
Dundas & Wilson 

Finance Committee 
 

Inquiry into methods of funding capital investment projects 
 

Submission from Dundas & Wilson CS LLP (D&W) 
 

Case Study: East Lothian Schools PPP Project 

D&W is legal adviser to Innovate East Lothian Limited (Innovate) on the East Lothian Schools PPP 
Project (the Project) 
 
The Project involves the provision of six refurbished secondary schools and two new build 
community facilities and is notable because it suffered distress following the insolvency of the 
building contractor, facilities management contractor and one of its investors (Ballast plc and its UK 
subsidiaries) early in the construction period. 
 
The Project is worthy of consideration because: 
 

 it demonstrates the robustness of PFI/PPP contracting structures from the public sector 
perspective when subjected to significant "stress tests"; 

 
 it demonstrates the role equity investors play in rescuing distressed projects whereas the 

perception may be that senior lenders would be the instigators of a rescue; 
 

 it presents an interesting counter balance to perceptions of PFI/PPP investors and 
contractors making "super profits" and not sticking with projects when they encounter 
turbulence; 

 
 it raises questions as to whether PFI/PPP investors could deliver a rescue refinancing in 

projects in the context of recent funding terms (e.g. tighter cover ratios) than those 
applicable on the Project (which reached financial close in December 2002) or would be 
sufficiently incentivised to do so under NPDO structures; and 

 
 it demonstrated that PFI/PPP projects involving significant refurbishment and usual 

PFI/PPP risk profile, properly priced, are unlikely to provide value for money. 
 
Much has been reported on the problems encountered by the Project in the PFI and national press.  
Rather than reiterate the background and mechanics of the rescue refinancing we have enclosed 
with this submission papers summarising the key aspects which we prepared and which appeared 
in the Project Finance International Global Infrastructure Review in May 2004 and subsequently 
updated and published as Item 7 in Issue 6 PPP - In Depth April/May 2006 (Recycling PPPs). 
In essence, the costs to complete the Project rose significantly and were funded by the investors, 
senior lenders and subcontractors (and, importantly, not by the public sector).  Although there was 
considerable delay, the public sector received the works and services it originally contracted for 
and was insulated from the associated cost increases and funding shortfalls.  This is a very 
positive, but little publicised, outcome. 
 
Following the rescue refinancing in March 2004, the Project went on to suffer further distress, delay 
and increased construction costs.  However, such issues were primarily a function of the original 
technical scoping and uncovering of additional work requirements associated with completion of 
the refurbished Schools. Again, the public sector was insulated from the associated cost increases. 
 
Subject to client confidentiality, we would be happy to engage further or comment on the Project or 
more generally on the issue of distressed projects if this would be of assistance or interest to the 
Committee. 
 

 











By Michael Ryan, Infrastructure Investors Limited; Alan Jessop, Infrastructure Managers Limited; Sandra
Rafferty, CMS Cameron McKenna LLP; Paul Cleal, PricewaterhouseCoopers LLP; Amanda Methven, Dundas
& Wilson CS LLP; Brian Jacobsen, Willis

1 Introduction

The secondary equity market which emerged in 2001/2002 has developed quickly and the secondary funds
are now amongst the largest investors in the PFI sector. A large number of acquisitions have taken place in
2004 and 2005 and increasing attention is drawn to this sector, fuelling debate as to who the buyers and
sellers in the market will be; what is the equity providers’ strategic outlook and how this new market could
shape the future of PFI and PPP. 

1.1 The PFI/PPP market
The Private Finance Initiative (“PFI”) was launched in the UK in November 1992. Since then, it has
become an important and sustained means by which UK central and local government procures
capital-based services and infrastructure. The market has grown significantly. Currently, excluding
the three exceptionally large London Underground PPP projects, there are estimated to be over
650 such projects either in construction or operation, with a total capital value of over £25 billion. 

The first PFI projects became operational and started generating revenue in the very late 1990s. The
number of schemes generating revenue has increased significantly since then, and the continuing
number of projects reaching financial close since the mid 1990s means that there is a healthy
pipeline of projects in construction which will become operational for the foreseeable future. Tables
1 and 2 below summarise the expected growth in the UK secondary PFI market based on HM
Treasury data of PFI projects and spending projections contained in the Budget 2004. 

1.2 The development of the secondary market
For equity investors, PFI is perceived as a relatively low-risk investment. It is backed by
government covenant, provides a stable long-term yield and many of the risks are sub-contracted.
Unlike other areas of project finance, PFI has limited exposure to market risks (demand for the
infrastructure, commodity prices etc). The trend in the secondary market is to develop reasonably
large portfolios of yielding assets (typically after the construction phase).
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1.3 High profile deals
High profile secondary market transactions include: 

• AWG’s disposal of its stake in Tay Wastewater in Scotland (to Henderson Private Capital)
and the subsequent sale of International Water Holdings’ stakes in Tay Wastewater,
Highland and Moray Wastewater assets (to Infrastructure Investors); 

• the acquisition of HSBC Infrastructure’s interest in Falkirk Schools and the disposal by
Laing of M40 (to Secondary Market Infrastructure Fund);
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Table 1: Cumulative capital value of signed PFI deals (£000)

Table 2: Closed PFI projects and operational PFI projects 

Source: Barclays Private Equity 2004/HM Treasury



• the sale by Jarvis of University Partnership Programme to Alma Mater (a Barclays fund); and 

• a portfolio of 19 PFI assets from Noble Primary Fund (to Infrastructure Investors). 

1.4 The sellers
It appears that sellers dispose for a variety of reasons. The sale could be driven to meet year-end
financial pressures, or due to changes in business strategy or focus. For contractors, a disposal
may be sensible when an asset is post construction; or simply to “mark to market” – to
demonstrate to investors the potential worth of their portfolio through value realisation on an
individual sale. For financial investors, motives are often maximising monetary value. For most, the
sale crystallises an investment gain and allows the recycling of capital for funding other projects.

1.5 The buyers
In terms of the providers of secondary market equity, there are already a few names which
appear time and again. Amongst the largest are: Infrastructure Investors; Secondary Market
Infrastructure Fund; Prudential/Innisfree, Henderson Private Capital and, in the transport sector,
Macquarie. Other names in the market include: PFI Infrastructure Company and Laing. In total,
in excess of £1.5 billion of funds is specifically allocated to secondary market infrastructure by
funds which will focus predominantly on PFI.

The broader infrastructure sector beyond PFI is also attracting substantial funds. For example,
Goldman Sachs has set up a fund based in London, 3i has established an infrastructure group
and the Carlyle Group has recently set up an infrastructure investment team based in the US.

The healthy competition generated by these institutions has delivered prices and, usually, values
that also accounted for unrealised upside potentials within those assets. The appetite of the
secondary market investor is keen. For those who have raised significant capital and are looking
to invest in a realistic time scale, the competitive auction environment has so far ensured fair
pricing, and little “price-chipping” during the course of acquisitions. However, with an eye on the
longer term, buyers will need to ensure that they acquire wisely and that the price paid can be
justified by the yield which may be obtained. 

1.6 Strategic outlook
The secondary funds need to acquire and build a portfolio – at least 25 assets across PFI sectors
to reach a balanced risk diversification; with the ambition to run the whole portfolio under one
umbrella rather than a number of standalone SPVs; and in doing so, reshape the business and
generate value through economies of scale. This strategy aligns interests between the private and
public sectors, through the devotion of greater resources into the operation of the businesses, to
drive operating efficiencies and improve services for the public sector. The active role also seeks
to develop, and maintain a long-term relationship between the fund and the public sector.

1.7 Adding and protecting value
Essential to building a stable portfolio of operational project investments is the need for a highly
competent management that is closely linked with the portfolio, for functions common to many
projects such as accounting, tax, treasury and company secretarial services, as well as project
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specific functions such as relationship handling with the public sector, day-to-day management
of sub-contractors and skills to handle ad hoc demands such as in the case of refinancing and
market testing exercises. 

Refinancing is likely to be a major focus of secondary funds. In many cases, the valuations
anticipate refinancing gains and there is therefore a focus on the delivery of such gain. The
market to date has not been successful in refinancing smaller PFI assets (sub £50 million of total
capital) and this is one of the areas that secondary funds will need to address.

Not all projects operate smoothly post construction completion. Secondary funds tend not to be
deterred by a project’s initial “teething” phase post construction, and assets are acquired with
the intention to work closely with the SPV, project funders and other stakeholders to bring it to
an acceptable level of steady state.

The long-term focus of the secondary funds means that the projects need to perform well in the
long term to preserve the value of the investments.  In many respects, this means that the funds
have similar objectives to the public sector counterparty. The funds are incentivised through the
payment mechanism to ensure that facilities management and building performance is
satisfactory in compliance with the contracts.

Variations to the existing project scope are a common theme to operational assets. Some project
variations are akin to a new DBFO project and when they occur, it is important to ensure that the
intrinsic value of the existing project is not diluted through the change. 

1.8 Impact on the public sector
In some quarters of the public sector, the development of the secondary market is viewed with
suspicion. The inevitable assumption is that the funds are backed by city institutions only motivated
by short-term gain. There is, however, a limit to how much value can be created through financial
engineering. If the funds are to be successful, they need to focus on the long-term management of
the projects. PFI projects are long-term businesses and value can only be extracted in the short or
long term if management structures are in place to ensure that returns will continue to be delivered.
Although the ownership of secondary funds may change, it is somewhat unlikely that the assets will
be sold on a piecemeal basis (arguably in contrast to the primary funds). 

Whilst the secondary funds are not operating businesses in the sense of providing the services
to projects, they must become operating businesses in that they must manage service provision.
The fact that they are not service providers aligns them more closely to the public sector. For
example, on benchmarking/market testing, the sole objective of a secondary fund will not be the
protection of the service provider’s profitability.

The focus is the protection of long-term yields. The businesses must be managed so that the
assets are appropriately maintained and the service provision must comply with the
specifications. If the services are not delivered satisfactorily, the projects will suffer deductions
from revenue and the value of the investments in the fund will be damaged.

The trend is one of consolidation. The secondary funds are growing and some of the larger
contractors have shifted their focus towards the management of infrastructure assets and away
from their traditional businesses. This ought to be positive for the public sector as the focus will

City & Financial Publishing

Issue 6 April/May 2006 PPPIn-Depth

5



be on the preservation of the value of the investment, an objective aligned with the public sector
desire for efficient service provision and well maintained infrastructure.

2 Should owners of equity be sellers, and why? 

2.1 Who are the owners?
Since 1995, the PFI market in the UK has grown from almost nothing to a steady state of new
projects of around £3–4 billion per annum in terms of capital value (see Table 1 above), and a
cumulative total project value of approximately £50+ billion. Because of the typical 90 per cent
gearing structure of a PFI project, this level of overall investment implies that around £5 billion of
PFI equity has so far been invested in primary PFI deals. 

