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Learning the lessons of PFI ς Securing lifecycle finance  

for public services 

Introduction 

1. PFI 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.   

 

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 PFI'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 15th the Treasury announced a review of 

the PFI model with a view to developing a model which: 

i) άƛǎ ƭŜǎǎ ŜȄǇŜƴǎƛǾŜ ŀƴŘ ǘƘŀǘ ǳǎŜǎ ǇǊƛǾŀǘŜ ǎŜŎǘƻǊ ƛƴƴƻǾŀǘƛƻƴ ǘƻ ŘŜƭƛǾŜǊ ǎŜǊǾƛŎŜǎ ƳƻǊŜ 
cost effectively; 

ii) 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 
ƎŜǘǘƛƴƎ ŀ ŦŀƛǊ ŘŜŀƭ ƴƻǿ ŀƴŘ ƻǾŜǊ ǘƘŜ ƭƻƴƎŜǊ ǘŜǊƳΦέ 

 

The Treasury will launch a call for evidence on possible new models on 1st 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 PFI 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 

6. ! ƳƻŘŜƭ ǿƘƛŎƘ ƛǎ άƭŜǎǎ ŜȄǇŜƴǎƛǾŜ ŀƴŘ ǘƘŀǘ ǳǎŜǎ ǇǊƛǾŀǘŜ ǎŜŎǘƻǊ ƛƴƴƻǾation to deliver services 

ƳƻǊŜ Ŏƻǎǘ ŜŦŦŜŎǘƛǾŜƭȅέΦ  The cost of PFI has risen substantially since the financial crisis, due to 

a rise in the price of private capital.  Over the last two years 30 year gilt yields have averaged 

4.2% compared to projected PFI 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. 

7. ! ƳƻŘŜƭ ǿƘƛŎƘ άŎŀƴ ŀŎŎŜǎǎ ŀ ǿƛŘŜǊ ǊŀƴƎŜ ƻŦ ŦƛƴŀƴŎƛƴƎ ǎƻǳǊŎŜǎΣ ƛƴŎƭǳŘƛƴƎ ŜƴŎƻǳǊŀƎƛƴƎ ŀ 

strongŜǊ ǊƻƭŜ ǘƻ ōŜ ǇƭŀȅŜŘ ōȅ ǇŜƴǎƛƻƴ ŦǳƴŘ ƛƴǾŜǎǘƳŜƴǘέΦ This aim directly addresses the issue 

of making private sector capital available to such projects cheaper.  There are a number of 

possible models which might achieve this. 

8. ! ƳƻŘŜƭ ǿƘƛŎƘ άǎǘǊƛƪŜǎ ŀ ōŜǘǘŜǊ ōŀƭŀƴŎŜ ōŜǘǿŜŜƴ Ǌƛǎƪ ŀƴŘ ǊŜǿŀǊŘ ǘƻ ǘƘŜ ǇǊƛǾŀǘŜ ǎŜŎǘƻǊΦέ PFI 

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 ς 

especially if the cost in terms of financing is very significant.  Risks should be borne by the 

body best able to manage them. 

9. ! ƳƻŘŜƭ ǿƘƛŎƘ άƘŀǎ ƎǊŜŀǘŜǊ ŦƭŜȄƛōƛƭƛǘȅ ǘƻ accommodate changing public service needs over 

ǘƛƳŜέ.  Some 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 PFI'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. 

10. ! ƳƻŘŜƭ ǿƘƛŎƘ άƳŀƛƴǘŀƛƴǎ ǘƘŜ ƛƴŎŜƴǘƛǾŜ ƻƴ ǘƘŜ ǇǊƛǾŀǘŜ ǎŜŎǘƻǊ ǘƻ ŘŜƭƛǾŜǊ ŎŀǇƛǘŀƭ ǇǊƻƧŜŎǘǎ ǘƻ 

time and to budget, and to take performance risk on the delƛǾŜǊȅ ƻŦ ǎŜǊǾƛŎŜǎέΦ  PFI has a good 

record of delivering on time and to budget as compared to conventional procurement.  This is 

clearly valuable and needs to be captured new models. 

11. ! ƳƻŘŜƭ ǿƘƛŎƘ άŘŜƭƛǾŜǊǎ ŀƴ ŀŎŎŜƭŜǊŀǘŜŘ ŀƴŘ ŎƘŜŀǇŜǊ ǇǊƻŎǳǊŜƳŜƴǘ ǇǊƻŎŜǎǎέΦ  The process of 

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. 

