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Preface

The Private Finance Initiaive involves the private sector in the financing and building of
public infrastructure such as hospitals and in the ddivery of public services. This collection
of papers addresses the two arguments which have been put forward for using the PH.

The papers by Robinson and Hawksworth agree that the argument that private financing
dlows more public invesment to teke place is mideading. Robinson shows that the
Treasury's fiscd rules could be essly stidfied even if the PFl was abolished dtogether. He
aso shows that the redl contribution of the PFI to the public finances is very modest.

As an dternative way of dlowing more public investment, Hawksworth argues the case for
the discretionary granting of additiond financia freedoms to public sector bodies such as
‘beacon councils, which might be dlowed direct access to capitd markets outsde norma
Treasury controls.

Although the public finance agument for the PH is mideading, under the right
circumgtances the PH could yidd efficency savings and better vaue-for-money in the
delivery of public services. In their paper Broadbent, Hadam and Laughlin explore the ways
vaue-for-money is determined, including the issues of risk trander and the importance of
congtructing a proper Public Sector Comparator against which to compare a PFl project. They
also look at a number of vaue-for-money audits of PFI projects.

All three papers accept that PFl schemes have the potentid to ddiver vaue-for-money in
certain circumstances, but argue that the public sector financid framework should provide a
levd playing fidd within which to make these vaue-for-money judgements on a case-by-
case basis.

This working paper is the fird in a series from the Commisson and is avalable from the
IPPR. Other areas of research will be covered in a variety of working papers and issue apers
over the period of the Commission.

This publication represents the views of the authors and not necessarily those of either the
members of the CPPP or the IPPR

PFl and the public finances
By Peter Robinson

Implications of the public sector financial control framework for PPPs
By John Hawksworth

The Origins and operation of the PFI
By Jane Broadbent, Colin Hadam and Richard Laughlin



PFI and the public finances

by Peter Robinson

The PFl is not about borrowing money from the private sector...(it) is al about
cregting a dructure in which improved vaue-for-money is achieved through private
sector  innovation and management  skills  ddivering  dgnificant  performance
improvement and efficiency savings. (Treasury Taskforce 1999)

Labour inherited the PFlI from the previous government. Two arguments have traditiondly
been put forward for the initiative. The firs refers to the PFl as an improved form of public
procurement, which under the right circumstances could yidd efficiency savings and vaue-
for-money. This argument is addressed in Broadbent et al’s paper in this collection. The
second mgor argument offered for the PFI is that it helps government overcome a perceived
fiscd dilemma In securing new financing for public investment the PFl appears to dlow
government to reconcile the desre for higher cepitad spending with the commitment to
mantaning a tight fiscd sance Lying behind this macro-fiscd argument is a longstanding
debate over the role of Treasury rules in limiting public spending and borrowing.

Latdy the Treasury has been downplaying the importance of this macro-fiscd argument, as
the above quote makes clear. However, in his speech launching the CPPP, Alan Milburn
continued to refer to both arguments for the PH, dating categoricdly that PPPs were
necessary because they ‘make possble more investment in our key public services. It
gppears that this speech was intended to daify that it was the vaue-for-money argument
which was paramount in explaining the Tressury's enthusasm for the PFl. However, the
extent to which both supporters and opponents of the PFl refer to the perceived public
finance judification for the initiative makes it clear that the Treasury has not yet succeeded in
itsam.

This paper puts in perspective the importance of PFl in the context of total public spending
and reflects on the macro-fiscal argument for PFI. It sets out some basic data, which we hope
to enhance over time by obtaining more detailled information from the Treasury. It points out
that the macro-fiscd argument for the PFl was dways weak and that the Treasury's current
fiscd regime offers no judification in itsdf for the existence of the PFI. It suggests that the
importance of the PH to the public finances is sgnificantly exaggerated. The paper hopes to
clear this ground so that the Commission on Public Private Partnerships can concentrate on
the vdue-for-money argument for PFl where the real, and complex, debate lies.

The scale of the PFI

Table 1 shows how the PH has evolved snce its launch in 1992 and how under Labour it has
become relatively more important. Over the whole period of the current parliament, the FH will
account for 12 per cent of total publicly sponsored capita spending. For the period covered by the
Comprehensive Spending Review (1999-2002) it will account for 14 per cent of total publicly



sponsored capital spending. Table 1 could be read as showing that the relaive importance of the
PFl is increesing over time. However, it aso shows that current projections have PFl capitd
spending falling to just 11 per cent of totd publicly sponsored capitd spending by the last year
covered by the Comprehensve Spending Review.

Table 2 shows that PFl spending is heavily concentrated in certain areas of the public sector,
including trangport, hedlth and increasingly locd government. It is sriking that local government is
forecast to be delivering one-third of al PF spending by the last year of the current Spending
Review. Indeed a comparison of the 1999 Treasury Red Book with the 1998 Red Book reveds a
very large increase in the contribution expected from locad government matched by a significant
decrease in the contribution from centra government. Without this contribution from the loca
authorities, the government would not be abdle to clam that the PFl was making the apparent
contribution to public sector capital spending that it is.

An important point to emphasse of course is that the Private Finance Initiative il leaves
the public sector to fund the assets and services being provided (if there is no dedicated
sream of user charges to fund the provison, as with a toll bridge for example). A steam of
payments will have to be set asde to meet the commitments entered into under PHI contracts.

Table 3 shows the stream of current payments which is dedicated to servicing PH contracts
over the next 28 years. For the firgt six of these years we can express these current payments
as a proportion of Totd Managed Expenditure (the globa figure for total public spending).
Currently, the PHl is forecast to be no more than 0.8 per cent of Totad Managed Expenditure
in the middle of the next decade.

The Nationd Audit Office has issued a number of vaue-for-money audits of PF projects. A
review of these audits would provide evidence of possble future savings in the order of 20
per cent on average when compared with the public sector option. However, excluding two
IT based PH schemes may give a more typicd sample, with the estimated savings then in the
order of 10 per cent. This was dso the conclusion reached by Arthur Andersen in ther report
for the Treasury Task Force'. In addition Arthur Anderson investigated a larger sample of
schemes, and argued that an average saving of 17 per cent might be achieved.

We thus have a range of edtimates of the future cost savings from a sample of PFl projects
ranging from 10-20 per cent. From this we can cdculate the 'true’ contribution of PFl to the
public finances. In the firs haf of the next decade the stream of payments under Pl will
amount to around 0.7-0.8 per cent of totd public spending. If conventiond public financing
had been used then the estimates suggest that the total cam on current public spending
would have been 10-20 per cent higher. So the PFl may be saving 10-20 per cent of the
income streams outlined in Table 3. This produces the result that the PFl may yield savings in
the order of £360-720m annudly by the middle of the next decade. This of course is very much
the 'smdl beer' of public soending.

L Arthur Andersen (2000) Value for Money Drivers in the Private Finance Initiative, A report by Arthur
Andersen and Enterprise L SE, Commissioned by the Treasury Taskforce. January 2000.



So even if the PH does ddiver vaue-for-money, its contribution to the public finances will
be modest indeed.



TABLE 1. The PFI and total public capital spending

1992-93 | 1993-94 | 1994-95 | 1995-96 | 1996-97 | 1997-98 | 1998-99 ;888 2000-01 | 2001-02
Total public sector | 21.6 199 20.6 20.0 17.3 17.0 18.6 20.2 22.0 25.0
capital  expenditure
(Ebn)
Red terms, 1998-99 | 25.2 22.6 23.1 21.8 18.2 174 18.6 19.7 20.9 23.2
prices (Ebn)
Estimated capitd | - 0.1 0.2 04 1.1 15 2.2 38 4.1 3.0
expenditure under
P.F.l. (Ebn)
Red terms, 1998-99 | - 0.1 0.2 04 1.2 15 2.2 3.7 39 2.8
prices (£bn)
Tota publicly | 21.6 20.0 20.8 20.4 184 185 20.8 24.0 26.1 28.0
sponsored capital
expenditure (£bn)
P.F.l. as % of tota - 0.5 1.0 2.0 6.0 8.0 11.0 16.0 16.0 11.0




TABLE 2. Private Finance I nitiative: estimated capital spending by the private sector.

