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Introduction

The purpose of this presentation is to examine the question of pension plan investment in Public Private Partnerships (P3s) and, particularly, investments in public infrastructure, such as highways, bridges, hospitals, schools, water and sewer systems, electrical utilities, recreational facilities and other infrastructure investments that have traditionally been situated within the public sector.  The view that we intend to present is that P3s are a complex - and controversial – investment issue and one that has significant ramifications for trustees, plan sponsors, plan members, unions (in both the public and private sectors) and the wider public.

This paper has been prepared for the OMERS Board in order to offer CUPE’s general policy perspective on P3s.  The fact that CUPE as a union has been steadfastly opposed to this model for financing, renewing, and controlling public infrastructure is no secret.  In fact, at our National Convention in 1999, CUPE passed a major policy statement on P3s that included the following comments specific to the investment of our pension funds:

Workers don’t’ want their pension funds used in child labour.  And workers don’t want their pension funds used to inflict harm on other workers.  It’s our money – and CUPE must say loudly and clearly that it’s not to be used to privatize schools, water, nursing homes, electrical utilities or hospitals.  Not now.  Not ever.

This paper gives us a chance to share our views on how the trustees controlling the assets belonging to our members should be viewed and invested.  We hope that the material presented will give members of the Board the basis for arriving at the same conclusion as we at CUPE have:  P3s are not only very bad public policy, but they also represent such a fundamental threat to the employment and job security interest of public sector workers that pension fund trustees – particularly those working on behalf of those same workers -  should make every effort to avoid investing in them.

Argument #1:
P3s Are Bad Public Policy

CUPE certainly recognizes the important fiduciary obligations by which OMERS Board members are governed.  As such, we are aware that OMERS investment policy must not be guided by political objectives reflecting the personal views of any one group of Board members or, for that matter, plan members.

Having said that, we would argue that there are very good reasons to be extremely wary of investing in – and profiting from – projects and initiatives that come increasingly to be viewed as disastrous public policy.  In our view, there is now a significant and growing body of evidence to suggest that P3s are just that – an ideologically driven packaging for privatization of public infrastructure and public services, which are simply ripping off governments, citizens, and taxpayers.

Of course, this claim merits support.  The negative impact of P3s has been extensively documented and widely discussed within the labour movement. As the work of Allyson Pollock in the UK, John Loxley in Canada and many other analysts have shown, financing such projects through the private sector is almost always much more costly for taxpayers. The inflated borrowing costs of P3 capital projects will create an enormous financial burden for future generations. The commercial secrecy normally demanded by private investors undermines public accountability. The introduction of discriminatory user fees on some P3 projects such as private clinics, private hospitals, toll bridges and toll highways creates inequities among citizens, forcing some to pay for services that others receive without charge and allowing those with money to gain priority over those without. Such fees may also result in the complete denial of services to those without the ability to pay. For these and many other well-documented reasons, a growing number of Canadians have major – and legitimate - reservations about projects they believe are fundamentally against the public interest. 

There is also recent Canadian experience, which is sobering.  The P3 school experiment in Nova Scotia, an experience with which OMERS had direct involvement through its Borealis subsidiary (since “spun-off”), provides ample illustration that what sometimes begins as a highly-touted “solution” to immediate and pressing public policy needs will sometimes turn rotten.  Among the schools that continue to be managed under the P3 (private) ownership arrangement, complaints are already emerging about management being excessively concerned with protection of the school and its grounds as an “asset” to be protected.  The Auditor General for that province raised such serious concerns with the way in which those projects were designed, and the higher costs to Government that were the result, that the Government abandoned the remaining P3 schools, and promised to review the entire approach.  Quite clearly, a major public policy problem is now beginning to be recognized.

