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Abstract

The business of delivering community infrastructure is about the economically efficient provision of infrastructure, effective & efficient risk management, and integrating corporate strategies. 

Amongst the range of alternatives being applied for community infrastructure projects in Australia, three currently popular forms are reviewed in this paper: Alliances (relationship contracts), ‘Extended design & construct’ contracts, and ‘Design, construct & operate’ contracts.

Whether a particular infrastructure project is deemed a success will usually be judged by how well it meets the expectations of the owner. Incorporating identifiable corporate objectives is thus a critical part in determining the success potential of any PSP contract process. 

Optimising the potential benefits of private sector participation will depend significantly on the effort expended on choosing the right contract approach for each project, developing a sound understanding of the commercial structures of the project before committing pen to paper on the contract document of choice, and then implementing well structured evaluation plans for the tender process.
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Introduction - why is PSP relevant?

If you were proposing a list of the basic objectives for directors of a business delivering community infrastructure, you would probably list at least the following three as necessary goals:

· economically providing infrastructure & related services

· effectively & efficiently managing risk 
· fully integrating corporate strategies with the capital works programs (which may be an avoidance of capital works)
If the first and second objectives are to be diligently pursued, then a corollary is that the optimum extent of private sector participation must be reasonably considered. So, fundamentally, PSP is relevant to the business of every manager delivering public works infrastructure. 

What particular type of private sector participation might be optimal or appropriate will also be strongly influenced, in the author’s experience, by the third objective.  In some circumstances the socio-political context for the owner, eg local government, will also be a key determinant of the extent of private sector participation.

Is PSP really having an impact?

The extent of private sector participation in public works infrastructure is continuing to grow, although the rate of adoption of particular forms of PSP varies significantly from sector to sector.  From an economic impact perspective, there is both anecdotal evidence and research that the comprehensive forms of PSP have delivered significant advances in design, construction and operations practice in many fields and have delivered significant savings, on average, across the board (eg the NSW Government Green Paper on private sector financing quotes U.K. research indicating an average of 17% savings).

As an example of the extent to which PSP is increasing in many fields, the current ‘population served’ figures on PSP contracts that include operations and maintenance components in the public water sector in Australia are now estimated as follows:

· Water treatment:
6.2 million


· Sewage treatment: 2.0 million


· System mechanical  & electrical services: 9.4 million


· System network operations: 5.4 million

· in total: 9.9 million have one or more PSP operations services

Although these numbers usually surprise all but specialists in the field (being larger than expected), they nonetheless show that there is still considerable scope for increased PSP.

Current context for PSP 

In early 2001, the NSW Government released a Green Paper on private sector financing in the provision of public infrastructure. Similar papers and policies have been put  out by Victoria (Partnerships Victoria) and are being updated in Queensland. Thus, there is a quite reasonable base of information and practice on private sector finance initiatives in public infrastructure provision.

Unfortunately, these policy settings are frequently focused solely on private sector finance initiatives.  The reality is that the opportunity for the public works sector to usefully engage the private sector in providing community infrastructure extends over a wide range of possible contract relationships; of which those involving private finance are but a few.  However, the amount of useful resource material on these alternatives has been somewhat more limited. 

Attempts to analyse what really makes the difference between alternative approaches - what really is the benefit of one form of contract or another as measured in outcomes for a particular community  or set of stakeholders - are even more rare.  Yet many managers responsible for delivery of infrastructure projects, in environments where there is no simple political directive, are asked to demonstrate the advantages of a preferred delivery method prior to any action. 

It would seem a reasonable hypothesis that the rate of adoption of the alternative forms of contract has much to do with the paucity of information described above. 

This paper briefly addresses some of those identified key gaps in the general resources available on alternative delivery processes for community infrastructure delivery, with the intent to partly address the shortage of information.  Of course, no short paper can adequately address the real gaps in generally available knowledge on the alternatives and on current practice. At the very least, it is hoped that the paper identifies current trends and highlights issues that allow the manager to identifying critical constraints on adopting alternatives with more or less private sector participation, all with the goal of achieving better community infrastructure outcomes. 

