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1. INTRODUCTION

This submission has been prepared for the Transport and Public Works Committee Inquiry
(the “Inquiry”) into the operations of toll roads in Queensland. It addresses the following
terms of reference:

(a) the operation of existing toll roads in South-East Queensland;

(b) toll pricing and incentive options to deliver better outcomes for Queenslanders; and

(d) possible measures to continue to improve customer service standards.

The submission addresses issues concerning the private financing and ownership of tolling
concessions. Specifically it:

. sets out the background to road tolling in Queensland and the evolution of
privatisation programs;

. examines — using actual example — the commercial and political realities of dealings
between private firms and government agencies, including in particular the role of
“independent” advisers;

. sets out the economic theory for assessing the efficiency of private ownership;

. illustrates the actual cost of road privatisation using publicly available information;

. discusses the cost of capital both in theory and in practice, especially as it applies to
toll roads;

. critically examines arguments commonly used to justify privatisation;

. places modern road tolling in the historical context of tax farming;

. provides examples of alternative models of privatisation; and

. discusses alternative sources of revenue, including road pricing revenue.

I would particularly like to draw the Committee’s attention to Attachment A which
summarises the findings of the United Kingdom National Audit Office reports of 2003 and
2018 concerning the private financing of infrastructure.

The submission has been prepared by a retired investment banker with experience of

infrastructure financing — and specifically of toll road financing — both in Australia and
overseas.
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The submission argues:
. that the issues of:
- tolling;

- private financing (which may include private debt financing without private
ownership); and

- private ownership,
should be distinguished and considered separately;

. that Queensland had a perfectly satisfactory system of publicly owned toll roads,
including the Gateway Bridge and Logan Motorway, from 1986 until the privatisation
of Queensland Motorways in 2014. These facilities were operated for the public
benefit with revenues available to be re-invested in the road system. The problems
which have led to the establishment of this present Inquiry are not problems of tolling
per se but of private ownership;

. that the privatisation of Queensland’s toll roads failed to properly address the types
and sources of efficiency in infrastructure;

. that for technologically mature, capital intensive assets such as roads the most
important source of efficiency is financing efficiency, and that the State is the most

efficient financier;

. that private financing of infrastructure monopolies in general is often (although not
always) an unnecessarily expensive means of finance which:

- provides no efficiency gains which cannot be obtained by other means;

- is detrimental to efficient capital rationing and accountability by allowing debt
to be effectively hidden off budget;

- imposes unnecessary additional costs on infrastructure users, including in
particular small businesses, and reduces overall economic efficiency;

- is subversive of the system of transparent tendering — the cornerstone of
accountability in the provision of public works — and this defect cannot be
overcome by the use of supposedly “independent” experts to assess projects;

- produces an environment conducive to cronyism, capture and corruption;

- is corrosive of public trust in the institutions of government;

- allows governments to avoid addressing the underlying fiscal problem which

is the inadequacy of current taxing arrangements, especially in relation to the
taxation of economic rent; and
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- has been severely criticised in other jurisdictions, in particular in two reports
by the United Kingdom National Audit Office which comprehensively debunk
almost every claim made in support of private finance;

that proposals for private financing of infrastructure be assessed according to the
“Ryrie Rules”;

that the methodology for comparing public and private ownership of infrastructure is
systematically flawed because it does not adequately account for the value of “real
options” given away with a private equity interest, and that this is especially the case
with network assets such as roads;

that the private ownership of tolling concessions (i.e. the transfer of an equity interest
in road tax revenues to private “tax farmers”) is especially detrimental to the interests
of Queenslanders and the Queensland economy because:

- it represents an irrational and unnecessarily expensive allocation of risk to
parties which cannot manage that risk and which charge an exorbitant
premium for accepting it;

- it gives away — for no consideration — valuable real options to benefit from
expansion of the road network in future; and

- it limits the flexibility of future governments to deal with technological
developments in relation to economically efficient road pricing;

that there are other more economically efficient models of ownership and financing
available, including “semi-private” models;

that:

- the practice of “commercial-in-confidence” secrecy surrounding privately
financed public works projects has no justification and should be abolished;
and

- underlying construction and financing costs of such projects should be as
transparent as under the traditional system of competitive public tendering and
public bond financing;

that former public officials and Ministers involved in the award of private
infrastructure projects should be prohibited from taking remunerative employment
either in the industry or from the associated construction and finance industries, as
this practice is especially corrosive of public trust in the institutions of government;

that the underlying fiscal problem facing Queensland (and other jurisdictions) is a
failure to collect sufficient tax — especially tax on economic rent — and that ultimately
it is unsustainable to paper over that problem through the sale of monopolies and tax
farms, and by pushing borrowings off-budget;
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. that it is likely in the near future that tolling will become obsolete and will be replaced
by a comprehensive system of road pricing which has the potential to promote
economic efficiency;

. that it would be hugely detrimental to the people of Queensland if such a system of
comprehensive road pricing were to fall into the hands of a politically powerful
private monopolist. Motorists would find themselves being forced to pay a private
company the moment they left their driveway. It would undermine the very notion of
freedom of movement as we currently know it; and

. that existing road tax farms should be re-purchased by the State on terms which
provide minimal super-profits to the current tax farmers, and that the cost of this
should be met by new and more efficient taxes such as (publicly administered) road
pricing and taxes on economic rent.

In summary, if one set out to devise a transaction which would:

. create the greatest unnecessary costs for the motorists and taxpayers of Queensland;
. while producing no net efficiency gains;
. at the same time limiting the flexibility of future governments to deal with traffic

growth and technological change;

. while also subverting the system of transparent competitive tendering and
undermining trust in government,

one could not come up with anything better than to sell an equity interest in toll roads.

The Committee will no doubt hear from parties seeking to defend the private toll road
industry and the private financing of infrastructure in general. Members of the Committee
may like to ask two questions of all such submissions:

. do they come from people who have both practical experience and theoretical
knowledge of infrastructure finance?

On the one hand, there are academic economists with simplistic models of
privatisation who lack firsthand experience of how privatisation works in practice.
On the other hand, there are practitioners who have experience of putting together
deals but lack an economic understanding of the direct and indirect consequences of
these transactions; and

. what is the agenda of the parties making these submissions? Are they motivated by
private gain, or the prospect of private gain?

This is especially relevant to submissions from industry participants as well those

submissions — possibly from purported experts — which have been commissioned by
and paid for by industry participants.
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Members of the Committee may care to examine submissions from professional
advisory firms and contemplate how many of these are designed merely to ingratiate
the authors with potential industry clients or with the State Government.

The Committee may expect to encounter many attempts to discredit, dismiss, or silence any
critical examination of the private toll road industry and of infrastructure privatisation in
general. I would invite members of the Committee to ask:

. whose agenda is being promoted by these attempts?

. what is the motivation of those doing so?

For my own part, my motivation is to bring to the attention of the Parliament matters of
which I have some theoretical knowledge and to which I have had some practical exposure.

A quarter of a century ago my colleagues and I fought to prevent the very situation which has

now come to pass. The precise predictions we made then have proved depressingly prescient.
I hope this submission may help begin the process of reversing the mistakes of the past.
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2. BACKGROUND

This section sets out some background to provide context for the remainder of the
submission.

Queensland toll roads

The modern era of road tolling in Queensland began with the opening of the Gateway Bridge
in January 1986. While ostensibly a “private” company, the Gateway Bridge Company was
in effect publicly owned. A management agreement with the State guaranteed its working
capital — thereby effectively guaranteeing its loans — and in return required surplus cash to be
returned to the Treasury thereby ensuring that the beneficial equity interest in the Company
remained with the State.

The reason for this awkward financing structure was the system of quantitative borrowing
limits administered by the Australian Loan Council. Under the rules as then applied the
borrowing of the Gateway Bridge Company were regarded as being outside the State’s
Global Borrowing Limit.

The success of the Gateway Bridge Company led to the creation of the Logan Motorway
Company and the Sunshine Motorway Company. Under the Goss Government these were
amalgamated under the umbrella of Queensland Motorways, although still effectively
publicly owned.

Tolls on the Sunshine Motorway were removed in the mid-1990s by the Borbidge
Government, the Treasurer at that time being the local member.

The spectacular profits earned by private toll roads in Sydney and Melbourne and the
irrational financial exuberance immediately preceding the Global Financial Crisis led to a
boom in private toll roads, not unlike the British Railway Boom of the 1840s. This saw the
creation of two private companies to build what are now known as the Clem7 and the
Airport Link. Both of these companies eventually failed due to over-optimistic traffic
forecasts and excessive reliance on bank debt which could not be serviced in the short run.

Both of the failed companies were eventually acquired by Queensland Motorways.

The failure of these private toll road companies has led Australian bankers to adopt a “no-
lose” approach to privatisation under which taxpayers are asked to accept the risks of toll
road development and investors buy the resulting “tax farms” on terms which expose them to
minimal risk but give them the opportunity to benefit from any future renegotiations. This
has been seen' both in Legacy Way in Brisbane and Westconnex in Sydney.

The privatisation of Queensland Motorways — along with other public assets - was first
floated by the Bligh Government in 2009. However, the company was sold not to external
owners but was transferred to Queensland Investment Corporation in 2011.

The sale of Queensland Motorways and Legacy Way to interests associated with Transurban
took place under the Newman Government in 2014.

' To the extent that public information allows us to know.

6
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It is worth noting that road tolling under public ownership in Queensland worked
successfully for almost 30 years, with the proceeds from road tolls available for re-investment
in the road network or for distribution to Treasury.

The very fact that this Inquiry has been commissioned is evidence of the problems that arise
when ownership of strategic network assets is sold to companies which are determined profit-
maximisers. A reasonable person might reasonably conclude that:

. it has created conflicts of interest which did not previously exist;

. it has produced no efficiency gains, but rather (as discussed later) has led to efficiency
losses; and

. it has undermined public confidence in the institutions of government.

The issue facing this Inquiry is not tolling per se. Tolling worked successfully for many
decades. The issue facing this Inquiry is the grave and continuing policy error of selling
private ownership of road tolling tax farms.

Private financing without private tolling

Just as tolling can exist without private finance, so private finance can exist without private
tolling or without any tolling at all.

It is possible to privately finance a road through availability payments made by government
to the private financier in the same way that government departments may lease office space
from private landlords®. The road might even be tolled, with revenues collected by the State
or by some semi-private entity. Such arrangement need to be considered on their merits
according to the “Ryrie Rules”.

Again, this highlights that the issue of tolling is distinct from the issue of private ownership
of tolling revenues. Again, the issue facing this Inquiry is the grave and continuing policy
error of selling private ownership of road tolling tax farms.

The Ryrie Rules

The Ryrie Rules were developed by Treasury official Sir William Ryrie during the era of
“economically rational” privatisation in the mid-Thatcher years before the program was
subverted by the private infrastructure lobby and the “Private Finance Initiative” of the Major
Government, and even more so by the Blair and Brown Governments.

* Some proposals involve “shadow tolling” in which government pays an amount per vehicle. In financial
terms, pure shadow tolling is highly inefficient because it transfers to the private financier the very risk that it is
unable to manage. A small shadow toll to cover the marginal cost of each vehicle is more justifiable but would
go nowhere near covering the capital cost of a road.
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As they inform much of this submission, I have re-stated the rules here. The Ryrie Rules
required that’:

. decisions to provide funds for investment should be taken under conditions of fair
competition with private sector borrowers;

. any links with the rest of the public sector, Government guarantees or commitments,
or monopoly power should not result in the schemes offering investors a degree of
security significantly greater than that available on private sector projects; and

. such projects should yield benefits in terms of improved efficiency and profit from the
additional investment commensurate with the cost of raising risk capital from
financial markets.

