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Reform of the Private Finance Initiative – Call for Evidence
Response by London Councils


Details of contact at London Councils
	Details of contact at London Councils

	Your name
	Tom Lawrence

	Job Title / Level
	Principle Analyst

	Organisation
	London Councils (response on behalf of organisation)

	Telephone number
	020 7934 9844

	Email address
	tom.lawrence@londoncouncils.gov.uk

	Particular interest in the reform of the Private Finance Initiative (PFI), if helpful in providing context to your answers 
	Representing London local authorities as set out above


General Comments

London Councils would like to make the following general comments.  Responses to selected individual questions in the Call for Evidence are given in the next section.  
This response focuses on the reform of the Private Finance Initiative as it relates to local government.  It does not express views on PFI more widely.
In this context, London Councils wishes to stress two issues:

· Localism

· Addressing the government’s original motivation for prioritising PFI.
We address these in turn in this section.

Localism
The principles of localism are based on the premise that every community and geographical area faces different service demands, economic pressures and historic and environmental circumstances.  As a result, a centralised, one-size-fits-all solution is rarely appropriate.  Decisions are best taken closest to those they affect.  
London Councils is pleased that the government has stressed its belief in this philosophy on many occasions.  We welcome the government “getting out of the way and letting councils and communities run their own affairs”
, and agree that this “must involve giving local communities more power over their finances”
.
London Councils calls for this approach to be applied to the manner in which local authorities work with the private sector to invest in assets.  

The current financial environment which London local authorities are working within is changing.  They can no longer rely solely on the traditional sources of funding for capital investment –government grants, receipts and borrowing at the same rate as central government. Consequently, they are taking the initiative and engaging with the private sector in an increasing variety of ways.  Some of these are described in the London Councils publication Investing in London
 and the report Enabling capital investment by London local government
 produced by LG Futures for London Councils; some are described in this response.

The government has now taken some steps to address the imbalance between the Private Finance Initiative and other models for engagement between the private sector and local government.  The system of PFI credits has been ended.  PFI liabilities are included in the unaudited Whole of Government Accounts, although most PFI projects are still off balance sheet in the National Accounts.
We urge the government to create and maintain a fully level playing field between different mechanisms for levering in private finance.  Local authorities should be free to choose the most appropriate arrangement on a project-by-project basis, unencumbered by regulatory and financial pressures from government.  The mechanism used would typically vary according to factors such as: 
· the asset(s) being invested in and the associated services delivered under the project
· demographics of the area
· the relationships between the partners and the responsibilities of each
· features of the local and regional economy.
While this applies to assets which relate to services for which local authorities have sole responsibility, it should be noted that other services are delivered by local authorities and other public sector agencies working together.  We urge the government to provide these agencies with sufficiently flexibility to engage meaningfully with local authorities, to find the most appropriate mechanisms for investment in assets.
Addressing the motivation for PFI

The call for evidence seeks a new version of PFI which does not suffer from the defects of the current model and has additional desirable features.  However, it does not deal with the reason PFI was given such a favourable status in the first instance (for example, attracting credits and revenue support).  This appears to be because most PFI projects were classified as off balance sheet under the European System of Accounts (ESA) and generally accepted accounting practice (GAAP).  They therefore did not appear in National Accounts or in local authority balance sheets.
Furthermore, this desire to keep local authority contributions to public sector borrowing down appears to have been behind a number of other features of the capital finance system over recent decades, including:

· the use of credit approvals and ceilings before 2004/05
· the £300m national cap on capitalisation for service rationalisation and restructuring in 2011-12
· the borrowing cap in HRA restructuring.
London Councils believes that as long as all conventional local authority debt is included in the government’s primary measure of deficit, the government will have an incentive to either constrain local government borrowing, or promote mechanisms for investment which keep financing off the public balance sheets.  Both would run counter to the principles described above.
We therefore call on the government to review the measures of debt it uses in setting its own budgets urgently.



Responses to questions in the Call for Evidence
Section 1:
Role of the Private Sector

Question 1

Do respondents think that the private sector has a role to play in the future delivery of public sector assets? Are there specific sectors where the private sector should not have a role?
Yes, the private sector has a role to play in the future delivery of public sector assets.  With public sector investment declining, it is accepted that local government cannot deliver assets entirely in house.  The question remains the nature and scope of the private sector involvement.

