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Summary

The following paper was written by a working group oflfifrastructure Forum.

It reviews the great progress that has been made in the UK in investing in infrastructure and
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sector.

But it also highlights a number of impedimeand a lack of political trust of particular private

sector models that together mean infrastructure investment is not as high as it should be, or that

the wrong models for project implementation are being considered. These include too great a
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ideological mistrust of private sector ownership, and a failure on private sector models to focus on
outcomes and customer benefits.

The paper outlines the existing modelsoth public and private and their respective benefits and
challenges. In our view, there is no one right model for every project; intieguaper concludes

that a mixed economy that has a number of delivery models is probably the best outcomegallowin
the development of skills in both the public and private sectors and a degree of comparability
between alternative models.

But it also highlights that there is a large amount ofdoat, long term pension fund money that is
available to fund new and isking projects, that could bring many of the benefits of private sector
ownership without too high a premium on the cost of finance. But projects will need higher levels
of public and private sector support to ensure they are of a credit quality thaitttact that

finance; the paper highlights some key support from the public and private sector that could be
used to attract that investment pool.

To overcome historic distrust of private ownership, the private sector will need new forms of
governanceo more closely align private sector ownership with a public sector ethos, so that
private sector ownership can build trust and merit the levels of public sector support necessary to
attract longterm, low-cost investment.






Executive Summary

Politicians of all denominations are strong supporters of modernmwagtitained infrastructure.

But how that infrastructure should be delivered and maintained creates a clear ideological divide; in
particular the level of belief in, and trust of, thevpte sector to deliver and finance infrastructure

and services.

The Infrastructure Forum is a cross industry grouping of companies, government and regulators;
both private and public. It held a series of workshops from which this short paper is derived,
review the argumentsurroundingdifferent approaches and consider the alternative models for
funding and financing infrastructure. While the analysis focuses on the UK, the concepts have
widerinternational relevanceThe Infrastructure Forumoncluded:

1 While politicians frequently proclaim the value of infrastructure, in practice levels of
investment in the UK are still lower than OECD recommendations. IlmacHed$ that can
attract longterm, low cosfinance is aignificanipart of the problem.

1 There is now a good level of understanding of infrastructure within the public sector; its role
and generative impact and different finance and funding models. But the public sector does
not have delivery capability; work is alwegsied out by private sector companies. So for
every project, the public sector needs to determine not whether, but how best, to work
with the private sector.

1 The wider pressures of Government and a less tharnietined political debate can count
aganst the optimal approach for delivering infrastructure; either reducing investment levels
or using the wrong procurement approach. This paper summarises the key alternative
models.

1 On the one hand, a focus on balance sheet treatment (with governensnting projects
stay off their balance sheet) can lead to too much risk transfer to the private sector and
worse value for money. On the other, there are opportunities for mosrieaddince sheet
deals and selling operational assets, that can lessemrgoeat's budget constraints.



1 When determining how best to procure infrastructure, whole life cost and value for money
are key, not just finance costs. The preferred procurement route will depend on a balance of
factors including cost of capital, alyilto transfer price and performance risk, need for
flexibility, and the public and private sectors' respective management competence and track
record of delivery.

1 It will probably never be possible to '‘prove’ one approach is better than another; gubonl
assess the qualitative factors to determine whether value is likely to be, or has been,
delivered, often after a programme of projects procured under the same model. A mixed
economy of delivery models; GovCos (Government owned companies) Pulikc Priva
Partnerships, utilitiesndlong term private ownership is the best answer, ensuring better
skills overall and a higher level of infrastructure investment in aggrelyate.governance
isneeded that can increase the level of trust Government aném#tiave in the benefits
of private sector ownership and delivery of infrastructure.

1 There are opportunities to accelerate investment on a number of projects, to the benefits of
the wider economy, with a wider use of lewst private ownership and financ&inance
models that involve direct loAgrm, lowcost pension and institutional funds could fund
more infrastructure on a lonatgrm sustainable basishis will needboth public and private
sector support to achieve the credit rating levels necegsaaitract prudentlyinvested,
low cost pension fund moneW TrustCo model could address issues that have led to the
distrust of private sector ownership.