Then underlying principles of the Ryrie Rules were":
. private finance could only be introduced where it offered cost effectiveness; and

. privately financed projects for public sector programs had to be taken into account by
the Government in its public expenditure planning.

It is the contention of this author that the sale of private ownership of road tolling tax farms
has breached the Ryrie Rules to such a degree that serious consideration should be given to
reversing it before any more damage is done.

About the author

From 1982 to 1995 I was employed in the Corporate Finance Divisions of Schroders
Australia investment bank, at that time a subsidiary of Schroders plc, initially in the Sydney
office and later in London and Brisbane.

From 1987 to 1988 I was seconded to the London office of Schroders plc to work in the
International Projects Department.

My period in London coincided with the era of economically rational privatisation in the mid-
Thatcher years, Specifically, it occurred during the era of the Ryrie Rules.

In 1988 I returned to Sydney and until 1993 was part of the project finance team working
under its director David Lennon in the fields of corporatisation, privatisation and
infrastructure finance, especially in relation to roads and the electricity industry.

During this period I was fortunate to work extensively with the French group Transroute (not
to be confused with Transurban or Transfield) which represented the highly successful
association of (then) publicly-owned toll road companies in France®. As a result I was

? Graheme Allen, The Private Finance Initiative, House of Commons Library Research Paper 01/117, 2001,

p 13.

*ibid, p14.

> In 2005, the conservative French Government succumbed to pressure from the private infrastructure lobby and
reorganised the French toll road industry, selling a majority stake to private investors. This brought to an end

8
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fortunate to gain exposure not only to the narrow conventional models of privately owned
infrastructure which have prevailed in Australia but also to the wider range of innovative
“semi-private” financing structures used elsewhere in the world.

In January 1993 I appeared, together with Schroders’ Chief Economist Brett Allender, before
the Senate Select Committee on the Functions, Powers and Operation of the Australian Loan
Council. Our submission®:

. drew attention to the important difference between quantity of debt and quality of
debt (i.e. the way in which borrowed money was used and the ability to service the
debt);

. drew attention to the perverse incentives created by Loan Council’s quantitative

borrowing limits which encouraged the use of inefficient and expensive privatisation
as a means of hiding State debt off balance sheet; and

. proposed a system of capital rationing based on the maintenance of debt servicing
ability as assessed by credit ratings, with quantitative limits to be applied as a sanction
against States which lost their rating.

Also at this time I was actively engaged in preparing the initial financial analysis for
Vicroads of the proposed Melbourne Western Bypass toll road’. The Western Bypass was
later combined with the Southern Bypass to form the CityLink project.

During 1992 and 1993, David Lennon and I began to develop alternative semi-private models
of road finance drawing on the models of semi-private ownership seen overseas. This was
motivated largely by our concern at the extraordinary super-profits which seemed to be
flowing from the recently opened M4 toll road as well as the non-tendered renegotiation of
the M5 toll road concession on terms which seemed to us to be incomprehensibly generous.
It was our belief that a semi-private alternative would provide much better value for motorists
and taxpayers in the long run. Variants of this proposal were presented to road authorities in
Queensland, New South Wales and Victoria.

In early 1994 I returned home to Brisbane and to the Brisbane office of Schroders where I
became involved in advising the Queensland Treasury’s Government Owned Enterprises unit
on matters to do with capital structure, rates of return and dividend policy.

Although I had withdrawn from actively pursuing toll road proposals I was — together with
David Lennon — invited to present a paper (the “AAA Paper”) on road finance to the
Australian Automobile Association’s Land Transport Infrastructure Symposium held in
Canberra on 22nd March 1994 and attended by representatives from the three eastern State
road authorities and other interested parties. A copy of that paper is attached to and forms
part of this submission.

the successful era of automatic re-investment of road revenues into the extension and development of the French
road network.

% Brett Allender, Stephen Morris, Public Borrowing in Australia. The Function, Powers and Operation of the
Australian Loan Council, submission to Senate Select Committee on the Functions, Powers and Operation of
the Australian Loan Council.

7 This initial report analysed a conventional privately owned structure.

9
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The AAA Paper and its consequences are discussed in subsequent sections.

With the closure of Schroders’ Brisbane office in late 1995 I withdrew from full time
employment in investment banking to pursue other interests in the development of financial
and technical analysis software. I continued in a consulting role until the closure of
Schroders Australia Corporate Finance® in 1999.

My academic qualifications are a degree in Civil Engineering with first class honours from
the University of Queensland. In 1985 I completed the Securities Institute Graduate Diploma
course and I am a Fellow of Finsia. Since leaving investment banking I have completed post-
graduate subjects in micro and macro economics and comparative constitutional law’. Thave
not taken any further degrees.

¥ The remainder of Schroders’ investment banking operations other than funds management were subsequently
sold to Citigroup.
? Investigating the parallels between the mechanisms of utility regulation and those of constitutional law.

10
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3. CITYLINK AND THE ROLE OF INDEPENDENT ADVISERS

As noted above, during 1992 and 1993 David Lennon and I began to develop alternative
semi-private models of road finance which proposed using State automobile associations as
owners/trustees of tolling concessions to avoid the obvious conflicts of interest associated
with private ownership'’. Variants of this proposal, highlighting the problems of the fully-
private model, were presented to road authorities in Queensland, New South Wales and
Victoria.

We received a favourable hearing from the Queensland Department of Transport but the issue
was not then relevant to Queensland since it had a fully public tolling system and no plans to
change it.

We received a very hostile reception from the NSW Roads and Traffic Authority and from
certain officers within Vicroads'' .

During this period David and I were invited to a private evening meeting at the offices of a
major Australia law firm which specialised in advising State road authorities. There we were
warned off by one of the senior partners with the following words, “People keep saying to
me, ‘Why is Schroders trying to spoil the party?’ ”

By early 1994 David and I had largely abandoned our efforts to promote alternative financing
structures. Nevertheless, because of our previous discussions with the State automobile
associations, we were invited to make a presentation to the Australian Automobile
Association’s Land Transport Infrastructure Symposium, and on 22nd March 1994 delivered
a paper entitled Public Equity, Private Debt: The Efficient Financing of Roads in which we:

. highlighted the problems of fully private ownership of toll roads; and

. outlined the semi-private model based upon the successful and (then) publicly owned
French road system.

The most significant conclusion was:

"The conventional view is that private tolling concessions will run their term and that
the roads will revert to government. This view is commercially naive. Having
established a private taxing monopoly, government cannot gain access to the tax flow
without either waiting for the concession to expire or negotiating (without the
possibility of tender) with the incumbent monopolist. Incumbents use such
renegotiations to progressively extend tolling concessions creating permanent private
monopolies.""

' This was based on the French société d'économie mixte which used local chambers of commerce and
chambers of agriculture as owners of semi-private tolling entities.

' At some time in 1993 — possibly early 1994 — I was invited, together with Alan Molyneux of Schroders'
Melbourne office, to a private meeting with a director of Vicroads. There I was asked to outline the semi-
private proposal, after which we were calmly told, “Thank you. I just wanted to know what you were
suggesting so I can shoot it down when it comes up for discussion.”

12 Abstract, paragraph 3. A fuller explanation appears at paragraph 24 of the main paper. The abstract was
appended to the file copy on 23 March 1994 and reflects the contents of the oral presentation.

11
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During the question and answer session which followed, we were publicly abused by
representatives of the NSW Roads and Traffic Authority who specifically dismissed as
ridiculous the notion that tolling concessions would ever be extended.

Despite our having been retained by Vicroads on the Western Bypass, and despite the adviser
on the Southern Bypass having joined one of the bidding consortiums, we were not retained
for the combined CityLink project. Vicroads proceeded to implement a fully privatised
project — along the same lines as the NSW projects — which led to the creation of Transurban.

It is a matter of record that the CityLink concession and other toll road concessions around
Australia have been repeatedly renegotiated — without any possibility of competitive tender —
precisely as we had warned in the AAA Paper.

Shortly after the AAA presentation, I was advised by David Lennon that the project finance
team had been effectively dismissed from at least one other advisory role in relation to
infrastructure finance.

I submit that this history goes to the heart of any system which relies on advisers who are also
industry participants.

Even if an “independent” adviser is motivated by the highest standards of probity, it is all but
impossible to stand in the way of a transaction — or a type of transaction — which has already
been effectively agreed, either by the senior public officials involved or by the relevant
Minister. At most, the adviser may suggest some cosmetic changes to justify their role. If
they go further they run the risk of being blacklisted from further appointments and in
extreme cases being dismissed pre-emptively before they can submit written advice.

Moreover, it is far from assured that all such advisers are motivated by the highest standards
of probity. On the contrary, they are often participants — or would-be participants — in other
such transactions. A reasonable person might reasonably conclude that they are motivated
primarily by a desire to stay on good terms both with contractors and financiers and to be
“invited to the party” next time.

This is a cause for concern when assessing tendered projects. It is an even greater cause for
. .. 1
concern when there is no competitive tender'’.

Moreover:
. the use of commercial-in-confidence secrecy to hide details of such transactions; and
. the range of uncertainty surrounding what might be considered reasonable

commercial termsm,

minimises the risk that an “independent” adviser could ever be called to account for their
actions.

" T am aware of at least one case in NSW where this became a signficant issue.
14 Especially the valuation of “real options” discussed later.

12
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In addition, the growing practice whereby retiring senior public officials — and even former
Ministers — obtain lucrative employment from parties enriched by such transactions is
corrosive to public faith in the institutions of government.

To fully grasp the surreal absurdity of this system, consider a counter-factual “thought
experiment”.

Imagine, if you will, a judicial system in which supposedly “independent” judges were
selected by the Minister on a case-by-case basis from a pool of lawyers. Imagine that their
deliberations were held in secret (we might call it “judicial-in-confidence”). Imagine that
those same lawyers were themselves hoping to be involved in other commercial dealings
either with one of the litigants or with the government. Imagine that the Minister had made it
clear that he wanted a particular verdict to be reached. And imagine that he himself later took
up a lucrative directorship with one of the parties which had been successful in its litigation.

Given the existence of precisely these conditions in the provision of public works, is it any
wonder that voters’ trust in the institutions of elective government has fallen to dangerously
low levels?

13
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4. EFFICIENCY

If there is one word more abused than any other in relation to privatisation and privately
owned infrastructure, it is the word “efficiency”. Efficiency is not a single thing. It has
several dimensions which are often in conflict with one another.

Types of efficiency

A common taxonomy of efficiency breaks it down into three types:

. internal efficiency;
. allocative efficiency; and
. dynamic efficiency.

When journalists and spruikers of private sector ownership talk loosely about “private sector
efficiency”, they are almost always referring to internal efficiency. This is — as the name
suggests — the efficiency of an organisation’s internal operations. It is the efficiency with
which it produces a given bundle of goods or services, the resources it consumes for a given
amount of output.

Typically, profit-maximising private firms seek to maximise internal efficiency. The owners
gain nothing from waste in the production of a given bundle of goods or services.

For many people that is where efficiency stops. But privatised businesses often exercise —
and abuse — market power. They are often monopolies or near-monopolies. This is
especially true of infrastructure. It is necessary to consider also their allocative efficiency.
That is the efficiency with which they allocate resources in their interaction with other parts
of society.
Private monopolies and near-monopolies are classically allocatively inefficient in two ways:
. subject to any regulation they might operate under (which might change their
behaviour), they price their services for profit maximisation leading to over-pricing

and inefficiently low demand; and

. they under-invest in capacity so as to earn a higher rate of return on their limited
capital base.