In any sectors in which local authorities are involved, they should be free to choose the most appropriate delivery mechanism.  This includes deciding whether and how it is appropriate for the private sector to have a role.  The framework for this is provided by the general power of competence in the Localism Act 2011.
Question 2

Are there other delivery and procurement models used in the delivery of public assets in the UK and internationally that respondents consider work well? What are the key features of these model(s)?
Local authorities are already using a number of delivery and procurement models
, such as Local Asset Backed Vehicles (LABVs), Section 106 agreements/Community Infrastructure Levy (CIL) and the European Investment Bank’s Joint European Support for Sustainable Investment in City Areas (JESSICA) initiative.  Further mechanisms will be available under Tax Increment Financing (TIF).  (However, London Councils is concerned that these may be somewhat undermined by the unpredictability of the proposed system for retaining business rates.)  Different models are appropriate in different circumstances.
Question 3

How should the use of private finance be evaluated when considering the best procurement route to deliver a public asset?

London Councils believes that local authorities are the most suitable bodies to evaluate the use of private finance in procuring assets associated with their own responsibility.  Local authorities would be appreciative of central government contributing to guidance on this (including guidance produced by third parties such as CIPFA), but this guidance should be advisory rather than statutory.
Conversely, where assets relate to services provided exclusively by central government, the evaluation of the use of private finance is a matter for central government and it would not be appropriate for London Councils to express views on this.  However, central government is welcome to draw on the extensive experience of local government, including the evidence presented in this response.


Section 2:
Institutional investment

Question 5

What changes to the current approach to the allocation of risk and the procurement and delivery of public facilities and services would increase institutional fund investment appetite, either directly or through intermediary investment vehicles?  

Question 6

Would alternative approaches to the current typical capital structure of projects be favoured by institutional investors?  What constraints currently exist to adopting these approaches, and how could these be addressed?
Question 7

Are there other actions that could be taken, by the public or private sectors, to increase institutional investment in public assets and services, and what are these?  What would be the expected implications for cost, risk transfer and value for money?

Circumstances will vary from project to project.  The appropriate allocation of risk and model for procurement and delivery will depend upon these circumstances, and local authorities should be free to negotiate the appropriate approach with project partners, including institutional investors.  
Typical institutional investors are British pension funds – both corporate and public sector funds.  However, other potential investors should not be overlooked, such as insurance companies, Real Estate Investment Trusts (REITs) and overseas investors.  

It has long been proposed that local authority pension funds invest in local authority-run schemes.  We believe that it is appropriate for local authority pension funds to continue to set their own criteria for investment, using existing procedures, to determine the best deal for their funds which ultimately are backed by the Council tax payer.  Sometimes, it may be that there is a particularly good match between local authority capital schemes and the requirements of local authority pension funds, but this is not always the case.  We welcome the recent dialogue between local and central government exploring the potential for using local authority pension funds to invest in infrastructure.  But this must be subject to achieving a good deal for funds without additional cost risk on the Council tax payer and done in such a way as to avoid conflicts of interest.
Local authorities are increasingly gaining experience of how to draw in institutional investment.  For example, a number of PFIs and PPPs in London receive investment from Equitix Ltd funds, which one London borough and a range of local authority pension funds invest in.  

Besides institutional investment, we believe it is worth exploring the potential for bringing in investment from local economies, particularly for smaller scale projects.  This may take the form of funds run by the local financial sector, such as building societies or local REITs, or may simply be local bonds, loans or share capital.

Of course, local authorities will always be looking for an investment solution with low financing costs, and for many investment projects this will be a more conventional source of funding such as long-term loans.

In different cases, local authorities will aim to secure different allocations of risk, in keeping with the principles of localism, using the General Power of Competence if necessary.  To enable maximum flexibility, London Councils supports the Government’s moves towards securitisation, as laid out in our recent response to the consultation on amending the capital finance regulations.  As we explained in that response, though, we still have concerns about the legality of securitisation.