Private Fnance Initigtive | 1998-99 (Em) | 1999-00 (Em) | 2000-01 (Em) | 2001-02 (Em)
edtimated capitd  spending

by the private sector

Defence 320 105 405 150
Foreign Office and| 24 29 4 2
Overseas Development

Agriculture’ 18 56 21 8
Trade and Industry 51 88 21 7
Environment, Transport and | 686 986 886 735
the Regions’

Education and | 11 23 28 9
Employment®

Home Office 67 257 331 266
Legd Departments 18 37 15 9
Culture, Media, Sport 1 18 11 2
Hedth 310 610 740 690
Socid Security 87 264 166 20
Scotland 263 557 371 60
Wales 24 89 50 19
Northern Irdland 17 48 62 21
Chancdlor's Departments 38 36 22 20
Loca authorities 38 36 22 20
TOTAL 2185 3803 4133 3018

TABLE 3. Private Finance Initiative: estimated payments under PFI contracts

£ million % of TM.E* £ million
1999-00 1456 0.4 2013-14 3423
2000-01 1947 0.5 2014-15 3373
2001-02 2532 0.7 2015-16 3139
2002-03 3019 0.7 2016-17 3159
2003-04 3338 0.8 2017-18 3188
2004-05 3608 0.8 2018-19 2722
2005-06 3548 2019-20 2696
2006-07 3659 2020-21 2692
2007-08 3714 2021-22 2624
2008-09 3641 2022-23 2556

1 Includes Forestry Commission.

2 |n June 1998 the Deputy Prime Minister announce that the CTRL deal was being restructured. The figures
above reflect the current most likely profile for private sector investment although the profile may change as a
result of on-going negotiations.

3 Excludes PFI/PPP activity in the further and higher education sectors which are classified to the private sector.
For further and higher education, the total estimated capital value of major PFI/PPP projects which have signed
or are expecting to sign is£24 million in 199899 and £129 million in 1999-2000.

* Total Managed Expenditure.




2009-10 3539 2023-24 2592
2010-11 3511 2024-25 2545
2011-12 3569 2025-26 2363
2012-13 3562 2026-27 2091

The PFI and the Treasury rules

The results presented above may seem surprising given the extent of public debate over the
PFl. The problem of perception may stem from the mistaken belief held by both supporters
and opponents of the initiative that PFl dlows the public sector to obtain assets and services
which the private sector 'pays for', so dlowing the public sector to concentrate on paying for
other priorities with conventiond funding. Arguably, the Treasury has in the past contributed
to this confuson by not meking clear that the crude public finance arguments usudly
presented for the PRl were in fact bogus, though they would clam that they are now trying to
meke amends. They would wish to clam that the PFl is not about getting capitd spending
‘off the balance sheet’.

In June 1998 the Treasury published a new st of rules in a revised fiscd framework
(Treasury 1998). The main features included:

two key rules of thumb to guide fiscd policy over the economic cycle, the golden rule and
the sustainable investment rule

new ways of presenting the current and capital budgets which consggned to oblivion the
infamous PSBR and emphasised Public Sector Net Borrowing (PSNB) as a key variable for
fisca policy

a sydem of Resource Accounting and Budgeting which will inform Departmental  capitdl
plans from 2000-01

additiond flexibility for large public corporations and new arrangements for student loans

A key issue is how far this new fisca framework actudly helps resolve the perceived fisca
dilemma which led to the PH in the firs place, by making clear that the dilemma does not in
fact exidt.

The 1999 Budget document highlighted the ‘two drict fiscd rules desgned to deliver ‘sound
public finances

‘the golden rule - on average over the economic cycle, the Government will borrow only to
invest and not to fund current spending; and

the sustainable investment rule - public sector net debt as a proportion of GDP will be held
over the economic cycle a a stable and prudent level.’

The Budget document went on to point out that the golden rule meant that *...borrowing is
permitted to finance public investment’. In other words the golden rule automaticaly dlows,
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for example, a hogpitd to be built usng funds raised through conventiond public borrowing
rather than through the PFI.

The sugtaindble investment rule is more problematic because it depends on the definition of
what is a ‘prudent’ level of debt. Clearly a debt-GDP ratio which is rising remorsdesdy will
rightly sound darm bells, but there is no drict economic ‘rul€ as to what level of debt-to-
GDP could be regarded as sustainable. In practice authorities tend to set rules of thumb for
acceptable debt-GDP ratios. The Maadricht criteria included a requirement that countries
which wanted to join EMU had to have gross debt-GDP ratios of less than 60 per cent, and is
the bet known example of such an officdly sanctioned rule of thumb. The UK has
comfortably satisfied this rule for many years. Indeed one has to go back to 1977-78 to find
the last year in which the UK would not have satisfied the Maastricht debot criterion.

The 1999 Budget document acknowledged that he current level of net public debt was not
high by higoricd or international standards. However, it argued that a further modest
reduction was desrable and, other things equal, suggested as a rule of thumb that the debt-
GDP ratio should be below 40 per cent of GDP over the economic cycle. The main pragmatic
argument advanced was that this would provide the government with a buffer to react to
magor economic shocks. So in the event of a mgor recesson, for example, the government
could use expansonary fiscd policy to offset that recesson without worrying tha the public
finances would then be set on an unsustainable course.

All of this is drikingly sensble and pragmétic. What are the implications of this rule of
thumb for the PFI?

One way to gpproach this is to undertake the thought exercise: what would have been the
implications for the sudandble invesment rule of abolishing PFl as pat of the
Comprehendgve Spending Review in 1999 (bearing in mind that the government had
committed itsdf to the previous government's spending plans for its first two years in office)?
In other words what would have been the implications for the public finances if the £11bn of
PFl capita spending over the period 1999-2002 had been replaced by norma public sector
capitd  spending financed through the traditiond method of sdling government bonds or
gilts?

TABLE 4. The sustainable investment rule with and without PFI

1999-00 2000-01 2001-02
Public Sector net debt 349 352 353
(end year, £bn)
Debt as % of G.D.P. 38.2 36.9 35.3
PFl capitd  spending | 3.8 4.1 3.0
(financid year, £bn)
Debt assuming al | 353 360 364
cgpital  gpending by
public sector (Ebn)
Debt as % of G.D.P. 38.6 37.7 36.4

Note: Ignores any savings from reductions in payments of interet and capitd to private
sector, and additiond interest payments resulting from higher levels of government debt.
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Source: Basic datafrom HM Treasury. Author's own caculations.

Table 4 sets out the results of this thought exercise. The upper part of the table sets out the
Government's fiscd plans and shows how the net debt-GDP ratio is due to fal below 40 per
cent in the fisca year 1999-2000 and to continue to decline to 35.3 per cent by the end of the
paliament. The lower haf of the table sets out the amount of capitd spending which is due to
be undertaken under PFl and shows what will happen to the net debt-GDP rdio if this
gpending was instead smply added to the public accounts. The net debt-GDP ratio would il
fal below 40 per cent in 1999-2000 and would end the parliament at 36.6 per cent.

So if PH had been abolished a the time of the Comprenensve Spending Review and the
same cgpitd spending had been undertaken through norma public spending channels, the
sustainable investment rule would have been satisfied, and by definition so would the golden
rule. So the Treasury's new fiscd framework is entirdy compatible with not having the PH &
dl - theinitiative is not necessary to secure prudent public finances.

Of course even if it was the case that the net debt-GDP ratio was rigng sharply this would
dill not make a case for the PFIl. In the end we are worried about the sustainability of the
public debt because if it rises sharply this imposes a burden on future generations who will
have to service the interest on that debt. The cost of incurring public debt is the sream of
interest payments required to service that debt. But the PH dso sets up a future set of
obligations to service the payments which are due to honour PFI contracts. The burden is the
same in principle. If the PFl ddivers vdue-for-money, so tha the sream of repayments is
less under the initiative than would have been the case under conventiona financing then the
PFl saves the taxpayer something. However, we have seen that under plausble assumptions
and given the current scde of the PRl the savings involved are margind when set dongside
the totdity of public spending.