These conditions are typical of infrastructure facilities characterised by:

. economies of scale. For example, it is cheaper to build one road than two competing
roads in parallel; and

14
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. indivisibilities of provision. For example, it is not feasible to expand the capacity of a
road by infinitesimal increments; one cannot build half a road, and additions to
existing capacity typically need to be provided in increments of one lane'® '°.

We may see how such allocative inefficiency arises with examples of over-pricing and under-
provision.

In the case of over-pricing, a tolled road which is operating at less than full capacity allocates
too little of the “resource” (i.e. the available road space) to motorists for use at a price they
are prepared to pay. The resource is sitting there and is available for use at almost zero
marginal cost but motorists who value it at less than the profit-maximising toll'” will incur
the cost of diverting onto other roads. In the process they impose further costs (external
costs) on the users of already congested roads, not to mention the loss of amenity for those
living or working near such roads.

In the case of under-provision, we can look to Brisbane Airport where the provision of a
second runway was deferred for years by the private owner'". The same is true of a private
road tax farmer whose decision to add extra capacity to the roadway is determined by the
desire to maximise profit, not to maximise the efficient allocation of resources.

Allocative inefficiency doesn’t show up in any profit and loss account. A private monopoly
happily over-pricing and under-investing may generate a huge profit, and the average finance
journalist will look at its rate of return and say, “Gosh, what an ‘efficient’ business!”

But a monopoly’s gain comes at other people’s loss. This might be the public at large and it
might be small businesses which are not in the fortunate position of being able to exercise
market power.

Toll levels which exceed the economically efficient level not only represent a transfer of
wealth from motorists to the monopolist; they also impose a cost on the economy as a whole
by not allowing the most efficient use of available resources.

The delay in building a second runway in Brisbane manifests itself in the wasted time of
passengers and the wasted jet fuel of aircraft waiting in holding patterns for a chance to land,
or in the reduction of flights in and out of Brisbane at the most desirable times due to the
inadequacy of landing space.

There is a third dimension of efficiency which needs to be addressed briefly. This is dynamic
efficiency.

!5 Pedants might argue that tidal flow systems add increments of half a lane, or that traffic flow measures
increase capacity incrementally, but the essential principle remains.

'® This may be contrasted, for example, with electricity generation infrastructure. Quite apart from the fact that
generation is a competitive market, additions to generating capacity can be made in increments which represent
only a tiny fraction of the capacity of the entire system.

' The inadequacy of toll indexation or rate-of-return limits as a means of eliminating this inefficiency is
discussed below.

'8 We still do not know —at least I do not know — what concessions were made by the Abbott Government to
secure the seemingly amazing agreement to build a second runway just weeks after the 2013 election. No doubt
we will find out in due course what has been given away on our behalf.
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The world doesn’t stand still, and dynamic efficiency refers to the speed with which an
organisation responds to such change. Large bureaucratic organisations (public or private)
with multiple levels of management and rigorous accountability requirements are unlikely to
be dynamically efficient. Governments and large private firms are unlikely to match small
private firms where there are rapidly changing fashions or rapidly changing technology.

We might expect that a government-owned Silicon Valley would not have produced
innovation at the same rate as the private one has'’.

Be that as it may, these conditions simply do not apply to mature infrastructure industries*’.

Sources of efficiency and inefficiency

Another taxonomy of efficiency looks at its sources. In relation to roads, we may identify:

. construction;
. maintenance and operation; and
. financing.

Construction, maintenance and operation efficiencies may be accessed by contracting out (i.e.
privatising) without the need for private ownership or even ﬁnancing21.

As discussed in Section 6 one of the things that governments are very efficient at is financing.

In technologically mature capital intensive monopolies where the allocative inefficiency of
private ownership is likely to offset the internal efficiencies of construction and maintenance
(which can in any event be accessed through contracting out), there is no rational economic
case to be made for privatisation.

This is the basis of the Ryrie Rules discussed earlier.

Regulation and ownership

It is an irony of privatisation that the ideologues who argue most vociferously that
government is incapable of doing anything properly are also those who argue most

vociferously that government is capable of constructing perfect regulatory regimes to
eliminate all problems of private monopolisation.

' Even here one must be careful. Private firms often benefit from public research. Tim Berners-Lee developed
the hypertext transfer protocol — the foundation of the modern information world — while working for CERN,
and the intellectual property was made available free of charge.

%% To the extent they apply to new technologies for delivering infrastructure, or even operating infrastructure,
they can usually be accessed through the contracting out of construction and operation.

! This might include the Build-Finance-Transfer model discussed in the AAA Paper which involves private
ownership for a short period (one or two years) before transfer to long term public ownership at a fixed price.
The NAO’s 2018 report touches on this possibility.
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Without going into the details, regulation typically takes the form of:
. rate of return limits; and/or
. price caps, which need to be reset periodically to target rates of return.

Both methods have been applied to toll road concessions in Australia. However, their
effectiveness is limited.

For reasons explained more fully in Section 6, price caps calculated in advance do not reflect
the value of real options given away with tolling concessions.

Rate of return regulation has also proved ineffective. This is because:

. concession agreements have been renegotiated before the cumulative rate of return
has been achieved; and

. the renegotiations have taken place in circumstances which:
- allow for no possibility of competition;
- give the incumbent monopolist an overwhelming bargaining advantage.

Rate of return regulation of this type works for established networks in which the regulated
firm has an “obligation to supply”. For example, electricity distribution companies have an
obligation to supply customers and to incur the capital expenditure necessary to achieve this.

Toll road monopolists on the other hand collect farmed taxes on limited sections of road or on
specific roads. They have no obligation to incur capital expenditure in expanding the road
network. Accordingly, they may simply refuse to renegotiate, forcing the government to wait
until the target cumulative rate of return is reached.

In practice, politicians®* have shown that they cave in first at the prospect of “ready cash”
offered to them on a take-it-or-leave-it basis with no prospect of competition. This imbalance
of bargaining power is greatest where — as in Brisbane — one tax farmer has been given access
to all toll revenues.

Of course, the most effective form of rate of return regulation is debt in the absence of private
ownership. The interest rate becomes the rate of return cap.

A semi-private, debt financed entity”® may be effectively subjected to a kind of “competitive
regulation”. As its existing debts are paid down and excess borrowing capacity becomes
available, it cannot pay dividends. Its only options are to lower price or use the freed
borrowing capacity to reinvest in providing extra capacity. Such debt can be raised through
competitive, transparent bond tenders and the actual works put out to competitive,
transparent construction tenders.

** For example, the Victorian Government in the widening of the Tullamarine section of CityLink and in the
latest West Gate project.

# And the debt may be non-recourse to the State, a “Revenue Bond” as opposed to a “General Obligation Bond”
to use the United States parlance. Revenue Bonds are discussed further in Section 9.
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For governments, the initial indexed toll which they allow to a semi-private entity can be far
more generous because they know that any surplus revenue will be re-captured and
reinvested. The problem of regulation vanishes — even for a privately financed entity —
provided that ownership has not been given away. The more flexible indexation allows for
better initial debt coverage and goes some way to offsetting the fact that no equity is raised.

Moreover this provides an automated approach to capital rationing. If and when demand
increases, so does the revenue available to pay for extra capacity. It does precisely what the
price mechanism is supposed to do**.

In marked contrast, under the system of private ownership an increase in demand simply
enriches the tax farmer but does not automatically lead to any increased supply.

There has never been any adequate explanation provided for why Australian State
governments have comprehensively rejected this economically efficient approach. The
public, however, may have reached their own conclusions.

% This is the capital rationing by debt concept alluded to in Allender and Motris, op cit.
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5. THE COST OF PRIVATE TOLL ROADS

Just as allocative inefficiency doesn’t show up in any profit and loss account, so the cost of
privately owned toll roads is difficult to measure. Like allocative inefficiency, it manifests
itself as an opportunity cost, a forgone benefit.

There have, however, been a couple of cases which allows us to get a direct measure of it.

M4

When expressions of interest were sought for the M4 toll road in New South Wales in late
1988, it was presented as a new toll road between Parramatta and Mays Hill to the west. It
was evident that the traffic on such a road could not support the level of debt required to
finance it.

In early 1989 it was announced that the tender had been awarded to Statewide Roads™.
However, when the contract was awarded it wasn’t for a toll road west of Parramatta. Rather,
there was to be some road widening of the F4 freeway east of Parramatta, with a toll gate
placed on the existing road to capture all the traffic between Parramatta and Sydney. The
public were given no warning that this would happen.

The statutory accounts of Statewide Roads for 1990/91 show that the original capital of
Statewide Roads was only $460,250 (sic, that’s thousands not millions)*. The tolling
concession awarded to Statewide Roads was so generous that the company was able to
borrow the entire construction cost from the Commonwealth Bank. Commonwealth Bank
received a preference share entitling it to 12.5% of any retained profit. The thinly capitalised
Statewide Roads had no construction capacity. Construction of the road was simply
contracted out for a cost of about $200 million.

In July 1999 Macquarie Bank’s Infrastructure Trust of Australia (as it was then known)
acquired a 57% interest in Statewide Roads for a publicly disclosed price of $150 million.
That valued the original promoters’ shareholding ($460,250) at about $243 million®’.

From a financial journalist’s perspective that might seem to indicate an “efficient” company.
But in economic terms it represented an opportunity cost to the State (and the taxpayers) of
$242.54 million, more than the entire cost of building the road.

Had it been retained in public ownership — even if financed with private debt — it would have
had sufficient value (i.e. sufficient underlying cash flow to support further borrowing) to seed
all further toll roads in New South Wales.

» A company that included among its shareholders a former Main Roads Commissioner.

26 Extracts from the 1990/91 accounts may be found at Attachment II of the AAA Paper, although at that time
the actual value of Statewide Roads was not publicly known. There was only press speculation which vastly
under-estimated the actual value.

?7 It was not clear whether the $150 million purchase price included the Commonwealth Bank preference share.
If it did, it valued the ordinary equity in Statewide Roads at $243 million. The proportion of total “real equity”
acquired would be (57 + 12.5) / 112.5 = 61.8%. This implied a value for the whole company of

150/0.618 = $243 million and a superprofit of about $240 million after allowing a generous rate of return on the
original $460,000 of equity. Ifit didn’t it valued the original equity even higher at $263 million.

19

Page No. 22



Inquiry into the operations of
Toll Roads in Queensland Submission No. 165

M2
A similar story is found with the M2 toll road in north-west Sydney.

The original Hills Motorway Group raised $155 million of equity from a public float and
another $30 million of equity from the project promoters. A further $311 million was
borrowed in the form of term debt and bonds to finance the $500 million total cost of
building the M2 motorway. As disclosed in the prospectus, construction was contracted out
“by Abigroup Limited and Obayashi Corporation under a predominantly fixed price and
fixed-time design and construction contract.”*®

The only significant risk borne by investors was the traffic risk.

In its first seven years of operation the M2 never come close to meeting the levels of traffic
forecast in the prospectus. By 2004, average daily traffic - about 73,000 — had only just
reached the level forecast for the opening year of 1998. By 2005 average daily traffic should
have been 83,000.

And yet, the tolling monopoly granted to Hills Motorway Group by the New South Wales
government for an original investment of $185 million was readily bought by Transurban in
April 2005 for $2.07 billion.

