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Learning the lessons of PFI ¢ Securing lifecycle finance
for public services

Introduction

1. PFl has been used very extensively across the UK for nearly two decades. Between 1992 and
2011 693 PFI projects have reached financial close in the UK. The total estimated capital
value of these projects is £52.8 bn.

2. The PFI model has been exported to other countries where it is now widely used. The graph
below from the European PPP Expertise Centre (EPEC) shows the market by value from 2003
to 2011 in the EU.

Figure 1: European PPP Market 2003-2011 by Value
Value (EUR billion)
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3. Clearly the PFI market has shrunk since the start of the financial crisis in 2008. However if the
2011 figure (which shows the first six months of the year) match EPEC projections there
might well be signs of recovery.

4. Notwithstanding PFl's demonstrable success in providing a structured and auditable
framework for investment in replacing exhausted schools, hospitals and other public sector
assets the system has met with recent criticism. The Public Accounts Committee and the
Treasury Select Committee of the House of Commons began simultaneous enquiries into PFI
in mid-July 2011. Lord Sassoon, Commercial Secretary to the Treasury, subsequently
announced a target of £1.5bn PFI savings for the public sector by renegotiating contracts over
a number of years. Most significantly on November 15" the Treasury announced a review of
the PFI model with a view to developing a model which:
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cost effectively;

i) can access a wider range of financing sources, including encouraging a stronger role
to be played by pension fund investment;

iii) strikes a better balance between risk and reward to the private sector;

iv) has greater flexibility to accommodate changing public service needs over time;



V) maintains the incentive on the private sector to deliver capital projects to time and
to budget, and to take performance risk on the delivery of services;

vi) delivers an accelerated and cheaper procurement process; and

vii) gives greater financial transparency at all levels of the project, so that the public
sector is confident that it is getting what it paid for, and that the taxpayer is sure it is
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The Treasury will launch a call for evidence on possible new models on 1% December 2011.

5. This report examines these criteria, ahead of the call for evidence, and explores some
possible models that might seek to meet them. Section 1 considers the criteria in more
detail. Section 2 considers ways in which the current PFI model meets these criteria, in
particular by comparison with conventional procurement techniques. Section 3 examines
how the many positive aspects of PFl may be continued while addressing the weaknesses
identified by HM Treasury. Section 4 briefly considers updates to the current means by which
different procurement methods may be compared. Section 5 outlines recommendations
arising from the report.

Section one: The Treasury Criteria
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arise in the price of private capital. Over the last two years 30 year gilt yields have averaged
4.2% compared to projected PFl rates of return of 8.6%, according to evidence given to the
Treasury Committee. The cost of raising capital is clearly central to delivering a less
expensive procurement model. HM Treasury also wishes that a new model should harness
private sector innovation and cost effectiveness. There are a number of ways in which PFI
already achieves this, and it is important that these benefits are replicated in a new model.
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of making private sector capital available to such projects cheaper. There are a number of
possible models which might achieve this.
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already successfully transfers risk away from the public sector. This justifies somewhat
higher financing costs for PFI than projects procured under traditional techniques which leave
the risk with the taxpayer. Transferring all risks to private sector is not necessarily desirable ¢
especially if the cost in terms of financing is very significant. Risks should be borne by the

body best able to manage them.

9.1 Y2RSt 6KAOK d&K lagoninkdate chanihgPiblR Bekvicd needsiover i 2
{ A Y Soke PFI contracts have been criticised for being overly prescriptive. It is argued that
under such contracts renegotiation to respond to changing public sector needs is expensive
and can result in overruns. The criticism tends to overlook PFl's original rationale - that
facilitating unlimited public sector ability to rewrite procurement contracts as it goes along



against shifting and uncertain priorities leads to massive cost overruns and delays. It will be
important to recognise this factor and the trade-offs involved in designing future
arrangements.
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record of delivering on time and to budget as compared to conventional procurement. This is
clearly valuable and needs to be captured new models.
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tendering and negotiating PFI contracts has been criticised for being slow and expensive for
Government and the private sector. Industry experts are concerned by disproportionate
costs in UK bids compared to those in other countries and about procedures which generate
mountains of redundant paperwork. Clear mechanisms to constrain red tape and benchmark
international best practice are needed in a new system.
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public sector is confident that it is getting what it paid for, and that the taxpayer is sure it is
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may have favoured some techniques including PFl in some instances. Under IFRS rules PFI
now appears on balance sheet for spending bodies. The Treasury Committee is still
concerned that government spending on many PFl projects does not appear in statistics of
the public sector deficit and debt and industry and government need to follow up these
concerns to improve the transparency of government accounts