By design, this paper is an overview of the key arguments. Its recommendations, patthadarly
in relation to possible new projecthie wider use of pension fund investments arel th
introduction of TrustCo governanamuld require significant development work to come to
fruition. The Infrastructure Forum members would happily participabteloin their
development.

Paul Davies
Chair, Finance Template Working Group
The Infrastructure Forum



1. THE VALUE OF
INFRASTRUCTUR
INVESTMEN




While politicians frequently proclaim the value of infrastructure, in practice levels of
investment are still lower than OECD recommendations. Laddefs that can
attract longterm, low costinance is a significant part of the problem.

1.1.There is undabtedly a global political consensus that investing in infrastructure is a good
thing.

1.2. The economic multiplier effect of infrastructure investment is far greater than for general
current expenditure, because it impacts key measures that improve protuaswvell as the
benefit of the expenditure itself; improved journey times, better access to data and internet,
better health, education and accommodation, and also because of its longevity; infrastructure
assets continue benefitting the economy in thegaerm, normally long after the time period
of their original business case.

1.3.But in practice, given national budget and debt constraints, the level of investment can fall
short of the rhetoric. Sometimes the economic generative impact of infrastrunttestment
is not well understood, or more frequently is ignored because governments are having to
implement wider austerity measures.

1.4.This may have short term benefit for meeting budget and balance sheet constraints, but to the
detriment of longer term pwth. A UK without the motorways, Severn Bridge, broadband and
Jubilee Line would be unimaginable; soon we will say the same of Thameslink, Crossrail,
Mersey Gateway, which will continue to deliver value long into the future. What are the next
infrastructure projects that we will regret not having built? HS3, transport connections in the
Midlands for instance?

1.5.The UK has a fantastic track record in infrastructure, leading the world in developing models to
deliver infrastructure such as privatised tiaf, GovCos and Public Private Partnerships
atttasgdood dzi y2idsAdKadlryRAY3a GKA&GZ GKS 'Y
the OECD infrastructure investment average as a percentage of GDP, while our economy is
ranked at 18 in global poductivity. (These are perhaps not wholly unrelated figures). The
OECD recommends 3.5% of GDP is invested in infrastructure, but even with the new round of
projects recently announced (£500bn of projects are described in National Infrastructure and
Congruction Pipeline in December 2016), the UK level is still at about 2.8%.



1.6. The key point is that with infrastructure expenditure, the long term benefits to the economy
far outweigh the immediate cost, so that while spending is unwelcome in times afitsuste
over time infrastructure expenditure will actually improve our balance sheet and finances.

1.7.This fact is not lost on government nor credit ratamd economists looking at the strength of
the economy. Showing infrastructure expenditure separately in our national accounts would
be a helpful step to help analysts recognise this class of expenditure for what it is.

1.8. And if some infrastructure can baanced' by the private sector and only ‘funded' by
government or the public at large in the long term, avoiding the immediate impact on the
deficit, this can benefit long term growth without unduly damaging current budgetary oditlook.

1 For a descriptioof the difference between ‘funding’ and ‘financing', :geeDaviesFunding or
Financing; A Policy Confusi@?7 July 2016.



https://www.linkedin.com/pulse/funding-financing-policy-confusion-paul-davies/
https://www.linkedin.com/pulse/funding-financing-policy-confusion-paul-davies/

2. COMPETENCE AND
UNDERSTANDING OF
INFRASTRUCTURE



There is now a good level of understanding of infrastructure within the public sector;
its role and generate impact and different finance and funding models. But the

public sector does not have delivery capability; work is always carried out by private
sector companies. So the public sector needs to determine not whether, but how best
to work with the privag sector on each project

2.1.The introduction of the National Infrastructure Plan by the Infrastructure and Projects
Authority within HM Treasury and the establishment of the National Infrastructure Commission
as an independent planner and advocat@néfastructure have been hugely valuable
developments; giving more focus on prioritising projects and a growing awareness of the need
for, and impact of, infrastructure investment.