To put that in perspective, the $1.885 billion profit to Hills Motorway was almost four times
the total cost of building the road.

Again, whilst from a simplistic financial perspective that might seem to represent an
“efficient” company, it was is in fact an enormous opportunity loss to the State. If a State
Government announced that it had just lost almost $2 billion building a road worth $500
million it would be a scandal. But it can readily waste the same amount of money in a private
infrastructure deal without anyone seeming to notice.

But why would Transurban have placed such a high value on Hills Motorway?

Because the original concession agreement is not the final concession agreement. A tolling
concession is an asset far more valuable than the present value of the toll income expected
under its current terms at any point in time. It contains valuable “real options”. As we had
warned in our AAA presentation some 11 years earlier:

"The conventional view is that private tolling concessions will run their term and that
the roads will revert to government. This view is commercially naive. Having
established a private taxing monopoly, government cannot gain access to the tax flow
without either waiting for the concession to expire or negotiating (without the
possibility of tender) with the incumbent monopolist. Incumbents use such
renegotiations to progressively extend tolling concessions creating permanent private
monopolies."

% This information is all taken from the Hills Motorway prospectus.
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Failed toll roads

Of course, it is necessary to consider those private toll roads such as Clem 7 and Airport Link
which have fallen into insolvency. It is tempting to see these as an “opportunity gain” to
taxpayers.

While there is some truth in that, several caveats need to be considered in this interpretation:

. these roads failed financially because they relied on excessive short term bank debt
which could not be supported by the initial concession agreement;

. the final cost to the taxpayers needs to take into account the renegotiation — or
multiple renegotiations — of concession agreements which are likely to occur over the
coming decades;

. the failure was due to over-optimistic traffic forecasts which are unlikely to be
repeated; and

. various insurance claims recovered a considerable amount of this loss®’.

Moreover, the “modern” approach — seen in Legacy Way and Westconnex — seems’" to be for
taxpayers to foot the bill and the risk for toll road development and then for private firms to
buy the completed “tax farm” on terms which reflect the actual traffic achieved. In this
process the private buyer takes the upside option of any benefit which may arise from future
re-negotiation of the initial concession agreement.

¥ The Australian Financial Review, 15 November 2017 reported a $100 million settlement on the Airport Link
project from Arup, and two settlements of $280 million and $121 million from AECOM in relation to Clem 7.
While these amounts are small in relation to the total cost, they represent much of the equity that was
contributed to the projects. The actual proportion lost by lenders was less.

3% From the information publicly available.
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6. FINANCIAL ISSUES AND THE COST OF CAPITAL

For mature, capital intensive industries such as roads the most important source of efficiency
is financing efficiency. In most cases for assets of this type, States are the most efficient
financiers.

In order to understand the cost of privately owned roads, it is necessary to consider some
aspects of the cost of capital and how it might vary between public and private ownership. It
is especially necessary to consider how the actual cost of capital might differ from simplistic
economic models.

Simplistic models of cost of capital underestimate the true cost of privatisation.
Cost of equity, black swans and real options

The conventional theory of the cost of equity (the famous Capital Asset Pricing Model) is
that it comprises two components®':

. a risk free rate; plus
. a risk premium proportional to the non-diversifiable volatility of the cash flows.

This model was developed from a study of Aistorical rates of return of existing companies
listed on stock exchanges. The problem arises in applying it to future undertakings.

Historical market returns are necessarily the actual returns of firms in the study sample, and
their historical probability distribution is known. But for a future undertaking it is generally
not possible to know the probability distribution. Except in the case of the most tightly
bound contractual payments, any projection of future cash flows is an estimate which may be
biased.

Future cash flows are therefore not just unknowns (the probability distribution of which is
known); they are unknown unknowns (the probability distribution of which is not known).
They should reflect “all possible future states of the world” ** but as the future world is
populated by an unknown number of “Black Swans™* this is simply not possible.

In practice, much of the discount rate applied to future cash flows reflects not the non-
diversifiable volatility — as CAPM might suggest — but rather a rough-and-ready attempt by
practitioners to account for biases in the projected cash flows. For any rate of return, one can

31 R. =R;+ B *(R,, — Ry) where R; is the risk free rate, Ry, is the rate of return expected of the market as a whole
and P is the coefficient relating variations in the return of a security to variations in the overall return of the
market.

% My last commission as an investment banker was to compare the present values of a fixed-price electricity
contract — with a State Government as counterparty — against a supposedly equivalent bundle of market
contracts. The State had engaged an eminent economist who argued that the two should be discounted at the
risk free rate on the grounds that he had “considered all possible states of the future world”. Fortunately the
clients accepted our advice to ignore this theology and stayed with their State-backed contract. A year later the
Commonwealth introduced a tax on non-renewable electricity bought on market, apparently a “state of the
future world” that had not been contemplated!

3 To use Nassim Taleb’s now famous terminology.
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always make a project look better (by arbitrarily increasing the projected cash flows, no
matter how improbable that might be) or worse (by arbitrarily reducing the projected cash
flows).

Given that the probabilities are unknowable, this is essentially a value judgement. It is one of
the reasons that “independent experts” have so much latitude in delivering up the answers
expected of them.

One way of looking at this is to consider it in terms of “real options”. A real option is the
right, but not the obligation, to undertake certain future actions.

Real options have enormous potential value. For example, a bundle of real options in relation
to a company constitutes “control” of the company. Corporate financiers — those who deal
with takeovers — are familiar with the “control premium”, the amount paid to gain control of
a company over and above its normal value as it trades on the market in the absence of a
takeover offer. Control premiums of 20% to 40% are not uncommon, and they may be much
higher.

Unfortunately, although real options may have enormous value, their unknowable nature
means that they are typically ignored completely when comparing public and private
ownership of infrastructure assets. And yet the real options may be by far the most valuable
part of a business.

As in the case of company takeovers, real options are especially valuable when one acquires a
bundle of them and gains control.

Going back to the previous section, the enormous premium paid by Transurban to acquire
Hills Motorway — a company which on paper had never met its income projections — reflects
the huge value of real options over future of the road network and public transport in

4
general’*.

As the network is expanded and traffic flows increase, an incumbent tax farmer has the
options of:

. sitting put and reaping the extra income from the extra traffic which network
extension direct onto his existing road for no extra outlay’; and/or

. vetoing and delaying competing public transport facilities.
Or, the government may go cap-in-hand and beg for a renegotiation.

As pointed out in the AAA Paper, the conventional view of toll road concessions was — and
remains — commercially naive if it fails to acknowledge the value of these options.

** The Hills Motorway contract contained a clause restricting the State from building competing public transport
facilities to the north-west without compensating the owner of the tolling concession.

35 This is precisely the situation which arose with the M5 extension (discussed at Attachment III of the AAA
Paper) where the extended road promised to pour vast amounts of new traffic onto the existing road. The
incumbent monopolist obtained the most extraordinarily generous renegotiation.
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This is especially true of a company like Transurban which in Brisbane has control of the
entire toll road network in the city.

Cost of debt

We may turn now to the cost of debt financing which does not have an equity upside interest.
The simple theory of cost of debt is that it also comprises two components:

. risk free rate; plus

. a risk premium to reflect the probability of default.

As there is no equity interest, the value of real options is of less relevance™.

There is, however, another element which affects the cost the cost of debt. This is the
illiquidity component’’. Irrespective of underlying default risk, larger borrowers tend to raise
debt more cheaply, especially for long term debt such as might be associated with
infrastructure facilities.

It is useful to consider the underlying economics of why this might be so. Primary lenders
need to consider not only the risk of default but also the possibility that they may need to sell
their securities before they reach maturity. Any secondary buyer will, however, need to
undertake due diligence before buying, and those transaction costs must be covered in the
price they pay. The smaller the issue and the more idiosyncratic the cash flows securing it,
the greater the due diligence costs relative to the principal amount.

Secondary market buyers must also consider the possibility that they in turn might need to
sell the securities before maturity, and so the problem compounds.

Liquidity differences underpin the interest rate swaps market. Smaller, more idiosyncratic
borrowers, desiring a fixed rate but unable to secure long term debt might borrow at shorter
tenure (necessarily floating) and swap with a larger, more well-known counterparty.

The liquidity effect is also why State Treasuries focus their borrowing on a few maturities
(“hot dates”) to promote their liquidity. Well known, highly liquid, State Treasury debt
securities can be traded at a moment’s notice.

States are efficient borrowers.

The magnitude of illiquidity costs for any illiquidity premium can be assessed by considering
an annuity. For a 30 year annuity at 5% per annum, a 50 basis point™® illiquidity premium

3% Except to the extent that borrowing covenants may veto certain actions. In some cases, this may be desirable.
For example, had the Sunshine Motorway been financed by non-recourse revenue bonds, the Borbidge
Government would not have been able to remove the toll without paying out the debt and acknowledging the
cost explicitly.

*7 Liquidity affects the cost of equity also. Fama and French, The Cross-Section of Expected Stock Returns, The
Journal of Finance, Vol. 47, No. 2, June, 1992, found that size (market capitalisation) and book-to-market
equity were as powerful explanatory variables as § factor: small — presumably less liquid — companies showed a
higher rate of return.

¥ A basis point is 1/100" of 1% per annum.
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translates to a 5% reduction in the capital value. A 100 basis point illiquidity premium
translates to a 9.6% reduction in capital value. For the taxpayers this is “pure loss” due to
financing inefficiency.

Larger private or semi-private borrowers can reduce the illiquidity premium in borrowing.
The AAA Paper proposed a non-recourse centralised borrowing entity (modelled on the
French Caisse National des Autoroutes) to consolidate toll road debt and issue liquid bonds

without the evident disadvantages of establishing a private tax farmer.

Finally, it is necessary to consider the initial costs and fees associated with the establishment
of private financing structures.

It is a triumph of dogma over evidence — and a triumph of special interest over the public
interest — that the traditional system of transparent, competitive public works tendering
financed by highly liquid State bonds has been replaced by a system of byzantine complexity.
Private financing of specific projects involves the creation of special purpose financing
companies and reams of idiosyncratic contracts which must be checked by teams of lawyers,
accountants and bankers — all to do something that used to be done cheaply and efficiently by

the State.

It is an expensive make-work scheme for finance professionals paid for by the rest of the
community.

Finance and risk allocation

A key principle of efficient financing both for equity and debt is the appropriate allocation of
risk. Risks should be allocated to parties which are best able to:

. assess them; and/or
. manage them.

Fully private ownership of road tolling concessions represents the worst possible allocation of
traffic risk. Government is the party best able to manage traffic risk:

. in the short run through its traffic management functions; and
. in the long run through its transport planning functions.

Allocating traffic risk to a private owner requires:

. an unnecessarily high rate of return, for no public benefit; and/or

. onerous conditions placed upon the State in relation to road development and public
transport development, limiting its options to deal with future traffic and population
growth.

If one set out to devise a transaction which would create the greatest unnecessary costs for the
taxpayers of Queensland while producing no net efficiency gains, and at the same time
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limiting the flexibility of future governments to deal with traffic growth and technological
change, one could not think of anything better than selling an equity interest in toll roads.
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7. PRIVATISATION FALLACIES

We are now in a position to consider some of the fallacies surrounding private ownership of
infrastructure.

The new money fallacy
Private financing creates “new money” for governments to build more infrastructure.
This reflects a common confusion between “funding” and “financing”.

