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         Foreword

         Worldwide, infrastructure needs to sustain growth are substantial – estimated by the OECD to be USD 6.3 trillion per year between 2016 and 2030 in energy, transport, water and telecommunications infrastructure. Subnational governments – cities and regions – play a vital role in providing and maintaining infrastructure. They are in charge of almost 60% of public investment on average in OECD countries. 

         In a tight fiscal environment, it is critical to diversify sources of financing for infrastructure investment and to use public investment to leverage private funding in an effective way. Public-private partnerships (PPPs) represent an alternative to traditional government procurement with the potential to improve value for money. However, PPPs are complex and sometimes risky arrangements that require capacity to undertake them that is not always readily available in governments, in particular at the subnational level. There have been many examples in recent years of PPP failures or misuse, which call for caution in their use.

         This report offers guidance on how to improve the governance and implementation of PPPs for infrastructure at the subnational level. The first chapter offers a framework for considering PPPs in a multi-level governance context. It brings together not only ideas and concepts from existing literature, but examples from the three case studies that constitute the remaining chapters: PPPs for local infrastructure in two French cities: Caen and Paris; the United Kingdom’s Private Finance Initiative (PFI) projects at the local level; and transportation PPPs in the Commonwealth of Virginia (a US state).  

         This report supports the implementation of the 2014 OECD Recommendation of the Council on Effective Public Investment across Levels of Government. The Recommendation offers good practice guidance through 12 recommendations to address systemic multi-level governance challenges for public investment. Principle 6 (“Mobilise private actors and financing institutions to diversify sources of funding and strengthen capacities”) acknowledges the potential benefits that private sector participation can bring to meeting public investment goals. 
         

         The report is part of the series OECD Multi-Level Governance Studies. It was conducted by the OECD Centre for Entrepreneurship, SMEs, Regions and Cities (CFE). It was developed in cooperation between the Regional Development Policy Committee (RDPC) in CFE that approved the report by written procedure on 30 March 2018 [CFE/RDPC(2018)2] and the OECD Senior Budget Officials Network of Senior PPP and Infrastructure Officials that discussed the report on 27 March 2018. 
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         Executive summary

         
            Most public private partnerships (PPPs) occur at the subnational level
            

            The world needs more and better infrastructure. Demand for infrastructure investment has risen and is expected to grow due to many competing pressures. For example, economic growth globally and advances made through technology, along with needed investments to address climate change, urbanisation and demographic changes will require more and better designed climate resilient infrastructure investment. Infrastructure investment is a shared responsibility across levels of government, with subnational governments playing a crucial role. Many key areas of infrastructure – from water to sanitation to transportation to education – are often the responsibility of regional and local governments. 

            The OECD estimates that approximately USD 95 trillion in public and private investments will be needed in energy, transport, water and telecommunications infrastructure at global level between 2016 and 2030 in order to support growth and sustainable development, equivalent to approximately USD 6.3 trillion per year over the next 15 years.

            Public sources of funding are insufficient to cover the investment needs in cities and regions and will remain insufficient if appropriate actions are not taken. The magnitude of the needs and the tight fiscal context for governments imply that mobilising private sources of financing will be crucial. Public Private Partnerships (PPP) could help narrow the infrastructure gap. However, PPPs are complex and sometimes risky arrangements, and there have been many examples in recent years of PPP failures or misuse, which call for caution in their use, in particular at the subnational level.

            Despite a growing proportion of infrastructure services that have been delivered through PPPs in the last decade, current levels of infrastructure investment taking place through PPPs are still moderate. Most OECD countries (83%) report that between 0% and 5% of public sector infrastructure investment took place through PPPs in the last three years. IMF estimates indicate that infrastructure investment via public private partnerships is still less than a tenth of public investment in advanced economies and less than a quarter of public investment in emerging market and developing economies. 