The three areas that are briefly addressed in the paper are :

1] a general information deficit on what the current alternatives are, what are the key features of each and what are the trends;
 2] how to select the most appropriate delivery method;

 3] important steps in creating potential success in PSP contracts: understanding the risk profile, and getting real value from the procurement process
The alternatives - information sources

Historically, the amount of useful resource material on all delivery alternatives, other than Sequential Design and Construction or Design & Construct variants, has been somewhat limited. Even the amount of public domain information on BOOT contracts, despite their apparent popularity through the early nineties, remains in this categorisation. Why? Probably because they are - in reality - still relatively infrequent and the current practice on feasible commercial risk profiles  is always changing; so there is little incentive to create standardised contract guides or standard contract forms such as AS2124, AS4300 or NPWC3. 

The NSW Government’s Capital Project Procurement Manual [NSW CPSC, 2000] addresses only a few forms of contract. More comprehensive work, utilising a brief ‘pros’ and ‘cons’ format, is found in more recent documents such as the Options booklet produced for NSW DLWC and the NSW LGSA [SKM, 1999] and the Review of Infrastructure Delivery Options and Decision Making Processes from the QLD Department of Local Government [IDSM, 2001].

The alternatives - recent trends

Amongst the range of alternatives being regularly applied for community infrastructure projects, there are probably three PSP approaches worthy of review in this paper, because each being used more frequently and up‑to‑date information on them is generally difficult to obtain. These are:

Alliances, or relationship contracts

‘Extended’ design & construct contracts 

Design, construct & operate contracts

Infrastructure managers familiar with design & construct contracts and the bare bones, at least, of the above three approaches will recognise that each of these three has had its derivation in attempting to rectify perceived deficiencies in “standard form” design & construct approaches. This improvement quest is of itself a continuing  trend to progressively improve infrastructure delivery approaches; just as design & construct had its origin in attempts to better integrate the design outcomes with the builder’s accounting of constructability and market‑sensitive quality/cost trade-offs.  

In essence, of course, contracts are always about optimising the “boundary of the firm'’, or “build or buy” decision;  and as such one expects the optimal response will change with both the supplier and provider market forces. 

So what are the essential features of these approaches, and where is current practice heading? 

Recent trends - Alliances

Alliances - more generically identified as relationship contracts - have been gaining increasing recognition and use in Australia since their introduction via the oil & gas industry in Western Australia in the early 1990s (Alliancing originated in the North Sea oil 7 gas industry). One of the earliest public sector applications was the water and sewerage network services Alliances initiated by the Water Corporation for the Perth region in 1994. 

Through the start of this decade, we have since witnessed the completion of major relationship contracts for national icon projects (the National Museum in Canberra) and time-critical major infrastructure (the Northside Sewer Storage Tunnel in Sydney). Major public sector procuring organisations have now flagged commitments to wide adoption by the Department of Defence and Queensland’s Main Roads Department [QMRD] - projected to grow in that business to a third of all contracts.

But just what is an Alliance? 

Relationship contracting -“alliances” - is an approach that effectively seeks to turn a project into a single project joint venture company. Relationship contracts effectively treat everybody on the project as an employee of the one company; and the principal (owner) and contractors and designers as shareholders in the joint venture project company. The relationship contract is akin to a corporate joint venture’s shareholders agreement. The basic features of relationship agreements for construction projects have been well summarised by many, including Yeang (2001):

all parties agree to work together to meet the project goals;

there is a “no-blame” foundation, the only source of liability is wilful default;

day to day control and higher level management of the project are given over to a team containing individuals from the various "owner" and "contractor/designer" parties, who will be on that team to represent only the interests of the project (there is no ‘Superintendent’ or equivalent);

payment will be on an open-book reimbursable basis, with financial "risk-sharing" to incentivise excellent performance and dis‑incentivise poor performance;

Although these highlighted features are invariably common to all relationship contracts, the actual shape of alliances can nonetheless vary considerably, depending on the project requirements. 

Under ideal circumstances, as may be applied in private sector to private sector contracts, the contractual structure can be jointly developed by the parties to suit their relationships and their project. However, a commercial structure and tender process that  works for one project may not work for another, and should not be used simply because it has been used before. Additionally, accountability and probity requirements for the public sector provide different issues to deal with (but none are absolute constraints). 