Funding represents the ultimate source of cash needed to pay for the resources used to
produce and maintain infrastructure. It may comprise any or all of:

. user charges, where these are feasible and do not cause adverse consequences;
. non-user charges, such as rates and taxes at various levels of government;
. negotiated, voluntary contributions from external beneficiaries, such as negotiated

payments from existing owners of adjacent properties whose assets will increase in
value if and only if infrastructure is built; and

. other sources, such as transfer payments from other levels of government (relevant to
decisions made by sub-national governments), or aid (relevant to countries in receipt
of development aid).

Financing, on the other hand, relates to transactions in the capital markets to bridge the

timing difference between the cash outlays required to build and maintain infrastructure, and

the eventual receipt of the funding (from whatever source) to pay for it.

Private financing does not create new funding. Private financiers are not philanthropists.
Private financing merely changes the way in which the timing difference is bridged.

In fact, the added cost of private financing (over and above that which reflects legitimate risk
transfer, as discussed earlier) actually decreases the net funding available for infrastructure.

Asset recycling

This is a simple semantic fallacy, a type of rhetoric commonly used by those trying to defend
the indefensible. Who isn’t in favour of “recycling”?

If and when the street outside your house is pulled up and re-laid in a new suburb then that
will be asset recycling. If — slightly more plausibly — an old generating unit is removed and

re-used in a remote power station then that will be asset recycling.

The sale of strategic monopolies and tax farms to private owners is not asset recycling.
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Private sector investment decisions

This fallacy claims that privatisation ensures infrastructure investment decisions are made
according to private sector criteria. It is almost always nonsense.

There are some rare exceptions but the large scale investment decision for infrastructure is
almost always made by government which then puts in place the necessary subsidy or risk
sharing or grants of monopoly power>’ needed to bring the rate of return up to the level
demanded by private sector investors.

There are good reasons for this:

. because of its economies of scale and indivisibilities of supply, infrastructure is
characterised by high levels of consumer surplus (i.e. benefits in excess of recoverable
revenue); and

. infrastructure typically generates external benefits which are not captured as revenue.

As a result good infrastructure is typically justified on cost benefit and cost effectiveness
warrants long before it would be financially viable without government support.

There may be cases which are profitable without government support but these fall within the
Ryrie Rules and are not a source of concern. An example from Australia is the rail freight
network built by BHP and Hamersley Iron in the 1960s to service their mines in Western
Australia. The investment decisions made by independent power producers operating within
the electricity market are also genuinely private sector.

Small scale investment decisions may be made by private infrastructure providers, for
example in the construction, operation and maintenance of facilities. However, these are
typically captured through contracting out without private finance, and certainly without
private ownership of facilities

Price discovery and accountability

One of the original motivations for privatisation was a desire to extend the application of
market forces including in particular the mechanism of “price discovery”. Prices transmit
valuable information concerning supply and demand throughout the economy allowing
market participants to direct resources towards uses which are most in demand. Itisa
valuable element of allocative efficiency.

This philosophy underpinned economically rational privatisation such as the restructuring of
the electricity generation industry, creating a market in power which signalled supply and
demand.

Price discovery used to operate in traditional public works. Transparent, competitive price-
based tendering transmitted information on construction costs and the balance of supply and
demand. The bond market transmitted information on the cost of debt finance.

%9 Or extensions of monopoly power in the case of renegotiated tolling concessions.
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However, for reasons which have never been adequately explained, the combination of
construction and financing turns this economically efficient system on its head. For reasons
which have never been adequately explained, the moment construction and financing are
combined it becomes essential to hide all prices behind a veil of commercial-in-confidence
secrecy.

Far from promoting price discovery and economic efficiency, the privatisation of
infrastructure behind a veil of commercial-in-confidence secrecy detracts from it.

Moreover it subverts the cornerstone of accountability in the provision of public works and is
corrosive of public trust in the institutions of government. It is especially pernicious in an
environment where former public officials and politicians take up employment with providers
of infrastructure or the related contractors and financiers.

Innovation

It is often claimed that a private promoter must be given ownership — and indeed monopoly
ownership — of a facility because they were “innovative” in suggesting it.

There may indeed be some cases of genuine innovation, especially involving high technology
(the realm of dynamic efficiency discussed earlier). However, in the case of mature
infrastructure there is usually no real innovation. The claim of innovation is merely a pretext

for avoiding the tender process.

Genuine innovation — for example, in construction techniques - will be captured through
normal tendering.

On the other hand, merely suggesting that a road be widened and that the cost be hidden off
budget is hardly innovation of the type which warrants the unnecessary cost of private
finance, let alone subversion of accountability by waiving the transparent and competitive
tendering process.

Private sector efficiency

The simplistic claim that the private sector is more “efficient” was dealt with earlier.
Privatisation improves credit rating and lowers financing costs

The fallacy claims that:

. raising cash through the sale of existing strategic monopolies, essential services and
tax farms assets; or

. avoiding expenditure through private financing of new infrastructure,

improves the State’s credit rating and lowers its overall financing costs by enough to offset
the higher cost of private finance.

At the outset, it is worth nothing that this argument at least acknowledges the higher cost of
private finance.
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However, in the short run any improvement to the State’s credit rating benefits not the State
but the holders of outstanding bonds. If the yield to maturity falls, the price of exiting bonds
rises. If the State were to try to buy them back it would have to pay more. There is no
benefit to the State.

The State can benefit only in the long run as existing bonds mature and are rolled over.
However, evidence suggests that this does not happen. What actually happens is that
governments quickly squander the available cash (or use up the available borrowing capacity)
on other — often lower-quality — spending. Projects which would not otherwise have satisfied
cost benefit and cost effectiveness warrants - but which are politically attractive — gobble it

up.
This is precisely the outcome the Ryrie Rules sought to avoid.

UK net debt as a percentage of GDP* fell from 42% in 1978/79 to 21.8% in 1990/91 (the
very point at which the Ryrie Rules were being debased). By 1996/97 it had returned to
36.9%. At the onset of the Global Financial Crisis it stood at 35.2% and has never since
fallen below that figure.

A similar story occurred in Australia with the Howard-Costello government which reduced
debt in part by selling public assets during a time of record tax receipts, but then largely
offset this gain with tax policies in a vain attempt to win the 2007 election.

More recently the New South Wales Government proposed spending the proceeds from
selling the Land Titles monopoly almost literally on “bread-and-circuses”: renovating sports
stadiums.

Accordingly to some economic models*', debt has a positive role as a means of enforcing
“incomplete contracts”, whether between shareholders and company directors or between
citizens and elected political agents. Unable to control every decision of their agents, the
principals restrain them in a blunt fashion by limiting how much they can spend. Spending is
rationed to the best uses*’.

But even if this were not the case - even if politicians were perfect agents — it would still not
justify private ownership of roads. That is because it is possible to borrow without recourse
to the State using one of the many models of semi-private ownership. These are discussed in
Section 9.

Privatisation reduces taxes

Privatisation of strategic monopolies, essential services, critical databases and “tax farms”
simply replaces public tax collection with private tax collection. The “private tax” takes the
form of the economic rent earned by the monopolist. The deadweight losses of monopoly
pricing or tax farming are no less deadweight just because they’re deemed to be “private”.

0 Briefing paper 05745, “Government borrowing, debt and debt interest: historical statistics and forecast”,
House of Commons Library, 29 June 2018, retrieved 2 August 2018.

! See, for example, “Firms, Contracts and Financial Structure” by (Nobel laureate) Oliver Hart, Oxford
University Press, 1995.

*2 This is the rationing principle set out in Allender and Morris, op cit.
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Every time one buys an imported car, one pays a “private port tax” to have it transferred
through the privatised port monopoly. Every time one buys imported clothes one pays a
“private airport tax” to have them transferred through privatised airport monopoly. The
deadweight losses of these private imposts are no less deadweight simply because they’ve
been sold off to the private sector.

Trucks transporting produce from the Darling Downs to the Port of Brisbane via the Warrego
Highway are now obliged to use the Logan Motorway*® and pay the private road tax. The
deadweight losses of these imposts are no less deadweight simply because the tax has been
sold off to a private owner.

Private ownership is modern and innovative
Nothing could be further from the truth. The sale of private monopolies and tax farms is in
fact a throw-back to the failed fiscal policies of the Stuart monarchs in England the ancien

regime of pre-revolutionary France.

The latter, which has most similarity to the system of farming road taxes, is discussed in the
next section.

“ Signs on the eastbound lanes of the Ipswich Motorway at Goodna warn of the penalties which apply for
contravention. The original promises of free alternative routes to toll roads seem to have fallen by the wayside.

31

Page No. 34



Inquiry into the operations of
Toll Roads in Queensland Submission No. 165

8. THE HORRIBLE HISTORY OF THE FERME GENERALE*

If you visit Paris and pass through Place de la Bataille de Stalingrad not far from Gare du
Nord railway station you may be struck by the unusual round building that overlooks the
square.

Designed by architect Claude Nicolas Ledoux, the Rotunda de la Villette (or Saint-Martin
barrier) is one of 62 toll barriers built between 1784 and 1791 which formed the Mur des
Fermiers généraux, or “Wall of the Farmers’ General”. It is a visible reminder of a bizarre
and ultimately catastrophic experiment in public finance undertaken by the French
government in the decades before the Revolution.

The ferme générale or “farmers general” which built the wall was a consortium of private
financiers who had been granted by the King the right to levy private taxes on the French
people. It was a system of privatised public finance known as “tax farming”.

A tax farm is a contract under which a private agent, or “Tax Farmer”, agrees to pay a fee to
the government, in exchange for the right to collect tax for a period of time.

The origins of tax farming go back to antiquity. The reviled tax collectors of the New
Testament were private businessmen who had bought from the Roman government the right
to levy taxes on their fellow citizens. But it was in pre-revolutionary France that the system
was brought to a disastrous perfection.

* Some of this section draws from Eugene N White, France’s Slow Transition from Privatized to Government-
Administered Tax Collection: Tax Farming in the Eighteenth Century, Rutgers University and NBER
Department of Economics, and Noel D Johnson The Cost of Credibility: The Company of General Farms and
Fiscal Stagnation in Eighteenth Century France, California State University. The inferences drawn, however,
are my own and may not necessarily reflect with those of the authors.
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An underlying fiscal problem of the ancien regime was the reluctance of the aristocracy and
the clergy to contribute to the costs of running the state. Their income came from their
estates, what today we might call “economic rent”. And yet they were widely exempt from
the taille or direct tax on land. They might have argued that since they themselves were self-
sufficient and received no net benefit from the state they ought not to be obliged to contribute
to the cost of running it. The result, however, was a chronic problem of how to extract
revenue from the rest of society.

Like so many disasters of public policy, the ferme générale started out with a pretext of noble
intentions combined with a naive theory of economics.

The theory was one of private sector efficiency. If a government auctions tax farms by
competitive tender then the auction should theoretically be won by the lowest cost collector.
Auctioning tax farms thus promotes efficient collection. Moreover, the tender process forces
would-be collectors to assess the value of the tax incomes likely to be collected over the life
of their contract and reveal that information in their bid price. In the language of modern
business it would be called private sector risk assessment and price discovery.

What this theory failed to take into account was the motives of politicians and the complex
web of relationships that would inevitably develop between public officials and private
financiers where there was so much money to be made.

There are two systems of tax farming:

. a régie under which the government pays the farmer a fixed salary for collection and
receives all the tax collected. The farmer is little more than a salaried government
employee under contract; and

. a bail, under which the farmer pays the government a fixed amount or lease and
receives all the tax collected. The government gets a known amount of money
without needing to concern itself with the unpleasantness of tax collection and the
farmer takes the risks — and profits — of collection.