Section 3: Government’s role in project funding

Question 8

What if any role should public sector capital play in the financing of the construction or operational phase of public assets and services?  How and when might public sector capital be best used to improve investor/lender appetite and pricing without adversely affecting risk transfer and performance incentives?  What constraints should apply to the quantum of public sector capital grants?
Question 10 

If public sector capital grants are made to part-finance the construction phase of projects, what constraints should apply and what impact would a level of capital contributions in excess of the current 30% be expected to have on equity and debt investors’ investment appraisal and pricing, and on risk transfer and performance incentives?

For assets relating to central government responsibilities, the quantum of public sector capital grants is an issue for central government to determine and London Councils takes no view on this.

For assets relating to local authority responsibilities, the role played by public sector capital and the extent to which it is used should be a choice for local authorities and their project partners, with a genuinely level playing field.  This includes cash investment, but is not limited to that.  For example, some London Boroughs have contributed assets to joint ventures to procure new/improved leisure centres, civic centres, etc.  We believe that such models should not be at a relative disadvantage compared to PFI due to the policy of central government.

London Councils understands that the limit of 30% is largely, if not entirely, motivated by a desire to keep PFI projects off balance sheets.  These constraints have led to an uneven playing field for obtaining private sector investment.  The accounting changes that have brought most PFI projects onto balance sheets and the ending of revenue support for local authorities for such projects should create an opportunity to diversify the approaches used for investing in public assets.  
Question 9

What if any role should public sector risk underpinning or guarantees play in partially de-risking the construction or operational phase of public assets and services? In which areas could underpinning or guarantees have a beneficial impact on investor and/or lender appetite and pricing? What are the constraints to this approach, with particular regard to risk transfer and performance incentives?

Where a project involves a local authority borrowing from the private sector or otherwise creating a security on its own balance sheet, this is secured against all of its revenues equally, under the Local Government Act 2003.  This provides an implicit guarantee for its debtors.  London Councils believes that this level of risk being borne by the taxpayer is not appropriate in all cases.  As mentioned above, London Councils therefore supports the government’s moves to introduce securitisation.

In general, this is again a matter to be determined between project partners, according to the details of the project and the local political and economic environment.


Section 4: Debt finance

Question 13

What is the view of respondents to an approach which financed the construction period of projects separately from the operational phase?

This may be appropriate in some projects, but not necessarily all.  For example, pension funds are often looking to invest in low-risk projects for the long term, so for some projects they may be more interested in financing the operational phase only.  An alternative may be necessary for funding the construction phase, such as a building society loan, a stock issue or a tailored investment fund.  Again, local authorities need the freedom to determine the appropriate approach. 

Question 17

What alternative approaches could be considered to inflation risk and interest rate risk management, taking into consideration trade offs between budgetary certainty and operational flexibility?
At present, the perceived legal position is that Local government is unable to “hedge” these risks unlike the private sector.  This is one the benefits of PFI in that the private sector can hedge risks.  However, the hedging of these risks builds in a long term fixed position which does not aid future operational flexibility.  The PFI approach was over rigid and did not allow for an adequate review of risk and reward between the two sectors to reflect changes in operational need and increased efficiency gains.  


Section 5: Equity return 

Question 19

What are respondents’ views on an approach that capped equity returns or that provided for public sector sharing in returns achieved above a specified level?  What impact would this be expected to have on investor appetite and pricing and on project performance?  At what level should any cap or sharing threshold be set?

This is an interesting suggestion and London Councils would be interested in sharing any information gained from trials of this approach between central and local government (subject to commercial confidentiality considerations).
Question 21

Should the public sector share in gains on sale of PFI equity, and what impact would this have on investment appetite and pricing?
Any gain on sale of PFI equity would impact on the base price obtained by the public sector unless it was limited to “super profits”
Question 22

What views do stakeholders have on public sector co-investment or joint venturing alongside private sector equity?  What quantum or terms of public sector equity stake would not adversely impact investment appetite and pricing, and on project performance?

A number of London Boroughs have engaged in joint venturing.  London Councils strongly supports their freedom to do so and believes a limit should not be placed on the quantum or terms of their equity stake.  They are best placed to determine this themselves according to value for money judgements and their own assessment of an appropriate balance of risk and reward.


Section 6: Risk allocation

Question 23

In what areas do respondents consider that a change to the conventional PFI risk allocation as between the public sector authority, sponsors, funders and suppliers could reduce costs and/or improve the flexibility while still offering value for money?
Question 24

Are there other ways in which the conventional contractual framework could be simplified in a way that would enable the private sector to price more cost effectively?