A similar episode of serious problems relating to a P3 project was revealed upon close scrutiny of a Town Centre development project in Maple Ridge, B.C.  CUPE Research investigated this project, and estimates that the packaging of the deal was “…at a minimum $20 million more expensive than if the district had done the project using the traditional public (build/buy) option.”
  However, the information about this deal was extremely difficult to obtain, and most of the information in public hands was only made available through costly and bureaucratic use of the Freedom of Information system rather than regular public accountability.  Finally, on July 3rd, 2002, the P3 projects themselves were ruled to be illegal by the BC Court of Appeal – after they were well under way.  This episode in fact illustrates the deeply ideological nature of the P3 model: its advocates are prepared to encourage them even in the face of public opposition, and significant evidence to suggest that they are more costly to the public than traditional development models.

More recently, a disastrous episode of water system privatization came to light following extensive lobbying pressure, and the eventual collapse of a P3 deal, as the New York Times reports:

…A cautionary tale has emerged here in Atlanta, where the largest water privatization deal collapsed in January.  Instead of public savings and private profit, a deal reached in 1999 between Atlanta and United Water resulted in bitter disappointments for all sides, not least of all consumers.  Atlanta is now retaking control of a system that United Water was to have managed until 2019.

These few episodes recounted above only scratch the surface – internationally, there is an even larger body of evidence to suggest that P3s contain fundamental flaws that are not “fixable” through simple tinkering with design.  They are attributable to the fact that what they are doing is transforming the ownership and management system for what was a public asset managed in the public interest into something run on a private basis for a private interest – no matter the extent to which that private interest actually conflicts with that of the public.

We expect more and more such stories in the coming months and years, and we hope that the OMERS Board shares our concerns that this may well prove disastrous not only for the government entities and taxpayers involved, but also for the investors backing such projects – including pension funds.  Clearly, there is a contradiction in acknowledging that P3s are very bad public policy while at the same time advocating that pension plans should be profiting from them (at citizen and taxpayers’ expense).

Argument #2:
P3s Expose Pension Funds to Untenable Financial and Political Risks

While many of the risks that are normal for a capital project are similar regardless of whether the proponent is a public entity or a private company, there are additional risks associated with P3s because these projects normally have a major political dimension.  In this section, we would like to urge consideration of these risks, including the extent to which the contentious and political nature of these projects can and do have potentially serious financial implications for their investors (including pension funds).

P3s are controversial, especially if they are replacing investments that would normally be made directly by Governments in infrastructure or other capital projects that have historically been viewed as part of the ‘public sector’. There are a number of different but often overlapping sources of opposition to such projects. Among the most notable are the following:

· Local community opposition (community groups, seniors, churches etc.)

· Objections by individual residents or taxpayers

· Opposition from customers/consumers and the organizations representing them

· Union actions and campaigns against privatization and P3s

· Concerns of provincial and national organizations such as the Council of Canadians

· Opposition from competing political parties and (occasionally) from within the Government

· Change in government regulatory policy

· Changes in government following an election

· Critical Auditor Generals’ reports

· Legal challenges brought by any of the preceding

The preceding list is not exhaustive. However, it clearly illustrates the numerous sources of opposition that may be brought to bear on a P3 project. Because P3s exist in a highly politicized environment, they are vulnerable to statutory, regulatory, and policy changes which governments may choose to implement in response to the pressures they experience on P3 issues. Moreover, governments themselves are not permanent. A newly elected Government may choose to implement policy or regulatory changes that have significant implications for the legal and financial position of P3s. And no one can guarantee that future governments will continue to support the policies of their predecessors, particularly if a P3 issue becomes an electoral ‘hot potato’.

We turn now to a more detailed examination of some of the sources of these unique political and financial risks.

i)
Community Opposition

The introduction of P3s has been a source of considerable controversy in many communities. They have voiced concerns about issues such as public accountability, service quality, costs/user fees, and loss of local input to decision-making, community employment and long-term job security for community members. For these - and other reasons - many communities have campaigned energetically against P3s. And their opposition has often continued even after P3s are in place.  This phenomenon has been particularly noticeable within projects to build and manage water and sewage related facilities, although it also extends to every different sector.

