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PREFACE

Traditionally qualified surveyors offer a full range of professional services for
property and infrastructure projects, starting from the project inception to its
completion as well as management of the resultant facilities. While traditional
procurement approaches are still widely adopted for most major projects, public
private partnerships are increasingly being used in various countries as an alternative
approach to the procurement of public facilities and/or services based upon a
partnership between the public and private sectors. As stated by Mr. Donald Tsang,
the Chief Secretary for Administration of the HKSAR Government, “the Government
is facing a conundrum; on the one hand, we are experiencing major budgetary
pressures yet, on the other hand, we remain subject to demands for more and better
public services. A key part of the solution is to enhance radically the use of the
private sector in delivering government services”. Projects that have successfully
adopted the PPP approach in other countries (e.g. the United Kingdom, Canada,
Australia and Japan, etc.) include housing, hospital, school, police station, prison,
transport, waste, leisure and culture projects. Thus, its prospective application is vast.

While qualified surveyors in other countries (e.g. United Kingdom) play a leading
professional consultancy role in PPP projects, Hong Kong surveyors generally have
little knowledge and practical experience in this fast growing procurement approach.
As there will be PPP projects in both Hong Kong and Mainland, it is essential that
professional surveyors should upkeep their professional knowledge in this significant
area. Nevertheless PPP is still relatively new in Hong Kong. It is therefore essential
that a local practical guide to PPP projects is developed in order to enhance the
professional services of qualified surveyors and other related professionals such as
architects, engineers, developers, etc.

Paul H K Ho
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CHAPTER 1

INTRODUCTION TO BASIC CONCEPTS OF PUBLIC
PRIVATE PARTNERSHIPS

INTRODUCTION

Traditionally, qualified surveyors offer, individually or in collaboration with others, a
full range of professional services for built facilities, starting from the project
inception to its completion (including land acquisition, design and construction) as
well as management of the resultant facilities. While traditional procurement
approaches are still widely adopted for most major projects, public private
partnerships (PPPs) are increasingly being used in various countries as an alternative
approach to the procurement of public facilities and/or services based upon a
partnership between the public and private sectors.

As stated by Mr. Donald Tsang (HKSAR, 2003), the Chief Executive of the HKSAR
Government, “the Government is facing a conundrum; on the one hand, we are
experiencing major budgetary pressures yet, on the other hand, we remain subject to
demands for more and better public services. A key part of the solution is to enhance
radically the use of the private sector in delivering government services”. Thus, where
public sector capital budgets are constrained, there are obvious advantages in
adopting PPP to deliver public services that might otherwise be unaffordable to the
government.

DEFINITIONS OF PUBLIC PRIVATE
PARTNERSHIPS

There is no universal definition of PPPs as
different countries may have different models.
The Canadian Council for Public Private
Partnerships defines PPPs as a cooperative
venture between the public and private sectors, built on the expertise of each partner
that best meets clearly defined public needs through the appropriate allocation of
resources, risks and rewards.

In German, the Federal Report on PPP in Public Real Estate commissioned by the
German Federal Department of Transportation, Construction and Real Estate (2003)
defines PPPs as a long-term, contractually regulated co-operation between the public
and private sector for the efficient fulfillment of public tasks in combing the
necessary resources (e.g. how-how, operational funds, capital, personnel) of the
partners and distributing existing project risks appropriately according to the risk
management competence of the project partners (Alfen et al., 2009).
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In the United Kingdom, PPPs include Private Finance Initiative (PFI) and other
arrangements where the public sector contracts to purchase quality services on a long-
term basis to take advantage of private sector management skills. These include
concessions and franchises, where a private sector partner takes on the responsibility
for providing public services, including planning, designing, financing, constructing,
operating and maintaining the specified services (HM Treasury, 2003).

The key features of most PPP projects are as follows:

e A private sector partner invests in public infrastructure facilities, and provides
related non-core services to the public sector client or the community,

e The public sector client retains ultimate responsibility/accountability for the
delivery of the underlying core services to the public,

e The public sector client and private sector partner work together under a long-
term contract, whereby the payment to the private sector partner is spread over the
term of the contract and is made only to the extent that the required outputs are
maintained to the specified service standards.

ADVANTAGES OF PPPs

PPPs, operating at the boundary between the public
and private sectors, are neither nationalized nor
privatized services, but represent an alternative way in R}
which the government may deliver some public

\b‘ i
services. International experience suggests that the use e 4 {ﬁ:}h

of PPP approaches can deliver a number of B . x
advantages including: T'_'_.-.s’ -
. Acceleration of providing the necessary service: i =

PPPs often allow the public sector client to translate upfront capital expenditure
into a flow of ongoing service payments. This enables projects to proceed when
the availability of public capital is constrained, thus bringing forward much
needed public services.