Section 2: Strengths and weaknesses of PFI

Strengths

Risk allocation:

13. There appears to be broad consensus in principle over one of the key proposed benefits of
PFI: risk allocation. Stakeholders agree that risk should be transferred to the party most able
to deal with it. This would ideally see construction and operational risk transferred to the
private sector (if it is to provide the operational services). There are risks which the public
sector is best placed to manage. As the Management Consulting Association explains:

OWhen looking at new PFI deals, government should avoid the temptation to create an
imbalance in risk. Inappropriate risk placed on the private sector drives up costs
unnecessarily and makes projects less attractive to investors. Risk needs to be better
managed and understood in future contracts, with the public sector taking on some risk in
areas where they can make savings through economies of scale; such as energy procurement
and insuring projects.€

14. The main point of disagreement is over whether PFl does this and whether other mechanisms
could also achieve it, at lower cost. The Treasury Select Committee suggested that Design,
Build and Operate models, financed directly by government can offer such an arrangement.



15.

16.

This however misses the important point that private finance transfers the risk that a

contractor may become insolvent, as well as the risk of cost overruns. The case of Jarvis plc

illustrates this point. An NAO survey of 114 PFI projects from 2003-2008 found that 5% of the

projects were affected by financial difficulties at Jarvis. All of these projects still delivered to
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The interest rate risk at refinancing has also been an area of focus in terms of risk transfer.
On some early PFI projects investors made substantial profits from refinancing once the risky
construction phase was over. These lessons have been learned and techniques are now
routinely available to minimise or share such gains.

Whole life costs and innovation:

17.

18.

19.

20.

The Treasury Select Committee doubted whether PFI delivered benefits by taking account of
the whole life cost of projects from the initial design and construction phases. The areas that
are particularly highlighted in this regard are innovation and quality.

The weak evidence in this area results from a lack of comparable data, largely due to patchy
collection of data on traditional procurement whilst PFl projects have been exhaustively
examined by the NAO. The recommendation of the 2010 House of Lords report about the
systematic improvement of data on traditional procurement schemes must now be followed
up to allow effective comparisons to be made and conclusions to be evidence-based.

With regard to innovation the Treasury Select Committee identified no quantative evidence

itself, simply OA G Ay 3 t NB FS & a2 Nddainidh$hat therd wisimdré Qa Ay T2 NI
innovation in the 1960s and 70s centrally driven hospital building programmes than from PFI.

This is a slender basis on which to draw conclusions.
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paper which found no significant difference in construction cost but that in terms of quality

PFI performed significantly worse than conventional procurement. Despite citing it

elsewhere, they fail to mention in their comments on qualitythati KS b! h Q& wunnd dzLIR
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On time and to budget:

21.

22.

The Treasury Select Committee report deals directly with the issue of time and budget

overruns. Once again the issue is a lack of directly comparable evidence; nevertheless the
O2YYAGUSS OtheldddthdziroBuremdtitiprivceséimakes it likely that a PFI building

will take longer to deliver, if the lengthofthS g K2f S LINRPOS&d&a Aada O2yaARSN
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The House of Lords Select Committee on Economic Affairs, considering much the same
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and on budget delivery than traditionally procured projects, although it appears this gap is



YINNRGAYIED ¢ KS& I aONR 0 StRodsllafg&y todh2 MifldbdddF Sy OS 06 S
PFl observing that:
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projects. Risk management and due diligence appear to be better in the public sector as a
result of PFls. These benefits need to be included when assessing the total benefits of
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23. The Treasury Select Committee does not provide much data on the record of PFl in terms of
delivering on time and to budget. It does cite figures from NAO (2009) Performarce of PFI

Constructions KA OK NB@SIFta GKFIG FNRY F alYLES a2F t Cl
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comparable, but nevertheless provide a fairer context in which to evaluate PFls performance
than that offered by the Committee.