If PFl spending was replaced by conventionad forms of public funding, the sdling of an extra
£34 billion of gilts annudly in current circumstances would seem to pose no problems.
Indeed financid inditutions and paticulaly the pensgon funds are complaning about the
relative dearth of long-dated government bonds. The textbook spectre of financid crowding
out' is not a serious issue a the moment.

The other textbook concern is that government financed capitd spending might be
inflationary by pushing the economy beyond its cgpacity limits. But of course a given st of
capital projects involving essentidly the same st of demands for labour and for other inputs
would have the same implications for the economy regardiess of whether the financing came
from the private sector or from the public sector.

So why all the fuss?

If it is true that the usud public finance argument put forward for the PH was never redly
sound; that the Treasury's current fiscal rules could easly be stisfied even if the PH was
completely abolished; and that the PFlI will make a margind contribution to the public
finances, the question arises. why isit o contentious?
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A reaed quedtion is why does the Treasury not make dl of this crysa clear, say with a
datement from the Chancdlor, explicitly saying that the PFl is not about getting capitd
spending off the books, but is about securing vaue-for-money, as part of a wider agenda for
modernising the ddlivery of public services?

The answer may be that the PFl is embroiled in the ongoing game between the Treasury and
the spending departments. The Chancdlor could say to the DETR or Depatment of Hedth
that of course they could finance dl worthwhile capitd projects through conventiond means
if they wanted to. But he might fear tha this would give the spending depatments a
psychologica edgein negotiations, which the Treasury would find unacceptable.

The current confuson around the public finances could actudly be damaging the true am of
the PFl in securing better vaue-for-money. It is quite clear that mogt if not al public sector
managers bedieve tha the PFl redly is the only game in town and tha the conventiond
financing route is closed to them by Treasury fia. But surdy this means that when they
congruct the Public Sector Comparator in order to demondrate vaue-for-money, they must
be doing so hdf-heartedly, because they beieve that the public financing option is not in fact
open to them. And the private sector bidders must be in a more powerful postion because
they too know that the PSC is a mere formdity and the project will go ahead under the PFI.
However, thiswould seem to make it less likely that vaue-for-money will be achieved.

By meking it absolutdy explicit that the PFl is not about off badance sheet financing, the

Treasury might make it more likely that the initiative can achieve its true am of securing
better value-for-money.
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Implications of the public sector financial control framework
for PPPs®

by
John Hawksworth

Introduction

This paper reviews the changes in the public sector financid control framework under the
current Government and condders the possble implications for Public Private Partnerships
(PPPs). It does not consder in any detal the vaue-for-money arguments for PPPs, which will
often be strong, independent of the financial framework adopted. This paper complements
those by the others in this collection as well as earlier papers by the present author and others
that reviewed the PSBR-based regime of the previous Government (see, for example,
Hawksworth and Wilcox, 1995). The discussion is divided into the following sections:

Section 1 outlines the new public sector financid control framework introduced by the
Labour Government, highlighting the key changes from the previous Government’ s regime;

Section 2 discusses the implications of this new regime for public sector investment and for
PPPs;

Section 3 discusses how the planned introduction of Resource Accounting and Budgeting
(RAB) over the next few years may influence PPPs;

Section 4 reviews some posshle dternatives to the present public sector financid control
framework and discusses their potentia implications for PPPs; and

Section 5 summarises and concludes.

1. The new public sector financial control framework

The Labour Government's new public sector financid control framework, which was
introduced in full in June 1998°, has potentidly important implications for public investment
and PPPs. As the changes to the previous regime are somewhat complex, with much use of
new or revised definitions and acronyms, it IS quite common to come across
misunderstandings and misnterpretations of the changes and ther likey effects It is
therefore worth describing the key features of the new control framework in some detall,

® This paper was prepared by John Hawksworth. The views expressed are his own and not those of
PriceWaterhouseCoopers.

5 HM Treasury, Stability and Investment for the Long Term, Economic and Fiscal Strategy Report (EFSR) (Cm
3978), June 1998. Elements of the new fiscal policy regime had been set out in earlier documents, but this report
brought it all together and contained, for the first time, details of the new public spending control aggregates to
be used from 1999/2000 onwards.
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dthough readers who are dreedy familiar with these detalls may want to skim the next few
pages and move directly to the implications for capitd spending and PPPsin Section 2 below.

Firg, the previoudy dominant measure of the fiscd sance, the Public Sector Borrowing
Requirement (PSBR), was not only renamed as the Public Sector Net Cash Requirement
(PSNCR), but more importantly was aso greatly downgraded in sgnificance. Notably, the
PSNCR does not even feature in a list of 12 key indicators in the Pre-Budget Report (PBR) of
November 1999’ and aso no longer appears in the monthly ONS press release on the public
finances.

Second, the Government adopted Public Sector Net Borrowing (PSNB), previoudy known as
the Public Sector Financid Deficit (PSFD), as its preferred new measure of the overall fisca
dance (i.e. the overdl impact of fiscd policy on the economy). PSNB is smilar to the PSBR
in covering the whole of the public sector and taking account of both current and capitd
gpending, but differs from the PSBR in three key respects.

It is conggtent with the latest internationdly accepted nationd accounting standards (SNA93
and ESA95);

It measures receipts and spending on an accruas bass rather than a cash bads (this payments
are accounted for in the period when they are due rather than when they are actudly paid);
and

PSNB excludes financid transactions, such as sdes of shares in public corporations (athough
not sdes of physcd assets such as council houses), which are now trested as helping to
finance the government deficit in the same way as bond issues.

Third, the Government's medium term fiscd objectives of farness, prudence and
sudtainability have been expressed, not in terms of PSNB, but rather in terms of two new
rules

the Golden Rule of borrowing only to invest on average over the economic cycle in
practice, this is defined in terms of the current budget balance (that is, before deducting
net public invesment®) being nonrnegative ether on average over an estimated full
economic cycle, or in cydicaly-adjusted terms (usng Tressury estimates of the output
gap and the rdationship between this and the ratio of government receipts and current
spending to GDP); and

the sustainable investment rule, which is defined in terms of keeping the ratio of net
public debt to GDP on average over the economic cycle a a ‘sable and prudent leve’,
currently defined as being no more than 40%°; this is notable in that net public debt is

" Table 2.3 of the PBR does include the Central Government Net Cash Requirement (CGNCR) as an indicator of
the annual cash amount that central government needs to finance through net gilt issues and other means.
However, the CGNCR has no direct role in the new fiscal control framework, which also covers local
government and public corporations and is moving increasingly towards an accruals basis.
8 Net public investment is defined as total (gross) investment less fixed asset sales less depreciation of existing
gublic assets, but excludes publicly sponsored but privately financed investment under the PFI and other PPPs.
The Treasury does not give any specific justification for the 40% figure, although the EFSR notes that this was
only achieved in one previous period (the late 1980s boom) over the past 30 years. It is also below the net debt
level in most other G7 countries.
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measured in cash terms and so is the stock counterpart'® of the PSNCR rather than the
PSNB; as such the old PSBR congraint potentidly re-enters the frame, but only in terms
of the cumulative impact on net public debt over a number of years, rather than in terms
of annud borrowing.

Fourth, the practicdl mechanism for delivering these fiscal objectives was to be through tax
policy and, on the spending side, the control of a new aggregate, Total Maneged Expenditure
(TME). This is equd to the sum of public sector current expenditure and net public
invesment and is defined on an accruas bass consstent with nationa accounting standards.
Criticdly, by sgting TME fird in line with overdl fiscd objectives in June 1998, and only
then specifying individua depatmentd and other spending dlocetions within this totd in the
CSR report in Jduly 1998, the new system preserves the ‘top-down’ gpproach to public
gpending control that had generdly proved successful in bearing down on spending under the
previous Government since 1993. TME is divided into two broadly equa components.