12. ! ƳƻŘŜƭ ǿƘƛŎƘ άƎƛǾŜǎ ƎǊŜŀǘŜǊ ŦƛƴŀƴŎƛŀƭ ǘǊŀƴǎǇŀǊŜƴŎȅ ŀǘ ŀƭƭ ƭŜǾŜƭǎ ƻŦ ǘƘŜ ǇǊƻƧŜŎǘΣ ǎo that the 

public sector is confident that it is getting what it paid for, and that the taxpayer is sure it is 

ƎŜǘǘƛƴƎ ŀ ŦŀƛǊ ŘŜŀƭ ƴƻǿ ŀƴŘ ƻǾŜǊ ǘƘŜ ƭƻƴƎŜǊ ǘŜǊƳέΦ   Past government accounting approaches 

may have favoured some techniques including PFI 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 PFI 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: 

άWhen 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.έ 

14. The main point of disagreement is over whether PFI 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. 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 

ōǳŘƎŜǘ όŀƭǘƘƻǳƎƘ ƴƻǘ ƴŜŎŜǎǎŀǊƛƭȅ ǘƻ ǘƛƳŜǎŎŀƭŜύΦ  ά¢Ƙis is evidence of the intended risk transfer 

ǿƻǊƪƛƴƎέ ŀŎŎƻǊŘƛƴƎ ǘƻ ǘƘŜ b!hΦ 

16. 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. 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.   

18. The weak evidence in this area results from a lack of comparable data, largely due to patchy 

collection of data on traditional procurement whilst PFI 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. 

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

itself, simply ŎƛǘƛƴƎ tǊƻŦŜǎǎƻǊ WŀƳŜǎ .ŀǊƭƻǿΩǎ ƛƴŦƻǊƳed opinion that there was more 

innovation in the 1960s and 70s centrally driven hospital building programmes than from PFI.  

This is a slender basis on which to draw conclusions. 

20. ²ƛǘƘ ǊŜƎŀǊŘ ǘƻ ǉǳŀƭƛǘȅ ǘƘŜ /ƻƳƳƛǘǘŜŜ ŎƛǘŜŘ ǘƘŜ b!hΩǎ нлло Performance of PFI Construction 

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 quality that ǘƘŜ b!hΩǎ нллф ǳǇŘŀǘŜ ǘƻ 

ǘƘƛǎ ǇŀǇŜǊ ǿƘƛŎƘ ŦƻǳƴŘ ǘƘŀǘ άPFI projects had a good record in user consultation, and good 

ǉǳŀƭƛǘȅ ǊŀǘƛƴƎǎ ǿŜǊŜ ƳƻǊŜ ŎƻƳƳƻƴ ǘƘŀƴ ƛƴ нллоΦέ    

On time and to budget:   

21. 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 
ŎƻƳƳƛǘǘŜŜ ŎƻƴŎƭǳŘŜ ǘƘŀǘ άthe lengthy procurement process makes it likely that a PFI building 
will take longer to deliver, if the length of thŜ ǿƘƻƭŜ ǇǊƻŎŜǎǎ ƛǎ ŎƻƴǎƛŘŜǊŜŘέ ŀƴŘ ǘƘŀǘ tCLǎ 
ƎƻƻŘ ǊŜŎƻǊŘ ƻƴ ŘŜƭƛǾŜǊƛƴƎ ǘƻ ōǳŘƎŜǘ άƳŀȅ ƴƻƴŜǘƘŜƭŜǎǎ ǊŜǇǊŜǎŜƴǘ ǇƻƻǊ ǾŀƭǳŜ ŦƻǊ ƳƻƴŜȅ ƛŦ ǘƘŜ 
ǇǊƛŎŜ ǇŀƛŘ ŦƻǊ ǘƘŜ Ǌƛǎƪ ǘǊŀƴǎŦŜǊ ǿŀǎ ǘƻƻ ƘƛƎƘΦέ  
 

22. The House of Lords Select Committee on Economic Affairs, considering much the same 
ŜǾƛŘŜƴŎŜΣ ŎƻƴŎƭǳŘŜŘ ǘƘŀǘ ά¢ƘŜǊŜ ƛǎ ǎǘǊƻƴƎ ŜǾƛŘŜƴŎŜ ǘƘŀǘ tCtǎ ƘŀǾŜ ŀ ōŜǘǘŜǊ ǊŜŎƻǊŘ ƻŦ ƻƴ ǘƛƳŜ 
and on budget delivery than traditionally procured projects, although it appears this gap is 