In the mid- to late-1990s the number of PFI financial investors remained small and contractors
were faced with needing to find significant levels of equity in order to fund their bidding activity.
For most, the motivation for investment in SPVs was the prospect of large construction
subcontracts or long-term facilities management opportunities. The government’s focus on
PFI as the principal method of capital procurement gave little option to the contractors other
than to build up portfolios of PFI equity. Gradually, the contractors formed separate investment
arms which were responsible for evaluating equity investments separate from the prospect of
gaining a subcontract and for managing the portfolio of assets going forward to optimise their
value. 

In recent years a significant percentage of this investment has been taken on by specialist PFI
financial investors such as those described above, as contractors have taken the opportunity to
bring such parties in either at the beginning of the bidding process or at later stages of the tender,
for example, shortly prior to financial close where the financial investor has the comfort of joining
a preferred bidder with a high degree of certainty that the deal will close. 

However, the ownership of PFI equity remained quite fragmented until the emergence of
secondary market investors who bring a greater degree of concentration in the industry by
buying individual project stakes and whole portfolios of deals. Developers now have realistic
options of disposing of the equity in PFI SPVs at virtually any stage of the process from pre-
qualification through to stable operations. 

Ownership of PFI project company equity is therefore divided between: 

• major construction contractors;

• major service providers; 

• financial investors; and 

• numerous small investors who have got involved in small PFI deals and other models such
as NHS LIFT.
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It is difficult to identify a precise split of the market between these categories, but what is
certain is that the ownership of the equity in the market is steadily being transferred to the
financial investors from the other three categories. Nevertheless, it is also clear that among the
non-financial current owners of PFI equity there are a range of different views about what to
do with these assets. The decision as to whether to hold on to investments, build a portfolio
further or sell is not straightforward and even the current bullish market has not led to
widespread sales among the holders of PFI equity. This section looks at some of the
motivations behind decisions to hold or sell PFI equity and identifies some sub-groups of
owners who are perhaps more likely to decide to part with their assets and those who might
have reasons for holding.

2.2 Motivations for selling, buying and holding

2.2.1 Why buy?
The motivations for buying PPP equity seem relatively clear and this is reflected by the range of
parties who are looking at investing in the PFI market and the global infrastructure market more
broadly. These parties include not only the UK-based secondary market funds, but also banks,
pension funds and other financial institutions based in North America, Australia, Europe and the
Far East. Recent acquisitions have been made by Macquarie and Allianz among others while the
likes of Deutsche, Merrill Lynch and Goldman Sachs have declared an interest in the
infrastructure market. 3i has set up a new infrastructure team and has allocated significant capital
to the area. In the US, the Carlyle Group (the large private equity firm) has recruited a high profile
team with a background in infrastructure so that it can develop its investments in the sector.
Among the principal motivations for buying such assets are:

• an attractive risk/return profile compared to property, bonds and equity in the current
market;

• the inflation-linked nature of many of the assets which provide a profile of returns attractive
to institutions such as pension funds with long-term liabilities to match;

• the opportunity to add further value by using expert knowledge of project structures to
optimise the value of individual projects beyond that which would normally be carried out
by trade investors in PFI; and

• further value-added opportunities through portfolio effects (including efficiencies across
insurance, SPV management and life-cycle management).

That much of the activity has been concentrated on the secondary market does not seem
surprising. Individual assets are time-consuming to develop through a tender process and there
are significant costs of bidding. Furthermore, there is the risk of losing the tender, project
cancellation for affordability or political reasons and then the effort of managing the project
through to construction completion. These reasons tend to result in the kind of apparent
asymmetry between primary and secondary returns that are currently seen in the market. Most
of the large new players (especially those focused on building large global infrastructure funds
who do not have any bidding or development capability anyway) are looking for reliable, stable
yields which tend to be associated with operational projects. 
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Another question is why this increased interest now? In the UK, PFI has now been around for long
enough to create critical mass and a stable environment which has certainly helped. Internationally
there seems a general and growing acceptance of the role of the private sector in the provision of
infrastructure – certainly in the transport sector and, following the UK model, increasingly in other
sectors. Models based on PFI are increasingly seen as the most viable procurement option going
forward and there is a wider and deeper understanding of the risk profile of a typical project.

2.2.2 Why sell?
A number of equally obvious motivations exist for selling given the surge in interest on the buy side:

• The entry into the secondary market of players with large funds to invest has fuelled the view
in many people’s minds that competition is at its highest with the funds having money that is
“burning a hole in their pockets”. This perception may come with a view that this situation is
a short-term consequence of market demand and that prices of assets may fall going forward.

• In the UK there are some specific market concerns. For example, the refinancing market
(which is an important contributor of value to the secondary funds) has all but dried up in
the last year. If this proved to be a permanent situation, then funds would not be able to
justify such high prices going forward.

• Some parties need/want cash. Some of the early portfolio sales (e.g., those by Edison,
Amey and Hyder) were motivated by financial difficulties in the wider groups. Other parties
might want to realise cash to fund growth in their business elsewhere such as acquisitions,
and certainly many contractors have a limit on the extent of cash that they would want tied
up in PFI equity at any one time, prompting a need for at least some sales to recycle their
investment. Even some of the financial investors from the primary market may wish to
return capital to their original investors and therefore wish to sell.

• There might also be accounting reasons for sale. This could be prompted by the need to
avoid consolidating an SPV within the group accounts (and the introduction of IFRS will no
doubt force some companies to re-evaluate the treatment of their join ventures in their
accounts – a topic that exceeds the scope of this article). One particular example of the
divergence between cash and accounting effects is refinancing, where a major cash
refinancing gain can have some unpleasant effects for group finance directors just before a
year end. The receipt of cash from refinancing may not contribute positively to accounting
profit and on the contrary may bring with it a loss to consolidate from breaking the interest
rate swap on the old debt – not a happy situation from a corporate earnings perspective.
Selling the equity stake following the refinancing may allow the cash receipt to be classified
as a profit, albeit an exceptional one. This has been the clear motivation behind some sales
of SPV stakes by quoted companies who are understandably focused on their earnings line.

2.2.3 Why hold?
We have not seen a wholesale rush to sell, and there have been equally compelling reasons for
that:

• Earnings from PFI portfolio contribute value to the corporate. Many construction and
facilities management companies return relatively low profits in a typical year and PFI can
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provide a significant percentage of those profits on an ongoing basis. Raising cash from
equity sales may look good in the short term (assuming the accounting effects are managed
properly), but in the longer term the sale of a major PFI asset may reduce future earnings
at plc level by £1–2m. This level of earnings is difficult to replace from other sources.

• The recent rise in prices in the market is arguably a reason for not selling. Where people
feel prices will rise further, they are likely to hold on to their investments and there is a good
argument for believing that the yields that investors will accept will at least be maintained
and will possibly fall a little further as more money flows in – especially given the recent
significant fall in gilt yields which makes the real yields in PFI higher in practice.

• A further reason to hold these assets is that value tends to increase over time for money
projects. There are no fixed rules as all projects are different, but for many deals the profile
of returns is such that anyone calculating a net present value using a relatively low
discount (such as 8–10 per cent) will often find that the NPV of the project continues to
increase over time until it reaches a peak several years into operation. This is true of
projects where the dividend stream is back-ended or where a substantial project “tail” or
residual value exists. In these cases only in the second half of the project life does the
value of the remaining cash-flows start to diminish. The profile of cash can be an argument
for holding assets rather than selling too early.

• There are also strategic reasons for keeping investments in PFI deals – some parties fear that
selling their PFI equity assets will appear to their ultimate client (i.e., government), that they
are less committed to the sector going forward. Other strategic reasons for keeping equity
might include retaining influence over the subcontracts at SPV board level (from the
perspective of future market testing or simply dealing with issues with the client as they arise),
or as part of building a presence in a sector which is seen as a core market for the future.

2.3 Conclusions
It seems clear that there is a significant and growing increase in interest in equity positions in all
forms of privately funded infrastructure of which the UK PFI market is a good example. This
increased demand does not appear to be transient and given falling gilt yields and lack of faith
in other potential investment sectors, the balance of probability suggests that the current pricing
in the infrastructure sector is sustainable for some time. 

Irrespective of demand for assets, given that the value of such projects typically increases over
the early years of a concession anyway, further growth in the value of the sector over time seems
likely. Whether a party decides to sell will depend on a variety of factors, but in particular their
view of: 

• The accounting effect on the owner and its relative importance (or not). We would expect
public companies to be much more focused than their private counterparts on the
accounting effects and less focused on cash. On balance, assuming that they deal with
any consolidation concerns they might be inclined to hold in order to protect future
earnings.

• Need or otherwise for cash (for whatever reason). Clearly, if a party needs cash to fund an
acquisition or if it is in financial distress a sale is much more likely.
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• Expectations of future prices for the assets. There are bound to be different views about
where prices will go in terms of the yields that incoming investors will pay. Owners of
equity may sell if they sense a “bubble” is being created, particularly if they have broader
concerns about the stability of the market.

• Strategic factors. Companies with long-term interests in a project (e.g., through a
subcontract) or in a particular sector to which they are committed are less likely in our view
to sell equity in those projects.

We expect some parties to take the opportunity to sell in the next year and others to hold. Some
will, of course, sell part of their portfolio. While the general trend over time is towards more equity
being transferred into the financial side of the market, who are arguably the more natural long-
term holders of the assets, there are perfectly good reasons for other parties not to sell if they
choose to in the short and medium term.

3 Approach to acquisitions – valuation issues 

3.1 Introduction
The secondary market is regarded as less risky than the primary market for a number of reasons.
Unlike the primary market, purchasers do not have to enter into an extended and costly bidding
process where there is a high probability that costs will not be recovered. In general, the
construction phase is finished and project facilities have completion certificates that are
accepted by the public sector client. The track record of the project also means that it is easier
to identify and analyse risks. In relation to upsides, many of the participants in early projects did
not expect the significant refinancing gains that are now feasible.

Given the above factors, it is unsurprising that sellers are making profits on disposal of
investments. The press has at times reported secondary market prices on the basis of the multiple
of cost of the original investment (which in some cases has been a multiple of three to four). This
is not a meaningful way of assessing the value of a primary portfolio because those projects which
have generated a high multiple were generally projects with a significant refinancing upside. 

The press has also focused on discount rates. This can be equally misleading. The first point to
note is that IRRs (Internal Rates of Return) in the primary market tend to be overstated, because
the cost of commitment is usually ignored. Taking an example of a project with a three-year
construction phase and an equity investment of £10 million with a 15 per cent return, the equity
would generally be invested at the end of year three and most primary investors would ignore the
cost of commitment. If the investor were to price the commitment on the basis of 5 per cent per
annum, the IRR would be 12.75 per cent rather than 15 per cent. If the investor were to take
account of £1 million of sunk costs on projects lost, the IRR would be 11.5 per cent. 