Departmental Expenditure Limits (DEL), which s&t firm three-year limits for cash
goending by government departments (with certain exceptions such as socid  security
where only adminidrative costs were included), with only a rdaivdy modest
contingency reserve (E2 hillion in 1999/2000 according to the PBR) and a separate small
‘capita modernisation fund’ to be dlocated by the Treasury to particular projects over the
period from 1999/2000 to 2001/02. The DELs were further split down into separate
current and capitd spending budgets, with a view to avoiding the previous tendency for
capital budgets to be cut back at the expense of current spending't; and

Annually Managed Expenditure (AME), which indudes a vaiety of spending items
that would continue to be managed on a year-by-year bass, the largest of which were
socid security  benefits, centrd government debt interest, locdly financed expenditure
and various accounting adjusments?>. AME dso indudes the externd financing
requirements of the nationdlised industries and certain other public corporations, with a
view to giving a lees some of these organistions (such as the Post Office and locd
authority arports that meet certan financid drength tests) greater financid flexibility by
moving them outsde the DELs, while keeping them within the overal public sector
financid control framework. The AME totd incudes a margin (currently £35 billion for
1999/2000) intended to absorb variations in other dements of AME that ae volatile
andlor outsde the Government's direct control (for example, interest rates
unemployment rates and EC contributions).

Fifth, the Government has reaffirmed the intention of its predecessor to introduce a system of
published Resource Accounts for departments from 1999-2000, with a move to full Resource
Budgeting from 2001-02 onwards. The implications of RAB are discussed further in Section
3.

191 other words, aside from debt valuation changes caused by foreign exchange movements and similar factors,
the change in the net public debt stock from year end to year end will equal the PSBR/PSNCR during that
financial year.

M In practice, there is still some scope for Departments to move funds between the current and capital budgets
within “an agreed margin which allows for some managerial flexibility or to finance private-public
?artnershipg' (p. 26, HM Treasury, EFSR, June 1998).

2 These adjustments, which totalled £9.3billion in 1998/99, include accruals adjustments and items such as the
Working Families Tax Credit that are classified as public spending under national accounting rules but which
the Treasury has, rather controversially, classified as areduction inincometax initsown figures.
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Sixth, the Government has given more prominence to edtimates of total public sector net
worth as a fisca indicator, but has not adopted a forma objective for this variable (in contrast
to net public debt) because of difficulties in measuring the vaue of public assets accurately.
The feadhility of publishing Whole of Government Accounts, including a full government or
public sector balance sheet, has been discussed as a possible future next step.

Findly, the Government has dated its commitment to achieving the fisca convergence
criteria in the Maadtricht Treety and the Stability and Growth Pact (SGP). As such, the two
Maastricht meesures, Generd  Government Net  Borrowing (GGNB)® and  Generd
Government Gross Debt (GGGD), ae included in the lig of fiscd indicators regulaly
published by the Treasury (under the sub-heading ‘European commitments), but have no
particular operationd significance under the new regime. In particular, the Tressury explicitly
rgected in June 1998 the suggestion, made previoudy by the present author as well as severd
other experts and organisations including the CBI and the TUC, tha GGNB rather than
PSBR or PSNB should be the primary fiscal control measure. The GGNB tends now to be the
mgor fiscd indicator of concern in European countries that are within the Euro zone, where
falure to keep the GGNB bedow 3% of GDP would potentidly incur substantid fines under
the terms of the SGP. However, as a non-paticipant in EMU, these fines would not apply to
the UK, which in any case is comfortably within the Maadtricht limits at present (and indeed
for the foreseesble future).

2. Implications for public sector investment and PPPs

One of the key objectives of the new framework is to provide a more conducive regime for
public investment, which in net teems had fdlen to only 0.6% of GDP in 1997/98 and
1998/99 under the spending plans set out by the previous Government and carried through by
Labour in their first two yearsin office. This was to be achieved through:

the gpplication of the Golden Rule, which dlowed for an increase in borrowing to fund
extra public invesment up to the levd & which the 40% net debt rule might be
threatened; this provides the back-drop to the plans in the firda CSR for net public
investment to rise from £5 hillion in 1998/99 to around £10 billion in 2001/02, with
indicative figures in the latest PBR suggesting a further increase to around £17 billion by
2004/05 (dthough these will be subject to revison following the second CSR as well, of
course, asthe result of the next Generad Election);

the specification of separate current and capitd budgets within the DELSs, dthough as
noted above there was some flexibility to adjust these, notably in order to finance PPPs
tha might involve subdituting a flow of future current spending commitments for up-
front public sector capital spending;

greater freedom, a the discretion of the Treasury, for financidly sdlf-standing public
corporations, which has since been gpplied to the Post Office and certain loca authority
arports (for example, Manchester, Newcastle and Leeds and Bradford airports); and

13 GGNB was previously called the General Government Financial Deficit (GGFD) and is equal to the PSNB
excluding the net borrowing of public corporations.
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plans to move to resource budgeting from 2001-02 (at least for those departments that are
ready); under RAB, departments will account for capita spending over the lifetime of the
asst cregted, rather than in the year when the spending isincurred.

As Peter Robinson points out in the first paper of this collection, the sugtainable investment
rule would not at present appear to provide any reason why planned spending under the PFI
could not be funded through treditiond gilt-financed public sector capita spending if desired.
The net debt to GDP ratio is dready below 40% and is st to fdl to only around 32.5% by
2004-05 according to the latest Treasury projections (see Tables B5 and B6 in the November
1999 PBR). Based on the Treasury’s estimate that nomina GDP will be around £1124 hillion
in 2004/05, the dlowable net public debt stock would be around £450 hillion in that year,
compared to the Treasury projection of around £375 billion. If we assume for smplicity that
PFl spending generates interest charges (passed on to the Government via service payments)
not very different from those under traditiond gilt-financed public procurement4, then we
can say that total PH spending of the order of around £75 hillion over the next five years
(around £15 billion per annum) could be afforded without breaching the 409% debt limit. In
practice, planned PFl spending is only running a around £4 billion per aanum (less than
05% of GDP), so there would clearly have been scope for dl of this PFl investment and
more to have been financed ‘on baance sheet’ had the Government wished to do so.
Certainly, penson funds are crying out for gilts a the moment, forcing yidds on long-dated
government bondsto very low levels.

The above points imply that vaue-for-money is redly the only good argument for adopting
PFI/PPP deds a present. It should be noted, however, that the increasingly stringent
goplication of vaue-for-money tests using a detailed Public Sector Comparator (PSC) gives
support to the Government’s view that PPPs will indeed deliver the best vaue-for-money.
This was adso the concluson of a recent Arthur Andersen report'®, commissioned by the
Treasury Taskforce (TTF), which suggests an average saving of 17% agangt the PSC for a
sample of 29 PH projects (dthough the report notes that this result is heavily dependent on
rk trandfer vauations that are subject to ggnificant uncertainty). Earlier Nationd Audit
Office (NAO) reports had found vaue for money savings on PH projects varying from 3% to
12%'°, based on the estimates of the relevant Departments, corrected for any maor errors
identified by the NAO.

Of course, the Treasury’s public finance projections, which look reasonable enough a
present, are subject to a wide margin of error. If they turn out to be highly over-optimigtic, for
example because of an unforeseen future recesson or, say, a maeria loss of indirect tax
revenue from increased Internet trading, then the net debt ratio could move back up towards
40% and could again become a red condraint on public sector capita pending. If nomina
GDP growth is, say, 5% per anum, then (to a first approximation) this would dlow a tota
budget deficit of around 2% of GDP on average over the economic cycle. If the Government

14 Note that PFI service payments related to the cost of capital (which can be estimated hypothetically, although
they will not be directly observable within a unitary charging mechanism) are likely to be higher than debt
interest payments and will also include a depreciation charge. This should be offset to some degree by greater
efficiency on both capital and operating costs under the PFI option.

15 “value for Money Drivers in the Private Finance Initiative’, A Report by Arthur Andersen and Enterprise
L SE, January 2000. Thisreport is available on the Treasury Taskforce website.