24. The most significant argument put forward on the issue is that straight comparison of the
records of delivering on time and to budget do not provide an adequate value for money
comparison as they do not take account of differences in the time and cost of tender
procedures and other more sophisticated aspects of contract design in PFls. Again drawing
solid conclusions demands more comparable data from traditional procurement
methodologies.

25. While there is clearly a lack of recent evidence, historic data cited by the Lords Committee
suggests that these are major problems with traditional procurement. The Committee draws
particular attention to a comprehensive study on the costissue,d 1 2 6 02 YY2Yy | YR K2 ¢
fINBHS FNB O2aid 2@SNNHzya ATanspddREewsJ2083) Ay FNIF ad N
volume 23which, surveying over a hundred traditionally-procured transport projects in
several countries, found average cost escalation of 45% for rail, 34% for bridges and tunnels
and 20% for roads.

26. Despite the lack of directly comparable data on PFl and conventionally procured projects
there is evidence that conventional procurement is inefficient. A recent report from Future
Purchasing and Henley University indicated that a target for a 20-30% reduction in
procurement costs over two terms of parliament was realistic. According to the report this
GFNBSG aNBTEtSOGA LINPOANBYSy(d 06S&aiG LINI OGAOS I a
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27. This includes very significant savings in conventional procurement from areas where PFl has
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Delivering good outcomes:

28. As has already been mentioned with a number of performance indicators there is an issue of
a lack of comparable data from conventional procurement against which to judge the success
of PFl. One innovative way to avoid this problem is to attempt to compare outcomes directly



in the services offered through PFI. KPMG has done some such work looking at educational
and hospital cleanliness outcomes.

29. The graph below shows a comparison of education results (based on GCSEs) in schools rebuilt
by PFl and conventional procurement. It is drawn from the KPMG report PFIl in School
Building(2009). The report found that for the sample of eighty nine schools the
improvement in educational attainment in schools rebuilt by PFI was significantly bigger than
that seen in schools re-built using conventional procurement.

Graph 1: Educational attainment in rebuilt schools relative to England average
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30. KPMG also carried out similar outcome based work on hospital cleanliness. The graph below
shows there results from comparing cleanliness rates in PFl and non-PFl hospitals. PFI
hospitals had higher cleanliness ratings for each of the time periods studied. These were
statistically significant in each period apart from 2004/05.

Graph 2: Cleanliness by method of infrastructure procurement
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Source: National Health Service Information Centre, England; Her Majesty’'s Treasury
Analysis: KPMG in the UK, 2010



Areas for Improvement

Cost:

31.

32.

33.

34,

Evidence presented to the Treasury Select Committee showed a very substantial gap
between costs of PFl and government gilts - over the last two years 30 year gilt yields have
averaged 4.2% compared to projected PFI rates of return of 8.6%.

Two factors are generally pointed to with regard to this high cost: competition among PFI
contractors and the supply of capital available for PFI projects (especially since the financial
crisis).

With regard to the supply of capital, the possibility of increased pension fund involvement in
infrastructure investment could play a significant role , as suggested by the Treasury
announcement.

On the issue of competition it is possible that the PFI bidding process has resulted in some
OF NNASNAB (2 SyiaGNB Ay (GKS tCL YI Nlulfythehssue ¢ KS ¢ NE
of competition when it examines the speed, cost and flexibility of the procurement process.

Transparency

35.

36.

37.

38.

39.

40.

There is a long standing concern that PFl has been preferred to other forms of procurement
due to its accounting and statistical treatment. Even though PFl schemes now appear on the
balance sheet for financial reporting purposes they often do not appear on the National
Accounts and so are not currently included in Public Sector Net Debt figures. The National
Accounts methodology conforms to European guidelines.

In addition spending bodies are also able to pay future costs of PFl out of their current
budgets rather than their capital budgets. Critics complain that this still creates an
accounting incentive in favour of PFI.

Leaving aside the issue of whether accounting treatment has affected decisions on PFl, it is
clearly desirable that any distortions be eliminated. Equally compliance with European
guidelines needs to be taken into account.

The ultimate accounting and budgetary arrangement requires balanced judgement. The
principle that PFl should be considered purely on its merits is not in question from any
stakeholders in the debate.