ƴŀǊǊƻǿƛƴƎέΦ  ¢ƘŜȅ ŀǎŎǊƛōŜŘ ǘƘŜ ŎƻƴǾŜǊƎŜƴŎŜ ōŜǘǿŜŜƴ ǘƘŜ ƳŜthods largely to the influence of 
PFI observing that: 
 
ά¢ǊŀŘƛǘƛƻƴŀƭ ǇǊƻŎǳǊŜƳŜƴǘ Ƙŀǎ ŀƭǎƻ ōŜƴŜŦƛǘŜŘ ŦǊƻƳ ǘƘŜ ƭŜǎǎƻƴǎ ƭŜŀǊƴǘ ŦǊƻƳ ǇǊƛǾŀǘŜ ŦƛƴŀƴŎŜ 
projects. Risk management and due diligence appear to be better in the public sector as a 
result of PFIs. These benefits need to be included when assessing the total benefits of 
ǇǊƛǾŀǘŜ ŦƛƴŀƴŎŜΦέ 
 

23. The Treasury Select Committee does not provide much data on the record of PFI in terms of 
delivering on time and to budget.  It does cite figures from NAO (2009) Performance of PFI 
Construction ǿƘƛŎƘ ǊŜǾŜŀƭǎ ǘƘŀǘ ŦǊƻƳ ŀ ǎŀƳǇƭŜ άƻŦ tCL ǇǊƻƧŜŎǘǎ ƻǾŜǊ ом҈ ƘŀŘ ōŜŜƴ ŎƻƳǇƭŜǘŜŘ 
ƭŀǘŜ ŀƴŘ ор҈ ƘŀŘ ƴƻǘ ōŜŜƴ ŘŜƭƛǾŜǊŜŘ ŦƻǊ ǘƘŜ ŎƻƴǘǊŀŎǘŜŘ ǇǊƛŎŜΦέ  ¢ƘŜȅ ŘƛŘ ƴƻǘ ƘƻǿŜǾŜǊ 
mention that the same report finds that in a sample of non-PFI projectǎ άот҈ ƻŦ ǘǊŀŘƛǘƛƻƴŀƭ 
ǇǊƻŎǳǊŜƳŜƴǘ ǇǊƻƧŜŎǘǎ ǿŜǊŜ ƭŀǘŜ ŀƴŘ пс҈ ƻǾŜǊ ōǳŘƎŜǘΦέ  ¢ƘŜ ǎŀƳǇƭŜǎ ŀǊŜ ƴƻǘ ŘƛǊŜŎǘƭȅ 
comparable, but nevertheless provide a fairer context in which to evaluate PFIs 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 PFIs. 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 cost issue, άIƻǿ ŎƻƳƳƻƴ ŀƴŘ Ƙƻǿ 
ƭŀǊƎŜ ŀǊŜ Ŏƻǎǘ ƻǾŜǊǊǳƴǎ ƛƴ ǘǊŀƴǎǇƻǊǘ ƛƴŦǊŀǎǘǊǳŎǘǳǊŜ ǇǊƻƧŜŎǘǎΚέ, Transport Reviews, 2003, 
volume 23, which, 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 PFI 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 
ǘŀǊƎŜǘ άǊŜŦƭŜŎǘǎ ǇǊƻŎǳǊŜƳŜƴǘ ōŜǎǘ ǇǊŀŎǘƛŎŜ ŀǎ ōŜƴŎƘƳŀǊƪŜŘ ŀƎŀƛƴǎǘ ǎƛƳƛƭŀǊ ǇǊƛǾŀǘŜ ǎŜŎǘƻǊ 
ƛƴƛǘƛŀǘƛǾŜǎέΦ  
 