Similarly, the implied discount rate in the secondary market is open to misinterpretation. It tends
to be reported as the discount rate on the base-case cash flows. Clearly, this will be lower for a
project which has significant refinancing potential and higher for a project with problems. The
secondary market tends to adjust the base case cash flows and apply a discount factor to the

City & Financial Publishing10

PPPIn-Depth Issue 6 April/May 2006



revised cash flows. Most secondary players are aiming for a base yield, taking account of
upsides, of well in excess of 10 per cent.

Some of the issues which have affected secondary market valuations are considered below.

3.2 Upsides

3.2.1 Refinancing
Whilst PFI was in theory launched in 1992, it was not until 1998/99 that significant numbers of
projects achieved financial close. Even then the market was embryonic. Debt providers applied
their experience of other areas of project finance in developing term sheets for projects. As the
market has grown, the appetite of debt providers has increased and terms have improved
considerably. A typical project financed in 1998 might have:

• a debt tail of five years (i.e., 25-year debt for a 30-year project);

• a margin of 110 basis points (1.1 per cent);

• a loan life cover ratio of 1.4.

In today’s market, it would be possible to reduce the tail to one year (effectively borrowing
against an extra four years of revenues), reduce the margin to 80 basis points and reduce the
ratio to 1.2. Clearly, the cost of funds is reduced, but the major benefit is the potential to borrow
additional monies which can be returned to shareholders. If the example project had a capital
cost of £100 million and debt of £90 million, it might now be possible to borrow £120 million. 

In the early PFI projects, the public sector was not entitled to a share of the refinancing gain.
When the extent of the refinancing gains became apparent, the public sector started to negotiate
a contractual share of this upside. Most projects signed in 2001 and 2002 have bespoke sharing
provisions. In 2002, standard drafting was developed by the Treasury Task Force, to apply to
future projects and a Code of Conduct was developed to apply to projects where there were no
sharing provisions. The standard drafting entitles the public sector body to a 50 per cent share
and the Code entitles them to a 30 per cent share. In general the private sector has accepted
these provisions. 

To date, progress has been disappointing on refinancings. Most of the large PFI hospital projects
have been refinanced, but disappointingly few of the smaller (sub £50 million) projects have been
restructured. There are a number of reasons for this:

• In some cases, the gains are too small to justify the cost and effort of a refinancing.

• Some corporate restructuring is usually required in order to extract the gain within the
confines imposed by accounting standards and the Companies Acts. This can be
expensive.

• Many of the participants in PFI projects are listed companies. In general their performance
is measured on profits rather than cash flows. Refinancings are good for producing cash,
but not necessarily profits. For tax reasons, the upfront portion of the refinancing gain is
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usually structured as a capital receipt rather than revenue. In many cases, refinancings
require that an interest rate swap be broken and accounting dictates that this be treated as
a loss. The extra gearing means that the project vehicle generates less profit than before.

Political factors may also have an effect. Understandably there has been a lot of focus on
refinancings because of the size of the gains. The NAO has reviewed some of the large hospital
refinancings and there have been some negative findings. In particular, some of the deals have
been criticised because as part of the refinancing the private sector has negotiated a more
favourable position on a separate commercial issue (e.g., an extension to the concession). 

From a secondary market perspective, the funds have a clear interest in making progress in
relation to refinancings. In many cases, the acquisition assumptions will take account of the
refinancing potential and are therefore taken into account in the base case, against which
performance is measured.

3.2.2 Portfolio factors
Secondary funds may be able to take advantage of their size and organisation to generate cost
savings in areas such as project company management, insurance and treasury management. Unlike
some primary funds, all secondary funds will contemplate the acquisition of 100 per cent stakes in
projects. In these cases, it is often necessary to take over the management of the project company.

3.3 Potential downsides

3.3.1 Unitary charge
There have been numerous disputes regarding the payment of the unitary charge. There have
been instances where the indexation formula in the financial model differs from the formula in the
project agreement, and cases where there is a dispute regarding costs to be passed through to
the public sector. One of the advantages for the secondary purchaser is that the dispute will
generally be apparent at the time of purchase.

3.3.2 Volume risks
Most accommodation projects are structured so that limited demand risk is passed to the private
sector. In the transport sector, it is more common for the private sector to take volume risk. This
is also a risk that is much easier to assess when a project has a track record as the “day 1”
demand will be established. 

The traffic revenue for the early DBFO road projects was structured in bands and in most cases,
the greatest proportion of the income is derived from the lower traffic bands. On some of these
projects, traffic has already exceeded the upper band and there is, therefore, very limited traffic
risk (except in the unlikely event that traffic falls) although this may increase maintenance costs
risks, particularly if there is more HGV traffic than expected.

Some projects, particularly in the education sector are exposed to third party income risk. The
project company is incentivised to use the sports facilities out of hours to generate additional
income. Performance to date suggests that many consortia over-estimated the ability to
generate income from this source.



3.3.3 Residual value risks
On some accommodation projects, the property remains with the private sector at the end of the
concession (e.g., MOD housing projects). An incoming equity provider therefore has to form a
view regarding the residual value of the property at the end of the concession. In many cases,
the original equity providers will have adopted a conservative approach to valuation, but the
secondary purchasers will tend to adopt more aggressive assumptions.

3.3.4 Issues in relation to building works
Equity and debt providers for PFI projects aim to subcontract all building risks to a building
contractor. In practice, this has not always been successful. One of the advantages of buying
equity in the secondary market is that the building works are generally complete. There are,
however, sometimes unresolved disputes with building contractors, for example, claims by the
contractor that certain elements of the works carried out should have been classified as variations.

The specification of building works can be problematic in refurbishment projects. A secondary
purchaser needs to be wary of early life cycle issues, for example, in relation to roofs which were
not replaced during the construction period. It may not be possible to argue that these are
building defects, even if they occur soon after construction completion.

In schools projects, ventilation is often an issue. Affordability constraints mean that it is unlikely
that air conditioning will be fitted extensively in schools and there are often complaints regarding
high temperatures/poor air flow in the summer period.

On many projects, whilst construction may be complete, building defects still have to be
managed.

3.3.5 Life cycle risks
Life cycle risks are often retained by the project company. Even if they are sub-contracted to the
FM provider, the risks still have to be assessed by a secondary purchaser, as it may not be
possible to rely on the covenant of the FM provider for the full operational period. Due diligence
is therefore required to assess the adequacy of the provision.

Given a lack of historical data, life cycle risks are generally difficult to assess and this is
particularly the case on certain types of projects, including:

• Refurbishment projects: The extent of refurbishment obviously varies from project to
project and the purchaser of equity needs to understand the extent of the building works
carried out in the construction phase to properly assess the adequacy of the life cycle
projections.

• Transport projects: In many cases, these involve taking over existing infrastructure. Unlike
accommodation projects where life cycle costs are generally less than building costs, on
some road projects, maintenance and life cycle costs can exceed building costs by a
factor of more than ten. On some projects such as the London Underground, it is not
possible to carry out complete surveys.
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3.3.6 FM provision
Most PFI projects are either in the construction phase or in the early stage of operations. There
is therefore limited track record of service provision. Nevertheless, there are occasional issues in
relation to the quality of service provision. In cases where the life cycle risk is retained by the
project company, there may be interface issues (arguments over what constitutes life cycle as
opposed to basic maintenance), or concerns that the planned preventative maintenance is not
being carried out satisfactorily.

3.3.7 Benchmarking
Most accommodation projects have provisions whereby the cost of some of the services can be
benchmarked or market tested. In general this reduces risk as it reduces dependence on the
service provider. In some cases, part of the risk is retained by the project company (e.g., only 50
per cent of an increase may be passed on to the public sector client). Relatively few projects have
been through the benchmarking process to date. If the process results in dramatic increases in
costs to be passed through to the public sector, it may give rise to disputes. In some older
projects, the benchmarking provisions are not passed through to the public sector and the
project company is therefore exposed to cost increases.

3.3.8 Insurance costs
Insurance costs have had a material and adverse effect on the returns of PFI projects, particularly
in the education sector. Prior to 2001, the risk was generally borne by project companies. In
2001, one of the main insurance providers ceased to trade and the market was also affected by
the events of “9/11”. As a consequence, insurance premiums increased by up to 300 per cent.
Later projects tend to have benchmarking provisions which reduce the risk. A potential mitigant
against such increases is that secondary funds should be able use their buying power to reduce
the exposure to insurance costs.

3.3.9 Management of project company
In some cases, it is necessary for the secondary purchaser to take over the management of the
project company. This may be because:

• the company providing the service is selling its equity stake and no longer wishes to
provide project company management services;

• there are concerns about the quality of the service or concerns regarding conflicts of
interest (e.g., if the same company is providing the FM services).

In many early projects, budgets set for management services are insufficient and the secondary
purchaser needs to take account of the realistic costs of providing the service.

3.3.10 Taxation
The tax provision of the project company needs to be considered by the purchaser. This is rarely
the most material valuation issue, but there may be cases where the project company’s
assumptions are aggressive.
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3.3.11 Relationships
The relationship with the public sector is important to the success of PFI projects. The best
projects to be involved in are often those where the contract is rarely referred to and the parties
deal with issues through discussion. For a secondary purchaser, the difficulties (including
management cost and time) which can arise from a strained relationship between the parties
should not be underestimated although often the change of shareholders may be the opportunity
to address the issues.

3.3.12 Unusual contractual provisions
PFI has developed to a point where the contractual provisions are relatively standard. The
secondary market is buying stakes in many early projects, many of which were signed before
standardisation. It is generally not possible to renegotiate these points: the secondary purchaser
needs to decide whether an issue is a deal breaker or not.

4 Legal and due diligence issues 

The PFI/PPP secondary market has gone from strength to strength, originally associated with
distressed sellers, it is now emerging as an exciting and attractive market for investors. The risks and
opportunities that PFI/PPP offers secondary buyers are being realised and over the past 18 months
there has been a strong demand for PFI/PPP assets from the secondary funds. PFI/PPP assets are
now attracting the interest of pensions and insurance funds, private equity houses and other
institutional investors. Competition between purchasers is increasing and the market is becoming
more sophisticated. A purchaser’s approach to due diligence and legal issues in a PFI/PPP secondary
market transaction should not be under-estimated, as it could mean the difference between winning
and losing a bid.