' RRAGAZ2YFE | OO2dzyilroAfAGe F2NItCL O2dzZ R 6S Sa
h Y 6 dzR & Yrhisyféic@could oversee the publication in full of all signed PFI contracts,

publication of the accounts of all portfolio investors to show their profits and losses from

particular projects and a register of ownership interests for PFl investors.

An interesting side issue arising from the Treasury Select Committee enquiry concerned the
ARSE 2F | ayldAaz2ylf ol fl yOS &KdScBniedtwhicNI A 4SR 0 &



Professor Helm suggests would initially be constructed in a piecemeal fashion focusing on
major infrastructure, would attempt to measure the value and depreciation of infrastructure
assets to add greater context than the current purely cash based National Accounts. Such an
exercise would complement further reform of the way PFl is recorded. Ensuring that PFl is

GNBFGSR ySdziNy¥ffe FTNRBY Fy |002dzyGAy3a LISNRLISOI
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needs.

Is traditional procurement a good alternative?

41. One possible response to the concerns around PFl would be to revert to traditional public
sector financing of future procurement. The Treasury criteria, with their emphasis on using
private sector innovation and efficiency and encouraging pension fund investment, lean
against this as a possibility.

42. There are good reasons for this. The principal benefit of this approach is that the public
aSOoi2Nna O02aG 2F OFLAGIE A& OSNER (260 CAYIl yC
reflect the fact that taxpayers would ultimately bear the risk of any project, including in the
high risk construction phase. While contractors might be incentivised to manage some of this
risk through their contracts, since the public sector is fully responsible for financing it would
wholly bear the risk of the contractor becoming insolvent ¢ as for instance was the case with
Jarvis plc. This is in addition to the inefficiency in traditional procurement highlighted above.

43. Most fundamentally traditional procurement suffers from a time inconsistency problem and
the fact that politicians face short term time horizons while infrastructure investment
operates over long time periods. The time inconsistency problem arises when potential
benefits from a project are higher than its average cost, thus justifying investment. However
once the initial costs are sunk policy makers have an incentive to lower the return on the
asset to marginal costs, since in static equilibrium this is more efficient ¢ and delivers lower
costs to consumers and voters. If Government cannot credibly preclude cu action private
sector actors will be deterred from investing. Direct investment by the public sector is also
likely to be insufficient as policymakers are incentivised to deliver benefits in the short term,
but infrastructure investment faces long-term time horizons. This is likely to result to
services being prioritized over infrastructure investment and maintenance, particularly during
periods of tight fiscal policy.

44. The Treasury criteria aims to avoid these pitfalls by highlighting the benefits of private
finance that it seeks to maintain. The next section explores how this can be done at lower
cost

Section 3: Improving the use of private finance

45. The evidence above suggests that there are very significant advantages to PFl in terms risk
transfer, whole life costs and innovation, delivering on time and to budget and service
outcomes. The Treasury review will attempt to capture many of these advantages, while
looking closely at how they can be further improved in areas such as risk transfer. However



there are clearly some weaknesses with the current system that the Treasury seeks to
address.

The Cost of Capital

46.

47.

48.

49.

50.

51.

52.

The most important issue to address is cost. A focus on competition and increasing the
supply of capital available to these projects could be very effective in this regard.

The most significant way in which the supply of capital could be increased would be for new
investors to enter the market. Pension funds offer a particularly promising possibility given
the long run returns that infrastructure investment offers

Interviews carried out with PFI stakeholders by the Royal Institute of Chartered Surveyors
identified key barriers to investment by pension funds. The Institute found that:

G[ FNBS AyalAalbdziazylt Ay@Sailiz2NBZI Y2aid y20l of
significant investments in PFI/PPP across the UK, effectively replacing the role of banks.
Nonetheless, interviewees suggested that greater innovation was required in packaging
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magnitude to appeal to the largest institutional investors as direct holdings, yet they are of a
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PFI/PPP projects was identified as the means of enhancing their appeal within the
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essentially grouping a large number of PFl bonds together into a fund and selling stakes in
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Such financial innovation will ultimately be a matter for pension funds and the financial
sector. However the FSA or its successors will play an important role in ensuring there is
scope for beneficial financial innovation, while also making sure that such instruments remain
transparent and that their risk is properly understood.

The Government can also act to reduce barriers to such investment. Mark Hoban, Financial

i
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and said the Government would reduce uncertainty in infrastructure investment by
reforming planning rules and issuing National Policy Statements for key infrastructure areas.