27. This includes very significant savings in conventional procurement from areas where PFI has 
aƭǎƻ ōŜŜƴ ǳǎŜŘ ŜȄǘŜƴǎƛǾŜƭȅΦ  ¢ƘŜ ǊŜǇƻǊǘ ƛŘŜƴǘƛŦƛŜǎ ŀƴ άǳǊƎŜƴǘ ƴŜŜŘ ǘƻ ŀŘŘǊŜǎǎ ŎƘǊƻƴƛŎ ǳƴŘŜǊ-
ǇŜǊŦƻǊƳŀƴŎŜ ƛƴ bI{ κ ƘƻǎǇƛǘŀƭ ǇǊƻŎǳǊŜƳŜƴǘέ ŀƴŘ ǎŀȅǎ ǘƘŀǘ нл҈ ǎŀǾƛƴƎǎ ŎƻǳƭŘ άŜŀǎƛƭȅέ ōŜ 
ƳŀŘŜΦ  ¢ƘŜ 5ŜǇŀǊǘƳŜƴǘ ƻŦ 5ŜŦŜƴŎŜ ƛǎ ŀƭǎƻ ƛŘŜƴǘƛŦƛŜŘ ŀǎ ƘŀǾƛƴƎ ŀƴ άŜƴŘŜƳƛŎ ǿŜŀƪness in 
ǇǊƻŎǳǊŜƳŜƴǘέΦ  

 

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 PFI.  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 PFI and conventional procurement.  It is drawn from the KPMG report PFI 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.  

 

 

30. KPMG also carried out similar outcome based work on hospital cleanliness.  The graph below 

shows there results from comparing cleanliness rates in PFI and non-PFI 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. 

 

 

 

 

 

 

 



 

Areas for Improvement 

Cost:   

31. Evidence presented to the Treasury Select Committee showed a very substantial gap 

between  costs of PFI 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%.   

32. 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). 

33. 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. 

34. On the issue of competition it is possible that the PFI bidding process has resulted in some 

ōŀǊǊƛŜǊǎ ǘƻ ŜƴǘǊȅ ƛƴ ǘƘŜ tCL ƳŀǊƪŜǘΦ  ¢ƘŜ ¢ǊŜŀǎǳǊȅΩǎ ǊŜǾƛŜǿ ǎƘƻǳƭŘ ŎƻƴǎƛŘŜǊ ŎŀǊefully the issue 

of competition when it examines the speed, cost and flexibility of the procurement process. 

Transparency 

35. There is a long standing concern that PFI has been preferred to other forms of procurement 

due to its accounting and statistical treatment. Even though PFI 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. 

36. In addition spending bodies are also able to pay future costs of PFI out of their current 

budgets rather than their capital budgets.  Critics complain that this still creates an 

accounting incentive in favour of PFI. 

37. Leaving aside the issue of whether accounting treatment has affected decisions on PFI, it is 

clearly desirable that any distortions be eliminated.  Equally compliance with European 

guidelines needs to be taken into account.   

38. The ultimate accounting and budgetary arrangement requires balanced judgement. The 

principle that PFI should be considered purely on its merits is not in question from any 

stakeholders in the debate. 

39. !ŘŘƛǘƛƻƴŀƭ ŀŎŎƻǳƴǘŀōƛƭƛǘȅ ŦƻǊ tCL ŎƻǳƭŘ ōŜ ŜǎǘŀōƭƛǎƘŜŘ ōȅ ŎǊŜŀǘƛƴƎ ŀƴ άLƴŦǊŀǎǘǊǳŎǘǳǊŜ 

hƳōǳŘǎƳŀƴέΦ  This office 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 PFI investors. 

40. An interesting side issue arising from the Treasury Select Committee enquiry concerned the 

ƛŘŜŀ ƻŦ ŀ άƴŀǘƛƻƴŀƭ ōŀƭŀƴŎŜ ǎƘŜŜǘέΣ ǊŀƛǎŜŘ ōȅ tǊƻŦŜǎǎƻǊ 5ƛŜǘŜǊ IŜƭƳΦ  ¢Ƙƛǎ document which 



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 PFI is recorded. Ensuring that PFI is 

ǘǊŜŀǘŜŘ ƴŜǳǘǊŀƭƭȅ ŦǊƻƳ ŀƴ ŀŎŎƻǳƴǘƛƴƎ ǇŜǊǎǇŜŎǘƛǾŜΣ ŀƴŘ ƛŘŜƴǘƛŦȅƛƴƎ ǘƘŜ ǎǘŀǘŜ ƻŦ ǘƘŜ ƴŀǘƛƻƴΩǎ 

ƛƴŦǊŀǎǘǊǳŎǘǳǊŜ ŀǎǎŜǘǎΣ ǿƻǳƭŘ ǇǊƻǾƛŘŜ ŀ ōŜǘǘŜǊ ōŀǎƛǎ ƻƴ ǿƘƛŎƘ ǘƻ ŀǎǎŜǎǎ ǘƘŜ ¦YΩǎ ƛƴŦǊŀǎǘǊǳŎǘǳǊŜ 

needs. 