18 The 12% estimate is an aggregate for the first four DBFO road projects, one of which was shown by the NAO
to have a PFI NPV cost above the PSC, based on a 6% discount rate. In general, we understand that the NAO
did not attempt to produce independent cost estimates for its PFI reports, but rather just checked the
departmental cost estimates for gross errors.
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dlows for a margin of error on the Golden Rule of, say, 1% of GDP (which is in line with
current projections for the cydicdly-adjusted current surplus over the next five years in the
PBR, Table B3), then this might alow for net public invesment of up to around 3% of GDP.
If a margin of error is dso desired in relation to the net debt rule, then the maximum alowed
levd of public sector cgpitd invetment might be restricted to around 2% of GDP. In any
event, however, this would alow for an increase (of around 0.5-1.5% of GDP) from the
planned net public investment levd of 1.5% of GDP in 2004-05 (PBR, Table B6). This is
enough to at least cover currently planned levels of PFI spending, dthough it would not alow
much room for additional manoeuvreif the lower bound estimate is adopted.

In summary, in relation to the Government’s two key fiscd rules, there is no obvious macro
level condraint on public sector investment that is driving the use of PPPs. This is true now
and for the foreseegble future. Although it is possible to congtruct scenarios where the net
debt ratio could eventudly become a condraint again, this does not seem very likdy on a
five-year time horizon. In any event, as discussed further in Section 4 below, any such future
condraint could be seen as the reault of a flaw in the definition of the sustainable invesment
rule, with its focus on only ‘on baance sheet’ debt. ‘Off badance sheet’ commitments are
aguably just as rdevant in terms of the future requirements to service the PPP ded tha a
Government enters in to at the start of the project. These commitments are dready reported to
Paliament, but this is not the rdevant point from the perspective of defining the sustainable
invetment rule in an agppropriate manner. The 40% target for net debt is dso essentidly
abitray and provides a dgnificant margin of eror reative to the (equdly arbitrary) 60%
Maadtricht reference vaue for gross government debt, which trandates to a net public debt
ratio of around 53% for the UK based on the 1998/99 data.

All of this raises a question as to why PFI/PPP deds are ill sometimes judtified, as in some
recent minigterid datements, as being the only way to get much needed investment in public
sector infragtructure. This may just reflect the fact that ministers want to sress the increased
success of the PFI in terms of the vaue of deds completed in recent years. Certainly, dl
recently published Treasury Taskforce guiddines and NAO reports are very clear on the
primecy of vaue-for-money tests, as was the Chief Secretary to the Treasury in his evidence
to the Treasury Sedlect Committee on PH in January 2000. It could aso, however, indicate a
partia reverson to the pre-1997 Treasury orthodoxy, where the PSBR was the dominant
fiscd indicator, there was a drong macroeconomic imperative to bring down the
unsustainably large budget deficit that built up in the early 1990s, and the PFHl was seen as
offering good value-for-money as amatter of genera principle.

This line of argument dso raises a possble puzzle as to why so much attention has been pad
to the debate between the Treasury and the Accounting Standards Board (ASB) about the
criteria for judging whether PFl dedls were on or off the public sector baance sheet.
Although this was partly jus a matter of providing clarity on accounting procedures to
potentia private sector partners, it was clearly dso the case, as discussed in Broadbent et al’s
paper in this collection, that the Treasury was keen to have PFl deds classfied as off the
public sector balance sheet. From a vaue-for-money perspective, which is based in large
part!” on comparing the net present vaue of projected cash flows for the PFI option(s) and
public sector comparator, the accounting treatment of the transaction is, grictly spesking,
irrdlevant. In practice, however, many of the same risk assessment issues may wel have an

Y There may well be some additional considerations that are not readily quantifiable in financial terms (for
example. dynamic benefits from the encouragement of innovation in design and operation in PFI/PPP projects).

19



impact on both the public sector comparator estimates and the accounting treatment, so in the
past there may have been seen to be an approximate equivaence between whether a PF
project was off baance sheet and whether it offered good vaue-for-money. However, it is
now recognised that there is no paticular reason why, for example, it will necessaily be
optima in vaue-for-money terms to transfer the amount of risk to the private sector partner
that is necessary for the transaction to be assessed as being off the public sector balance sheet
according to the agreed Treasury/ASB rules. PPPs with lesser degrees of risk transfer may
well dill offer good vadue-for-money in some circumgances. In this sense, the accounting
test of whether a project is on or off baance sheet should now be redundant given thet
detailed vaue-for-money testing against a PSC is how required.

The most plausble explanation for the continued perceived dgnificance of the ‘off bdance
sheet’ test is that, at the micro level, the new financid control regime is Hill a top-down,
Treasury-controlled system that leaves public sector managers highly condrained in relation
to capitd budgets in particular (and DELs more generdly). Notably, while the CSR alowed
for a tota increase in annud public spending of around £56 hillion between 1998/99 (year 0)
and 2001/02 (year 3), only around £67 bhillion of this totd was in the form of higher
invesment. Although net investment is sat to double over the period, what managers will be
more interested in is the increase in gross invesment (before deducting asset sdes and
depreciation), which will only be around 26% in totd over the three years (or from 2.7% of
GDP in 1998/99 to 3% of GDP in 2001/02 according to Table B6 in the PBR). There is
certanly no bonanza planned for public sector investment over this period, but rather just a
gradua return towards the levels seen in the first haf of the 1990s'®, which was itsdf a
period when complaints about an undue squeeze on public investment were not uncommon.

The fact that the Chancelor could, on his own projections, afford much greater increases in
public invesment without breaching the 40% net debt limit is of little consolation to public
sector managers, who are generdly ill having to live within very tight Treasury-imposed
annua capitd spending budgets (within overdl DELs that set celings on totd spending). In
these circumstances, PFI/PPP deds that have a deferred impact, and then only on current
budgets, may remain attractive for reasons other than grict vaue-for-money considerations.
This does not mean that dedls would go ahead that do not represent good vaue-for-money,
but it does mean that:

there is Hill an incentive for PFI/PPP options to be put forward for congderation in
ingppropriste cases, dthough the procedures for approving projects both within
departments and by the Treasury (both as regards public expenditure teams and the
Treasury Taskforce) mean that thisis unlikely to be the case in practice; and

managers may have incentives to give the benefit of the doubt to PFI/PPP options in
margind cases, given the subjectivity of therisk transfer vauations in particular.

Of course, many private sector managers might make the same complaint, snce annua
capital budgeting, based on a top-down assessment and prioritisation of bottom-up proposals,
is aso the norm in the private sector. Indeed, it could be argued that private sector manegers
face even greater condraints, because the government has easier access to capital markets to

18 Comparisons are distorted here by privatisations and asset sales, but Table B21 in the PBR shows that the
level of net public investment averaged around 1.75% of GDP between 1990/91 and 1994/95, compared to a
projected increase back to 1.5% of GDP in 2003/04 and 2004/05.
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fund additiond invetment than dl but the largest companies. Nonethdess, the perception
remans in public sector organisations that they are rdativey tightly condraned on capitd
gpending, even under the new control regime. In contrast, capita has generdly been available
to competent private sector management teams leading PPP bids both in areas such as
transport, where there is an actual or shadow levenue dream, and in traditiondly non-market
sectors such as the NHS, prisons and state education, where the security for the lender is the
contract with the Government that underpins projected cash flows from the project itself.

3. Implications for PPPs of Resource Accounting and Budgeting (RAB)

The full implications of RAB will only become gpparent once the new regime has been up
and running for severd years, but some tentative conclusons can be drawn based on the
information currently available'®.

Fird, the move to RAB should have no impact on vaue-for-money judgements relaed to
PPPs, sdince the latter should be based on discounted cash flow anadyss not accounting
practices. In principle, therefore, the PPPs that government departments go ahead with should
be the same whether or not RAB is introduced.

Second, however, the move to RAB will focus more dtention on how government
departments (and other executive agencies and public bodies that are classfied as being
within the departmental boundary for resource accounting purposes) use their existing assets.
This is because the cost of these exiding assets will now be reflected explicitly in resource
accounts and budgets through depreciation and cost of capitad charges. In contrast, the focus
in the current regime is on minimisng the up-front capitd cost of the asst, with little
incentive to make best use of the asset once it has been created. Partnerships with the private
sector may play a mgor role in making better use of these existing assets, particularly where
they have some revenue-generating capability (for example, in the case of excess land or
buildings in depatments like the MOD in particular). RAB will therefore reinforce existing
trends towards more commercid management of public sector assets.