. Faster implementation: The allocation of design and construction responsibility
to the private sector, combined with payments linked to the availability of a
service, provides significant incentives for the private sector to deliver the
project within a shorter construction period.

. Reduced whole life costs: PPP projects which includes operational and
maintenance services provide a strong incentive for the private sector to
minimize costs over the whole life of a project which is difficult to achieve
within the traditional public sector procurement.

. Better risk allocation: A core principle of any PPP approaches is the allocation
of risk to the party best able to manage it at least cost. The approach of
optimizing rather than maximizing risk transfer can ensure that best value is
achieved.

. Better incentives to perform: The allocation of project risk can provide
incentives to the private sector to improve its management and performance on
any given project. This is because full payment to the private sector will only
occur if the required service standards are being met on an ongoing basis.
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Improved quality of service: International experience suggests that the quality
of service achieved under a PPP approach is often better than that achieved by
traditional procurement. This may reflect the better integration of services,
improved economies of scale, innovation in service delivery, or performance
incentives and penalties typically included within a PPP contract.

Generation of additional revenues: The private sector may be able to generate
additional revenues from the third parties, thereby reducing the cost of any
public sector subvention required. Additional revenue may be generated
through the use of spare capacity or the disposal of surplus assets.

Enhanced public management: By transferring responsibility to the private
sector, the public sector will act as regulators and will focus upon service
planning and performance monitoring instead of the management of the day-to-
day delivery of public services. In addition, by exposing public services to
competition, PPPs enable the cost of public services to be benchmarked against
market standards to ensure that the very best value for money is being achieved.

TYPICAL MODELS OF PPP PROJECTS

The PPP model is very flexible and is found in a variety of forms. In Canada, the
commonly used partnership agreements may include the followings:

Operation and maintenance contract (O & M): A private sector operator, under
contract, operates a publicly-owned facility for a specified term. Ownership of
the facility remains with the public sector.

Design — build — finance - operate (DBFO): The private sector designs, finances
and constructs a new facility under a long-term lease, and operates the facility
during the term of the lease. The private sector transfers the new facility to the
public sector at the end of the lease term.

Build — own - operate (BOO): The private sector finances, builds, owns and
operates a facility in perpetuity. The public constraints are stated in the original
agreement and through on-going regulatory authority.

Build — own — operate - transfer (BOOT): A private sector receives a franchise
to finance, design, build and operate a facility (and to charge user fees) for a
specified period, after which ownership is transferred back to the public sector.
Buy — build - operate (BBO): Transfer of a public asset to a private or quasi-
public entity usually under contract that the facilities are to be upgraded and
operated for a specified period of time. Public control is exercised through the
contract at the time of transfer.

Within the above spectrum, PPPs can be categorized based on the extent of public
and private sector involvement and the degree of risk allocation. A simplified
spectrum of PPP models used in Canada is shown as follows:
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The Scale of Public-Private Partnerships:

Risk Transfer & Private Sector Involvement

Privatization

=
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The Canadian Council for Public-Private Partmerships

Source: The Canadian Council for Public Private Partnerships

However, there are different and also similar approaches in the United Kingdom,
Depending on the levels of involvement and responsibility of public and private
sector, PPPs can be classified into the following forms:

. Creating wider markets: Launching new initiatives using private sector skills
and finance to utilise the assets of the public sector, both physical and
intellectual.

. Private finance initiatives (PFI): The public sector contracts to purchase quality
services, with defined outputs, on a long-term basis. This includes the private
sector maintaining or constructing the necessary infrastructure. The term also
covers financially freestanding projects where the private sector supplier
designs, builds, finances and then operates an asset and covers the costs through
direct charges on the users of the asset. Public sector involvement is limited to
assistance with planning, licensing and other statutory procedures.

. Joint venture: Partnerships in which public and private sector partners pool their
assets, finance and expertise under joint management, to deliver long term
growth in value for both partners.

. Partnership companies: Introducing private sector ownership into state-owned
businesses, while preserving the public interest and public policy objectives,
through legislation, regulation, partnership agreements, or retention of a special
government share.

. Partnership investments: Partnerships in which the public sector contributes to
the funding of investment projects by private sector parties, to ensure that the
public sector shares in the return generated by these investments.