This issue  of variance of approach is one of the questions that frequently arises when the topic of Alliances is raised:  whether all Project Alliances can be or should be set up on the same principles? Can the same formula be applied to all types of projects?

The author is of the opinion, based on readings, interviews and direct experience,  that there are indeed common elements to a successful Alliance; but that they are not always what seem to be obvious, and that there is definitely no single successful format. 

For example, at the recent National Museum seminars, the chair of the National Museum, Jim Service,  stated that a necessary feature of Alliances was that they had to be “relatively large projects” to afford the Alliance establishment and management overhead. As Jim is also chairman of ACTEW Corporation, where IDSM advised on establishing the water and sewerage operations Alliance, his own experience reflects that common attribute. Yet both IDSM and the Department of Defence have successfully established quite small Project Alliances. The Maroochydore STP project (IDSM facilitating) had a target cost of only $1.4M; and Defence’s smallest Alliance to date was only $2M; yet both have been considered successes. 

More recent roadworks projects commenced by Brisbane City Council (4 major intersection upgrades in Stage 2 of the Strategic Intersections project) and the Georgina River Bridge by QMRD have cemented this belief in the application of relationship contracts to smaller projects, as each of these is in the $5M to $10M range.

Simplifying the engagement processes to reduce transaction costs and relying on self driven project health management are lowering the overhead costs associated with major Alliances of the past; which deals with what was previously considered a major constraint.

So what makes an Alliance work? 

American research has shown that most successful Alliances share a set of common factors:

the project has some inherently uncertain/risky technology applications

the project will be of moderately long duration, ie greater than 12 months, and 

the eventual operator has a key role to play in the design.

Relationship contract failures frequently showed either individuals causing significant project team disturbances, or simply a long time period (2 years plus). Some research in Australia has also found that projects with longer time periods show declines in team health characteristics; but that these tend to recover again over a longer period (3 years plus).

The critical factors, therefore, as to whether the use of a relationship contract - an Alliance - will be appropriate for a given infrastructure project will tend to be as indicated above: risk management opportunity and team capacity, adequate time frames, the owner having critical information that is difficult to transfer through an adversarial contract medium, and attention to the pursuit of high performance team outcomes.  Notably, it is not just about team dynamics; a point that is often overlooked in some papers on relationship contracting. 

From a contractor’s perspective, the message can be quite  simple: “The only way we’ll increase the profit on this project is to bring it in for less than the agreed price”.

Recent trends - Extended D&C contracts

The standard form Design & Construct [D&C] contract will be well known to infrastructure project managers, as well as common minor variants of it.  Probably equally well known will be the limitations of this approach.  Many in the industry are aware of legal firms who recommend modifying clauses to the Australian Standard General Conditions that run to tens of pages. 

Nonetheless, the limitations that might be labelled generic shortcomings are much fewer.  These generic shortcomings can all generally be associated with the contractor’s lack of direct responsibility for the operation and maintenance of the completed infrastructure project. Although “performance specification” is a relatively straightforward concept, translating it into a binding agreement that influences tenderer and contractor behaviour is an all-together different prospect. And the alternative of detailed specifications, designed to protect the operations & maintenance characteristics of the finished product, would appear to defeat the very purpose of the D&C form.

Example: extended  D&C in water projects

Within the water sector, the greater relativity of O&M costs to the whole of life pricing outcome highlights these generic shortcomings, especially where the performance design sought is towards the leading edge of process engineering (as that tends to leave less certainty in the assessor’s mind as the ability of any given design to perform adequately).  

If one accepts the premise that the actual performance of the process and lifecycle cost of the plant are the fundamental items on which one wants, firstly, competition and, secondly, achievement; then the links between the generic shortcomings and current trends in the D&C approach are apparent.  These trends include:

avoiding the use of a process design development - such approaches split the risk on performance across the contract interface, irrespective of attempts to write it away in conditions of contract

avoiding the use of nominated subcontracts (except under extenuating circumstances) - such approaches again create contract interfaces that are difficult to allocate process performance responsibility across 

the inclusion of extended warranties (up to 5 years) for all significant items of mechanical and electrical equipment ($1000 or $1500 nominal value as a cut‑off)  - if the required design life is 15 years, what is the real cost of a 5 year warranty to a competent designer and genuine contractor?

the inclusion of direct management and plant performance reviews or operational responsibility for ‘extended proving periods’ - noting that direction of staff and adherence to instructions are key issues in effectiveness of this approach.

