement e.g. the Western Australian Goldfields and Northern Territory prisons procurement processes were sequenced to avoid conflicts. Victoria also considered the Queensland Sunshine Coast Hospital procurement timetable when developing its timetable to avoid peak overlaps with its Bendigo Hospital project.

In 2012, the Commonwealth also launched the National Infrastructure Construction Schedule that contains information from all Australian jurisdictions to demonstrate a pipeline of projects.

Recognising that time taken in procurement is a key driver of bid costs, Infrastructure Australia released a report identifying benchmarks for efficient procurement of major infrastructure in June 2012. The table below shows the time benchmarks identified as best practice and includes the average procurement times for the last five PPP projects procured in Victoria.

Figure 4.2  Procurement times for Victorian PPP Projects
	Tender stage
	IA benchmark
	Average of five most recent Victorian projects*

	EOI release to RFP release
	13 weeks (less complex) to 18 weeks (more complex)
	19 weeks

	Duration of RFP open period
	18 weeks (less complex) to 24 weeks (more complex
	20 weeks

	Start of evaluation to financial close
	20 weeks (less complex) to 28 weeks (more complex)
	28 weeks


*Projects included Victorian Comprehensive Cancer Centre, Ararat Prison, Peninsula Link, Desalination Plant and Biosciences Research Centre.

The Infrastructure Finance Working Group also recommended in their report in April 2012 that ‘governments should reduce procurement costs and coordinate procurements across jurisdictions.’
  An example of what Victoria is doing to reduce bid costs is outlined below.

Figure 4.3  New Bendigo Hospital project Victoria

The standard PPP proposal requirements were reviewed when developing the Request for Proposal (RFP) for the hospital project in order to eliminate bid submission requirements not necessary for first round bid evaluation. Taking into account market feedback, certain requirements were consolidated and a number of requirements were deferred to the preferred bidder stage. Some examples of documents deferred to this stage are:

· construction management plan;

· completion plan;

· samples and finishes boards;

· physical model (contract close);

· Independent Reviewer (three quotes);

· operating insurance cost estimates;

· stakeholder management and communication approach; and

· fly-throughs no longer required.

Other initiatives that were appropriate for project specific reasons will have a positive effect on managing bid costs include:

· short listing of two bidders;

· streamlining of the probity and process deed; and

· early access to virtual data room prior to RFP release.
The Victorian Government has also taken action on pursuing improved productivity in the construction sector through enhancing and more rigorously enforcing the Victorian Code of Practice for the Building and Construction industry. The Code will promote compliance with workplace laws, improved productivity and help reduce construction cost overruns.
All public building and construction after 1 July 2012, including PPP projects, must comply with the Victorian Code of Practice for Building and Construction. The Code reflects the Government’s commitment to greater flexibility and productivity in the State’s building and construction industry and ensures that the Government maximises value for money on infrastructure projects.

Options for discussion

Continue to improve PPP tender processes

Government will continue to refine the PPP bidding process by rationalising information submission requirements, shortlisting only two bidders where appropriate and avoiding extended ‘best and final offer’ processes where possible.

Feedback is particularly sought on opportunities to address the design process during the tender phase and the relationship with the output specification.

Trial of partial bid cost contribution

As a first step, Victoria will pilot a trial for reimbursing specified bid costs for significant projects (possibly to be funded by the successful bidder in exchange for intellectual property in the unsuccessful bid). The amount will be commensurate with project size and determined by the level of intellectual property transferred.

The trial will apply to some future projects with the level of contribution determined on an individual project basis. Consideration will be given to, and feedback is sought, on the type of projects a trial could be applied to.
There are different approaches Victoria could take in the trial. Either winning bidders could pay a contribution, or the transaction budgets for individual projects would be appropriately adjusted to account for the cost of this trial. Another consideration is whether a contribution to bid costs is made to all parties or only the unsuccessful bidder(s).

It is proposed that the amount contributed to bid costs be set as a pre-agreed amount, not as a percentage of bid costs or capital which could provide an incentive to inflate costs. It is envisaged the contribution would be conditional on submitting a compliant bid.
Feedback is sought on the best approach to implementation. This trial would be subject to a review to determine its impact on competition and any additional value achieved.