4.1 Acquisition structures
There is no “typical” acquisition structure in a PFI secondary market transaction. The structure
will primarily be determined by what a seller is actually selling, as well as any tax and accounting
issues of the seller. Assuming that the majority of PFI/PPP projects have a holding company
(“Holdco”) and project company structure (“Projco”) typical structures can be:

• Single asset – acquisition of a single PFI/PPP asset will usually be by way of purchase
of some or all of the shares and subordinated debt in Holdco. A purchaser should also
ensure as part of its due diligence (see below) that any “drag-along” or “tag-along”
provisions (which could force/enable another shareholder in Holdco to sell its interest
to the purchaser) are not triggered by such an acquisition, since a purchaser may find
itself acquiring a greater stake in the PFI/PPP asset, and negotiating with multiple
sellers.

• Portfolio sales – such sales are becoming more frequent and purchasers should be mindful
that this is a way for a seller to dispose of some of its less attractive assets with its more
saleable ones. In such instances, a purchaser needs to ensure appropriate due diligence
(legal, financial and technical) is undertaken on such assets.
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• Parent company – instead of a purchaser acquiring shares in Holdco, some PFI secondary
market acquisitions may involve the acquisition of shares in a direct or indirect shareholder
of Holdco. Such an acquisition structure may avoid triggering pre-emption and change of
control provisions. However, purchasers should be mindful about the company’s activities
and undertake appropriate due diligence.

• Economic interest – instead of directly acquiring the shares and subordinated debt in
Holdco, purchasers may acquire the seller’s income stream (i.e., all dividends and interest
on the subordinated debt) in a project. This does tend to result in a more complex
acquisition structure and can be extremely document intensive.

4.2 Sale process
It is not always the seller who will determine the type of sale process adopted in a secondary
market transaction. The following tend to be the usual routes:

• Competitive/auction process – the PFI/PPP secondary market has, to an extent, became
a seller’s market. A competitive auction is typical whether it is a single asset or a portfolio
of assets being sold. As in any M&A transaction, an information memorandum is usually
produced providing legal and financial information on the PFI/PPP assets. Purchasers are
expected to undertake due diligence, mark up a sale agreement, and at times negotiate
and agree the sale agreement before a preferred bidder is announced. However, unlike on
standard M&A transactions when purchasers in a competitive situation tend to receive a
costs indemnity (covering the reasonable due diligence costs of the purchaser), such
indemnities are less frequent on a PFI/PPP secondary market transaction.

• Direct/exclusive sale – there have been many transactions in the secondary market that have not
gone through an auction process. Prospective purchasers are mindful of the time and money
they invest during a competitive process without receiving a costs indemnity and therefore look
for ways to avoid possible unnecessary costs, should they not become preferred bidder.

– Certain prospective purchasers have made direct approaches to potential sellers, who
may not have necessarily indicated an intent to sell. However, when faced with a
potential purchaser, particularly one who knows the market, who can commit to do due
diligence and agree a straightforward sale agreement within a short period, as well as
offer the right price, certain sellers are willing to avoid an auction and will agree to a
short period of exclusivity to enable a deal to be concluded.

– However, even where there is both a willing seller and a willing buyer, quite often there
is a risk of pre-emption, which may prevent the prospective purchaser from completing
the acquisition.

• Pre-emptive offer – if a seller has received a bona fide offer from a third party purchaser
(whether through the competitive or direct process) and Holdco’s articles of association
contain rights of pre-emption, a shareholder is entitled to pre-empt such offer.

– If there is any risk of pre-emption rights being exercised by a non-selling shareholder,
this needs to be addressed early on in the transaction process as it may affect a
purchaser’s decision to incur time and costs in undertaking due diligence. Waivers of
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Table 3: Key areas for review in project documents 

Due diligence – financial close
Pass through to sub-contractors – has there been full pass
through of risks to the sub-contractors? If not, the risks left with
Projco need to be identified.

Termination/compensation on termination – termination
thresholds in the project agreement and the sub-contracts
should be reviewed to assess the opportunity for Projco to take
remedial action before the project agreement is terminated.

Payment mechanism – identify if there are exclusive remedies
and what the authority’s remedy is for non-performance.

Insurance – what happens on uninsurability and what are the
circumstances when Projco may have to meet additional costs?

Refinancing – are there any restrictions on changing the finance
documents without authority consent? Are there refinancing
gain share provisions?

Pre-emption – are there such provisions and how do they
operate?

Drag/tag along provisions – when may these be triggered?
Could a prospective purchaser end up acquiring more shares
than originally anticipated?

Due diligence – post financial close
Breach of project documents – has this occurred? In particular,
has there been a breach of the finance documents and has this
led to a distribution lock up?

Will the scheduled opening date be met? – is the project on time
or are there delays, and what is causing them? If there is a delay,
is Projco entitled to relief?

Have liquidated damages (“LADs”) been claimed? – have any
LADs been claimed and if so, how much has been claimed, and
how close to the cap is this amount?

Contract price deductions – have there been any deductions
and if so, why have there been deductions? 

Litigation – are there any disputes between the sub-contractors,
Projco or the authority? If so, what are they about and how are
they affecting the project?

Variations – have there been any and what are they?

The level of due diligence undertaken may
be affected by the identity of the purchaser
and its level of sophistication:

Third party purchasers: it is unrealistic
for any seller to expect a third party
purchaser to do no due diligence
whatsoever, and such an approach is
likely to result in a request for the
provision of a greater number of
warranties or indemnity protection.

Operator shareholder: an operator
shareholder is unlikely to require
much due diligence as it will be
running the project on a daily basis,
assuming it is in the operating phase.
The operator will, however, wish to
undertake certain due diligence on the
construction aspects of the project –
in particular, ascertaining the period
and level of cover for latent defects
and will also require some basic
warranty protection.

Financial investor shareholder:
although a shareholder, a financial
investor is likely to maintain that it
does not know what is occurring on a
daily basis in respect of the project
and will therefore require further due
diligence, in spite of the fact that it is
arguable that having received board
packs and attended board meetings,
such shareholder should have
reasonable knowledge of the project.



pre-emption should be sought or, alternatively, a seller could offer to pay a costs
indemnity to a prospective purchaser, should a shareholder actually pre-empt.

– Non-selling shareholders have been known not to give a waiver of pre-emption until a
prospective purchaser has undertaken due diligence and then offered an indicative
price, only deciding once the offer price is known whether to pre-empt or not. In such
circumstances prospective purchasers are often able to agree a costs indemnity with
the seller since the threat of a non-selling shareholder pre-empting is a greater risk.

4.3 Due diligence
Due diligence is a sensitive area for all parties, and sometimes there can be a mismatch of thought
between the seller, who may prefer there to be minimum due diligence, and the purchaser who is
likely to want to undertake more detailed due diligence. Balanced with this is the level of warranty
protection that a purchaser will require. Both purchaser and seller need to understand that greater
due diligence will mean fewer warranties, whereas less due diligence may mean the converse. 

As a seller, before allowing any prospective purchaser to undertake due diligence it is necessary to
check the confidentiality provisions in the project documents as to what can be shown to a bona
fide purchaser. Disclosure may not be allowed at all, or consent may be required. It is advisable to
ensure all bidders sign a confidentiality agreement prior to handing over any information.

Ultimately, the level of due diligence undertaken and warranties provided will depend on the
strength of the bargaining position of both seller and purchaser.

4.4 Commercial approach
It is important for prospective purchasers to take a commercial approach to due diligence and
bear in mind that: 1) several law firms – acting on behalf of the investors, the authority and the
lenders – will have previously reviewed the project documents at financial close; 2) the target
company is likely to be a special purpose vehicle that has done nothing other than undertake the
PFI/PPP project; and 3) if the project is in the operating phase, construction risk will be reduced.

Due diligence can be as complicated or straightforward as a purchaser wants to make it.
Purchasers should consider using due diligence questionnaires tailored to PFI/PPP secondary
market transactions and not a regular M&A questionnaire, as the latter will raise very few
questions that will be relevant for such a transaction. As the PFI/PPP secondary market becomes
more sophisticated and competition increases, the use of such questionnaires will be key to
enable prospective purchasers quickly to prioritise due diligence issues, particularly if time is
limited for carrying out due diligence before submitting a bid.

4.5 Specific due diligence issues
Some key areas, which are by no means exhaustive that should be reviewed in the project
documents, are set out in Table 3.

One of the most important areas of due diligence will be in relation to events occurring post
financial close. Due diligence on post-financial close matters will indicate the likelihood of a
purchaser’s equity investment losing value and a purchaser and its team will therefore need to
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know what questions to ask and why. For example, is the project running smoothly, or is it in
trouble? Could it be behind schedule and near its cap on LADs, or worse, could it be heading
towards termination? A few such issues to consider are listed in the table.

4.6 Interpreting due diligence
Having carried out due diligence, the skill for any purchaser and its advisors will be to interpret
the information.

If due diligence has revealed nothing untoward, a purchaser can proceed to
exchange/completion of contracts. However, where issues do arise, a purchaser must consider
what this information means in the context of its proposed investment. Where issues do arise,
there are a range of options available to a purchaser:

• to do nothing, since the risk existed at financial close and the purchase price reflects this;

• to obtain an indemnity;

• to defer part of the consideration. This is preferable to an indemnity if the risk is more likely
to occur if a limited partnership is the seller because once there is a distribution to its
limited partners, recoverability under a warranty or indemnity will be nearly impossible;

• to seek a price reduction if none of the above are appropriate; or

• to abort as a final option.

4.7 Legal documents
The documents required for a PFI/PPP secondary markets transaction are not dissimilar to those
used in a typical M&A transaction, although if the transaction involves sale of the economic
interest, there is likely to be other documentation. However, although the transaction
documentation may be similar, there are also some differences in their contents.

4.8 Heads of terms
Upon being appointed preferred bidder, it is usual for heads of terms to be signed. The heads of
terms will record the principal terms of the agreement and can help to avoid misunderstandings.
There is no standard form and they can vary from a simple letter to a more formal deed.

Although heads of terms are not intended to create exhaustive legally binding obligations, they are
sufficiently formal to give rise to morally binding commitments. Heads of terms may, however, contain
certain obligations which are legally binding, relating to such matters as confidentiality, exclusivity of
negotiations and costs indemnity. In most cases, when preparing heads of terms, a summary of the
main terms of what has been agreed between the parties is all that is required, so much time and effort
can be wasted in preparing a document which is overly detailed and needs to be renegotiated. 

It is important when drafting heads of terms that the negotiation of the heads does not result in
negotiating the actual sale agreement.

City & Financial Publishing

Issue 6 April/May 2006 PPPIn-Depth

19



City & Financial Publishing20

PPPIn-Depth Issue 6 April/May 2006

Table 4: Share purchase agreement – key provisions

Guarantor as a party – if the seller is a subsidiary and enters into significant obligations (e.g., warranties and
indemnities), the purchaser will want the strongest possible covenant to answer for any breaches of these
provisions. This is less likely to be an issue in respect of the purchaser since its obligation to pay the
consideration will be discharged unless there is a gap between exchange and completion or an element of
deferred consideration.