Many in the roadworks sector will identify similarities to the approach taken by many for subdivisional roadworks, where the contractor is required to carry out all maintenance for an extended period.

Recent trends - Design, construct operate

The use of Design, construct & operate [DCO], (or design, build & operate [DBO]) projects is  becoming relatively common in the water sector of public works field, and to some extent also in other public works, where the public/private partnership approach is gaining favour over purely concession-style fully financed deals. DCOs are typically finding favour where:

projects involve significant operational and maintenance cost that are directly linked to design and construction outcomes;

the transaction costs and greater separation of control implicit in BOOT contracts are not offset by the potential gains under a BOOT approach; 

a performance specification approach can be taken, in the context of prequalified tenderers; and

the owner does not have any unique competitive advantage in operating the particular type of facility.

DCOs have now been used in the water industry for relatively small projects, eg $3M Atherton STP upgrade, through to complex systems, eg the $35M Gerringong/Gerroa sewerage scheme; with many across the range between. Terms have varied from 5 years to 20 years.

The form is also relatively well known in waste management, although not often described as such. The Brisbane transfer & landfill contract let in the late 1980s (near $1 billion in total contract value) was in effect a DCO.  Other more recent contracts for transfer stations or recycling facilities have also taken the DCO approach; recognising that the finance costs of the older style approach to trucking contracts (which were effectively service concessions with shadow tolling) were relatively inefficient because of the higher cost of capital for the typical private sector contractor in those markets.

Recent trends in this type of infrastructure delivery include:

the spread of specified contract operating periods is narrowing to a range between half the design life of critical components and the expected design life ( 7 to 15 years for water and sewage treatment plants);

utilising optional contract extensions at the sole discretion of the principal to encourage sound behaviour by the contractor towards the end of each part of the operating period;

defining the work scope to optimise work teams and system performance responsibility risk allocation, even if that means including existing operations and personnel not effected by the new construction; and

reducing securities and retention to amounts that reflect the actual experience in the market of failure under these forms of contract; rather than, as  has been used on earlier projects, retention of 100% of   construction  costs until successful commissioning, and securities measured as a percentage of the whole life contract value. 

The Most Appropriate Approach?

Analysing what really makes the difference between alternative approaches - what really is the benefit of one form of contract or another as measured in outcomes for a particular community  or set of stakeholders - is a particularly difficult task.  Yet it is a common request, sometimes even the requirement of Treasury, of many managers responsible for delivery of infrastructure projects that they demonstrate the  advantages of a preferred delivery method prior to any action.  

A price based approach?

Most infrastructure managers know that estimating the physical elements variance risk in any given project is difficult enough. Requiring the estimation of the variance risk in a given project attributable to delivery by alternative contract frameworks is adding another dimension of unpredictability, to the point where one might reasonably conclude the process is practically useless unless assessing only the most basic variances such as transaction costs. 

… or an objectives based approach?

Contracts are always, at their most fundamental, about the allocation of risk. Accordingly, it is a simple step to gain a  perspective that shows that the most appropriate form of contract for an infrastructure project will depend on:

the inherent completion risks in the project;

the relative risk management capacities, including performance achievement efficiency potential, of the owner and the potential contractors in the market; and

other corporate objectives of the owner.

The last point is particularly relevant when a project is viewed from beyond completion. What is it that will mean that this particular infrastructure project was deemed a success? The author’s experience is that this varies considerably from owner to owner and manager to manager. The most important perspective to maintain, however, is that  a project will usually be judged a success if it meets well the expectations of the owner. 

The objectives - determinants of potential for success - will often be colored by the particular experience of the individuals or the agency collectively. 

For some, guaranteeing that the approved contract sum does not vary is paramount. That may seem an unreasonable expectation at first glance for a risk-balanced contract; but if a Council election has just been fought and won over cost blow-outs on major projects, then it’s not an unexpected priority for a local government.  And, of course, getting a fixed sum is not the same as getting the lowest sum.