Is traditional procurement a good alternative? 

41. One possible response to the concerns around PFI 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 

ǎŜŎǘƻǊΩǎ Ŏƻǎǘ ƻŦ ŎŀǇƛǘŀƭ ƛǎ ǾŜǊȅ ƭƻǿΦ  CƛƴŀƴŎƛƴƎ ǇǊƻƧŜŎǘǎ ŀǘ ǘƘƛǎ ƭƻǿ Ŏƻǎǘ ǿƻǳƭŘ ƛƴ ǇŀǊǘ ŀǘ ƭŜŀǎǘ 

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 ς 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 ς 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 PFI 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. 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. 

47. 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 

 

48. 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: 

ά[ŀǊƎŜ ƛƴǎǘƛǘǳǘƛƻƴŀƭ ƛƴǾŜǎǘƻǊǎΣ Ƴƻǎǘ ƴƻǘŀōƭȅ !ǾƛǾŀ LƴǾŜǎǘƳŜƴǘ aŀƴŀƎŜǊǎΣ ŀǊŜ ŘƛǎŎǳǎǎƛƴƎ 

significant investments in PFI/PPP across the UK, effectively replacing the role of banks. 

Nonetheless, interviewees suggested that greater innovation was required in packaging 

tCLκttt ǇǊƻƧŜŎǘǎ ŦƻǊ ǘƘŜ ƛƴǾŜǎǘƳŜƴǘ ƳŀǊƪŜǘǎΧ ƛƴŘƛǾƛŘǳŀƭ ǇǊƻƧŜŎǘǎ ŀǊŜ ƴƻǘ ƻŦ ǎƛƎƴƛŦƛŎŀƴǘ 

magnitude to appeal to the largest institutional investors as direct holdings, yet they are of a 

scale which is prohibitive to small and medium sizŜŘ ƛƴǾŜǎǘƳŜƴǘ ŦǳƴŘǎΦ ¢ƘŜ ΨǳƴƛǘƛǎŀǘƛƻƴΩ ƻŦ 

PFI/PPP projects was identified as the means of enhancing their appeal within the 

ƛƴǾŜǎǘƳŜƴǘ ƳŀǊƪŜǘǎΦ Ψ¦ƴƛǘƛǎŀǘƛƻƴΩ ƛƴǾƻƭǾŜǎ ǘƘŜ ΨǎŜŎǳǊƛǘƛǎŀǘƛƻƴΩ ƻŦ tCL ƛƴǾŜǎǘƳŜƴǘǎ ς 

essentially grouping a large number of PFI bonds together into a fund and selling stakes in 

ǘƘƛǎ ŦǳƴŘ ŀǎ ΨǳƴƛǘǎΩΦέ 

49. 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. 

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

Secretary to the TreaǎǳǊȅΣ ǊŜŎŜƴǘƭȅ ǿŜƭŎƻƳŜŘ άǘƘŜ ƴŜǿǎ ǘƘŀǘ ¦Y ǇŜƴǎƛƻƴ ŦǳƴŘǎ ŀǊŜ ōŜƎƛƴƴƛƴƎ 

ǘƻ ōǳƛƭŘ ǘƘŜƛǊ ƻǿƴ ǘŜŀƳǎ ŀƴŘ ŘŜǾŜƭƻǇ ǘƘŜƛǊ ŎŀǇŀŎƛǘȅ ǘƻ ƭƻƻƪ ŀǘ ŘƛǊŜŎǘƭȅ ƛƴǾŜǎǘƛƴƎ ƛƴ ǇǊƻƧŜŎǘǎέ 

and said the Government would reduce uncertainty in infrastructure investment by 

reforming planning rules and issuing National Policy Statements for key infrastructure areas.     

51. 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.  

52. 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 Times that in light 

ƻŦ ǘƘŜ ¢ǊŜŀǎǳǊȅΩǎ ŀƴƴƻǳƴŎŜƳŜƴǘ ά¢ƘŜ ƻƴƭȅ ǘƘƛƴƎ ǘƘŜ ƛƴŘǳǎǘǊȅ ƛǎ ƎƻƛƴƎ ǘƻ ōŜ ƴŜǊǾƻǳǎ ŀōƻǳǘ ƛǎ 



ŀƴƻǘƘŜǊ ȅŜŀǊ ƻŦ ǳƴŎŜǊǘŀƛƴǘȅΦ ¢ƘŜȅ ƴŜŜŘ ǎƘƻǊǘΣ ǎƘŀǊǇ ŀŎǘƛƻƴέΦ  ! ŎƭŜŀǊ ŀƴŘ ǘƛƳŜƭȅ ŎƻƴŎƭǳǎƛƻƴ ǘƻ 

the current debate surrounding PFI would therefore be beneficial.   