Multiple sellers – the issue will be whether there is joint and several liability, or merely several liability when
allocating liability for warranties. Bearing in mind the type of warranties provided in a PFI/PPP secondary
markets transaction, several liability would not be unusual.

Identity of assets – whether the acquisition is for a single asset or a portfolio of assets, the SPA should
clearly identify the amount of shares and subordinated debt being acquired, particularly because in many
projects there is early repayment of subordinated debt, and therefore a purchaser does not want to risk
paying for something it may not get.

Sale of all assets – in a single asset acquisition, all shares and subordinated debt to be sold would usually
be purchased at the same time. However, in portfolio acquisitions, the SPA may provide for completion of
those PFI/PPP assets capable of being completed on the anticipated completion date, even if it means not
all assets can be purchased on the same date and some are acquired subsequently. 

Dividends and distributions – if a payment date for a dividend and/or distribution arises prior to completion,
but after making an offer, a purchaser needs to ensure that the heads of terms and/or the SPA reflect
whether the purchaser priced to receive such payment or not. Quite often parties misunderstand who is
actually entitled to the relevant dividend/distribution. In addition, if completion is delayed and a payment
date arises after the anticipated completion date, the heads of terms and SPA should also make it clear
that payments from the anticipated completion date are for the purchaser’s account on the basis that the
consideration is priced to reflect the purchaser’s expectation that it will receive such payments.

Consideration – (ignoring any possible dividend/distribution payments) this is likely to be a specific amount
since a purchaser will have used the financial model for a project to assist on pricing, and the need for
completion accounts is less likely. Retention of part of the consideration on PFI/PPP secondary market
acquisitions is less usual and any issues/problems tend to be reflected in the actual consideration, as due
diligence should have identified any actual problems up front without the need for post-completion
adjustments.

Conditions – due diligence will reveal those consents that a seller will need to obtain prior to selling its
interest. To the extent lender, public sector or shareholder consent is not obtained when the SPA is due to
be signed. The obtaining of such consents will become conditions to the SPA resulting in a gap between
exchange and completion. A long-stop date for completion of the SPA will need to be included and should
be flexible to allow for an extension if necessary.
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Gap between exchange and completion – as in any M&A transaction where there is not simultaneous
exchange and completion, it is necessary to protect the purchaser’s position while recognising the
importance of keeping Projco running as normal during the interim period. However, in a PFI/PPP
secondary market acquisition, the protective provisions used in a normal M&A deal are not necessarily
appropriate, because if there are other shareholders in Holdco, the seller may not be able to control what
Projco can or cannot do. Accordingly, the protective provisions between exchange and completion tend to
be limited to what the seller itself can or cannot do to affect the project and project documentation.

Repetition of warranties – a gap between exchange and completion does not guarantee repetition of
warranties. This will depend on the level and type of warranties provided, although, as a minimum, a
purchaser would expect title and capacity warranties to be repeated.

Completion – the completion provisions are typical of any M&A completion and will specify the documents
to be executed, board appointments and resignations, and other administrative matters for the parties to
reflect the secondary market transaction.

Warranties – the level of warranties required in a PFI/PPP secondary markets transaction differ significantly
from those in a typical M&A transaction and can make or break a prospective purchaser’s bid. Warranties
are significantly reduced and, unlike on an M&A deal where there may be 30 pages of warranties, on a
secondary markets transaction there may only be a few pages. Quite often, however, there is included a
warranty in respect of the accuracy of information disclosed as part of the due diligence process, which to
a lawyer on a standard M&A deal would be a contentious area of negotiation, yet is becoming an accepted
warranty in the PFI/PPP secondary market.

Assignment – this is only likely to be allowed intra-group and to lenders taking security, which is similar to
many M&A transactions. 

Limits on liability – unlike a standard M&A deal where there are extensive limitations and market standards
in respect of small claims, a threshold above which damage must be suffered before any claim can be
made, expiry date for warranties and a maximum liability, secondary market transactions have fewer
limitations and no standards other than in respect of title and capacity warranties where a purchaser would
expect to recover 100 per cent of the consideration. Otherwise, the level of limitations will depend on how
aggressive a bid a prospective purchaser wishes to make and on the type and level of warranties
requested. This is a further area where experience of the asset and market will assist a prospective
purchaser.

Tax indemnity – this is to protect a purchaser against unexpected tax costs in Holdco/Projco, that is, tax
liabilities pre-completion. On a standard M&A deal a long-form detailed tax indemnity is usual when
acquiring all the shares in a company or a majority stake. Secondary PFI/PPP acquisitions may still include
a tax indemnity although it is usually a much shorter and simpler form of indemnity.



4.9 Share purchase agreement
The share purchase agreement (“SPA”), although similar, does contain some differences to an
SPA in a standard M&A deal. Some of the key provisions are set out in Table 4.

4.10 Disclosure letter
The disclosure letter is a key document in any M&A acquisition. It sets out the matters which qualify
the seller’s warranties, the effect being to prevent the purchaser from suing the seller in respect of
the matters disclosed on the basis that the purchaser will (by virtue of the disclosure letter) have
actual knowledge of those matters at, or prior to, completion. Disclosure usually goes hand in hand
with due diligence and supplements what the purchaser already knows. Therefore, assuming due
diligence has provided sufficient information to a seller, then on a PFI/PPP secondary market
transaction the level of information subsequently disclosed should be minimal, particularly bearing
in mind that warranties are less extensive in a PFI/PPP secondary markets transaction.

4.11 Conclusion
PFI/PPP secondary market transactions are becoming more competitive, timetables are
becoming truncated, and although the documentation for such transactions seems shorter
and simpler, PFI/PPP secondary market transactions are understatedly more sophisticated.
More innovative structures are being introduced, and purchasers and their advisers need to
understand what is being acquired. Due diligence needs to have tailored prioritised
questionnaires and a purchaser’s team needs to be sufficiently experienced to understand
and identify the real risks in a project, how they can be managed, and what (if any) protections
are required in the sale documentation, whether by way of warranty, between exchange and
completion or otherwise. This will make the difference between a purchaser winning and
losing a bid.

5 Insurance diligence 

Due diligence can be an extremely sensitive issue for all parties involved in view of the potential
for conflict between the seller and purchaser as to the scope of work undertaken. However, the
parties need to understand that greater due diligence will ultimately mean that fewer warranties
will be required in the purchase agreement. 

The undertaking of a thorough due diligence review of a target project’s insurance and risk
management programme is an important aspect of the overall due diligence process. However,
it is important for the prospective purchasers to adopt a commercial approach to due diligence
and bear in mind that several insurance advisers (acting on behalf of the investors, the authority
and the lenders) will have previously reviewed the insurance requirements at financial close; the
SPV having been unlikely to have done anything more than undertake the PFI project.

The review should include an analysis of the various project documentation including the Project
or Concession Agreement, the Finance and FM Agreements and the existing insurance
arrangements to reflect how accurately the insurance coverage meets the project requirements
and PFI business environment. It should also assess whether there is any exposure to risk that
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is not appropriately insured or financed, as this may represent a real risk to the potential acquirer.
The insurance programme in place must also be acceptable to the lenders, whilst the level of
cover and deductibles must be appropriate for the Project. It is also important that the risks are
appropriately mitigated and that the cost gives an acceptable benefit to all Insured Parties.

The Willis PFI Practice undertakes these tasks with the purpose and methodology outlined as follows:

5.1 Purpose
The ultimate purpose of our review is to identify any potential insurance related deal breakers including
significant cost implications for the acquisition structure. In turn, this will assist the acquirer to:

• identify any hidden or underinsured liabilities or exposures which should/could be addressed
by insurance;

• minimise the parties’ reliance on contractual warranties;

• provide comfort to the finance providers.

5.2 Methodology
No two due diligence exercises will be the same, but in essence, a typical due diligence exercise will
include an analysis of, inter alia:

5.2.1 Project specific issues
• Comparison of insurance costs versus financial model.

• What happens on uninsurability and what are the circumstances when ProjectCo may have to
meet additional costs?

• Breach of the insurance requirements of the various project documents, for example:

– sums insured (when were the buildings last revalued for insurance purposes?) and
indemnity limits;

– financial security of selected insurance companies;

– lenders’ endorsements, non vitiation, etc;

– potential savings for inclusion of the Project within a Portfolio. 

5.2.2 Liabilities  
A review of the risks and corresponding insurance coverage, whether historical or current, arising
from:

• public/products liability;
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• professional liability;

• outstanding litigation;

• environmental Issues.

5.2.3 Assets
An analysis of how adequately and effectively the assets of the ProjectCo are protected through
appropriate insurance cognisant with the requirements of the respective insurance schedules
contained in the Project Bible.

5.2.4 Loss profiling
A review of the historical losses incurred by the Project including:

• major outstanding losses;

• trends within the loss history;

• assessment of any potentially uninsured losses in the future (for historical periods of
insurance) as a result of insurer insolvency for historical periods of insurance.

As competition in the PFI secondary market increases with time, it is inevitable that transactions
will become more sophisticated and timetables will come under increasing pressure. This, in
turn, will lead to less time to undertake due diligence. However, the due diligence report is
designed to enable the prospective purchaser to facilitate a better informed bid, thus reducing
the risk of paying an over inflated price for the Project assets. 

6 Managing project companies

6.1 Introduction
Management of project vehicles has received greater focus with the advent of the secondary
market for PFI investments.

Various models have been followed historically:

• Full on-site team – The larger projects were able to justify the costs of a full team of up to
eight people on-site, managing the various aspects of the concession, all directly
employed by the project company.

• Seconded employee – Often one or more employees from one of the investing/contracting
parties (typically the construction contractor) would be seconded to the project vehicle. In
many cases, they had been part of the bid team and therefore had intimate knowledge of
the contractual structure and inherent risks.
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• Sub-contracting to investor – Functions such as finance were often sub-contracted to the
finance department of one of the investors, with work done off-site.

• Contracting party – The construction contractor and/or FM contractor could undertake the
role as part of their main contract.

• “Fingers crossed, it will be alright, and someone else will deal with it!” – A number of projects
were undertaken without much thought as to the management role, with shareholders’
representatives, directors etc. undertaking ad hoc functions as and when required.

6.2 Recent developments
A number of factors have materialised in recent times to bring a different focus to project
company management and this change has led to the advent of an independent management
sector or discrete management function, particularly within the major PFI funds.

• Projects moving to the operational phase – Many of the earliest projects are now into
their operational phases. This raises a number of issues which often require a different
approach and skill set to resolve. The key to success lies in the day-to-day relationship
with the public sector party occupying the facility and the interface with the provider of
facilities management services. Construction-related problems become more infrequent
and facilities management, maintenance and lifecycle issues take on greater
prominence.