There are other policy options the Government might consider to facilitate such investment.
The Government could create contingent support mechanisms, to encourage investment.
They might also help convene a joint vehicle to match pension funds to infrastructure
investment, particularly for small investors interested in local projects.

Uncertainty over PFI has the potential to be a significant barrier to pension fund investment,
potentially undermining other Government efforts to foster investment. Likewise it is likely
to increase uncertainty among contractors, potentially raising costs. Richard Threlfall, head
of UK infrastructure, building and construction at KPMG, told the Financial Timethat in light
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the current debate surrounding PFl would therefore be beneficial.

53. Itis also important to note that the market for infrastructure investment is international.
The chart below from the European Investment Bank shows the total value of PPP by value
by EU country. It clearly shows that until 2009 the UK PPP market was substantially bigger
than those of other EU memberstates. | OO2 NRAY 3 (2 (GKS 9dzNRLISI y
the period 2001-2006, PPP transactions reaching financial close in the UK represented 75%
of the EU total value on average. In contrast, the UK accounted for 30% of all European PPPs
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Sources: EIB, HM Treasury, Irish PPP Unit, various commercial databases.

54. This trend has accelerated over the last eighteen months as the graphs below from EPEC
show. This trend marks much greater competition in Europe for investment in PFl projects.
For most of the decade the UK dominated the PPP market. Itis clear however that investors
now have other options. This makes it still more important that Government acts quickly to
reduce uncertainty. If the Treasury review finds that a streamlined form of PFl does offer
good value for money then it will be important that investor confidence has not been
damaged by a perceived rise in the political risk of PFl in the UK.

Ly«
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Returning reduced capital cost to Government

55. While pension funds offer an excellent opportunity to lower the cost of capital, it may be the
case that many are deterred from investment in the relatively high risk construction phase.
As such many of the gains from cheaper capital may come in the re-financing phase. Under
previous PFI models these gains accrue only to the private sector.

56. Some private operators are already attracting pension fund investment under existing
schemes, allowing them to offer better terms to government. Given the renewed focus on
cost containment this may be an increasingly successful model.

57. Other models exist which more explicitly return the benefits of refinancing to Government.
The Non-profit Distribution model has been used in several projects in Scotland since 2005,
and became the favoured model for the devolved administration in 2008.

58. The model is similar in many regards to traditional PFl, with contracts for private sector
financing and provision for the life time of the project being signed prior to the project
beginning. The principal difference is that there is a cap on profits during the operational
phase. The contracts typically require that profits above this cap, generally realised due to
refinancing, are either shared between the public and private sector or wholly handed back
to the public sector.

59. Sharing of profits from re-financing will incentivise efficient refinancing and lower the initial
cost of capital in the bid stage.

60. Since such schemes have only been tried on a fairly limited scale, and only in Scotland, it is
difficult to know the extent to which the lower returns they offer to investors would reduce
the supply of capital. Any effect might be offset by measures that encourage pension funds
to invest at the re-financing phase.



61. Alternatively the Treasury might consider whether the public sector could directly benefit
from refinancing through its initial contractual arrangements. In the simplest conception of
this model the projects are split into three distinct contractual components: construction,
operation and refinancing. In theory this efficiently allocates the managerial risk of
construction and operations to the private sector and the political risk to the public sector (by
committing them to fund the project over its whole life time), while still allowing the public
sector to gain from refinancing.

62. In practice it may be the case that a number of these different forms will be used in the
future. Ultimately any viable model will need to be able to attract investors, particularly
pension funds, providing scope for choice and market incentives to determine the best
approach for particular projects.

Competition

63. In terms of competition the procurement process is often highlighted as a significant barrier
to entry. The Treasury Select Committee singled out the preferred bidder stage in particular
as a period where competition is likely to be weak and costs may rise. The report failed to
highlight however that this stage is also common in traditional procurement. The fixed
contracts offered by PFI are likely to contain costs after this phase. The House of Lords
902y 2YAO ! FFIFIANR / 2YYAGGSS y2GSR GKIFG 6A0GK
bidder] stage for a public body to walk away from cost increases than after construction has
begun,ascl Y Kl LILISY Ay GNIRAGAZ2YIf LINRPOdAZNBYSy il dé

64. There is potential to reduce bid costs for either PFl or other procurement methods
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outlined by the EU procurement directive. The Government could also consider returning
elements of the bid cost, as recommended by the Lords committee.