. Franchises: A concession awarded by the government to a private sector partner
to provide a public service for an agreed period. The private sector partner pays
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a fee during this period for the revenue (or a share of the revenue) that the
service generates.

Many major PPP projects are usually run by a consortium company (special purpose
vehicle) owned by one or more equity investors (see figure 1). Some of these
shareholders may include contractors who undertake to carry out design, construction
and/or facilities management work for a fee from the consortium company. Other
shareholders may include investors and financiers. The consortium can also raise debt
finance to pay for the construction and operation costs.

Shareholders Special Purpose Vehicle Public Sector Client

PROJECTS SUITABLE FOR PPP APPROACH

International experience on PPP projects indicates that it likely offers value for

money in those major capital projects where

. there are significant ongoing maintenance requirements,

. the public sector client can clearly define its needs in terms of service outputs
S0 as to ensure effective, equitable and accountable delivery of public services
under a long-term contract, and

. the nature of the services to be procured allows them to benefit significantly
from the whole life cycle costing.

Examples of projects that have successfully adopted the PPP approach in other
countries include housing, hospital, school, police station, prison, transport, waste,
leisure and culture projects, etc. Thus, its prospective application is vast.
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TYPICAL DEVELOPMENT STAGES OF PPP PROJECTS

The following integrated professional services can be offered, independently or in
partnership with others, for public sector clients in PPP projects:

Project Initiation Stage

Assess client’s needs for required facilities/services

Conduct technical, environmental and financial feasibility studies on the project
including land requirements

Examine alternative procurement strategies including the PPP approach
Identify, assess and evaluate potential risks associated with the project

Assist the client in drawing up a business plan and obtaining in-principle
approval of the project from relevant stakeholders

Planning Stage

Establish output specifications in close collaboration with the client

Evaluate alternative possible solutions procured either under traditional or PPP
approaches

Prepare a Public Sector Comparator to ensure value for money

Where necessary, prepare preliminary designs and studies for use in seeking
basic approvals for the project such as land and town planning issues.

Procurement Stage

Request expressions of interest from possible private sector participants
Pre-qualify those companies that have submitted an expression of interest
Prepare the necessary documents which, depending upon the nature of services
to be procured, may typically include:

0  General duties and responsibilities of the parties,

Output-based performance specifications,

Contract duration for services commencement and completion,

Protection against late commencement of services by such means as
liquidated damages, performance bonds, company guarantees, etc.
Performance monitoring mechanisms,

Price and payment mechanisms,

Maintenance requirements,

Methods of handling changes in client’s requirements,

Assignment and change of ownership of the consortium (contractor),
Treatment of assets at the end of the contract,

Dispute resolution mechanisms,

O oo

OO0OO0O0OO0OO0O0
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(o] Step-in mechanisms in the event of default,

o  Due diligence over subcontractors and financing documents, and

o Consent for refinancing proposals, etc.

Invite pre-qualified companies to submit proposals in one single stage or in two
stages

Evaluate proposals submitted to check any non-conformities with the original
documents and also compare with the Public Sector Comparator

Negotiate, on behalf of the client, with the consortium companies (contractors)
who have submitted the best conforming proposals

Recommend the appropriate contractor to which the contract can be awarded
and prepare the Project Agreement for execution.

Development (Roll-out) Stage

Review the design, construction, maintenance and facilities management
procedures to ensure they are generally in compliance with the output-based
requirements and proposals submitted by the contractor (without releasing him
from his responsibilities under the Project Agreement)

Regularly monitor the contractor’s progress to ensure it will deliver the
specified facilities and services on time

Carry out general administrative duties including implementing any changes in
client’s requirements

Review testing and commissioning of the facilities upon completion

Accept the new facilities for occupation and use, thereby triggering payments
for facilities/services delivered thereafter

Monitor the making good of defects by the contractor during the specified
defects liability period

Delivery Stage

Review the delivery of services to ensure that they are in conformity with the
specified performance standards

Monitor the planned and emergency maintenance works including capital
replacements

Audit the contractor’s activities in accordance with an acceptable quality
management system

Recommend payments of the unitary charges for the services provided

Manage any changes in the client’s requirements including the provision of new
facilities/services

Carry out general administrative duties required under the Project Agreement
including dealing with such complex issues (if encountered) as

o0  Change in consortium members,

o  Consent for refinancing proposal,

o] Major default by the contractor, and

o  Dispute resolution, etc.

Where necessary, conduct dilapidation and condition surveys of facilities prior
to them being handed over to the client at the end of the contract