• Bundling of projects – In order to create critical mass the public sector has bundled
projects; bidders have begun to focus on geographical areas and sectoral expertise.
Local authorities have reached the second or third stage of a development plan with a
number of projects promoted in a particular region. This has created the ability to
manage on a more efficient/cost-effective basis, as a manager can be responsible for
more than one facility. Benefits also accrue from standard form documents either driven
centrally by the public sector or by the use of standard subcontracts developed for other
projects. Bidders have the ability to draw upon local/market knowledge which can
deliver cost savings etc. if they focus geographically or sectorally. 

• Trading of assets – With the advent of the secondary market liquidity has developed and
individual assets and portfolios are now being freely traded. This has meant a greater
focus on the management function. In order to maximise value, the project company will
require embedded management (although the TUPE implications will have to be
considered); a potential purchaser with the resources or structure to undertake the role
themselves, or management already contracted to an independent party so that the
management remains unchanged despite the equity sale. The benefit of continued
management could be reflected in a higher price accruing to the seller.

• Disputes – Unfortunately there have been a number of instances recently which have
resulted in formal disputes of arbitration. This is often due to poor or unfocused
management. The potential cost to equity and debt is high and the capital loss (or equity
injection to keep the project “afloat”) more often than not is considerably higher than the
annual cost of dedicated management.
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• “Commercial” PFI/PPP – Recently, projects have place a greater emphasis on Third
Party Income and more complex contractual structures, both requiring a higher degree
of management.

6.3 Benefits of strong management
• Minimising risks – With experiences shared across a portfolio of projects the proactive

application of lessons learned will minimise the risk of issues spiralling out of control and
ultimately leading to loss of value.

• Maximising value – The purchasing power of centralised management can lead to large
reductions in the costs of required services such as insurance and legal. Efficient
management on a geographical and sector basis with a centralised pool of specifically
skilled resources should deliver cost savings when compared to a full-time on-site
presence.

• Conflicts and disputes – Strong, continual management can often prevent disputes by
careful application of knowledge gained over a period of time, in terms of both the
contractual position and the personalities involved. With the advent of new legislation
(health and safety, HR, etc) specialised advice and guidance is required. This can be
provided in a cost-effective manner from a centralised management pool.

6.4 Future issues
• Benchmarking/market testing – As projects move further into the operational phase, the

benchmarking and/or market testing of services will be required, typically five to seven
years post construction completion. To date a limited number of projects have been
through this process and in future there will be a significant number each year. This
process will require careful management over an extended period to ensure that the
correct process is followed and that all parties are satisfied with the outcome.

• Variations and changes – As projects progress, the public sector often identifies changes
to accommodation and/or services. This can be by way of minor works or changes, but it
is becoming more usual for major changes (up to 50 per cent of original capital value) to
be requested. Again this requires careful management with issues such as life cycle,
maintenance, services, insurance and health and safety requiring to be considered and
where appropriate, priced accordingly.

• Refinancing – Many projects when in steady state will be refinanced and this again requires
good relationship management to ensure that relationships are maintained. Funders who
are providing aggressive lending terms will require the project to be well managed.

• Life cycle – This is the major risk for most accommodation PFIs and many projects are now
reaching the point where this risk could crystallize. This may be in the form of early
replacement of fixtures, fittings or equipment, and elements of buildings requiring funds to
be spent to ensure continued adherence with the output specification. Management of
expenditure is required, and of the actual works to minimise disruption and risk; and
resources must be made available to ensure that this is competently achieved.
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• Third party income – As stated above, many new PFIs require third party income to be
generated, with school buildings let for local use, sports facilities utilised on a commercial
basis outside normal hours, commercial letting of parts of health facilities and so on. All
these will require dedicated management resources, to ensure that the maximum value is
extracted from the facility and the risks managed.

7 Rescuing a PFI project

7.1 Introduction
The rescue refinancing of the East Lothian Grouped Schools PPP Project reached financial close
on 11 March 2004. It was notable because it was the first PFI project in the UK where the building
contractor and service provider became insolvent and were required to be replaced at an early
stage of construction. Infrastructure Investors is the main shareholder in the project. It and its
related management company, Infrastructure Managers, have been closely involved in the
management of the project company. 

7.2 The project
East Lothian Council ("the Authority”) appointed the project company in December 2002 having
appointed the Innovate Consortium as preferred bidder on the East Lothian Schools PPP earlier
that year. The project involves the refurbishment of six secondary schools and the provision of a
newbuild swimming pool and newbuild community learning centre in East Lothian. Facilities
management services are provided throughout the contract term (including during the
construction phase).

The capital value of the project at financial close was around £45 million. The original project
documentation follows a typical project finance structure with a fixed price design and build
contract and an FM contract passing down full operating and life cycle risk for the duration of
the 30-year concession period. Ballast plc (“the Contractor”) was appointed by the project
company as building contractor with its sister company, Wiltshier Facilities Management Limited
(“the FM Provider”) providing full facilities management services. Senior funding was provided by
Lloyds TSB Bank plc. Equity and subdebt was provided by Noble PFI Fund (50 per cent), Forth
Electrical Services Limited (10 per cent) and Ballast (40 per cent).

On 15 October 2003, nine months into construction, administrators were appointed to the Ballast
UK companies including the Contractor, the FM Provider and the shareholder company. In March
2004, a “rescue refinancing” of the project was effected. Balfour Beatty Construction Limited
was appointed as contractor and FES FM Limited was appointed as FM Provider. Although other
UK PPP projects have had to replace insolvent subcontractors, the challenge the East Lothian
Project faced was that such insolvency occurred at an early stage of construction.

7.3 The rescue
In summary, the rescue of the project maintained the underlying project structure and involved
the following:
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• replacement of the existing construction and FM subcontractors; 

• an increase in construction cost;

• an extension of the target completion and long-stop dates;

• the project company retaining certain risks (asbestos, third party income) previously
passed down to subcontractors;

• additional senior debt;

• additional subdebt;

• enforcement of the performance bond;

• settlement of parent company guarantees;

• acceleration of deferred subdebt commitments to repay equity bridge facility;

• retention of the original specification for the works;

• provisions to ensure the continuous delivery of the educational curriculum.

A number of the foregoing elements and issues surrounding them are explored in more detail in
this issue.

7.4 Background – practical and contractual considerations
Although construction on all sites progressed well after the original financial close, issues started
to become apparent in the summer of 2003 when progress on the construction works started to
fall behind the scheduled programme.

Most construction on sites ceased once the administrators were appointed, and all ceased
shortly thereafter. Immediate steps were taken to secure the sites and keep them safe from a
health and safety perspective. The administrators continued to provide facilities management
services to the schools.

Health and safety matters were a particular concern given that six of the sites were functioning
secondary schools. The Authority and the project company worked together to respond promptly
to matters of a health and safety nature. The project company having "control" of the various sites
in terms of Health and Safety legislation has a duty to take reasonable measures to avoid risk to
health. Directors can be fined or even imprisoned for failure to observe such requirements.

Although the Contractor was still the ”Principal Contractor” for the purposes of the CDM
Regulations, it is questionable whether it was “a Competent Contractor” for the project for the
purposes of the regulations. In effect, no construction could be undertaken on site until a
replacement contractor could be appointed to assume the role of “Principal Contractor”. This
presented practical difficulties in addressing health and safety issues. In such circumstances, it
is worth seeking the guidance of the Health and Safety Executive.
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It was beneficial to the East Lothian project that the administrators of the FM Provider continued
to provide facilities management services pending appointment of a replacement service
provider. It was particularly helpful that key subcontractors to both the Contractor and FM
Provider, FES and FES FM Limited remained involved. This provided both reassurance and
continuity to the Authority and ensured that unavailability and performance failures arising on the
ground were attended to without the project company clocking up warning notices or using
headroom on termination triggers under the Project Agreement.

A number of contractual protective measures were considered/implemented:

• protective notices under the building contract and FM agreement, given events of default
had crystallised on the appointment of the administrators;

• consideration of the potential for termination for “Abandonment” under the Project
Agreement and Facility Agreement;

• proximity to “long-stop dates” given programming constraints;

• enforcement by Senior Lenders of draw stop and lock up provisions under the Facility
Agreement; 

• implementation of provisions of the Security Trust Deed, Shareholders’ Agreement,
subdebt instruments and memorandum and articles regarding acceleration of deferred
subdebt commitments and enforcement of relative credit support;

• resignation of directors appointed by the defaulting shareholder and suspension of voting
rights as shareholder; 

• preparation for enforcement of the performance bond and performance guarantees; and

• various retention of title issues and other claims asserted by subcontractors had to be
addressed.

The administration was also one of the first to fall under the amendments to the Insolvency Act
1986 introduced by the provisions of the Enterprise Act 2002.

7.5 Replacing the subcontractors

7.5.1 The FM Provider
The FM Contract proved much simpler to resolve than the building contract. However, the FM
Contract involved a significant third party income guarantee which proved unattractive. Although
indications were that a sale of the Ballast facilities management and PFI division would be
effected quickly, this did not occur. 

FES FM Limited, “stepped into” the FM Agreement and certain related sub subcontracts under
an interim agreement when the administrator ceased providing facilities management services
from January 2004 onwards, and the FM Contract was formally novated to FES FM Limited with
effect from the date of the rescue.
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The process was relatively straightforward although complicated by pension arrangements
(these should be addressed at an early stage to avoid later delays).

7.5.2 The Contractor
Approximately one third of the loan facility had been drawn down when the administrators were
appointed. The newbuild facilities were due for completion in December 2003/January 2004 and
the Schools by June to August 2004.

It was imperative to restart construction quickly. Options considered included novation to the
guarantor and engagement of a third party replacement contractor in addition to tracking the
efforts of the administrators to dispose of Ballast's UK construction business. It quickly became
apparent that a significant increase in the construction price was likely to be required to complete
the works even without pricing the existing construction programme and liquidated and
ascertained damages provisions. The major practical difficulty, particularly on the refurbished
schools, was obtaining a fixed price and programme to ascertain the ultimate cost overrun and
resulting funding shortfall.

The project company, having had discussions with a number of contractors, selected Balfour
Beatty Construction Limited (“BBCL”). A letter of intent was entered into between the project
company and BBCL to allow BBCL to undertake the diligence necessary for it to commit to price,
programme and contract terms.

A major limiting factor was the requirement to carry out a significant part of the construction work
during school holiday periods and in particular the summer break. Failure to achieve such work
in holiday periods could involve significant delay to completion dates which, given the funding
shortfall, had the potential to derail the viability of the project.

Shortly after the appointment of the administrators, the Ballast construction business was sold
to Rok Construction. The disposal did not include the East Lothian building contract. The
guarantor indicated a preference to settle its liabilities under the performance guarantees it had
granted rather than seeking novation of the subcontracts.