London Councils believes that the risk allocation for projects in areas of local government responsibility is a matter for local authorities to agree with sponsors, funders and suppliers.
In our experience, it is best to keep the mechanisms for transfer of risk simple.  Often, complex instruments aimed at transferring risk fail to do just this.  They also often seem to impose higher costs. In large part, this is because the complexity often creates uncertainty, which all parties to a contract reflect in their bids.


Section 7: Procurement and contract management

Question 25

What further improvements could Government consider to the standard approach to PFI procurement in order to streamline the process and reduce costs, while meeting wider objectives for effective competition, accessing bidder innovation and maintaining a robust contractual framework?
The standard approach to PFI was to process driven.  Greater use could be made of the competitive dialogue process to access innovation in both asset design and service delivery.
Question 26

Are there particular ways in which the private and/or public sector approach to contract management can be improved in order to manage contracts more cost effectively?
A PFI project typically last for a number of decades.  For any such project, there is a tension between the additional costs caused by uncertainty and the freedom of politicians to decide public policy.  If this tension is to be managed most effectively, private and public sector partners must have a good understanding of each others’ needs and ethos.  This requires a good working relationship and ongoing communication.  The public sector partner needs to understand that every additional uncertainty in the project will carry a premium.  The private sector partner needs to understand that political priorities can change, particularly in response to changing circumstances.  
For local authorities, a key concern is the national framework they are operating within.  Changes to legislation or government policy part way through such projects can cause real problems, increasing the cost or endangering delivery.  This is currently being considered for Tax Increment Financing but it is equally valid for all long-term investments.  For example, after PFI for schools had already started, the government introduced Building Schools for the Future (BSF).  The government has now stopped many BSF projects which had already incurred considerable costs.  Both of these have led to the unravelling of PFI deals at great expense to the public purse.  If local authorities are to achieve such long-term investment without incurring huge additional costs, they need to be certain that the government will not impose change on these projects part way through.   



Section 8: Balancing innovation and standardisation

Question 27

What is the right balance of output based versus standardised specification, when considering the twin objectives of accessing greater contractor innovation and reducing costs?

Local authorities need to be able to design schemes with their partners that address specific local needs.  However, some measure of standardisation will assist them in achieving value for money.  Standardisation in the areas they are responsible for should be driven by discussions within the local government family, although support for this approach from central government could be helpful.

Contractor innovation and reducing costs are not necessarily opposing aims which need to be balanced.  It is increasingly common for local authorities to cut costs by innovative engagement with contractors.  Organisations such as London Councils and various local government networks help to disseminate information about successful innovations.

Question 28

Could a different approach to the engagement of contractors in the procurement process access greater private sector innovation?
London local government would be happy to share with the wider public sector its experiences of engaging with contractors in the procurement process to achieve innovation.  Conversely, we would be keen to learn from the experience of the wider public sector.


Section 9: Soft facilities service management

Question 29

Should soft services continue to be included within the contractual model alongside the delivery and finance of the public facility? 

For local authority projects, this should be determined by authorities in negotiation with project partners, according to local circumstances.

Question 30

Are there alternative approaches to the contractual framework for soft service delivery for a long life facility that could result in a better balance of risk transfer, flexibility and competitive pricing?
Soft service delivery, particularly in terms of office or building related services will have greater technological change over a 25 year period, and as such the contractual framework has to have greater flexibility to enable change to be embraced so that efficiency savings from changes in technology can be enjoyed by all parties.  This could be undertaken by use of a periodic review.  


Section 11: Insurance

Question 34

Are the insurable risks of PFI projects most appropriately dealt with (a) by the private sector with a fixed cost passed through to the unitary charge, (b) by a premium risk sharing mechanism or (c) by the public sector? Please specify reasons for your choice.
Question 35

Are changes in insurance costs that are attributable to project-specific factors (eg claims-history, poor security, quality of build material, installation of sprinklers, security arrangements , etc) most appropriately borne by (a) the private sector, (b) the public sector, or (c) borne on a shared basis?  Please specify how.
Question 36

Are there (a) certain types of project (eg housing, office accommodation, specialist accommodation, highways, street lighting, equipment etc) and (b) certain types of risk (eg negligence of the contactor/supply chain, business interruption cover for banks, officer’s liability, statutory cover, third party liability, vandalism, construction phase cover, property damage all risks), which are more/less suited to coverage by the public sector. If so, which are they and why?  What are the concerns, constraints or procedures that would be relevant or required for any such public sector self-insurance?