To the extent that communities opposed to P3s have political influence, they have – and will continue to - demand that the politicians involved take account of their concerns. These demands may range from outright cancellation of P3 contracts to significant modifications in the terms and conditions of contracts to major changes in the regulations governing how P3 projects are managed. In some cases, local citizens have actually taken governments and P3 proponents to court, challenging the legality of terms in the contracts. 

The much praised (in some circles) Highway 407 P3 is being sued by disgruntled commuters who have filed a class action suit demanding compensation for what they consider to be the outrageous charges imposed on drivers whose monthly passes have expired. There is also considerable opposition to the Ontario government’s contractual arrangements that enable a private company to deny the renewal of drivers’ licenses to people who have not paid their ‘fines’ to the 407 consortium.

In New Brunswick, the tolls on a newly completed section of the Trans Canada Highway became a major political issue. When the government changed, the newly elected Conservative administration carried out its election promise to eliminate the tolls.

Perhaps the most significant recent examples of community opposition to a P3 was the recent derailing of the Ontario Government’s $5 billion Hydro One share offering.  The CEP and CUPE initiated a successful court challenge to the proposed sale on the grounds that the Government of Ontario did not have the statutory authority to dispose of the asset. The challenge, which was upheld on appeal, initiated a major public debate. The new Premier, Ernie Eves, decided to cancel the share offering, and has since backed entirely away from the privatization.  In fact, the Ontario Government has since done a complete about-face on market mechanisms in the sector, by in fact imposing price controls on electricity.  One interesting question to pose in this example is this:  how much money was wasted in legal, accounting, and other fees in the preparation for a project that was eventually abandoned in the face of vociferous public and community opposition?

Public opposition has been a factor in a number of cancelled P3s such as the proposed Greater Vancouver Regional District (GVRD) water privatization proposal. Even where opposition has not succeeded in stopping a P3, it has often succeeded in delaying implementation of such projects as a result of the consultations required to address issues unions have raised. 

We might add here that this rising tide of opposition is increasingly being voiced by Canadians not traditionally associated with such issues.  One recent example is an editorial appearing in the Calgary Herald written by Fred Henry, the Bishop of Calgary, who had this to say about P3s:

Taxpayers and consumers of public services in Alberta are justifiably alarmed by the prospect of the riches province in Canada leasing facilities for essential services.  While P3s may serve the financial interest of developers, contractors and financiers, they clearly represent a more costly way of providing public facilities.  This means less public money is available for the actual delivery of those services.

Such commentaries signify that the opposition to the P3 model is broadening and deepening, as citizens and taxpayers come to discover their many flaws.  Again, this poses a serious challenge for the developers of these projects, increasing the public relations-related costs (i.e. ‘selling the deals’), and thereby biting into the promised profitability.

ii)
Critical Reviews of P3 Agreements by Provincial Auditors
Auditors General in a number of provinces have become involved in assessing P3 contracts. In Ontario, New Brunswick and Nova Scotia, to cite three examples, provincial Auditors General have issues reports strongly criticizing P3s. The Ontario Auditor General wrote two extremely critical reports about the government’s arrangements with Arthur Andersen to overhaul Ontario’s welfare system. 

In the case of Nova Scotia, the financial analysis of the Auditor General showed how expensive the school construction P3s actually were for the taxpayers and resulted, as noted above, in the eventual abandonment of the projects.  Again, it would be very interesting to know how money was spent – both by the Government of Nova Scotia and by the various consortia (OMERS/Borealis included) that had been preparing their bids and negotiating contracts and no small expense.  How much money was wasted?  Were financial controls in place sufficient to protect OMERS Board members from legal action for breach of trust?  Perhaps these are questions to which the OMERS Board has already obtained satisfactory answers.