2.2. Across government, the public sector has built corporate finance andpesjeertise,
importing many experienced individuals from the private sector with experience of the PFI,
project, and corporate finance markets.

2.3. Government has recognised the power of creating independent GovCos, with clear remits,
delegated authority and degree of shielding from political intervention, for instance through
its creation of Highways England and HS2, and the independence of Transport for London with
its own borrowing powers.

2.4. The National Infrastructure Commission (an independent bodypsiey Government with a
remit to determine the country's infrastructure needs) is developing a 30 year assessment of
the UK's infrastructure need, with clear priorities which, working closely with the IPA, can help
show a clear orderbook to which industgn respond; investing in the skills and capabilities to
deliver that infrastructure.

2.5.But in most cases, government's capability is in procurement and strategy; it does not have
actual delivery capability. Even the larger public sector entities; NeRedrkHighways
England, HS2; are predominantly reliant on the private sector to actually build and maintain
large parts of the network.

2.6.Which is why government's capability is correctly focused on procurement and strategy. The
key question for them to answer is not whether we should use the private sector to deliver
infrastructure, but how best to work with them. Which model of procumnsgemost suited
to the particular project?
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3. WIDER PRESSURES (
GOVERNMENT




The wider pressures of Government and a less thaimfeethed political debate can
count against the optimal approach for buying infrastructure; either reducing
investment levels or using the wrong procurement approach

3.1. Notwithstanding the high level obmpetence in infrastructure within government, when
considering how best to procure infrastructure, departments are still constrained by external
factors which can lead to the wrong outcome. Three in particular in the UK have always been a
problem.

1. Confusion between private finance and private delivery
3.1.1. Private finance is more expensive than public finance. Fact.

3.1.2. Thisis because the private sector will price the explicit risks of the project they are
financing; they only get a return if that project succeeds. Whereas the public sector prices
its finance at its overall cost of finangés national borrowing rate not on the specific
project.

3.1.3. Setting aside the question of whether the public sector is right to do so (would a bank lend
to individual borrowers at its cost of finance? No, it assesses the risk of each borrower and
prices accordingly), this differenbas huge consequences.

3.1.4. The introduction of private finance, which ultimately need to earn a return, leads to the
imposition of a detailed discipline in project procurement and due diligence, particularly
prior to project commencement, that public proearent may lack. This includes detailed
costing, fixing the detailed design and outputs at the outset, a contracting strategy that
passes the risk to contractors and ensures projects are delivered on time and budget.

3.1.5. So, for instance, criticising the Rty Finance Initiative because the finance is expensive
completely misses the point. We all knew that at the outset. So too the criticism that PFI
contracts are inflexible. They were designed that way precisely to stop political change
during procuremet) a large part of the cause of public sector cost overruns; and to give a
detailed specification that can be fully priced.

3.1.6. The key question that actually should be asked is whether over the life of the project the
overall cost was lower. Did the PFI petition lead to competitive capital and operating
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3.1.7.

3.1.8.

3.1.9.

3.1.10.
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costs and delivery to time and budget, outweighing the private sector's higher cost of
finance, so that overall the cost is lower than public sector alternatives?

Actually the title 'Private Financeitrative' has been unhelpful in communicating the
benefits of the PFI/PPP approach, leading to a focus on finance, wHeoatye knew
this is the area wherthe private sector is not competitive. Perhaps 'Private Delivery
Initiative' would have been one appropriate; the key question then would be 'did the
projects deliver as forecast?' In the vast majority of cases, the answer was yes.

To people in the industry, it is still surprising how the political consensus now seems to be
that PFI did not deler value. This is perhaps because the only visible returns made on
PFIs was on the finance, whose financiers were experts at packaging and passing risks to
contractors. But the real value was delivered through those underlying contracts; their
originalkeen pricing and then delivering to time and budget.