65. More flexible PFI contracts are also possible through the use of shorter operating contracts,
more break points, higher pass through costsor clauses LISNY A GG Ay 3 GKS aagAi
capacity. The Treasury might consider reforming the current contracting structure to allow
public bodies to develop such flexible projects, in instances where they are useful. Broader
based contracts would also encourage more bids and so stimulate competition.

Section 4: Assessing different procurement models

66. The Treasury Select Committee pointed to accounting and budgetary incentives as the main
drivers of PFI, together with a lack of an effective choice in procurement methods. It
considered that some of the elements of the financial models used to make value for money

OK
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present PFl as the best value for money option as it is often the only avenue for investment in
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67. It will be important that future involvement of private finance in infrastructure procurement
is not open to such criticism.



68. Eliminating the accounting incentive is the best way to deal with this perception. If incentives
are removed then the issue of whether models contain subjective elements becomes less
important as there will be no incentive to manipulate this subjectivity. This will still allow
spending bodies to exercise discretion when choosing procurement methods.

69. Concerns over the assessment of Value for Money still remains an issue. Reforms to the
current model of private finance involvement in infrastructure procurement will require the
Treasury to update its guidance in this regard. This should provide an opportunity to
enhance credibility in the system.

70. Effective comparison of procurement methods will remain difficult so long as there is a lack
of effective comparators with traditional procurement. In order to form the basis for such a
comparison the Treasury and the NAO should review existing data on conventional
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standards of assessment applied as have been to PFl. In particular it should attempt to
capture whole life costs of such projects. Research on the effect on outcomes (along the
lines of the KPMG work discussed earlier) might also be commissioned. This would help
ensure value for money from conventional procurement and contribute data, which is
unfortunately lacking, to future comparisons between procurement methods.

Section 5:; Conclusions

71. The Treasury review should be focused on the criteria announced on 15 November. Areas for
improvement in developing the concept of lifecycle finance include:

¢ Competition could be promoted by lowering the cost of making bids. A more
streamlined implementation of the competitive dialogue procedure would help in this
regard.

¢ The Treasury should also examine how greater flexibility and accountability could be
built into contracts.

¢ Spending bodies should consider whether bundling of hard and soft services might allow
better value for money provision on some projects.

¢ Anincreased supply of credit would lower the cost of PFI directly and help promote
competition. Government and regulatory policy may also be able to create an
environment where pension funds are inclined to invest in infrastructure. The
Government could create contingent support mechanisms, to encourage investment.
They might also help convene a joint vehicle to match pension funds to infrastructure
investment, particularly for small investors interested in local projects. Spending bodies
could look in the tender and contract phase to find pension funds that would invest
directly after the construction phase is completed. This would do much to lower their
exposure to risk and so encourage investment.

72. The Treasury should minimise the possibility that accounting and statistical treatment favour
any particular procurement method.



¢ The principal complaint that PFl should not be favoured due to its accounting or
statistical treatment is accepted by all stakeholders. A review of the current statistical
treatment of PFl on the National Accounts and in the budgets of public bodies should be
considered, to ensure the elimination of this incentive in so far as is possible.

¢ AnInfrastructure Ombudsman should be established to promote transparency in the PFI

market.

¢ A national balance sheet for infrastructure might also be constructed to put the level of
infrastructure investment, however procured, in proper context.

73. Beyond the review, the evidence base for the evaluation of different procurement methods is
currently thin and does not seem to have developed significantly since the House of Lords
Economic Affairs Committee recommended action in 2010. A lack of data on conventional

procurement is a particular problem.

¢ A Green Book for conventional procurement should be established. This would help
provide better data for assessment in future.

¢ The Treasury review should seek to evaluate different models objectively, using the data
available. Itis important that the Treasury and NAO continue to improve evaluation so
that the strengths and weaknesses of any new or reformed model can be properly

assessed.

74. A central body to advise on tendering, negotiation and implementation of contracts should
be established. There are elements of the former Partnerships UK which would be worth
revisiting in this context. This would help ensure that public sector purchasers have the
necessary procurement skills to make effective use of lifecycle finance techniques.
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