Finally, a major research review of the P3 hospital proposals in the province of Ontario was recently conducted by Lewis Auerbach, a former official with the Office of the Auditor General, Canada.  In the study, Auerbach’s negative assessment of the financial and accountability arguments for the P3 model is stark:

Ontario government accounting practices disguise the probable higher cost of these partnerships and bias decision-making against public ownership and in favor of long-term contracts and leases with the private sector…Given the significant risks of higher costs, diminished accountability and negative financial impacts on the non-hospital sector, a prudent and lower risk course of action would be for the government to reverse its decision to use P3s and to build the hospitals instead on the existing public ownership model.

This is the opinion of one former auditor, but this evaluation represents a view, which is increasingly widely held among Auditors-General.  Auerbach observes that

The Auditors General of the United Kingdom, New Brunswick, and Ontario have each raised concerns about similar kinds of projects in the health and education sectors, finding that public sector ownership would generally have been more economical.  The British and Canadian Auditors General are also concerned about diminished accountability, due to diminished availability of financial, audit, and performance information from the new non-government entities that are formed by these arrangements.

While it is certainly true that such conclusions do not in and of themselves suggest that P3s should be off-limits as potential investments for pension funds, they certainly reinforce the view that their design has secrecy built-in, and compromises the traditional transparency and accountability of public sector management.  With this comes a higher risk of self-dealing, corruption, litigation, and uncomfortable inter-relationships between the political and corporate worlds which pension fund fiduciaries are like to want to avoid altogether.

iii)
Provincial and National Organizations

A number of provincial and national citizens’ organizations have been very active in actively opposing P3s. CUPE, the Council of Canadians, Au Secours in Québec, and other groups have waged a national campaign against water privatization, and this work has played a role in the abandonment of several high profile P3 water projects. 

The Ontario Health Coalition has campaigned against P3s in the health care sector, while advocacy groups representing seniors, people dependent on specific public services, environmentalists and so forth have all entered into the P3 debates across the country. 

Greenpeace, for example, has voiced strong opposition to the Ontario Government’s plans to sell off its electricity generation facilities (OPG). In education, organizations such as the Canadian Association of University Teachers have opposed initiatives designed to privatize educational services.

iv)
Changes in Government, Reversals of Policy

In certain sectors, the financial performance of P3s is dependent on the funding and regulatory environment created and maintained by governments. Governments can - and do - change their policies. Such changes can have a very significant impact on the viability of P3 investments.

P3s in areas such as public education, health, electricity and other areas may be totally or largely dependent on government transfers or government contracts. P3s may also be affected by changes in the regulatory framework, an issue that is particularly important in areas such as energy. 

Changes in Ministers, changes in the legislative environment and changes in government resulting from elections can all impact the profitability and security of such investments. But these kinds of changes are often not that easy to predict. An uncertain funding or regulatory environment is one of the ongoing issues that must be evaluated in determining the financial viability of a P3 investment.

v)
Conclusion:  The political characters of P3s have created unique risks

 for investors

Opposition from the groups cited above (and others) has succeeded in making many P3s into significant political issues. The ‘politicization’ of such issues gives rise to uncertainty about the ultimate outcome of the process. Politicians have cancelled or restructured P3s in response to public criticism. And they have been, in some cases, forced by public pressure to demand that P3 deals be renegotiated where they were viewed as prejudicial to the public interest (including instances where the public was convinced that the investors got too good a deal.).

Insofar as pension plans are major investors in a P3, they are also becoming subjects of criticism by those opposed to these projects. They may also become the subject of lobbying by these same opponents. Pension plan administrators such as the OMERS Board should consider carefully about whether they are prepared to face such exposure, and face being directly targeted by those campaigning against these kinds of projects.  We recognize that the role of OMERS or any other pension fund may be “indirect”, as is the case with the current minority stake in Borealis.  Nonetheless, those of us committed to building opposition to this model are increasingly able to identify the real powers behind these initiatives – even when the ownership and control structures are one or two steps removed.  