But the bail has another advantage for the government: some or all of the lease payment can
be made up-front. The government gets ready cash today from taxes which will not be
collected until sometime in the future. And since ready cash is readily spent, the government
eventually comes to depend on further advances from the farmer.

Meanwhile, the noble ideal of competitive tendering quickly disappeared, replaced by a
rather different conception of “efficiency”: the efficiency of avoiding duplication45 and
negotiating with just one tax farm. In 1726, Louis XV’s finance minister Cardinal Fleury
abandoned the last attempt at régie and signed a bail with a cartel of forty fermiers généraux,
the Ferme Générale. The seeds of fiscal disaster and ultimate revolution were sown.

As financiers to the King and collectors of taxes, the fermiers généraux soon amassed
colossal fortunes. Their daughters married into the aristocracy. Their sons bought their own

* “Internal efficiency” in modern terminology.
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titles of nobility. With wealth came political power, a power that would soon made reform of
the system impossible.

Critics like Montesquieu denounced the excessive profits of the fermiers. The taxes it
collected were seen as arbitrary and inefficient. The price of basic commodities like salt
varied wildly from town to town place depending on how much tax was levied in each. The
tax farmers — acting with royal authority - inflicted brutal punishment, including hanging, on
those who attempted to smuggled goods around tax collection points.

Across the English Channel, Adam Smith recognised that the capital required to run a tax
farm would tend to make it a natural monopoly. The naive theory of competitive farms could
never have worked.

But though the types of indirect taxes being collected by the ferme were increasingly seen as
inefficient, and even though the leakage of revenue to the fermiers deprived the Crown of
desperately needed revenue, any attempt at reform ran headlong into the power of entrenched
wealth.

Attempts at reform by Jacques-Etienne Turgot early in the reign of Louis XVI came to
nothing with Turgot soon falling victim to a campaign to have him removed from his post as
Controller-General of Finances. Turgot’s successor, the Swiss-born banker Jacques Necker,
managed to keep the system afloat for a time essentially by out-negotiating the farmers. In
1780 he split the farm into three, managing to buy out some of the existing farmers with the
proceeds from selling off the newly created farms. In the process, however, he conceded to
the fermiers généraux a law which made it illegal for anyone other the sons of current
fermiers généraux to become fermiers généraux. In 1781 Necker also falls victim to Court
intrigue and is forced to resign.

One of the key planks of the ferme’s political power was the “croupier” system. While
formal membership of the ferme générale might be limited to around forty, the number of
people with a financial stake in the system was much larger. Fermiers généraux could on-
sell a share of their income — a croupe - while retaining management of the ferme in their
own hands. Today we would readily recognise it as the difference between the director of a
company and the individual investors who hold shares.

Another plank was the pot de vin or bribe offered by the ferme to the government’s
negotiators. Turgot donated his pot de vin to charity and Necker abolished it during his period
of office.

In 1776 Turgot managed to publish the list of croupiers. It was seen to include none other
than the King himself in his personal capacity along with influential members of Court. With
a direct personal interest in the ferme it was hardly surprising that the King would be
reluctant to see it reformed. But even beyond the Court, the large body of croupiers
represented a powerful political constituency with an interest in the ferme’s continuing
success.

By 1783, with the situation becoming ever more desperate, a new and politically naive
Controller-General - Henri d’Ormesson - tried to abrogate the ferme’s lease. Thirty of the
fermiers généraux demanded an audience with the King and quietly explained to him what
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such a default would mean to the croupiers and others who had loaned money to the ferme.
Within the week d’Ormesson was dismissed from office.

The following year the ferme started work on encircling Paris with its wall of toll gates to
levy tax on goods entering the city.

The magnificence of its architecture is powerful testimony to the wealth and power of the
organisation behind it.
Pour augmenter son numéraire
Et raccourcir notre horizon,
La Ferme a jugé nécessaire
De mettre Paris en prison.

(To increase its cash
And to shorten our horizon
The Farm judges it necessary
To put Paris in prison)

However, even before the Wall could be finished the precarious financial system of the
ancien regime had collapsed.

Those with a passion for historical parallels might see several similarities between this story
and the current environment:

. the underlying fiscal problem is the same as that facing the ancien regime: not only in
Queensland and Australia but in most developed countries, there is a determination on
the part of politicians to reduce — or at least, not to increase — tax on those who earn
economic rent*. The result is the same chronic problem of how to extract revenue
from the rest of society;

* With an obvious exception in Australia of taxes on rent earned from mineral resources. This may, however,
be an idiosyncratic feature of Australia’s demography and federal system. At the federal level, the
Commonwealth uses resource rent taxes to transfer revenue from the exporting States of Queensland and
Western Australia to the population centres of the south-east. At the State level, traditional royalties are used in
the same way to transfer revenue from the exporting regions to the political capitals. Attempts to broaden rent
tax to cover all economic rent have been quickly rebuffed. This goes some way to explaining the odd
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. there is the same recourse to privatised taxes through the sale of monopolies and tax
farms. This distances politicians from the unpleasant business of actually collecting
taxes while being very lucrative for those monopolists and tax farmers entrusted with
the job;

. the system was justified by a naive theory of economics but failed to account for
complex web of relationships that would inevitably develop between public officials
and private financiers;

. the taxes most suitable for farming — such tolls on some but not all roads — are
arbitrary and inefficient;

. the process is often veiled in secrecy;

. as with Turgot, Necker and d’Ormesson, we see the difficulty faced by those
“independent experts” who challenge this cosy system;

. politicians provided with ready cash tend to spend it readily and are forced to go cap-
in-hand back to the farmers;

. as predicted by Adam Smith, there has been a tendency for road tax farming to
become monopolised as the originally separate farms are consolidated;

. as with the farmed taxes of the ferme, modern tolls are backed by the force of statute.
Unlike other debts, debts to toll collectors may be enforced by the threat of
imprisonment; and

. the rings of tolling points encircling Brisbane, Sydney and Melbourne are starting to
look ever more like electronic versions of the Wall of the Farmers’ General. They tax
not the value of the goods passing through them, but the right to pass through at all.

For the Farmers’ General this story does not have a happy ending. On the 8th May 1794 the
28 remaining members of the Ferme were led to Place de la Revolution . . . and guillotined.

This is not to suggest that Queensland is in imminent danger of revolution. But history is a
long process, and it would be naive to imagine that we’re living at the end of it. The failure
to address the underlying problems of the tax base — and to paper over the problem by
farming inefficient taxes — is not sustainable in the long run.

concentration of population in Australia’s political capitals, engaging in activities which enjoy no comparative
advantage.
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9. ALTERNATIVE APPROACHES
Australia’s approach to privatisation has been characterised by:

. a provincially narrow-minded attitude which has refused to consider other models of
privatisation used elsewhere in the world to improve service delivery;

. a focus on hiding debt rather than promoting efficiency gains; and
. an inexplicably obsequious attitude of politicians to the finance and construction
industries*’.

This section sets out some examples of alternatives to private ownership of roads.
Revenue bonds
The simplest form of semi-private entity is a public entity with “revenue bond” financing.

A revenue bond is a bond which is secured solely by revenues generated by the issuing entity.
Unlike “general obligation bonds”, which are secured by general taxation revenues, only the
revenues specified in the contract between issuer and bond holder are required to be used for
repayment.

An issuing State may also enact legal provisions limiting its ability to use general taxation
revenues to service the bond, thereby minimising the risk of perception of an implicit
guarantee. In some States, the ability to apply general taxation revenues must be approved by
referendum, thereby removing virtually all perception of an implicit guarantee.

Accordingly, a revenue bond does not detract from the credit rating of the issuing State.

If the revenues of the issuing entity are not sufficient to meet interest payments, these may be
capitalised until such time as there is sufficient revenue. In extreme cases, the bond may
default altogether.

If the revenues of the issuing entity exceed that required to meet interest and principal
payments, the excess may be reinvested in further capacity or prices may be lowered (subject
to maintaining debt service ratios specified in the bond agreement).

The advantages of revenue bond financing for toll roads are:

. the government may be more generous in the initial concession agreement (or other
initial support) in the knowledge that any surplus revenue will be recovered in full,

. any excess revenue may be used to support further revenue bond issues to finance
further capital works, and both the bond issues and the capital works may be subject
to transparent competitive tendering;

*7 This reached surreal levels in the case of the Melbourne East West Link Project in which the State
Government paid over $600 million for a road that was never even built.
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. the value of real options (which are especially valuable in the case of road and public
transport networks) is retained by the State; and

. construction, maintenance or operation of the road may still be contracted out.
Sociétés d'économie mixte

Under French law a Société d'économie mixte (“SEM?”) is a public limited company which is
majority owned by one or more public entities. These may be the French Government, the
département, local municipalities, or other public institutions. Since 2002 the public
shareholding has been capped at 85%.

The majority public shareholding ensures that the problems of private ownership outlined in
this submission are minimised or eliminated.

Following the failure of most private French toll roads during the oil crisis and recessions of
the 1970s, the industry was re-constituted (with the exception of one private toll road) under
the ownership of a series of regional SEMs in which the private shareholdings were held by
local chambers of commerce or chambers of agriculture. The SEMs coordinated their
engineering and financing functions. For example borrowings were consolidated through the
(then publicly controlled) Caisse National des Autoroutes which issued revenue bonds
secured against the entire toll road network to improve liquidity and reduce the cost of
borrowing.

As with revenue bond financing, this allowed surplus revenues to be reinvested resulting in a
massive expansion of the French road network through the 1980s and 1990s.

In 2005, the conservative French Government succumbed to pressure from the private
infrastructure lobby offering the prospect of ready cash and privatised the industry.

Small minority private shareholdings: Rhaetian Railway

The Rhaetian Railway is an example of a semi-private company with a very small minority
private shareholding. After the Swiss Federal Railways, Rhaetian Railway is the largest
railway operator in Switzerland. Its 384 km network of narrow gauge railways covers the
canton of Graubiinden, running through Klosters, Davos and St Moritz and including the

UNESCO World Heritage listed Albula-Bernina railway.

The Rhaetian Railway is owned 51.3% by the cantonal government of Graubiinden, 43.1% by
the Swiss Government, and 1% by a collection of local communities.

The remaining 4.6% is owned by private shareholders.

The Rhaetian Railway operates as a commercial business with private shareholders but its
overwhelming public ownership ensures that it is run for the public benefit.

In marked contrast to the experience of France’s motorways, under Switzerland’s system of
popular direct democracy politicians have not been able to sell off the Rhaetian Railway (or
other semi-private entities) to profit-maximising private investors.
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Canal and River Trust®

The Canal and River Trust is a not-for-profit charitable trust created by the Cameron
Government in Britain in 2012 to take over the canal and river assets of the former British
Waterways Board.

The Trust is registered with and regulated by the Charity Commission for England and
Wales.

The Trust is governed directly by a Board of Trustees and indirectly by a Council of
Members.

Currently up to 34 Council members are elected (12), nominated (16) or appointed ex officio
(6) by stakeholders such as private boaters, boating businesses, walkers, anglers and cyclists.

Nominating organisations include Cycling UK, the Angling Trust, local governments (in
consultation with the Local Government Association and the Society of Local Authority
Chief Executives), the Institute of Historic Building Conservation, and the Chartered
Institution of Water and Environmental Management.

Members of the Board of Trustees are proposed by an Appointments Committee and
appointed by the Council. The Appointments Committee in turn consists of an equal number
of representatives of the Council and the Board of Trustees itself.