In practice, a number of contractors have actually experienced difficulties delivering those
underlying contracts because they were priced so keenly, and as a result have reduced
their exposure or withcdhwn from the PFI market. Ironically, notwithstanding the returns

of financiers, history might show too much, not too little, risk was transferred to the
private sector in aggregate on PFI deals.

The key point to consider is, therefore, that while prifatance is more expensive, what
skills come with it, and whether this means overall the costs of projects tend to be lower.
Losing sight of this question and focusing principally on the cost of finance has led to a
strong antipathy to private finance the&n discourage the wider use of many different
models of private ownership and finance, not just PFI, that could deliver better value for
money.



2. Infrastructure is not current expenditure

Infrastructure has always been susceptible to budggstbecause the impact on
budget is immediate but the elienefit to the economy is long term and hidden

3.1.11. Budget constraints impact infrastructure in two principle ways:
1 notinvesting in projects

While in principle supportive of infrastructure, in piaetgovernments can confuse general
current expenditure with infrastructure investment; in the attempt to reduce the deficit it
will cut or delay infrastructure investment from its budget, even though those investments
will deliver returns, improve produeity and strengthen the economy longer term. In the
UK, cancelling the Carbon Capture and Storage Programme and its commitment to the
GreenDeal Finance Company are two examples of this.

It will be critical that the NIC can strongly recommend generptjects, so that it is likely
short term budget constraints do not prevent investing in infrastructure for our long term
growth.

1 undermaintaining existing infrastructure

Perhaps more worrying is how budget constraints can impact infrastructure maintenance
expenditure in governmerdwned entities. Before the implementation of the PPP and then
its transfer to TfL, London Underground was susceptible to budget cuts, wivareribt
funded at a sustainable level. The problem with short term cuts is that infrastructure
problems do not subsequently manifest themselves straight gwasy can take years to
occur- but then require significant and far higher backlog expendttufix the problem.

This type of problem does not occur in the privatised utilities, because they have asset
condition maintenance obligations, monitored by a regulator, and can borrow to invest on a
longterm basis. In theory, it should also not happeth GovCos, although in practice the
degree of separation from government control and budget cuts is far less than was
intended, and they still feel exposed to 'annuality’; the detrimental effect that they cannot
plan expenditure with any degree of commment beyond the next budget year. Network

Rail has experienced a far higher degree of intervention and control since it came on to the
Government's balance sheet.
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To mitigate this annuality problem, not shared by private sector models, the public secto
should ask itself what structures could be put in place for public sector entities to ensure
that they invest and maintain infrastructure and are not adversely impacted by volatile
budgets and annual spending rourtds.

3.1.12.

To beclear, this is not just a question of rfegncing. It is also about getting the right

governance, incentives, monitoring and regulation, and importing the right expertise.
Privately owned models may offer the optimal solution for projects becauseiof the
greater ability to address each of these areas.

3. A focus on balance sheet treatment, not value for money

3.1.13.

3.1.14.

3.1.15.

Government still consistently focuses on the balance sheet treatment of projects, often
to the detriment of value for money. Government will often only contemplate investing
in infrastructure deals if they can be delivered 'off balance sheet' to Govetnwitgn

the assets and debt not appearing on Government accounts.

This bias is unwelcome, forcing procurement and structures down routes which may not
be optimal. (It is also a tad disingenuous, given all infrastructure ultimately gets paid for
by citzens, irrespective of whether financed in the public or private sector).

If projects can be off balance sheet, owned and operated by the private sector, then this
is useful as it reduces government's deficit and frees up resources for elsewhere. But it
should not be the prime objective. One should consider which model of procurement is
likely to deliver best value for money, irrespective of balance sheet treatment:

1 Network Rail last year announced a series of asset disposals, motivated by
Government's desire to get assets off balance sheet rather than what structures
would deliver long term best value to the industry. The disposals were cancelled
once it was cleathiy would not be classified as off balance sheet.