Quite clearly, some of the early P3s provided rich returns to the initial shareholders. However, as these arrangements have been exposed to the increasing public scrutiny noted above, and generated rising public opposition to the P3 model, the ability of Governments to make such generous deals for private investors is, we would argue, diminishing. Moreover, the expansion in the number of P3s has been paralleled by a growing concern among members of the public about the long-term consequences of such deals. Criticisms of P3s as boondoggles for investors are having an effect, and pension fund investors risk being viewed as the Enron-like developers of such boondoggles – working for their own enrichment at taxpayer expense. 

Argument #3:
Pension Plan Trustees Have a Fiduciary Duty to Defend

Plan Members’ Interests

Investment policy is a critical component of the job of Trustee.  In our view, the decision-making around investment policy for pension funds has been narrowed to a perspective which only contemplates a very circumscribed and strictly financial definition of fiduciary duty.  Within this traditional understanding, working on behalf of the “best interest” or for the “benefit” of plan members means working to enhance their financial interest to the exclusion of any other considerations.  This view is often very loosely supported by reference to case law such as the famous Scargill case from the U.K., which most people interpret to suggest that financial interests rule to the exclusion of all others.

It is interesting, therefore, to examine the actual ruling in this famous case very closely.  What deeper scrutiny reveals is that while the particular restrictive policy introduced by the Mineworkers to their pension investment was rejected, the grounds for this rejection by the Judge were not nearly so clear-cut as is commonly believed.  In fact, an argument can be made that the reasoning contained Judge Megarry’s decision in fact explicitly supports the notion that the “interest” or “benefit” of plan members are not to be defined in simplistically financial terms.

I should say that I am not asserting that the benefit of the beneficiaries which a trustee must make his paramount concern inevitably and solely means their financial benefit, even if the only object of the trust is to provide financial benefits…Benefit is a word with a very wide meaning, and there are circumstances in which arrangements which work to the financial disadvantage of a beneficiary may yet be for his benefit.

The reasoning of this decision followed a similar legal case from New York, in which a Teachers’ Retirement System Board of Trustees was challenged for investing in New York bonds in an attempt to stave off the bankruptcy of the employer – something which was threatening the plan beneficiaries’ employment.  As this case is summarized, the judge upheld the move by the Trustees, arguing that

…the trustees had been justified in purchasing the bonds since they had done so in the best interests of the beneficiaries, and not out of concern for the general public welfare…The object of the trustees, who had imposed stringent conditions in an attempt to protect the TRS [teachers’ retirement system], had been to ensure the continuance of the city’s major contributions to the scheme…

In our view, the legal and fiduciary considerations behind pension investing in P3s is very similar to these considerations.  In as much as P3 projects have the effect of undermining public sector jobs in general – with the real potential of threatening the employment of OMERS members in particular – it would be quite defensible from a legal perspective to resist this direction for investment policy, as long as there exist decent alternative outlets for the fund’s investment capital.  As we will see below in our final section, such alternatives, paying reasonable and secure rates of return, clearly exist.

In this light, it is interesting to note that there are now a number of other pension plans grappling with the issue of how to provide a good rate of return to plan beneficiaries while avoiding investments that support anti-social practices, or standards that undermine working conditions.. A good example of a plan that has done a great deal of work in this area is the California Public Employees’ Retirement System (CALPERS).
 The latter has been very pro-active in terms of its community and state focused investments and its concerns about social housing and contractors’ employment practices.  This is the beginning of what we anticipate will be a growing movement of workers and citizens that demand of their pension funds a socially responsible role in building communities in which workers – and pension plan members and retirees – can thrive.