Third, dthough RAB will introduce a more commercia gpproach to accounting for capita
goending a the micro leve, depatments will 4ill have overdl limits st on their net cash
financing requirements in addition to their resource budgets. As such, the up-front cash costs
of mgor capitd projects will Hill be subject to important practical budgetary condraints a
departmental level. The dtractiveness of PPPs as a way to avoid these condraints may
therefore gill remain in the new regime, even if this is counterbaanced to some degree by a
method of accounting that spreads the capital cost over the lifetime of the asset.

Though it is too early to say how RAB will operate in practice, it seems reasonable to
conclude that it is being introduced by the Treasury as a way to tighten up financid controls,
not to loosen them. RAB does represent a more rationa gpproach to capita accounting, but it
provides no new resources and should certainly not be seen as a ‘magic bullet’ that will solve
problems of public sector under-investment. Indeed, the potentid additiond financid
condraints thaa RAB may impose by charging for exiding capitd for the firg time (in
addition to retaining overdl depatmentd cash limits) could pose dgnificat chdlenges to

19 A good summary is provided in a recent House of Commons library research paper on RAB (no.97,
November 1999).
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public sector managers. This may, however, have the bendfit of imulaing more imaginative
use of PPPs in some departments where they are not yet widely used.

4. Implications for PPPs of possible alternative public sector financial
control frameworks

In the past, the debate on the appropriate public sector control framework has often tended to
focus on the merits of this or that fiscd aggregate (for example, PSBR vs GGFD). The key
issue underlying this debate, however, is where the dividing line should be drawn between:

those dements of public spending and borrowing (or publicly-sponsored spending and
borrowing) that the Treasury should control; and

those areas where locd managers (and politicians in the case of locad government) should
be free to take their own spending and financing decisons without Treasury congraint,
but subject instead to the normal congtraints of private sector capital markets.

The traditiond Treasury podtion is that it needs to be able to control the spending and
borrowing of all public sector bodies, defined as those organisations where the public sector
hes effective control (generdly, dthough not exclusvey, through mgority share ownership
or the right to appoint the mgority of board members). Since 1998, as noted above, some
relaxation of this rule has been dlowed for certain sdf-financing public corporations (i.e. the
Post Office and sdected locd authority arports). These exceptions have, however, adways
been a the discretion of the Treasury and are subject to meeting a number of prudentid tests
of finahcd drength and demondratiing a track record of financid respongbility over a
ggnificant period of time. There are dso some upper limits to these financid freedoms
beyond which the Treasury (and/or the responsible Minister) would gtill need to be consulted
prior to making mgor investments and borrowings.

It seems pefectly possible that this discretionary granting of additiond financid freedoms
could be extended on a case-by-case basis to other public sector bodies, such as ‘beacon
councils and other high performing public sector organisations. Subject to continued good
financid performance, these bodies might be allowed direct access to capitd markets outside
norma Treasury controls, possbly up to some prest maximum limit or subject to
prudentid controls on key financid ratios (for examplegearing or interest cover). Managers
would need to be held drictly accountable for performance to give the right incentives to
deliver results?®. Resource accounting, to the extent that it is eventualy rolled out across the
public sector, may facilitate this process by making it esser to set and monitor these
financid performance measures. These additiond freedoms could affect PPPsin two ways.

they would remove (or a least sgnificantly reduce) any possible incentive to pursue PPP
options purdy as a way to evade Treasury controls, snce these bodies would have the
freedom to go direct to the cepitd markets to fund investment (up to certain limits);
ingead the focus would be on vaue-for-money condderations, where PPPs have dready
shown they can deliver red benefits in appropriate circumstances, and

201 practice, of course, this is not straightforward to achieve, but detailed discussion of possible mechanisms
for creating theright incentives for public sector managersis beyond the scope of this paper.
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they might dlow greater freedom to pursue innovative forms of PPPs that, for example,
dlowed the public sector to retain ultimate control while giving minority equity stakes to
private sector investors/contractors, without these projects faling fou of Treasury rules,
housng and trangport would be two obvious areas where this might be possible in the
case of locd authorities,

A much more radica step would be for the Treasury to dlow whole classes of public sector
bodies (such as dl revenue-generating public corporations and agencies or dl locd
authorities) to ‘opt out’?* of Treasury control, in return perhaps for explicitly giving up any
possihility of a centrd government guarantee on their borrowings. At present, this seems
extremdy unlikely for the smple reason that, rightly or wrongly, the Treasury does not trust
many of these bodies to run ther finances prudently without centra oversght. Any such
reform would aso require an effective form of ‘public sector bankruptcy’ to be introduced
that dlowed faling management teams to be replaced without threatening continuity of
provison of essentid public sarvices. Although there are practical examples (for example,
housng associations, dthough these are not cdassfied as being within the public sector,
despite being heavily rdiant on government funding) where this kind of regime has been
successfully developed, it would represent a mgor shift in the way in which the public sector
operates if it was to be introduced on a broader scale. Bven if this proved possble, which the
Treasury is scepticd of, it would dso increase the cost of finance to these bodies through the
addition of adefault risk premium.

This suggests that we may continue to see a gradud, case-by-case approach where additiond
financid freedoms are granted at the discretion of the Treasury to particular bodies. In these
caes, a talored regulatory regime will need to be desgned that both minimises the risk of
financid default and provides a mechaniam for deding with default in the unlikdy event thet
it does occur. As a consequence, however, liberdisation is likely to be a reaivey dow
process and there is gtill a risk that there could be some cases where PPPs are pursued for the
‘wrong’ reasons (to escape Treasury controls rather than to maximise vaue-for-money and
where some innovative forms of PPPs may be stymied by Treasury rules. The benefits of
liberdisation need to be st agang the potentid costs of any misuse of freedoms by a
(probably very smdl) minority of the public sector bodies that might be granted these
freedoms under a more liberd regime. These risks should be managesble, however, and
there should be scope for progressve moves towards a more liberal gpproach in relation to
both public corporations and locd authorities®. Although it seems unlikdy that we will see
radical reforms in this area in the near future it is important that recent progress in this
direction is maintained and, where possible and appropriate, accel erated.

One gpecific additiond area where reform of the public sector financid control framework
might be considered relates to ‘off balance sheet’ liabilities™. As noted in Robinson’s paper,

2L An alternative might be to move all such bodies outside Treasury controls, but it may be that some such
bodies would not want to have to rely on private sector capital markets before building up a strong financial
track record and appropriate managerial expertise. An opt-out system would allow for a more gradual transition,
although the expectation would be that a high proportion of nationalised industries and large local authorities
would be more than happy to take up this challenge.
221t is more difficult to see how this could apply to central government departments, although it may be possible
to spin off certain of their operations into new arms-length agencies or public corporations that might be granted
greater freedom. See, for example, the proposal by David Newbery and Georgina Santos on road finance (1999).

3 This could also mirror possible future changesin private sector accounting principles, which may well require
companies to account for a broader range of actual and potential future liabilities in their balance sheets,
although these changes are still at the discussion stage within the accounting profession.
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there is no obvious reason why the future liabilities incurred under a PFl scheme should be
regaded any differently from the future ligbilities incurred via treditiond gilt-financed
public procurement. This might suggest that the Chancdlor's debt-to-GDP ratio target
should be redefined to include not just conventiond public sector debt, but also the estimated
present value of the (notiond) cost of capitd eement within future PPP/PFI ligbilities This
rases some potentidly tricky measurement issues, but it seems worthy of further
consideration.