Rationale and precedents

There has been partial reimbursement of bid costs post tender on some Victorian PPP and other large projects. This has been on a case-by-case basis due to unforseen extensions to the tender period or State initiated changes to requirements.
Some international jurisdictions have made contributions towards bid costs (for example, Canada). The objective of an upfront contribution is to maximise competition and to provide an incentive for strong initial bids.
Recently the NSW Government announced a commitment to reimburse some of the costs of unsuccessful bidders for the PPP component of the North West Rail Link project and had previously contributed to bid costs for Sydney Metro bids.

Impacts and risks

If the trial is introduced it may encourage bidders to spend more on bids than is considered optimal. It arguably adds to the Government’s cost of PPPs relative to other forms of procurement which would need to be offset by an increase in value achieved through improved bids, increased competition and the transfer of intellectual property from losing bidders.

Once the trial is introduced it may shift industry expectations and be difficult to reverse even if the proposed results are not achieved. The trial may also shift focus away from innovating and developing more cost effective initiatives to reduce bid costs.

If Victoria is the only state to reimburse across a number of sectors it helps make Victorian PPPs more attractive to bidders but might cross subsidise bidders’ costs outside of Victoria.

Specific areas for feedback

Continue to improve PPP tender processes

DTF is seeking feedback on any material changes that could be made to the level of information required in response to an RFP, balanced with the need for the State to have a sufficient level of confidence in a competitive process to select a winning bid. Considering the information currently requested:
y) Is there bid material that could be provided in less detail at bid stage?

z) Is there any bid material that you consider could be provided at preferred bidder stage or following contract close?

aa) Design costs are a significant bid cost item. Are there any changes that could be made to the State's requirements in the RFP that would have an impact on bid design costs?

ab) Are there innovations in the electronic presentation of tender or bid documents that could be used more readily?

ac) Are there any processes or innovations used in other states or overseas on PPPs or other forms of procurement which Victoria should consider adopting?

ad) Does the probity process unnecessarily inhibit innovation and achieving optimal commercial outcomes? How might this process be improved?

Bid cost contribution

ae) What is considered an appropriate amount without interfering with current bid dynamics?

af) Should the contribution be set up front?

ag) Do all bidders or just unsuccessful bidders receive a bid contribution?

ah) What is an effective and efficient way for the State and the winning bidder to acquire intellectual property in losing bids?

5. Developing a streamlined PPP model 

Context for change

The PPP model is complex and expensive to tender relative to other procurement methods. As such it is currently applied to projects of sufficient capital scale, generally over $100 million.
Opportunity exists to develop a streamlined model that will apply to smaller scale procurement, using the key commercial principles of a PPP to drive efficiencies while tailoring the procurement process for smaller scale projects.

Simplifying the procurement model will allow certain classes of infrastructure to be delivered more frequently while retaining many of the PPP value drivers.

Options for discussion

The development of a streamlined PPP option will use the key commercial principles of a PPP but simplify the PPP procurement model, in particular design elements. In considering the design of a streamlined PPP model, government will consider:

· what classes of infrastructure it could apply to, including for example, social housing;

· how the key elements of a PPP will be tailored, including the commercial principles, the contractual framework, payment mechanisms and the abatement regime;
· how the procurement process and value for money assessment will be tailored to smaller scale procurement, particularly around design elements, whilst still providing government with confidence in selection processes; and

· whether there are opportunities to bundle projects to create projects of greater scale to drive further efficiencies and benefits.
Rationale and precedents

The UK has used the PPP principles to tailor arrangements to specific sectors. It introduced a Housing Private Finance Initiative in 1998 which involves UK local authorities contracting with private sector firms to build, improve, manage and maintain their social housing stock. This initiative has applied to a number of projects under $50 million.
Impacts and risks

The development of a streamlined PPP model may have application beyond state government and be adaptable for projects in the local government sector.

Specific areas for feedback

ai) What are the critical aspects of a traditional PPP procurement approach that need to be simplified under a streamlined approach?

i. What design requirements may be streamlined under a revised model?

ii. How could the procurement process more broadly be streamlined under a revised model?

aj) What are the key sectors that a streamlined model could apply?

ak) What is the level of market appetite for a streamlined model?



� HYPERLINK "http://www.dtf.vic.gov.au" �www.dtf.vic.gov.au�
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