Across the country, various provincial governments appear interested in promoting a number of P3s in areas where pension plan members work. Hospitals, schools, municipal facilities, roads and bridges, electrical utilities, and various other investments have been identified as potential candidates for such arrangements. However, in many cases, these P3s will supplant existing public employers or involve investments in areas that, historically, have always been within the public sector.  Plan members will be adversely affected in a number of ways. In some cases they will lose their jobs with their current public employer because the new P3 employer will hire a totally new group of employees. In some cases, opportunities for promotion, or transfer, will be negatively affected. 

However, while the employment interests of Plan members are very important, they are not the only interests that Plan members have. Essentially, all members of OMERS are public employees. They have an interest in the maintenance of good public services and programs. They also have an interest as citizens and taxpayers in properly administered and funded public programs. They have an interest in policies that strengthen their communities and improve their quality of life. 

Conclusions:
There Are Alternatives to P3s

Finally, in focusing attention on the ‘opportunities’ of P3s, pension plans often appear to shortchange or ignore possible alternatives. While there may be a debate about the extent to which current investment options have narrowed the choices of pension plans, there are still many opportunities that should be explored. “If you don’t look, you won’t find.” Giving priority to infrastructure P3s at the expense of these other options may not be the most effective way to pursue the investment objectives of the plans.  Moreover, such alternatives do not involve the kinds of downside risks and conflicts that P3s will generate for pension plans and their members. As the experience with P3s becomes more extensive, their problems also become more visible

The trustees of pension plans have a number of very challenging decisions to make with respect to the investment priorities of their plans. They have to decide the appropriate mix of investment vehicles (bonds, stocks, real estate, etc.). They have to determine the jurisdictional distribution of these investments (Ontario, Canadian and foreign). And they face a wide range of decisions about the specific investments that will be included in the portfolio of the pension plans.   Quite obviously, all of these decisions involve choices and priorities. 

At the same time, if the approach starts from the basis of workers’ broad interests, at least there are some benchmarks against which to judge various investment options. Moreover, by starting with these interests, it becomes possible to develop a better idea of some of the areas in which it would make sense for pension plans to focus their search for investment opportunities that reconcile the need for a reasonable rate of return and the goal of using investment capital to support social, environmental, international and economic development objectives.

CUPE’s view is that the “alternative” to P3s has long existed: it is widely recognized in the accounting community, and among Auditors-General and credit rating agencies, that governments are the most secure and efficient borrower for major infrastructure investment.  In a 1999 national policy paper, CUPE points out that pension funds can and should play an active role in financing infrastructure renewal in ways that retain and support public ownership: 

There’s nothing wrong with pension funds being lent to governments, through bonds, to help governments build public infrastructure and services.  These loans have two advantages: they provide a good rate of return for pension plan members, and help the government borrow money at reasonable rates so they don’t have to turn to more expensive sources of money in the private sector.

In sum, if a pension plan can find alternative investments in public infrastructure that avoid all of the risks and problems outlined above, then there is no reason why they should not pursue this approach.  

Such an alternative approach would view the traditional means of raising finance as a source of security – of lowering investment and financial risk, which is something that all good fiduciaries should be looking for.  Particularly in an environment where a number powerful players in the financial sector are aggressively marketing P3s, it may become necessary for a fund the size of OMERS to pro-actively seek out such opportunities, exploring opportunities with its traditional borrowers, and indicating more actively and openly the availability of investment capital.  This could even include a reconsideration of the role that municipal and lower-tier government debt might play in the portfolio.  While bond managers may complain of a shrinking bond market, this may in fact be a result of the same pattern of ideologically-driven policy: stop borrowing, and privatize through P3s, with the impact of each fueling the other.  However, if loan capital is made available at rates reasonable to both the lender (OMERS) and the borrower (the public sector entity or government), then all parties are benefiting from the exchange.

In our view, P3s are a fad, and they have been sold and popularized on the unproven – in fact disproven – assumption that private sector involvement in public sector management will be more efficient and cheaper.  CUPE’s view is that pension fund fiduciaries – those responsible for investing our money – should be avoiding any investment in such risky and increasingly unpopular arrangements.
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