            Although the average value of PPPs is generally higher at the national level, the number of PPPs is higher at the subnational level. In France, for example, subnational governments granted 79% of the contrat de partenariat between 2005 and 2011. In Australia, about 90% of PPPs occur at the (subnational) state level. In Germany, subnational PPPs constitute approximately 80% of PPP investment in terms of volume. In the United Kingdom, local authorities acted as the contracting authority for the majority of Private Finance Initiative (PFI) projects. 
            

            PPPs present pros and cons to the public sector. Generally, PPPs are justified when they are affordable and produce greater value for money than delivering public services or public investment through traditional means. Governments expect that private sector engagement will enhance government capacity to achieve its objectives by tapping the resources (money, technology, and knowledge) of the private sector. Gains are expected to result from benefits of risk transfer, private sector incentives, know-how and innovation. However, PPPs are not risk-free. Maximising the benefits and minimising the downsides of PPPs requires substantial public sector capacity, in particular at the subnational government level. 

         

         
            Subnational PPPs: overcoming the challenges
            

            The multi-level context in which subnational PPPs occur as well as their complexity raise specific issues for successful implementation. The report highlights several considerations for using them effectively at the subnational level. 

            Financing subnational PPPs: watching the risks  
            

            Many of the problems reported with subnational PPPs happened because they were chosen for the wrong reasons. Subnational governments may be tempted to choose PPPs to overcome tight budgets and circumvent fiscal rules - rather than seeking value for money and affordability. These are not the right justification for a PPP, and choosing a PPP for the wrong reasons can be very risky in the long-term. PPPs create long-term ordinary liabilities for subnational governments that must be addressed. PPPs are justified when partnership represents greater value for money as compared to traditional procurement, not as a way to bypass fiscal constraints. 

            Once in operation, PPPs are financed by government payments (i.e. availability payments), user fees, or a combination of both – each with its pros and cons. Availability payments can place a substantial burden on subnational budgets well into the future, reducing their flexibility particularly in times of fiscal constraint. While subsidies from a higher level of government can help, as the UK case demonstrates, they should be used cautiously as they may bias the value for money assessment toward PPPs. User fees raise other issues, not the least of which is the robustness of underlying demand forecasts.

            Given the complexity of PPPs and the level of capacities required to design and implement them, they should be reserved for projects of a certain size. Prior OECD work has highlighted that it is important to define a minimum project value for infrastructure being delivered through a PPP. Project development costs of PPPs are significant and are higher for smaller projects. They were estimated by the World Economic Forum to be 1-3% of total project costs for large projects (above USD 100 million) and 3-4% for smaller projects.

            Intergovernmental regulatory coherence facilitates PPP use
            

            For a PPP to be feasible, private sector actors must be able to reconcile and comply with regulations across levels of government, jurisdictions, and sectors. Private actors must navigate a myriad of regulations, which increase the administrative burden – and possibly the project cost.  The experience of Virginia in the United States highlights the importance of developing a flexible and inclusive statutory framework that supports private-sector participation, accountability, and transparency without inviting political interference. Ensuring regulatory coherence across levels of government is thus critical. 

            Cross-jurisdictional co-ordination and economies of scale: an important factor in the use of PPPs
            

            Infrastructure investment requires economies of scale and a match between users and geographic area. Small-scale projects that may appeal to local governments may not be appropriate for a PPP. The benefits of infrastructure are also not necessarily limited to a town, city, or even a region. Such instances can require co-ordinating investment across jurisdictional boundaries which is difficult to do. A critical issue is the ability for a number of two or more jurisdictions to enter into a binding contract with private sector actors. Horizontal co-ordination across jurisdictions can help expand the geographic coverage of the PPP, lower barriers to entry presented by small-scale projects and increase the pool of interested, qualified operators. 

            Administrative capacity needs are high 
            

            The technical demands associated with launching and sustaining a successful PPP are substantial. Administrative capacity needs for governments are high and not static over the life cycle of the project. Subnational governments are particularly at-risk for weak partnering capacity due to their size and available resources. Here, rural areas and smaller governments may be more vulnerable to capacity constraints than larger urban ones, although, as the French case study highlights, the latter are not immune to the challenges emerging from the complexity of PPPs. Less experienced subnational governments can face substantial asymmetries of information relative to the private sector. 