2 See:PwC,Flexing the ABsSustaning an affordable asset base for UK FA011,for adescription othe
disparity in approach between regulated utilities who are required to invest on a long term efficient basis,
and public companies not protected bgimilar assebased approach.
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https://www.pwc.co.uk/government-public-sector/assets/flexing-the-abs.pdf

3.1.16.

3.1.17.

3.1.18.

3.1.19.

1 The National Audit Office's recent report on the Hinkley Point nuclear deal found
Government seemed intent on full risk transfer and off balance sheet treatment
for a project where more risk sharing, laveentingencies and lower cost of
capital would have produced a better result, even if on balance sheet.

The NAO calculated that if the Department had funded project construction at its 2% cost
of finance, costs could have overrun between-800%, beforehe overall cost became
more expensive than the Hinkley deal.

As an alternative, could Hinkley have been procured by the public sector, but then sold to
the private sector with low cost of capital, once the very large construction risk had been
removed?Just because government found contractors willing to price and finance the
risk, did this mean this was the best outcome? Would a public sector procurement really
have incurred cost overruns in excess of-800%7?

The Department dinot assess the potential valie-money implications for bipayers

of using alternative financing models (which) would have exposed consumers and/or
taxpayers to the risks of the project running over budget and increased the risk of the
project neediig to on the government's balance sheet. But our analysis suggests
alternative approaches could have reduced the total projectéost.

GThe Department and other parts of government were concerned primarily with the
strategic ramifications of not proceediagd the benéts of keeping the project othe

government's balance she¢t.

3 NAO WinkleyPoint @ Department for Busirss, Energy & Industrial Strate@g, June 2017, p.10.
4 Ibid., p.15.
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4. OFFBALANCE SHEET
STATUS
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On the one hand, a focus on balance sheet treatment can lead to too much risk
transfer and worse value for money. On the other, there are opportunities for more
off balance sheet deals and selling operational as$eiiscan lessen government's
budget constraints.

4.1.

4.2.

4.3.

4.4.

4.5.

4.6.

While achieving off balance sheet classification should not be the prime motivation of deals,
because it can lead to worse value for money, there is also no doubt that having a large part
of theinfrastructure sector within the private sector has benefits. Getting assets and debt off
government's balance sheet does free it up for other expenditure and investment, and the
private sector's management of assets introduces those specialist stals management,
project and service delivery.

But, in addition, the nature of infrastructuggnvesting for the future more readily sits with

the investment horizons of our pension funds. Infrastructure by its nature is long term, as are
its benefits. It is therefore suited to long term investors. So institutional fungling

particular from pension fundsis the natural bedfellow to infrastructure, with similar time
horizons, a focus on growth and a relatively low cost of finance. And whilerpmsis are
'private sector’, they are the pensions of us all, private and public sector employees; we are
investing in our own future.

So there are good reasons why a good part of our infrastructure both can and should be
financed by the private sector.

In the UK, three principal models exist that can get infrastructure off balance sheet, which will
be explained in the next section; namely Private Finance Initiative (Public Private Partnership)
deals, regulated utilities, and now a new hybrid model usgatdcure Thames Tideway

Tunnel (TTT)

The TTT deal has been privately financed at a weighted cost of capital of 2.497%, so that the
incremental cost of private finance over government's cost of capital (gilts) is marginal. The
deal has shown the depth miw-cost infrastructure finance available for wathuctured

deals.