53. It is 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 member states.  !ŎŎƻǊŘƛƴƎ ǘƻ ǘƘŜ 9ǳǊƻǇŜŀƴ LƴǾŜǎǘƳŜƴǘ .ŀƴƪ  άŘǳǊƛƴƎ 

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 

ƛƴ нллу ŀƴŘ нллфΦέ 

 

 

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 PFI projects.  

For most of the decade the UK dominated the PPP market.  It is 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 PFI 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 PFI in the UK. 

Total Value of closed PPPs millions Euros 



 

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 PFI, 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. 

2010 2011 first six months 



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 

9ŎƻƴƻƳƛŎ !ŦŦŀƛǊǎ /ƻƳƳƛǘǘŜŜ ƴƻǘŜŘ ǘƘŀǘ ǿƛǘƘ tCL άƛǘ ǎƘƻǳƭŘ ōŜ ŜŀǎƛŜǊ ŘǳǊƛƴƎ ώǘƘŜ ǇǊŜŦŜǊǊŜŘ 

bidder] stage for a public body to walk away from cost increases than after construction has 

begun, as cŀƴ ƘŀǇǇŜƴ ƛƴ ǘǊŀŘƛǘƛƻƴŀƭ ǇǊƻŎǳǊŜƳŜƴǘΦέ 

64. There is potential to reduce bid costs for either PFI or other procurement methods 

ǇŀǊǘƛŎǳƭŀǊƭȅ ǘƘǊƻǳƎƘ ŜŦŦŜŎǘƛǾŜ ƛƳǇƭŜƳŜƴǘŀǘƛƻƴ ƻŦ ǘƘŜ ά/ƻƳǇŜǘƛǘƛǾŜ 5ƛŀƭƻƎǳŜέ ǇǊƻŎŜŘǳǊŜ 

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 costs or clauses ǇŜǊƳƛǘǘƛƴƎ ǘƘŜ άǎǿƛǘŎƘƛƴƎ ƻŦŦέ ƻŦ ƻǾŜǊ 

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 

ŀǎǎŜǎǎƳŜƴǘǎΣ ǎǳŎƘ ŀǎ άƻǇǘƛƳƛǎƳ ōƛŀǎέΣ ŀǊŜ ǎǳōƧŜŎǘƛǾŜΣ ŀƴŘ ǘƘŀǘ ǇǳōƭƛŎ ōƻŘƛŜǎ ǳǎŜ ǘƘŜǎŜ άǘƻ 

present PFI as the best value for money option as it is often the only avenue for investment in 

ǘƘŜ ŦŀŎŜ ƻŦ ƭƛƳƛǘŜŘ ŘŜǇŀǊǘƳŜƴǘŀƭ ŎŀǇƛǘŀƭ ōǳŘƎŜǘǎΦέ   

 

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 

ǇǊƻŎǳǊŜƳŜƴǘ ŀƴŘ ŜǎǘŀōƭƛǎƘ ŀ άDǊŜŜƴ .ƻƻƪέ ŦƻǊ ǎǳŎƘ ǇǊƻŎǳǊŜƳŜƴǘ ǘƘŀǘ ǿƻǳƭŘ ǎŜŜ ǘƘŜ ǎŀƳŜ 

standards of assessment applied as have been to PFI.  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: 

ς 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.   

ς The Treasury should also examine how greater flexibility and accountability could be 

built into contracts.  

ς Spending bodies should consider whether bundling of hard and soft services might allow 

better value for money provision on some projects. 

ς An increased 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. 



 

ς The principal complaint that PFI should not be favoured due to its accounting or 

statistical treatment is accepted by all stakeholders.  A review of the current statistical 

treatment of PFI 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.  

 

ς An Infrastructure Ombudsman should be established to promote transparency in the PFI 

market.  

 

ς 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.   

ς A Green Book for conventional procurement should be established.  This would help 

provide better data for assessment in future. 

ς The Treasury review should seek to evaluate different models objectively, using the data 

available.  It is 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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