This question of how responsibility for insuring various components of various types of project should be shared between project partners is simply an example of the wider question of risk allocation and allocating the premium paid for it.  The views of London Councils on this issue are set out in our response to question 23.
Question 38

Would you favour the establishment of a framework of insurers for PFI contractors to use (with the use of mini-competitions)?  If so (a) should the use of the framework be mandatory and (b) would it lead to better value for money for the public sector compared with contractor–led portfolios? 
We believe that any such framework should be accessible to local authorities but not mandatory.  


Section 12: Flexibility

Question 40

Should there be more and/or earlier break points in contracts and what would be the expected pricing impact for the public sector?  Are there specific points that break points should be linked to? 

This is another issue for local authorities to determine in negotiation with project partners.  Again, London authorities are happy to share information with the wider public sector, subject to commercial confidentiality considerations, and London Councils is happy to assist in disseminating such experience.


Section 13: Transparency

Question 42

What degree of financial transparency should be adopted for future privately financed and delivered assets and services? 

Question 43

What are respondents’ views on the potential extension of project information requirements to periodic financial reporting and disclosure from project sub-contractors and shareholders, including sub-contractor out-turn costs, project equity transfers and achieved project and equity returns?

It is important for good partnership working and sound financial management that there is sufficient information flow between the partners.  This naturally includes financial data.  It would be unhelpful for the form of this to be rigidly dictated by central government.  Nevertheless, it would be helpful for government to give a clear steer to the private sector that a good information flow is important, and that this could include the reporting listed in question 43.
Question 44

Would a different approach to project governance improve transparency?  What if any role should be played by the public sector in the governance of privately delivered and operated projects? 

This is a key area for local determination.  It is vital that local government is able to break away from the complex governance arrangements required of it under previous PFI programmes and has the flexibility to make its own arrangements.  We would expect local authorities themselves to be subject to the same reporting and information requirements as for any other undertaking.


Section 14 – Other

Please use this box to include views on other issues that you consider are important that are not covered by the questions in chapter 2 of the Reform of the Private Finance Initiative.  You can also use this box to capture alternative proposals or you may want to submit these in a separate attachment.
Please see “General Comments” above.
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This response sets out the views of London Councils on the proposed changes to the capital finance system.





London Councils represents all 32 London boroughs, the City of London and the London Fire and Emergency Planning Authority.





We are committed to fighting for more resources for London and getting the best possible deal for London’s 33 councils. We develop policy, lobby government and others, and run a range of services designed to make life better for Londoners.








� Secretary of State for Communities and Local Government, in launching the Localism Bill: � HYPERLINK "http://www.communities.gov.uk/news/newsroom/1794971" ��http://www.communities.gov.uk/news/newsroom/1794971�


� Deputy Prime Minister, in the Foreword to the white paper Local growth: realising every place’s potential: � HYPERLINK "http://www.communities.gov.uk/news/newsroom/1794971" ��http://www.communities.gov.uk/news/newsroom/1794971�


� � HYPERLINK "http://www.londoncouncils.gov.uk/policylobbying/economicdevelopment/publications/investinginlondon.htm" ��http://www.londoncouncils.gov.uk/policylobbying/economicdevelopment/publications/investinginlondon.htm�


� � HYPERLINK "http://www.londoncouncils.gov.uk/policylobbying/localgovernmentfinance/lgfunding/capitalcrisis.htm" ��http://www.londoncouncils.gov.uk/policylobbying/localgovernmentfinance/lgfunding/capitalcrisis.htm�


� See the London Councils publication � HYPERLINK "http://www.londoncouncils.gov.uk/policylobbying/economicdevelopment/publications/investinginlondon.htm" ��Investing in London� and the report � HYPERLINK "http://www.londoncouncils.gov.uk/policylobbying/localgovernmentfinance/lgfunding/capitalcrisis.htm" ��Enabling capital investment by London local government� produced by LG Futures for London Councils for details of some models currently used and considered for the future.
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