It suggests there is an untapped ability to finance more assets off balance sheet; not only for
newbuild projects but even for ones that are constructed in the public sectaobidthen

be sold to private funds. Could this approach have been used for Hinkley and could it be a
model for HS2, vertical franchises on Network Rail, magistrate court renewal, or the Lower
Thames Crossing tunnel for instance?
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5. ACHIEVING WHOL
LIFE VALUE




When determining how best to procure infrastructure, whole life cost and value for
money are key, not just finance costs. The preferred procurement route will depend on
a balance of factors including cost of capital, ability to transfer price and perf@man
risk, need for flexibility, and the public and private sectors' respective management
competence and track record of delivery. It will probably never be possible to 'prove'
one approach is better than another; but only to assess the qualitative filactors
determine whether value is likely to be, or has been, delivered, often after a
programme of projects procured under the same model. A mixed economy of delivery
models; GovCos (Government owned companies) Public Private Partnerships, utilities,
andlong term private ownership is the best answer, ensuring better skills overall and

a higher level of infrastructure investment in aggregatew governance iseeeded

that can increase the level of trust Government and citizens have in the benefits of
private sector ownership and delivery of infrastructure.

5.1. There is no one best approach for procuring any project; each approach has both benefits and
challenges that need to be considered in the context of that project. A detailed analysis of
the models woul require a lengthy, detailed paper, but the benefits and challenges of each
of the most commonly usedodekare, in summary:

TRADITIONAL PROCUREMENT

9 Benefitsthe public sector has the lowest cost of capital because it does not price mpgaificrisks.
The approach is best used when the public sector has the necessary delivery expertise and where
projects are difficult to specify tfpont, where scale is too great to transfer risk, where public sector risks
such as planning permission are lasgleere flexibility is desirable, and in particular where desirable
outcomes are not easily measurable in financial terngsémployment goals, needing a public sector
ethos)

1 Challengeghe public sector often does not have the necessary delivery esgetilivering projects
infrequently in particular departments. Because publicly procured projects do not have to meet financier
due diligence upfront, projects can commence that are not properly costed, risks mitigated, or the
project specification can ahge during procurement, so that flexibility comes at a cost. Both regulated
utilities and the Private Finance Initiative were initiated precisely because government had a poor track
record of delivery and cost control.
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9 Benefits: The privatised utilities have a long track record of cost reduction within their
sector. For instance, the Competition and Markets Authority estimate the use of
competitive auctiorin the energy sector has reduced the need for public sectpastipy
25%. Although utilities invest in major capital projects, this can be relatively infrequent, but
they have a proven finance method for new projects, with a Regulated Asset Base to which
new capital expenditure can be added and on which the regutan allow a regulated rate
of return. The utilities generally have high credit ratings and can raise long term relatively
cheap finance from the bond markets. Their revenue is from the private sector (energy,
telecom, water bills) and their investmastoff the government's balance sheet.

1 Challengeditilities only exist in certain sectors and would have to be established in other
sectors to be viable. Project costs born by the utility are passed to the consumers through
the RAB and therefore thedentive to keep costs to a minimum are arguably relatively
weak. Average return on RAB is still relatively high compared to rates seen on investments
like Thames Tidewaylany utilities have historically ovgeared, with debt burdens
adversely impactingoth their credit rating and flexibility to deal with business risks. As
guasi monopolies geographically, strong regulation may be required to ensure consumer
protection.
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91 Benefits:Under this method, construction and operating risks are transferred to the private
sector for a set period only; typically 30 years. PFI companie®strhct their obligations
to contractors and finance themselves with relatively high levels of dé#btentractually
rigid financial structures. PFI has a long, significant track record of delivering projects to
time and budget. And even when the underlying contractors make significant losses or
endure difficulties delivering their contractual obligas, this has been at no additional
cost to the public sector.

91 ChallengesBecause the level of risk transfer is high and project specific, cost of finance is
high, because the equity needs to be able to absorb the project risk. While underlying
contractas may abarb significant risks and casterruns the owners of the PFI companies
frequently have made healthy, visible returns, having passed those risks further down the
supply chain. PFlIs are inflexible by design because of that financial andrfireztcal
structure. While this gives benefits over the life cycle, once operating, detractors focus on
that inflexibility and high cost of finance, not on the original project delarahyfife cycle
costs
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THAMES TIDEWAY
APPROACH
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