The performance bond was called once the likely extent of the cost overrun was known. The bond
was of an “on demand” nature rather than a traditional performance bond. This was a significant factor
in achieving the rescue as it provided some of the liquidity required to allow the rescue to proceed.

Given the extent of the likely funding shortfall after application of the bond proceeds, additional
liquidity was required. Accordingly, agreements relating to the settlement of the guarantor's
liabilities under performance guarantees were negotiated. Tax and VAT implications of such
documentation require consideration at an early stage. Timing of such arrangements is also a key
consideration as the settlement should ideally be effected simultaneously with the rescue package.

The increase in the construction price was significant and resulted from a combination of factors
including construction inflation, shift in market practice on refurbishment projects and phasing
and programming constraints.

In addition to increased construction costs, the following costs had to be taken into account in
building the rescue model:
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• loss of revenue from scheduled completion dates (given inability to levy liquidated and
ascertained damages on the replacement contractor);

• inability to lay off guaranteed third party income projections;

• an allowance for items excluded from new building contract (e.g., asbestos);

• cost of additional insurance for extended construction periods;

• additional costs for consultants (e.g., independent certifier);

• ongoing costs of maintaining site security, health and safety works etc. pending
appointment of replacement contractor;

• payment deductions;

• step in costs;

• transaction costs associated with the rescue.

The aim was to recommence construction by 31 January 2004, following a two-month period of
diligence under a letter of intent. In practice, the diligence took three full months from entry into
the letter of intent. The time required for the replacement building contractors to cost, specify
and programme works on the refurbished and newbuild facilities and put in place the necessary
contractual arrangements should not be underestimated.

Since the rescue, construction has continued and is now virtually complete. As stated above, the
project company was unable to transfer risks in relation to asbestos to the new contractor. There
was an overrun in the cost of dealing with the issue, and this required additional equity
investment from the shareholders.

7.6 Amendments to the contract documentation to effect the rescue
The Authority (with PUK input) was clear that whilst no increase in the unitary charge or shift in
risk transfer could be accommodated, it would work with the project company and replacement
contractor to accommodate changes to the Project documents necessitated by the delay to the
programme, and change phasing arrangements, additional project company funding etc.

The proceeds of enforcement of the performance bond, settlement of performance guarantees
and subscription of additional subdebt were applied to meet additional costs with the balance of
the funding shortfall provided by Lloyds TSB Bank as additional senior debt.

The rescue involved another “financial close” requiring almost as many documents as the original
close. Amendments to key documents are summarised below.

7.7 Construction Contract
A new Construction Contract was entered into, accommodating the following departures from
the original building contact:
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• adjustment to the initial contract sum to reflect the residual value of the works;

• extension of the target completion and long-stop dates; 

• amendments to phasing provisions to reflect new phasing and handover arrangements;

• a restriction of the period of liability for latent defects on existing facilities;

• sharing of risk for asbestos;

• exclusion of liability of the replacement contractor for areas previously handed over by the
previous Contractor;

• approach to pass down of title obligations;

• caps on liability;

• payment provisions;

• absence of an Interface Agreement between the subcontractors.

7.8 Project Agreement
The Authority agreed certain minor amendments to the Project Agreement to allow it to be back to
back with the Building Contract and the target completion and long-stop dates were also amended.

It was accepted that the additional funding provided would be included in the definition of
“Senior Debt Amount” for the purposes of calculating compensation on termination for
Authority Default or Force Majeure, and additional reduced headroom was agreed for a
subsequent rescue refinance. Subdebt and equity return on termination and for purposes of
refinancing were agreed to be calculated at the level of return derived from the base case model
for the rescue which became the “Financial Model” for the purposes of the Project Agreement.
However, variations requiring capital funding are compensated on the basis of the return in the
original financial model.

7.9 Funding documents
Debt: The lenders imposed stricter controls on free proceeds than under the original Facility
Agreement. New hedging arrangements were required.

Subdebt: The administrators of BWIL retained their original investments in the holding company.
The other investors committed additional funding and significant resource to achieve the rescue.

7.10 Miscellaneous
The rescue also involved:

• novation of consultants' appointments and warranties;
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• amendments of certain appointments, such as Independent Certifier to reflect revised
construction arrangements;

• new Authority direct agreements;

• new funder direct agreements;

• new performance bonds, parent company guarantees;

• new security documentation.

7.11 Conclusion/lessons learned
Obviously, participants hope never to experience the problems which arose on East Lothian.
However, insolvency of major construction companies is not beyond the realms of possibility and
a trend of smaller construction players entering the market is becoming evident. Experience
gained on East Lothian therefore has wider application for projects facing similar circumstances
and considering a rescue and for projects considering going forward with smaller players. The
following issues are worthy of note:

• In a multiple facility project, particularly one involving refurbishment of operating schools,
the diligence required to be undertaken by a replacement contractor is likely to take a
number of months and should be commenced as early as possible given programming
constraints around school holiday periods and the resultant impact on revenue flows.

• The level of commitment required from an incoming contractor by way of diligence may
need to be underwritten dependent on market conditions and the complexity of the
project. In other words, lenders and investors may have to be prepared to advance
additional funds (i.e., potentially “throw good money after bad”) at a stage where it is not
yet clear whether rescue is a viable option.

• Securing liquidity is essential. An “on demand” performance bond can be a major factor
in achieving a rescue. Quantum of the bond is a key consideration, but the terms of the
bond need also to be structured correctly in the light of the protections afforded to
insolvent companies from legal proceedings (including adjudication) by the provisions of
the Enterprise Act 2002.

• Where cost overruns exceed the proceeds of enforcement of performance bonds/credit
support, settlement of performance guarantees may be required. The settlement figure
should be tax and VAT “neutral” to the project company.

• Undertake reasonable contingency planning so that the project company can “hit the
ground running”. Examples include having ready tender information packages that an
incoming contractor would require to allow commencement of the tendering exercise
quickly to mitigate lost time.

• Take steps, including seeking specialist external advice, if necessary, to ensure health and
safety issues are addressed promptly (involving the Health and Safety Executive if need
be) and to minimise disruption to the users of the facilities.
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• Depending on the covenant of the building contractor, consider imposing open book
accounting arrangements on the building contractor and careful monitoring of payment to
subcontractors. Senior lenders should consider imposing protections in the loan
agreement to allow a draw stop in such circumstances. Ensure that construction is not
over-valued by strong SPV construction management.

• Communication with the contracting authority, funders and interested parties at all stages
is key.

• The internal resource for all involved and the associated transaction costs are
considerable and should be taken into account in assessing the “true” cost of the rescue.
Consider what minimum level of return sponsors would accept before embarking on
rescue and evaluate whether (aside from reputational issues) termination compensation
and enforcement of available credit support and performance guarantees are financially
more attractive.

When faced with a scenario of the kind that occurred on the East Lothian project, the likely
instinctive reaction of the participants is to do all they can to rescue the project. In such
circumstances, the commitment required in terms of resource should not be underestimated.

It is not unusual for project companies to have no employees or real resource; hence, the day-
to-day burden of dealing with the aftermath of subcontractor insolvency will likely fall on the
investors. This can go well beyond the expected, such as negotiations with the administrators,
incoming subcontractors, lenders and the contracting authority. A myriad of issues can arise,
including dealing with unhappy sub subcontractors and retention of title claims as well as
problems on the ground such as health and safety issues, unavailability failures and press
interest etc. External advisers can provide some assistance, but the immediate day-to-day
burden is likely to fall on an individual or individuals within a sponsor organisation who already
have day jobs which may not routinely involve such matters. The rescue of the East Lothian
Project was ultimately effected because of the commitment of the participants to the project and
considerable effort on the part of all involved to achieve the rescue.

The problems encountered by the project attracted considerable adverse publicity, and it should
not be forgotten that East Lothian Council and its staff and pupils experienced periods of
disruption and uncertainty. However, the positive message from the experience which is rarely
publicised is that the contract structure together with the commitment of the interested parties to
the project ensured that the public sector was insulated from the resultant cost increases and this
stands favourable comparison with traditionally procured projects faced with the same scenario.

8 Future trends

8.1 Continuing secondary market
The secondary market for PFI and PPP assets has developed in the last two years. The
emergence of a few high profile secondary funds and other equity providers has added liquidity
to the sector. The secondary market equity providers are, through market competition, allowing
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primary investors to exit and realise value, in turn allowing the recycling of capital for future
primary deals. For those cash rich primary investors, who may initially wish to hold and build their
own portfolio, unless they envisage a portfolio play that mirrors those of secondary funds (both
on a scale and active management basis) the equity sale option can be attractive – allowing them
to realise a gain on what they may not easily achieve themselves. It is expected that a steady
flow of secondary disposals will continue.

8.2 European infrastructure
The secondary market has focused on the UK market to date, largely because the primary
market in the UK is the most mature. More secondary activity in Europe is expected. There is
now a reasonably prominent and mature transport sector with roads projects in Portugal, Spain,
Ireland and Greece as well as a number of high profile rail projects, and a developing market in
sectors such as Italian healthcare, French custodial projects and German schools. Most of the
secondary funds have a remit which includes Europe, and 2006 should see a number of non-UK
acquisitions.

8.3 Broader infrastructure
Most of the secondary activity has been in PFI projects. The investment criteria of the secondary
players is not limited to this sector. Other concession-based projects and regulated businesses
are amongst the potential targets. Whilst PFI often has a potential advantage of not being
exposed to market/demand risks, the secondary funds have not avoided those projects where
revenue is demand related. It is not, therefore, a major step to look at regulated businesses or
smaller utilities.

8.4 Focus on management
Unlike some of the primary funds, the composition of secondary market teams will have a bias
towards management of assets rather than acquisitions and financial restructuring. Those
individuals who are focused on management are also likely to stay with the business for longer.
This reflects the fact that investment and financial restructuring are much shorter term activities
than infrastructure projects.

8.5 Emergence of a tertiary market
Recent market developments have included declines in yields from property and a reduction in
real returns on long dated bonds. Whilst the equity markets have preformed well in the short
term, there is continued uncertainty in relation to the outlook. Against this background, it is
inevitable that more investors will focus on the extraction of returns from long-term infrastructure
projects, particularly those where the revenue is supported by a government covenant. This trend
will probably mean that the ownership of secondary funds will change, but it is unlikely that the
businesses will be broken up as this would be a reversal of the process of creating a stable
portfolio of well managed yielding assets.
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Issue 7. A guide to PPP Policy in the European Union
Michael Jürgen Werner, Norton Rose

This Issue will focus on key regulatory and policy developments at an EU level, including:
• The Green Paper on Public Private Partnerships
• PPPs and public procurement law
• The role of Eurostat
• State Aid issues in PPPs
• PPPs in relation to TENs
• The role of the EIB in PPP projects

It will also include a comprehensive study of PPP in an EU Member State.