            Skills needed vary over the course of the project cycle. It is likely to be easier for large regions or metropolitan areas to have human resources to dedicate to a PPP project in a sustained manner over time and to benefit from arrangements that facilitate economies of scale. The availability of sufficient resources over the life of a project helps to determine whether a PPP is an appropriate strategy for a subnational government. 

            Governments should look to involvement of private actors, financing institutions and banks in public investment to offer more than just financing for projects. It should be a way to strengthen capacities of governments at different levels and bring expertise, through better ex-ante assessment of projects, analysis of the market and credit risks, search for economies of scale and cost-effective projects.  
            

            Political commitment and accountability
            

            Transparency and effective procurement are central to ensuring accountability given that the complexity of PPPs can increase the risks of corruption and rent seeking. By contrast, weak capacity for value-for-money assessment and a lack of transparency may allow local or regional politicians to pursue PPPs for purposes of political expediency rather than to seek increases in efficiency or effectiveness of public service delivery.  It is essential to develop a clear, transparent and stable statutory framework that supports private-sector participation, without political interference. Virginia’s flexible and inclusive statutory framework that supports private sector participation while encouraging accountability and transparency emerges as a key contributor to the state’s successful PPP programme, along with its rigorous project review process.

         

         
            Key findings and recommendations
            

            Not all infrastructure projects represent strong candidates for PPP procurement. The choice to use a PPP should be motivated by value for money compared to traditional procurement. Small scale projects that may appeal to local governments are not appropriate for the PPP approach. They do not necessarily represent value for money nor are they commercially viable. The promotion of PPP projects at the subnational level should be directed primarily at the larger jurisdictions and regions that already have the general fiscal and institutional capacities required, and also towards priority infrastructure sectors. Addressing the infrastructure challenges that arise in smaller jurisdictions or remote regions requires sustained public investment in order to ensure inclusive and balanced development in the country.

            Recommendations
            

            Legal and policy framework
            

            
               	
                  Create a flexible and inclusive statutory framework that supports private sector participation. 

               

               	
                  Create PPP-specific legal arrangements with a rigorous project selection and review. 

               

               	
                  Establish clear and transparent PPP review requirements, based on value for money, affordability, but also provisions for debt review, independent audits, and official findings of public interest. 

               

               	
                  Ensure coherence of laws and regulations across levels of government and across subnational jurisdictions.

               

               	
                  Strengthen the sustainability and credibility of contracts so that they do not fall apart with new political pressures.

               

            

            Financial and budgetary arrangements
            

            
               	
                  PPP proposals must demonstrate superior predicted outcomes compared to traditional public procurement alternatives.

               

               	
                  Minimise accounting incentives to move projects “off the budget”. 

               

               	
                  Use standard ex-ante evaluation instruments. 
                  

               

               	
                  Adopt third-party scrutiny and approval prior to tender and/or before contract signature. 

               

               	
                  Governments should look to involvement of private actors to offer more than just financing for projects, but also as a way to strengthen capacities of governments at all levels.

               

            

            PPP-supporting tools
            

            
               	
                  Establish subnational PPP units, in line ministries or at an arm’s length from government.

               

               	
                  Provide standardised documents and examples of contracts adapted to different sectors, to dilute preparation costs and better support subnational governments in the preparation of PPPs.

               

               	
                  Higher levels of government may opt for advisory rather than mandatory guidance in order to minimise the risk that standardisation constrains flexibility and innovation at the subnational level.

               

               	
                  Develop or strengthen performance indicator systems for PPP design and implementation. 

               

               	
                  Create peer-to-peer knowledge exchange platforms for subnational governments as well as mechanisms for inter-municipal and regional             co-ordination. 

               

               	
                  Establish national observatories/platforms to collect data and advise cities and regions in their choices to follow PPP performance. 