This is a complex system of governance which reflects the wide range of stakeholders who
have an interest in waterways.

The AAA Paper had proposed a similar charitable trust structure*’ some 18 years earlier with
the State motoring organisations as a nominating organisation to represent the interests of
motorist stakeholders.

Cooperatives

For completeness it is worth mentioning cooperatives as a means of providing private
ownership while minimising the conflict of interest between for-profit owners and customers.

Cooperatives were the foundation of Australia — especially rural Australia — where they were
used by dairy farmers for milk processing and cheese production, cane farmers for running
tramways and mills, fruit growers for packaging and canning, cotton growers for ginning,
fishermen for processing the catch, and grain farmers for storing and transporting the crop.
Building societies were cooperative structures (although in some cases management was
contracted out to a separate firm). Most life insurance companies (like the Australian Mutual
Provident Society and National Mutual) were “mutual” associations. The various State

8 Canal and River Trust Governance Handbook, June 2018 accessible at
https://canalrivertrust.org.uk/refresh/media/thumbnail/26919-governance-handbook.pdf

* 1In 1992 or early 1993, David Lennon and I met with the Commonwealth Treasury deputy secretary
responsible for Loan Council to discuss the possibility that the borrowings of charitable trusts in general might
be excluded from the public sector Global Borrowing Limits. We were sent packing with the words, “This is
precisely the sort of thing we’re trying to get away from!” As a result we revised the structure to include
motoring organisations as private stakeholders in the entity.
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motoring clubs are cooperatives providing roadside assistance and insurance to their
members. The stock exchanges were cooperatives owned by brokers. Sporting clubs were
cooperatives.

From the 1980s there was a steady trend towards “privatisation” of cooperatives in parallel
with the privatisation of government services. Existing customers/owners — especially older
ones leaving the industry — “cashed in their chips” by selling monopoly processors to private
firms. Building societies, mutual insurance companies and stock exchanges either sold out to
private buyers or floated themselves as private listed companies. Motoring clubs sold their
insurance businesses. And sporting leagues were infiltrated by private owners.

The conventional analysis of cooperatives in Australia has tended to emphasise their
shortcomings compared with for-profit firms. However, this ignores:

. the enormous contribution of successful cooperatives; and
. the problems of “privatised” cooperatives.

To take just one example of the latter, following the demutualisation in January 1998 of
AMP — Australia’s oldest mutual society — the board of the newly privatised company
decided to launch a takeover for insurer GIO. In the space of just a few years the privatised
company managed to burn through generations of accumulated members’ funds. Listed at
$23 in 1998, AMP shares were reduced to $4.26 just five years later. More recently, the
royal commission into banking misconduct has recommended that AMP should face criminal
prosecution in relation to charging customers for services not provided.

For-profit privatisation creates conflicts of interest.

In the field of infrastructure, cooperatives are used in many US States to operate electricity
distribution networks.

Municipal Utility Districts are cooperatives with local taxing powers which provide utility
services to members/residents of the district.

Although of interest in the broader field of semi-private infrastructure entities, and as an
example of privatisation not motivated solely by profit, such cooperatives are unlikely to be
suitable for toll roads.
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10. NEW REVENUE SOURCES

In Section 8 we saw that the underlying fiscal problem facing States, which has encouraged
them to engage in private tax farming ventures, is the same as that which confronted the
ancien regime. The fundamental solution is to identify new and economically efficient
sources of revenue.

Road pricing

Whatever happens with Queensland’s toll roads, technological advances mean that
comprehensive pricing of roads will soon be a real possibility.

Unlike allocatively inefficient tolling, road pricing offers the prospect of variable road
charges which match the differing marginal costs of different roads and of road usage at
different times of day.

Moreover, road pricing revenue need not be spent only on roads. The most efficient use of
road pricing revenue might be to improve public transport, to promote telecommuting, or
even to fund the construction of satellite towns.

At present these are unknown unknowns. The real options have enormous potential value.

Accordingly, road pricing presents both an opportunity and a threat.

It offers the opportunity to ration demand in an economically efficient way while flexibly
directing revenues towards funding new “supply”, not all of which might be roads.

It presents the threat that this revenue will be privately appropriated for purposes which are
anything but economically efficient. The gift of real options over the future application of
road pricing would represent a massive transfer of public wealth to private interests.

It would be hugely detrimental to the people of Queensland if such a system of
comprehensive road pricing were to fall into the hands of a politically powerful private

monopolist.

Motorists would find themselves being forced to pay a private company the moment they left
their driveway.

It would undermine the very notion of freedom of movement as we currently know it.
And a valuable source of revenue would be alienated for the benefit of narrow private gain.
Direct rent taxes

There is widespread agreement amongst economists that taxes on economic rent would have
a miraculous double benefit of:

. improving economic efficiency; and
. reducing inequality.
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Some estimates put total economic rent in Australia at about 23% of GDP *° and calculate
that the taxing of economic rent could replace existing taxes at all levels of government.

At present Australia levies direct rent taxes only on natural resources through the
Commonwealth’s Petroleum Resource Rent Tax. A Mineral Resource Rent Tax operated
briefly from 2012 to 2014.

The possibility of extending direct rent tax to all rents earned by taxable businesses was
floated by the Future Tax System Review (The “Henry Review”) in 2010°'. However, only
the Mineral Resource Rent Tax proceeded™.

As any such tax would probably need to be administered by the Commonwealth Government,
it is not immediately relevant to this submission.

Property tax, net wealth tax and corporate commons tax
The alternative to the direct taxation of economic rent is an annual tax on the capitalised

value of future rent: an annual tax on “wealth” or some components thereof. Possibilities
include:

. property tax;
. net wealth tax; and
. corporate commons tax

A large proportion of economic rent is represented by the value of land™. The advantages of
land tax are obvious:

. it is a tax on rent;

. as land is not moveable, there is minimal scope for avoidance through change of
taxing jurisdiction; and

. (in the context of this submission) it may be readily administered by the State
Government.

One disadvantage of a wealth tax levied on the gross value of property is that it may be
“regressive” in the sense that recipients of large rent flows often receive relatively little of it
in the form of land rent, while smaller rentiers can receive a very large proportion.

0 Karl Fitzgerald, Total Resource Rents of Australia, Prosper Australia, December 2013.

>! The mechanism by which rent is calculated is set out in the following link:
http://taxreview.treasury.gov.au/content/ConsultationPaper.aspx?doc=html/publications/Papers/Consultation Pa
per/appendix_e htm

>2 The possible political reasons for this were touched upon in the footnotes to Section 8.

33 See, for example, Gavin Putland, Trickle Up Economics: Assessing the impact of privatized land rent on
economic growth, Prosper Australia, April 2018.
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This may be illustrated by comparing:
. a billionaire with a $10 million unencumbered house; and

. a first home buyer with wealth of $0.75 million, comprising $1 million of land, $0.5
million of debt, and $0.25 million of other property.

A 1% per annum tax on the gross value of land would translate to a 0.01% per annum tax on
the net wealth of the billionaire but a 1.3% per annum tax on the first home buyer. Phasing
the tax in over time might not resolve the problem because it would still cause the capital
value of houses to fall by an amount approximating the present value of the future tax. And
the slower the phase-in, the lower the present value of tax collected.

An alternative is a net wealth tax. Not only does this include a wider range of sources of rent,
but it also accounts for liabilities which produce the greatest distortion in the case of property
tax. As of 2010, the only OECD jurisdictions collecting significant sums of net wealth tax
were Norway and Switzerland with Switzerland collecting about 1% of GDP>*.,

Significantly in the context of this submission, Swiss net wealth tax is collected by the
cantons — not the Federal Government — at rates of up to 1% per annum. Wealth subject to the
tax includes real estate, securities and other investments, cash, gold, precious metals,

cash value of life assurance policies, shares in undistributed inheritances, business capital,
shares in a partnership, motor vehicles, boats, etc. Pension funds are not considered as assets,
and all liabilities can be deducted in order to determine net wealth™.

Taxpayers must declare worldwide assets belonging to all immediate family members.
Foreign real estate and qualifying business interest are exempt but made be taken into
account in determining the tax rate. Liabilities are allocated according to the location of gross
assets.

It is worth noting that Swiss net wealth taxes evidently have public support as they could at
any time be removed through the system of initiative-and-referendum which operates
federally and in every canton. Moreover, there is no evidence that net wealth taxes at these
rates have led to a flight of capital.

A further option — which may complement either of the others — is a corporate commons tax
levied on the market capitalisation of listed companies® and possibly on the assessed
capitalisation of other companies.

Fanciful elaborations of all these — involving, for example, imputation credits on corporate
commons tax being available to offset personal net wealth tax — can be imagined. However
that goes well beyond the scope of this submission.

> Kayte Lawton and Howard Reed, Property and Wealth Taxes in the UK, Institute for Public Policy Research,
March 2013, Figure 1.2.

> See PwC’s Worldwide Tax Summaries: http:/taxsummaries.pwc.com/ID/Switzerland-Individual-Other-taxes
(This site is updated periodically and the link may cease to be available at this address.)

> Karl Fitzgerald, op cit, p 27.
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ATTACHMENT A

NATIONAL AUDIT OFFICE REPORTS

The United Kingdom National Audit Office (“NAQO”) has produced two reports into the
Private Finance Initiative (“PFI”), both of which were highly critical.

In its 2003 report the NAO found that PFI projects "delivered price certainty" after award of
contract, and that they projects were delivered on time or earlier than specified in the
contract.

While it may appear to be an advantage of PFI, this is in fact a failing. Because PFI projects
are complex packages which involve private negotiation with a "preferred bidder" (rather
than being put to transparent, price-based tendering) there is greater scope for the contractor
to set its own budget and schedule. It would be astonishing if PFI projects did not perform
well against such soft targets.

Significantly, in its 2003 report the NAO concluded that "it is not possible to judge whether
these projects would have achieved these results using a different procurement route."

The most recent NAO Report’’ is even more damning (emphasis added):
Construction costs

As part of this 2017 study we surveyed 11 government departments. Responses showed cost
certainty was generally seen as a benefit of PFI (five of the eight departments that responded
to this question considered that certainty over construction costs was better under PFI).
Increased certainty about price does not necessarily mean that the cost the public sector
pays for construction is lower: the Treasury Committee found that some PFI projects charge
higher prices for construction to cover unforeseen costs. Prices can still increase in PFI
projects, particularly before final terms are agreed at financial close. Our report on PFI in
housing reported significant capital cost increases compared to initial estimates. (page 9)

In order to understand the impact of private finance procurement on construction costs it is
important to compare similar projects. The Department for Education is currently collecting
data and developing methodology and has, so far, found that the financing route has little or
no effect on the construction costs of schools being built as part of the Priority School
Building Programme (PSBP). (page 9)

Some of these benefits can also be achieved without the use of a long-term private
finance contract. The use of fixed-price contracts for publicly financed projects can be
effective in reducing cost overruns. The risk of construction cost overruns could also
be transferred using a shorter private finance contract that only covers the construction
period but this option has never been pursued in the UK under PFI contracts™. (page 9)

*7 Report of the Comptroller and Auditor General: PFI and PF2, National Audit Office, January 2018. A copy
may be accessed at the NAO website: https://www.nao.org.uk/press-release/pfi-and-pf2/
¥ This is the Build-Finance-Transfer model outlined in the AAA Paper of 1994.
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Operational efficiency

Our work on PFI hospitals found no evidence of operational efficiency: the costs

of services in the samples we analysed were similar. Some of those data are more

than 10 years old. More recent data from the NHS London Procurement Partnership
shows that the cost of services, like cleaning, in London hospitals is higher under PFI
contracts. The Department of Health and Social Care considers these costs may not be
comparable owing to the risk transfer of the PFI contracts and the potential for differing
cleaning standards between contracts. Departments who responded to our 2017 survey
question considered that operational costs were either similar or higher under PFI
(four departments provided a response to this question — three considered operational
costs were higher under PFI and the other department considered they were the same). (page
10)

Capital budgeting

However, most private finance debt is off-balance sheet for National Accounts purposes.
This results in short-term incentives for the government and public bodies to use private
finance procurement. This is because private finance:

* Results in lower recorded levels of government debt and public spending in
the short term

* Allows public bodies to invest in capital projects when they do not have
sufficient capital budgets (page 11)

Private finance increases departments’ budget flexibility and spending power
in the short term, as no upfront capital outlay is required. But departments face a
long-term financial commitment — any additional investment will need to be paid back.