Other examples of possible corporate objectives include:

whether the public sector agency is seeking to maintain a corporate competitive advantage in the relevant practice area

a desire to commence the project despite the lack of EPA permits, or site tenure finalisation, or similar

a desire to potentially shift the performance specifications depending on the actual project cost

obtaining a long term guarantee that the facility will operate to budget

opening up  to the widest range of technologies and innovation, without acceptance of the innovation risk

It should also be recognised that a key determinant of the owner’s preferences may well be the community’s attitudes.  Just as not every corporate objective for a project can be reconciled into economic terms; community agencies, particularly local governments, will find that there will often be a social context for decisions that influence the scope for private sector involvement. 

Decision making tools 

There are decision tools to assist with this type of decision-making.  The 3DM Model (Davis & McEvoy, 2000), for example, is one that has been tailored for the water industry and has now been used to guide the selection of contract approach in many local government and corporatised agencies from Tasmania to Far North Queensland.
Changing risk profiles .. BOOTs change styles almost every year.

Just like most other fashions, BOOTs and the other members of the family of contracts that provide enhanced PSP alternatives change from year to year.  The commercial terms of a BOOT contract going to tender this year are fundamentally different to the commercial risk in the BOOTs of a decade ago. There are two particular implications of this shift: firstly, that many papers written more than 5 years ago may discuss contract risk issues that are no longer relevant; and, secondly, that up-to-the-minute advice is required before embarking on any major PSP tender.

Changing risk profiles can flow both ways. They are not necessarily about tighter risk profiles (more shifted to the contractor), although many are. Changes in some areas will require that risk transfer be reduced in order to achieve best value outcomes, insurance being a current example in late 2001. 

Determining a risk management strategy (risk transfer profile) for an infrastructure project is not just a necessary exercise in drafting contract documentation. Early consideration of the commercial structure of the proposed project will often increase an agency’s or a manager’s appreciation of the real issues and risks being controlled through the contract; and has been observed to lead to many changes in the detail of the proposed approach that added value well before the Expression of Interest process is commenced.  

Avoiding wasted effort … managing evaluation processes

“Negative outcomes can occur if, for example, the project is not adequately appraised, packaged…”. [NSW CPSC, 2000: p3].

The above quote from the Construction Policy Steering Committee serves to emphasise the author’s own experience in reviewing tender and contract processes. On too many occasions, parties on both sides of the table believe that the “wrong tenderer” has been selected simply because the evaluation strategy has been inadequately prepared and/or understood.

It is difficult to specify in detail the many ways in which the EOI process and tender processes can be corrupted in terms of their efficiency and thus net benefit to the community.  However, there are a few obvious (and not so obvious) key points that will add real value to any infrastructure procurement process if followed:

always detail the commercial principles before proceeding to EOI. If not, the best one will do is have a sub-optimal shortlist. One may more commonly find that all the subtle changes add up to something that either your shortlist won’t all bid, or something that is so different to the EOI that one needs to start a new process

take your evaluation criteria for a test drive, particularly non-price tender evaluation criteria. Figure out the relative value of a million dollars [RV$M]. Compare likely pricing (the spread will determine the RV$M) with likely scores on non-price criteria. Just how much money are you crediting for experience or a gold-plated environmental plan?

Work out the evaluation plan in detail. Write down just what exactly deserves 5/10 and what deserves 10/10.  Uncertainty may have been fine in the past for “room to move”, but clarity of evaluation strategy will give you better probity, a better shortlist or the right award, and will probably force you to write the a better evaluation plan in the first place.

The trend with PSP in Australia has been to better and better evaluation processes. To some extent, relationship contracts, with their emphasis on building compatible teams, have made this more difficult. However, there is no doubt that solid effort on the development of the evaluation process will be well rewarded in the eventual project outcome.

Conclusion

The extent of private sector participation in public works infrastructure is continuing to grow. Optimising the extent of private sector participation will ultimately depend on the effort expended on choosing the right processes for each project, implementing well structured evaluation plans for the tender process, and developing a sound understanding of the commercial structures of the project before committing pen to paper on the contract document of choice.
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