               

               	
                  Collect more systematically data on subnational PPPs to fill the data gaps. 

               

            

         

      

   
      
         
Chapter 1. A look at the challenges and governance of  subnational public-private partnerships
         

         
            Worldwide, infrastructure needs are substantial. Subnational governments – cities, towns, and regions - play a vital role in the infrastructure landscape. Public-private partnerships (PPPs) represent an alternative to traditional government procurement with the potential to improve value for money. However, PPPs are complex and sometimes risky arrangements that require capacity to undertake them that is not always readily available in government. This chapter offers a general framework for considering subnational public-private partnerships in a multi-level governance context. It does so by drawing on existing literature and building on recent OECD work, incorporating relevant data, and integrating examples from the three case studies included in this report:  the case of PPPs in France, the case of local Private Finance Initiative (PFI) projects in the United Kingdom, and the case of PPPs in the US state of Virginia.

         

          

         
            Introduction
            

            Worldwide, infrastructure needs are substantial. By one estimate, the world needs to spend approximately USD 3.3 trillion annually between 2016 and 2030 on roads, bridges, ports, power plants, water facilities, and other forms of economic infrastructure just to keep up with global growth (McKinsey, 2016). The OECD estimates that around USD 95 trillion of investments will be needed between 2016 and 2030 in energy, transport, water and telecommunications infrastructure to sustain growth, or around USD 6.3 trillion per year (OECD, 2017). Subnational governments – cities, towns, and regions - play a vital role in the infrastructure landscape. Important infrastructure assets and associated services are often the sole or shared responsibility of these governments. Water services, public lighting, waste management, sanitation, public transportation, roads (Plummer, 2002; Beato and Vives, 2003) as well as health and education are often the responsibility of regional and local governments. Ports and airports may also be subnational responsibilities in some countries (Kappeler et al., 2012). But subnational governments’ resources, both in terms of money and know-how, may fall short of what is needed to meet demand efficiently and effectively. Partnerships can help narrow the gap. Public-private partnerships (PPPs) represent an alternative to traditional government procurement with the potential to improve value for money. However, PPPs are complex and sometimes risky arrangements that require capacity to undertake them that is not always readily available in government. 

            The 2014 OECD Recommendation on Effective Public Investment Across Levels of Government helps governments to assess their public investment capacity in a multi-level governance perspective and to set priorities for improvement. The Recommendation notes the value that the private sector can bring to achieving public investment goals. At the same time, it acknowledges that careful consideration of private sector involvement includes informed consideration of subnational governments’ capacity for effective engagement in public-private partnerships. Depending on the circumstance, PPPs for infrastructure investment may be under- or overused due to knowledge limitations and governance capacity constraints. Understanding key challenges and building capacity are thus important for successfully using of PPPs where they add value – and for steering subnational governments toward other modes of delivery where appropriate.

            This chapter offers a general framework for considering subnational public-private partnerships in a multi-level governance context. It does so by drawing on existing literature and building on recent OECD work, incorporating relevant data, and integrating examples from the three case studies included in this report:  the case of PPPs in France, the case of local Private Finance Initiative (PFI) projects in the United Kingdom, and the case of PPPs in the US state of Virginia. The chapter begins by outlining the nature of public-private partnerships and their place on the continuum of options for private sector involvement in infrastructure. Discussion then turns to the prevalence of PPPs for tackling global infrastructure challenges, with specific attention to the case of subnational governments. It then examines the challenges that public and private actors face when implementing PPPs at the subnational level. The chapter concludes with a look at how different governance arrangements can assist subnational governments in addressing the challenges raised by PPPs in a decentralised context. 