Sample text
Public-Private Partnerships (PPPs) have been implemented in many EU Member States and are being widely used.
However, currently there are no specific EU rules governing PPPs. When a PPP project is established, its promoters
therefore have to take into account a number of different aspects of EC legislation. The areas of EC law that have to
be regarded in relation to PPP projects are the EC public procurement rules, the fundamental freedoms (especially the
freedom to provide services laid down in Article 43 EC Treaty and the freedom of establishment as provided for in
Article 49 EC Treaty) and the EC competition rules, in particular Article 87 EC Treaty on state aid. 

Recently, the EU has made more and more efforts to develop a comprehensive legal framework for PPPs. The role the
EU can play in the development of such a legal framework, however, differs significantly from the one of its Member
States. This different position is due to the fact that the legislative competences of the EU are, compared to those of
the EU Member States, very limited. This limitation is inherent in the rationale of the EU. A major part of this rationale
is the subsidiarity principle, laid down in Article 5 of the EC Treaty providing that the EU may only act, in terms of
legislation or administration, in connection with functions that have been conferred upon it by the Member States. With
regard to PPPs, this means that only those aspects of initiating PPPs may be covered by EU legislation that have as
their object the establishment, the functioning and the further development of the internal market.

The consequence is that the EU does not have the power to compel EU Member States to implement a given project
in the framework of a PPP. This purely economic decision, is still up to the EU Member States. If a Member State
decides, however, to apply a PPP model it is obliged to respect the relevant EU legislation. 

This does not prevent the EU from promoting PPP politically. The driving force in this regard is the European
Commission, in particular the Directorate General “Internal Market”. By incentivising EU Member States to implement
PPP projects, the European Commission aims at further opening national markets to competition, in particular in the
sectors of transport, public health, public safety, waste management and water distribution. In this spirit, the current
European Commissioner for Internal Markets and Services, Charlie McCreevy, has declared that the development of a
comprehensive European legal framework for PPPs a key issue for the coming years.

For a comprehensive legal, regulatory and market guide to PPPs in 22 European jurisdictions, please see
details of City & Financial’s forthcoming PPP book on page 37.

Next issue
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Consultant Editor
Maurice Button, City & Financial

Foreword by
Partnerships UK

This book will be the definitive guide to PPP in 
22 European jurisdictions. It will provide
comprehensive coverage by focusing not only on
market trends but on the political and legal drivers
behind them. Written by local PPP experts from
Europe’s leading law firms and consultancies, this
new title will give readers easy access to 11 key
areas in each country:

1 Summary, history and background
2 Political situation
3 Legal framework for PPPs
4 Procurement policy
5 Characteristics of local PPP model
6 Competition and access to market
7 Availability of funding
8 Completed projects in last 12 months
9 Review by sector
10 Project pipeline
11 Key contacts

Its breadth and depth of coverage, along with the
quality and variety of its authors, will make the
book invaluable reading for professionals involved
in, or looking to expand into, cross-boarder PPP in
Europe. The 22 country chapters will be
complemented by a general introduction, a guide
to PPP policy and regulation at an EU level, and a
foreword from Partnerships UK. 

Contributors
Foreword, Partnerships UK
Introduction, Maurice Button, City & Financial
European Union, Michael Jürgen Werner, Norton
Rose
Austria, Bernhard Haider, PricewaterhouseCoopers
LLP
Belgium, Filip Tanghe, Véronique Vanden Acker,
Helga Van Peer and Axel Craeybeckx, Allen & Overy
LLP
Czech Republic, Kamil Blazek, Linklaters
France, Simon Ratledge and Paul Lignières,
Linklaters
Germany, Friedrich Ludwig Hausmann, Freshfields
Bruckhaus Deringer 
Greece, Elena Tsohou and Irini Kefaloyanni, Norton
Rose
Hungary, Dr Ottó Daróczi, Freshfields
Ireland, Claire Lenny, McCann Fitzgerald
Italy, Arturo Sferruzza, Norton Rose
Netherlands, Jaap Koster and Wieke Hoge,
Houthouff Buruma
Poland, Andrew Kozlowski, CMS Cameron
McKenna
Portugal, Maria Castelos and Pedro Melo, PLMJ
Law Firm
Romania, Manuela Nestor, NNDKP
Russia, Max Gutbrod and Dmitry Marchan, Baker &
McKenzie
Spain, Luis Felipe Castresana and Luis Blanquez
Palasí, Simmons & Simmons
Scandinavia
Denmark, Andreas Christensen, Lise Groesmeyer
and Line Markert, DLA Nordic
Finland, Nina Wilkman, Borenius & Kemppinen 
Norway, Espen Moe and Kristin Mortensen, DLA
Nordic
Sweden, Maria Carlsson, DLA Nordic
United Kingdom
England & Wales, Daniel Hood, Simmons &
Simmons
Scotland, Stephen Tobin, McGrigors
Northern Ireland, Stuart Cairns, L'Estrange & Brett

A Practical Guide to PPP in Europe
Publishing: Summer 2006

Special pre-publication price
Normal price: £95 / €139
Special pre-publication price: £85 / €120

To order 
Please call City & Financial on + 44(0) 1483 720 707
or order online at www.cityandfinancial.com/pppbk
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The PPP/PFI Legal Forum
An Update for Market Practitioners
A one-day conference
Tuesday 25 April 2006, London
Attendance at this conference will be useful for all
those responsible for negotiating, implementing
and operating legal agreements for PPP projects in
both the public and private sectors. Delegates will
hear from legal experts in the public sector as well
as experts from some of the leading law firms in
this field including Simmons & Simmons, Bevan
Brittan LLP, Herbert Smith LLP, White & Case LLP,
Allen & Overy LLP, Linklaters and Norton Rose.

Delivering the Scottish Infrastructure
Investment Plan Through Effective
Partnerships
A one-day conference
Monday 15 May 2006, Edinburgh
This timely conference offers an opportunity for
Government departments to provide an update on
the implementation of the Scottish Infrastructure
Investment Plan as well as a platform for discussion
of the latest developments in the areas of health,
education, transport, prisons, environment, social
housing and regeneration. The conference will
feature practical case studies, interactive panel
discussions, and will provide valuable networking
opportunities for members of the public and private
sectors involved in developing and improving
Scotland’s infrastructure.

Taking Forward PPPs at the Regional and
Municipal Level in Spain
A one-day conference
Tuesday 23 May 2006, Madrid
Conference languages: English and Spanish
The Spanish Government has disclosed its plans to
spend up to €214bn by 2020 in the next phase of
public sector projects in Spain and it is expected

that PPPs will account for 20 per cent of that figure.
The Government’s infrastructure plans will be
coordinated with the plans of each autonomous
community. In addition to a keynote address from
the Federal Secretary of State, delegates will hear
from regional governments and municipalities in
Spain who are the driving force behind the
development of PPPs.

The 3rd Annual PPP Asia Summit
A two-day conference plus a one-day pre-
conference seminar
23-25 May 2006, Singapore
The Government of Singapore is hosting this high-
level regional gathering, which will provide an
opportunity for delegates to hear about the latest
PPP developments in Singapore, Hong Kong, Japan,
Australia, India, China, Malaysia, Vietnam and
Indonesia. The event provides an invaluable
networking opportunity at the highest level for both
the public and private sectors and features a
separately bookable pre-conference seminar on PPP
basics for delegates seeking a primer on the subject
in advance of the conference.

The 2006 NAO PPP/PFI Conference
An Interactive Forum on the Latest Developments in
PPP/PFI
Organised by the National Audit Office
A one-day conference, Tuesday 13 June 2006,
London
This 5th annual NAO PFI/PPP conference draws
together an expert speaker panel that will address
the major issues in PPPs today, with a particular
emphasis on issues of importance to the public
sector. In the morning, an expert speaker panel will
be followed by sessions looking at issues relating
to the evaluation of PPP projects and will include
case studies on projects in Defence and Education.
Concurrent streams in the afternoon will provide

Upcoming PPP/PFI Conferences
Organised by City & Financial Conferences
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delegates with an opportunity to review in detail
key issues of the moment through a mix of case
studies and expert presentations. In addition,
delegates are invited to actively take part in the
conference by combining an “audience roundtable”
with electronic voting which will enable delegates to
respond to the expert panels presentations and
shape the direction of the conference discussion.

PPP/PFI in Social Housing and Regeneration
A Practical Guide to Structuring Successful Projects
A one-day conference
June 2006, London
This conference will provide practitioners with an
overview of housing and regeneration procurement
policy with a focus on practical lessons from signed
PFI refurbishments schemes and case studies on
new models for social housing such as the LIFT
model, joint venture partnerships between local
authorities, and joint service centres.

PPP/PFI in the Waste Sector
A one-day conference
June 2006, London
This event builds on the success of last year’s
conference, held with the support of Defra, and will
meet the information needs of stakeholders in the
waste sector. Delegates will gain an in-depth
understanding of the Government’s waste strategy
and the challenges both local authorities and the
private sector face in meeting the requirements of
the EU Landfill Directive.

PPP Financing 2006
A Practical Guide to the Latest Financing Issues in
PFI/PPP
The 5th Annual Conference
A one-day conference
September 2006, London
This well established annual conference has become
the PPP industry’s leading forum for discussion of the
latest developments in PPP financing.

The PPP European Summit 
A two day conference plus a one-day pre-
conference seminar
Oct/November 2006
Athens
This event was formerly known as the PPP Global
Summit, which would now be in its seventh year.
Given the expansion of PPPs world-wide and the
regional focus that most firms now have, it has
been re-branded as the PPP European Summit.
The event will provide a country-by-country
analysis of the latest developments in PPPs
through a combination of high-level presentations
and specific case studies. The use of electronic
voting technology will allow delegates to fully
engage in the programme. The event provides an
invaluable networking opportunity at the highest
level for both the public and private sectors and
features a separately bookable pre-conference
seminar on PPP Basics for delegates seeking a
primer on the subject in advance of the
conference.

Upcoming PPP/PFI Conferences
Organised by City & Financial Conferences

For further information on City & Financial Conferences, as well as details about the above
mentioned events, please visit our website at  www.cityandfinancial.com

If you would like to explore the possibility of being involved in any future events as a
sponsor or speaker, please contact Marian Shehata, Director of Conferences, at
mshehata@cityandfinancial.com or telephone +44 (0)1483 720707
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About PPPIn-Depth (formerly PPP Bulletin)
• Published every two months by City & Financial
• Each issue focuses in-depth on a single topic
• Previous issues have dealt with: 1) LIFT, 2) Practical

Partnering, 3) BSF, 4) Risk and 5) Waste 
• Written by leading PPP experts 
• Dr Timothy Stone, KMPG, is the consultant editor

for the whole series
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