5. Summary and conclusions

The new public sector financid control framework introduced by the Labour Government
over the past few years has removed some of the mogt serious congraints on public sector
investment imposed by the old PSBR-based regime. At the macroeconomic level, this paper
confirms the conclusion in Robinson's paper that there is no good reason why planned PPP
soending could not just as wel be financed through additiond public borrowing without
breaching the Chancdlor's two key fiscad rules. As past experience shows, PPP schemes
have the potentid to ddiver good vaue-for-money in many circumsances, but the public
sector financid framework should provide a leve playing field within which to make these
vaue-for-money judgements on a case-by-case basis.

Reddfining the sustainable investment rule to include the present value of ‘off balance sheet
commitments from PPP schemes as well as conventiona government debt would reinforce
this concluson. It would aso be desrable for the Government to issue a policy Statement
making it absolutely clear that accounting tests of whether a PPP project is on or off the
public sector balance sheet are not relevant to assessng whether or not such a project should
go ahead, which would rather be determined on the bass of a rigorous vaue-for-money te<,
as specified in Treasury Taskforce best practice guidelines and as advocated by the NAO.

At the micro leve, however, current government spending plans Hill impose tight budgetary
condrants on public investment, which is set to reman a relaively low levels over the next
few years despite some planned increases. In generd, the introduction of RAB is to be
welcomed as it should encourage public sector managers to make more effective use of
exiging assets, which in many cases may involve making more use of PPPs. RAB will not
ease exiding budgetary condraints on new public sector investment, however, and in some
caes could even tighten financid controls by imposng both micro-level resource budget
congraints and departmenta-level net cash financing limits.

In these circumstances, there may gill be some incentives for PPPs to be pursued in some
cases as a way to circumvent these budgetary condraints. To the extent that this alows
worthwhile invesment to go ahead, this is not necessarily a bad thing, but it would be
preferable to have a leved playing fidd in the first place. The proposd in this paper is that
this should be achieved through the gradud case-by-case extenson of additiond commercid
freedoms to sdlected public sector bodies to manage their own borrowing and investment, as
have dready granted to the Pogt Office and certain locd authority arports. The immediate
candidates for such treatment, which would be subject to development of appropriate
regulatory regimes for the bodies concerned to ensure that risks of abuse of these freedoms
were minimised, would include:

other existing public corporations that meet reasonable tests of financia strength (such as
Scottish water authorities);
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locd authority activities (for examplehousing and loca transport) that can be transferred
into ams-length companies, whether or not this involves the locd authority having
mgjority control on the boards of these new companies; and

‘beacon’ councils, whose record of financid performance and service delivery was such
as to judify granting greater financid freedom, subject to norma processes of audit and
review by the Audit Commisson.

It is dear that, in practice, any such liberdisation will need to be a gradua process, with
freedoms only granted to those public sector bodies that ‘earn’ them through a track record of
grong financid performance and responsble behaviour. It is important, however, that recent
progress in this direction should be maintaned and, where possible, acceerated. Only when
locd public sector managers are trusted enough to be dlowed to run their own finances will it

be possible to regp the full benefits of the PPP initiative.
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The Origins and Operation of the Private Finance Initiative

by Jane Broadbent (Royal Holloway, University of London), Colin
Haslam (Royal Holloway, University of London), Richard Laughlin
(Kings College, University of London)

Executive Summary

The Private Finance Initiative (PFl) is one of the most developed forms of Public Private
Partnership (PPP) that both the Conservative and Labour Governments have fostered

PRl is primarily about encouraging the private sector to supply public services often
invalving the provison of property, usudly over a very long time span, in return for an
ongoing ahnua charge. At the heart of PFl is a dilemma as to whether it is a procurement
device for the public sector thet is:

Either intended to avoid public sector expenditure controls
Or intended for the provison of services that can bring about risk transfer and yield value-

for-money.

Whether it is one or both of these remans uncertain. More recently attention has been
focussed on the latter judtification and this provides the focus for this paper. We nevertheless
argue that the two elements remain inter-rel ated.

The origins of PFl are tracegble to the Ryrie Rules for securing private sector finance for the
public sector. In practice these rules largely prevented the introduction of private finance and
they were findly replaced in 1992 with the introduction of the PFl. Despite a number of
developments in the remaining years of the Conservative Government few contracts were
dgned. After some uncertainty before they reached power, the incoming Labour Government
adopted PFl with considerable enthusasm. Within 7 days of taking office they undertook a
comprehensve analyss of the PFI - the Bates Review.

The Baes Review made a number of recommendations notably the introduction of a new
Taskforce to seer through the development of PFl to be located within HM Treasury. This
was the dart toward an increasing impetus to the centralisation and standardisation of the
PFI. This has included:

the debate and final resolution of how to account for PHI;

the introduction of standard procurement and contracting arrangements and

training and education packages,

the emergence of a Project Review Group to sign off al locd authority PFl dedls and, maybe
in the future, Al departmenta dedls;

following the second Baes Review in 1999, the introduction of Partnerships UK to offer
advice on dl PFl proposals.

atention to the increesng dandardisation of employees rights when transferring employment
in PFl projects.
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Key, in a large part of these developments, has been the role of the Treasury Taskforce and
the Nationd Audit Office — the later having issued a number of vaue-for-money audits of
PFl projects. A review of these audits would provide evidence of future savings in the order
of 20% on average. However, excluding two IT based PFl schemes may give a more typica
sample, with the estimated savings then in the order of 10%. This was adso the concluson
reached by Arthur Andersen in their report for the Treasury Task Force. In addition Arthur
Anderson investigated a larger sample of schemes, and argued that an average saving of 17%
might be achieved.

Vdue-for-money is consgdered in the context of some of the technicad meatters arisng from
the links between the macro fiscd and micro vaue-for-money issues surrounding al PH
projects. Firg we discuss the accounting rules for PRI which led to mgor disagreements
between the Treasury and the Accounting Standards Board as to whether PFl transactions
should be ‘on’ or ‘off public sector baance sheets. The link of this seemingly innocuous
question to vaue-for-money issues is that a perception has been formed that if an ‘on’
balance sheet treatment is the outcome then risk transfer has not occurred to an adequate
degree and therefore value-for-money has not been achieved. An ‘on’ baance sheet treatment
could dso have an effect on public borrowing but this is less clear. It might dso count aganst
the new depatmental expenditure limits. The introduction of Resource Accounting and
Budgeting (RAB) is dso a seeming neutrad accounting process, yet dso has links into vaue-
for-money concerns. This abandonment of cash accounting and the introduction of baance
sheets and asset recognition would have an effect if a PFl transaction is deemed to be ‘on’
balance sheet. RAB not only recognises assets but aso introduces a new concern with asset
utilisation and return on capitd.

The paper explores the current ways vaue-for-money is determined. Key in determining
vaue-for-money is the matter of risk trandfer. Put smply there is a cost to carrying risk and
the higher the risk the higher the cost. To ensure vaue-for-money is achieved it is necessary
to be able to compare how much a PFl transaction would cost over time relative to the Public
Sector Comparator (PSC). If the PFl dedl is less than the PSC then value-for-money has been
achieved. The paper traces some of the important technica problems involved in defining the
cost vaues of both the PFl and the PSC. Notable anongst these is the choice of the discount
rate to be used to compare future cash flows a to-days prices. The effect of choosng a
‘wrong’ discount rate is to digtort the comparison. The question of how to decide the
appropriate rate remains open.

Findly, the paper, drawing from this wide-ranging somewhat complicated picture, poses a
range of unanswered questions and research issues that till need to be addressed.

What is the nature of PFI? Is PFl merely a device to reduce public sector borrowing or is it a
technique to secure vaue-for-money in procurement?

Who is regulating the application of PFI? Is it the Treasury Taskforce, the NAO or both or
some other agency?

How ae ddfinitions of PH in terms of vaue-for-money and risk transfer derived and
operationised?

How are PFl decisons made in different areas of the public sector and what are the long term
repercussions for the public sector services offered?
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What is the merit and worth of PFI? How can the short term vaue-for-money sudies
currently being undertaken by the NAO fit with the important long term evduaion that is
required?