         

         
            PPPs: A vehicle for delivering infrastructure
            

            Understanding PPPs
            

            There is no single, global definition of public-private partnerships. According to the OECD (2013a:96) “public-private partnerships (PPPs) are long-term contractual agreements between the government and a private partner whereby the latter typically finances and delivers public services using a capital asset (e.g. transport or energy infrastructure, hospital or school buildings). The private party may be tasked with the design, construction, financing, operation, management and delivery of the service for a pre-determined period of time, receiving its compensation from fixed unitary payments or tolls charged to users.” This definition includes both “pure” PPPs (where the main source of revenue is government payments) and concessions (where the main source of revenue is user fees) (OECD, 2013a). 

            PPPs fall along a continuum of approaches that involve the private sector in public service delivery and investment, and are distinguished by the degree of risk assumed by the private parties. At one end of the continuum is traditional procurement which involves some transfer of risk to the private parties but the scope is limited, does not include risks involved with service delivery (OECD, 2008), “and usually does not extend beyond the construction phase of the project” (Burger and Hawkesworth, 2011:5). At the other end of the spectrum is privatisation – the case in which the private sector assumes nearly all risk. PPPs fall between these two categories of private sector involvement. They generally combine the construction and operational aspects of infrastructure development (Burger and Hawkesworth, 2011). 

            The focus of this chapter is PPPs used to design, build, finance, and operate infrastructure assets. These assets contribute to “economic infrastructure” (which support economic activity and productivity such as road and rail networks, ports, public transportation, telecommunications, electricity, and water) or “social infrastructure” (which support public service delivery, such as government buildings, schools, health facilities, libraries, and social housing) (WEF, 2013). Historically, governments designed, financed, and operated these assets directly (Farrugia et al., 2008). With public-private partnerships, responsibility for assessing societal needs, setting investment objectives, approving projects, and project oversight remains with government – but private actors assume all or partial responsibility for designing, building, financing, and/or operating infrastructure assets (Farrugia et al., 2008).1 In return for its role in a PPP, the private partner receives a stream of payments from the government, from users (user charges), or both
            

            PPPs present pros and cons to the public sector.2 Generally, PPPs are justified when they are affordable3 and produce greater value for money4 than delivering public services or public investment through traditional means (OECD, 2008). Governments expect that private sector engagement will enhance government capacity to achieve its objectives by tapping the resources (money, technology, and knowledge) of the private sector. However, PPPs are not risk-free. As subsequent discussions will make clear, opting for PPPs exposes a government to potential downsides. These include, but are not limited to, sizeable financial obligations. Maximising the benefits and minimising the downsides of PPPs requires substantial public sector capacity
            

            PPPs for meeting infrastructure demand worldwide
            

            Evaluating the role of PPPs in meeting global infrastructure demand is challenging. As there is no single definition of a PPP, there are no definitive figures regarding the number and value of these arrangements worldwide. Moreover, databases that only include projects with a minimum deal size may well omit subnational PPPs that tend to have lesser value. Figures from different sources are not comparable but instead provide a general indication of market size. Some studies (e.g. Verhoest et al., 2015; OECD, 2013a) suggest that PPPs play an important but modest part in meeting infrastructure needs. In a 2010 OECD survey of 20 countries, nine reported that PPPs constituted less than 5% of public sector infrastructure investment; seven reported the figure was somewhere between 5% and 10% (Burger and Hawkesworth, 2011). McKinsey (2016: 19) reports similar figures for “economies that make strong use” of PPPs for economic infrastructure. Looking within a sector, the Virginia case study in this report notes that PPPs accounted for approximately 2% of highway investments in the United States between 2007 and 2013.

            Despite a growing proportion of infrastructure services that have been delivered through PPPs in the last decade, current levels of infrastructure investment taking place through PPPs is still moderate. Most OECD countries (83%) reported to have between 0% and 5% of public sector infrastructure investment taking place through PPPs in the last 3 years (2018 Capital Budgeting and Infrastructure Governance Survey). IMF estimates indicate that infrastructure investment via public private partnerships is still less than a tenth of public investment in advanced economies and less than a quarter of public investment in emerging market and developing economies. 