(page 12)

The Office for Budget Responsibility’s (OBR’s) July 2017 fiscal risks report cited the

use of off-balance sheet vehicles like PFI as an example of a “fiscal illusion”. Most PFI
debt finance raised to construct the asset is transparently reported to Parliament, where

the debt is considered to be on-balance, via departmental financial statements and the
Whole of Government Accounts (WGA). The debt is recorded as a financial liability but

as noted by the OBR “most public and political attention, and the government’s fiscal

rules, still concentrate on the National Accounts measures of PSND (Public Sector Net
Debt) and PSNB (Public Sector Net Borrowing)”, which does not reflect fully PFI liabilities.
PFI can be attractive to government as recorded levels of debt will be lower over the short
to medium term (five years ahead) even if it costs significantly more over the full term of a
25-30 year contract. (page 12)

Finance costs

Private finance procurement results in additional costs compared to publicly

financed procurement, the most visible being the higher cost of finance. The 2010
National Infrastructure Plan estimated an indicative cost of capital for PFI as 2% to 3.75%

above the cost of government gilts. Data collected by IPA on PFI and PF2 deals entered
into since 2013 show that debt and equity investors are forecast to receive a return

2
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of between 2% and 4% above government borrowing. However, some 2013 deals,

agreed when credit market conditions were poor, projected an annual return for debt and
equity investors of over 8%, this was more than 5% higher than the cost of government
borrowing at the time. Small changes to the cost of capital can have a significant impact
on costs — as an illustration: paying off a debt of £100 million over 30 years with interest
2% costs £34 million in interest; at 4% this more than doubles to £73 million. (page 14)°°

Other costs (page 15)

There are other areas where the private finance model can result in additional
costs and also ways in which it differs to the approach HM Treasury would usually
recommend. These include:

e Insurance

HM Treasury recommends that the public sector self-insures as it considers the
government is best placed to pool these risks but the PFI/PF2 model requires the
SPV to take out buildings and business interruption insurance.

* Cash management

The PFI structure means that SPVs hold surplus cash to meet the requirements of

lenders. HM Treasury normally discourages holding any excess cash in commercial
accounts. We estimate that they hold more than £4 billion collectively. Interest paid
on these balances will be factored into the unitary charges paid by the public sector.

* Costs of external advisers

The complex nature of private finance procurement means there is a greater need
for both the public sector and potential bidders to use advisers. 60

» Fees to lenders

Arrangement fees are typically about 1% of the amount lent but can be as high
as 2%. In some cases fees are also paid to credit rating agencies.

» SPV management and administration fees

With a PFI/PF2 deal, there are costs associated with the SPV, such as company
management and production and auditing of accounts. These amount to
around 1% to 2% of the total PFI payment.

The higher cost of finance, combined with these other costs, means that overall
cash spending on PFI and PF?2 projects is higher than publicly financed alternatives.
The Department for Education has estimated the expected spend on PF2 schools
compared with a public sector comparator (PSC). Our analysis of these data for one

> This is especially relevant for mature technology, capital intensive assets such as roads where there is minimal
scope for other efficiency gains . . . even if those efficiencies gains existed, which they do not.

% The Committee may wish to consider this when considering the credibility of submissions it receives from
advisory firms.
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group of schools shows that PF2 costs are around forty per cent higher than the

costs of a project financed by government borrowing. The Treasury Committee undertook a
similar analysis in 2011, which estimated the cost of a privately financed hospital to be 70%
higher than the PSC.

Flexibility® (page 17)

In our 2017 survey departments reported that operational inflexibility was a
drawback of PFI (five out of six departments able to provide an answer to our survey
question considered operational flexibility worse under PFI). HM Treasury does

not normally allow departments to enter contracts lasting longer than seven years;
however, PFI contracts often last over 25 years. The PFI structure means that changes
in contracts can be expensive with lenders and investors charging administrative and
management fees. For example, additional capital works of approximately £60,000

in a local authority PFI school increased to over £100,000 once fees were factored

in — the local authority challenged this and the SPV agreed to reduce some of the
management and approval fees although bank fees of £20,000 will still have to be paid.

Department of Health and Social Care papers similarly highlight that some trusts

with PFI facilities have to use alternative forms of procurement for capital variations.
Government can also be locked into paying for services it no longer requires: for
example, Liverpool City Council is paying around £4 million each year for Parklands

High School which is now empty. Between 2017-18 and the contract end in 2027-28,

it will pay an estimated £47 million, which includes interest, debt and facilities management

payments, if no changes are made to the contract.23 The school cost an estimated
£24 million to build.

Cost premium for risk transfer (page 18)

One of the challenges of long-term PFI and PF2 contracts is the need to price costs

far into the future. Lenders will want to ensure that future costs are not underestimated

to ensure that they get their money back. The Department of Health, in a paper on

PFI prepared for HM Treasury in 2012, noted that “there is an inbuilt incentive to price
cautiously for lifecycle risk, requiring the build up of significant reserves. This may not
necessarily result in optimum value for money for the public sector, although data
illustrating out-turn costs for lifecycle is scarce”. It also reported that bidders were
currently pricing the cost of insurance at a 20% premium to the market price in order to
provide protection against future price rises. To mitigate this, HM Treasury introduced
insurance gain-share arrangements in the standard PFI contract). There are also other
risks, for example potential tax increases, that investors may factor into the prices they bid
at the outset. These risks may not materialise and in some cases subsequent changes, such
as reductions in corporation tax rates, have increased rather than reduced investor returns.

Potential for biased assessment processes®

A robust VM assessment is important for all public sector investment decisions.
Any public body procuring an asset which will be privately financed has to compare

8! This relates directly to the discussion of “real options™ in Section 6 of this submission.
62 This relates directly to the role of “independent” advisers discussed in Section 3 of this submission.
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the VM of private finance against a public sector comparator (PSC). It has an
incentive to show that private finance offers better value for money than the PSC as
unless alternative capital funding is made available the project is unlikely to proceed.
We previously concluded in our 2013 report Review of the VIM assessment process
for PFI that these VfM assessments have features which favour and advantage

PFT in comparison to a publicly financed approach. HM Treasury considers that

these projects are rigorously tested to ensure that they are forecast to provide VM.
HM Treasury disagrees with the NAO's criticisms of the VM assessment process

and a full explanation of its position can be found in our 2013 report. (page 19)

To compare the costs of alternatives, it is important to consider the timing of
payments. Future payments are discounted to a present value so that comparisons can
be made. Private finance deals allow repayment of the upfront investment to be spread
over time — future repayment of debt and interest are reduced through discounting.

In our previous work we remodelled the VM assessment to allow for the fact that the
government can also issue debt and spread out repayments. Making this change
resulted in a reduction in the costs of the public sector comparator. In the majority
of cases this also meant the assessment outcome changed to show that the public
finance option was best value.(page 19)

Making changes to the discount rate applied to future costs can also affect which

financing route is assessed as VM. The VfM assessment compares private finance

costs with a government discount rate of 3.5%, which is 6.09% with inflation, known

as the Social Time Preference Rate (STPR), which is higher than government’s actual
borrowing costs. The higher the rate applied, the lower the present value of future payments.
For example a payment of £100 in 12 years will have a present value of just £49 when
discounted by the STPR. Discounting using a lower discount rate, which compares private
finance with the actual cost of government borrowing, results in fewer private finance
deals being assessed as VIM. (page 20)

We have criticised the use of adjustments in the VfM assessment model, such as “optimism
bias” and “risk transfer”, that were not evidenced and increased the relative cost of the
public sector comparator more than the private finance option. An important part of these
adjustments relates to the benefits of transferring construction risk but there is little
evidence that overall construction cost is lower under PFI. (page 20)
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ATTACHMENT B

FUNDS MANAGEMENT AND PRIVATE FINANCING

It is relevant to consider briefly the relationship between infrastructure finance and funds
management because:

. it is likely to have an impact on Queenslanders in the near future; and

. it goes to the heart of the failure to address the underlying problems of taxation
referred to in the body of this submission.

From the outset, promoters of for-profit privatised infrastructure projects have recognised the
benefit (to themselves) of forcing superannuation funds to invest in their projects.

In the late 1980s, this took the form lobbying to have “infrastructure” included as a separate
Stock Exchange class. Such classifications have the effect of tacitly pressuring fund
managers to hold a minimum proportion of their funds in the class.

With the development of the Global Industry Classification Standard (“GICS”) in 1999, ASX
industry groupings became less relevant. GICS has neither a Sector nor an Industry Group
dedicated to infrastructure. There is only a “Transport Infrastructure” Industry which is just
one sub-industry of the “Transport” Industry Group, which is in turn just one sub-group of
the “Industrials” Sector. The only other possibility is the Utilities Sector covering electric,
gas and water utilities, as well as independent power producers, but this is not useful for
transport project promoters.

Possibly in response to this, proposals currently being floated — and supported by the private
infrastructure lobby — would see:

. an increase in the preservation age for superannuation, or even an abolition of lump
sum payments; and

. a mandated proportion of Australian superannuation funds forcibly “invested” in
private infrastructure projects.

The latter proposal has a precedent in the “30/20 Rule” which prevailed before the
introduction of the compulsory superannuation system in 1985. The 30/20 Rule required
complying superannuation funds to invest 30% of their portfolio in government and semi-
government securities of which 20% had to be in Commonwealth Government securities.

This arrangement was approved by the High Court in Fairfax v Federal Commissioner of
Taxation, 1965%.

The Ghost of 30/20 would see superannuation funds (which are now compulsory for
Australian wage and salary earners) “invest” a portion of their funds in complying private
infrastructure projects. Given the mandatory nature of this “investment” it may be imagined

5 http://www8.austlii.edu.au/cgi-bin/viewdoc/au/cases/cth/HCA/1965/64 html
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that it would be on terms less attractive than genuine investments, otherwise compulsion
would not be required.

It may be readily foreseen that a large pot of money, not able to be withdrawn from the
system, will prove irresistible to governments seeking hidden ways of raising revenue.

This threatens to be yet another private tax administered at great expense by a “Funds
Management — Financing Complex” comprising:

. union-run industry superannuation funds; and
. investment bankers,

and targeted specifically at wage and salary earners who hold a greater portion of their life
savings in the form of superannuation.
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ATTACHMENT C

PUBLIC EQUITY, PRIVATE DEBT: THE EFFICIENT FINANCING OF ROADS

A paper delivered to the Australian Automobile Association’s Land Transport Infrastructure
Symposium, on 22nd March 1994.

(A copy of this paper has been forwarded as a separate pdf file.)
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