            PPPs are used more extensively in some parts of the world than in others. Data from different sources suggest that PPP activity tends to be greatest in Europe, followed by the Americas, Asia-Pacific, Africa and the Middle East (PWC, 2013; Public Works Financing, 2013). Low-income countries tend to lag behind their higher income counterparts in PPP uptake, as “the quality of the enabling environment, the lack of demand ... for            public-private partnerships (PPPs) and capacity to handle the public-private sector interface, are all seriously impeding private sector investments. The most immediate constraint, however, remains the lack of a pipeline of technically ready and financially viable projects” (World Bank, 2011: 9). Despite these hurdles, since 1990 there has been infrastructure investment in developing countries – albeit somewhat uneven – in the form of PPPs (broadly defined). According to the World Bank (2016a: 37), between 1990 and 2014 low- and middle-income countries received USD 1.44 trillion in commitments to finance infrastructure PPPs.5 These data show that commitments rose between 1990 and 1997, falling off sharply after the Asian financial crisis through 2005. The pattern repeated itself between 2005 and 2012, with commitments rising seven-fold to a high of USD 158 billion, but dropping off rapidly in recent years as emerging markets slowed. A significant decline occurred in 2013. Since then, however, investment commitments in PPPs have grown, albeit slowly, reflecting the overall slowdown in key emerging markets, particularly Brazil and India (World Bank, PPIAF, 2015).
            

            PPPs at the subnational level

            Global figures on the number and value of PPP deals obscure the important role of subnational governments. As noted earlier, important infrastructure assets and associated public services are often the sole or shared responsibility of cities, town, and regions. In 2014, about 59% of public investment in the OECD area occurred at the subnational level (OECD, 2016). In some countries, some of these responsibilities are relatively new - emerging as a result of decentralisation reforms that shifted greater responsibility to regional and local levels, but not always accompanied by a corresponding increase in resources (Harper and Daughters, 2007; Plummer, 2002). At the same time, globalisation has affected regional and local economies, resulting in a need for new strategies and investments for regional and local growth (OECD, 2007; Harper and Daughters, 2007). 

            Even if PPPs play a modest part in meeting global infrastructure needs, where they occur many are contracted subnationally. In France, between 2005 and 2011, subnational governments granted 79% of contrat de partenariat (CP) (EPEC, 2012a). In Germany, subnational PPPs constitute approximately 80% of PPP investment (OECD, 2013b). About 90% of PPPs in Australia occur at the (subnational) state level (EIU, 2012). In Canada, too, nearly all PPPs are contracted subnationally (Figure 1.1). In the United Kingdom, local authorities procured the majority of PFI deals, particularly school projects (Figure 1.2). According to data provided by Park (2013), in Korea, subnational governments act as the competent authority for 74% of PPPs.6 
            

            
               Figure 1.1 PPPs by sector and level of government in Canada, as of 1 May 2017
               

[image: graphic]Notes: (1) Includes only costs of projects where costs have been finalised and released. (2) PPPs are at all stages of development, from RFQ/RFP to expired projects. No cancelled PPPs. (3) “Other” refers to (a) the Namgis First Nation and (b) to multiple levels of government in both the United States and Canada for a cross-border bridge project. (4) The database includes projects dating back to 1991 and includes some early projects that transferred risk from the public sector to the private sector that were considered PPPs at the time (e.g. service contracts, operations contracts, Design-Build-Own-Operate contracts) but do not fit the current definition of PPP - which requires a private sector financing component. Identified as an “other” model in the database, they are also included here.
               

               Source: Author’s elaboration based on the Canadian Council for Public-Private Partnerships (CCPPP) Project Database, http://projects.pppcouncil.ca/ (accessed 1 May 2017). Description of “other” model provided directly by the CCPPP.
               

            

            
               Figure 1.2 PFI projects by sector and level of government in the UK,United Kingdom, as of March 2014
               

[image: graphic]Note: Assignment to level of government is based on the “procuring authority” listed in the dataset. Current projects exclude expired or terminated projects and projects in...
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