Introduction

The Private Finance Initigtive (PFl) is one of the most ggnificant forms of Public Private
Partnership (PPP) being undertaken by the present Government. A smple understanding of
the PFl is that it alows private sector involvement in the public sector particularly in the
provison of long term asset-based services. PH is part of a much wider agenda to increase
the efficdency of the public sector through the introduction of managerid change and
expertise drawn from the private sector.

Arguably, until the introduction of PFI, more effort had been directed towards maintaining
current expenditure in the public sector, with a relative neglect of capitd spending and
consderation of different gpproaches to the financing of invesment in infrastructure. Capitd
expenditure tends to have a lower political priority. It does not have the immediate politica
and socid impact tha follows from not fulfilling current spending commitments. However,
the cumulative effect of under-invesment on the capitd sock inevitably increases through
time. It was the redity of this pressng infrastructure need, dongsde the equdly pressng
requirement to keep public expenditure under control, which, when coupled with an
ideologicd commitment to involve the private sector in the public sector, led the
Conservative Government to launch PFl in 1992.

The Labour Government has advanced the cause of PFl. There are three possible reasons why
PPPs (and, by implication, PFl) have been taken on by the Labour Government with such
enthusasm. Fird, is the perceived political imperative of developing a new rdationship
between the public and private sectors, in an atempt to show that the centre-left had dropped
its higtorical ambivaence to the private sector and the profit motive'. Second, it is hoped that
PPPs will improve the quality of public services. Third, it is believed that the use of PPPs will
help the government overcome a perceived fiscal dilemma, reconciling the dedre for
invesment in public services and infragtructure with its commitment to mantaining a tight
fiscd stance and not raising income tax rates.

It is difficult to give a dear and concise definition of PFl and this lack of clarity makes its
evadudion equdly complex. When launched in the 1992 Autumn Statement by the then
Chancdlor of the Exchequer, Norman Lamont, it was to ‘dlow privae financing of cepitd
projects * in the public sector. As time has passed and a new Government has taken on the
Initigtive so views have developed. The Treasury Taskforce explains that ‘PFl has become
one of the Government’s main insruments for the ddivery of high qudity and cost effective
public services. It enables vaue for money and improvements to be obtained by requiring the
private sector in competition to be innovetive in the desgn and operation of asset based

24 Norman Lamont, House of Commons Hansard, 12/11/92, © 998
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savices, manage an appropriate level of risk and adeguatdly maintain assets™ on a long term
bass’

We therefore have two contrasting views of the rationale for PFI:

That PF is a means by which to avoid public expenditure controls and thereby achieve
investment that could not be afforded otherwise.

That PFl is a public procurement approach that can yied vaue-for-money and risk transfer to
the benefit of the public.

Whilgt both judtifications for PFl have aways existed, more recently there has been a move
towards emphasisng the latter. However, some confuson remains. Alan Milburn's speech a
the launch of the IPPR Commission on PPPs, for example noted that PPPs (and hence PFI)
dlow ‘more investment in our key public services as wel as offering a route to greater
vdue-for-money in the provison of those services. Equadly, the Nationad Audit Office (NAO)
in ther 8" report on PFI, examining the issue of vaue-for-money, commented that PFI ‘can
enable depatments to undertake projects, which they would be unable to finance
conventionaly.’®® Frank Dobson described the confusion well. In evidence to the Sdect
Committee on Hedth he noted the ‘shods of exaggeration about the PFI’ which came from
those on ether sde of the debate. This paper seeks to present evidence to enable some
evadudion of the debates to be made and in doing so will focus more directly on the second
st of judtifications: that PRI produces vaue for money for the public sector.

In order to explore dl these issues the paper is divided into two subgtantive sections followed
by a reflective concluson. The firg section will provide an overview of the emergence and
development of PFI from its inception in 1992 to the present day to give a fed for the many
paties involved and changes that have been made over the years. The second section
explores some of the micro issues that surround the working of PFl in terms of how actud
PFl decisons ae made, paying paticular attention to vaue-for-money and risk dlocation
issues. The concluding section sets out a number of implications and unanswered questions
on PFI.

The emergence and development of the private finance initiative

(i) The precursor to PFI

The roots of PH lie in the Ryrie Rules (named after Sr William Ryrie a former Second
Permanent Secretary of the Treasury). These were ogensbly a means of adlowing private
financing and were devdoped to try and minimise the impact of government funding
redrictions on possbly profitable invetment by the nationdised indudries. In time these
rules came to be seen as relevant to the public sector as a whole. The documentation provided
by the Private Finance Pand to promote PFl indicated that the Ryrie Rules. ‘...were
regularly criticised for being too redrictive and giving public bodies no incentive to seek
privately funded solutions’®” One interpretation of this is that the Tressury was afraid that
without very tight criteria, schemes might be undertaken which would not provide vaue-for-

25 Maintenance of the assets is clearly crucial. PFI should mitigate against situations such as that in the NHS
whereit has been estimated that backlog maintenance of £1.6bn exists.

26 paragraph 1.10 ‘Examining the value for money of deals under the PFI.  Report by the NAO 13" August
1999,

27 private Finance Panel (1995), paragraph 2.2, p.6.
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money, given tight public sector expenditure controls. The Ryrie Rules were patidly retired
in 1989 and findly abandoned in 1992 with the launch of the PFI.

(ii) Early PFI

The Autumn Statements of 1992, 1993 and 1994°® gave birth to PFI and shaped and reshaped
its desgn and nature. PFl was launched in the Autumn Statement of 1992 by the Chancdllor
(Norman Lamont) who dated: '...sdf-financing projects underteken by the private sector
would no longer need to be compared with the theoretical public sector dternatives, the
Government would actively encourage the private sector to take the lead in joint ventures
with the public sector; the public sector would have greater opportunity to use leasing where
it involved dgnificant trandfer of risk to the private sector and offered good vadue for
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money'>°.

Despite this important launch, interest in PRl by the private sector was somewhat muted. As a
result the new Chancellor (Kenneth Clarke) gave the PFl grester impetus by announcing, in
the Autumn Statement of 1993, that a new Private Finance Pandl should be crested. Its role
would be '...to encourage gregter paticipation in the initiaive by both private and public
sectors, to gimulate new idess, to identify new areas of public sector activity where the
private sector could get involved, and to seek solutions to problems which might impede
progress *°.

In the Autumn Statement of 1994 Clarke ensured engagement with the private sector by
making it plain that the Treasury would not approve any cepitd project unless options to
secure private finance had been explored. This 'universa testing for private finance was the
culmination of a very determined policy by the previous Consarvative Government to ensure
not only the survivd but adso the centrdity of the PFl in securing servicglbuilding
devdopments in the public sector. ‘Universd teting was implemented without
condderation of the transaction codts involved or an exploration of its red vadue. It was a
change based on a belief that the private sector could solve the problems of the public sector
and perhaps a belief that otherwise no projects would be forthcoming.

In April 1996 the Locd Authority Associations established the Public Private Partnerships
Programme (4Ps) in England and Waes. Locd Authorities have grester autonomy than any
other area within the public sector. The 4Ps was set up: ".with the express am of bringing
about incressed investment in loca sarvices through PH  and other public/private
partnerships **. With the formation of this new body both centrd and loca government hed
the indtitutiona framework to encourage the growth of PFI, yet PH fdl wel short of the
targets st for it. In this phase of the evauation of PFl, competition was seen as the key to
securing value-for-money and there was Treasury scepticism about the use of a public sector
comparator for the PFl schemes.

(iii) Current Developments in PH

There was some political debate about the nature of the PFI in the run-up to the Generd
Election in 1997. However, the incoming Labour Government gave its unequivoca support
to the idea Within a week of taking office (in May 1997) the new Paymaster Generd
(Geoffrey Robinson) announced that he had appointed Macolm Bates (Chairman of the Pearl

28 A |ist of relevant Government Documents rel ati ng to PFI isenclosed in Appendix 3.
29 private Finance Panel (1995) paragraph 2.4, p.7

30 private Finance Panel (1995) paragraph 2.5, p.7

31 private Finance Treasury Taskforce (1997) paragraph 2.7, p.6
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Group and of Premier Farndll) to conduct a wide-ranging review of the PFl. He was required
to produce — by 23 June 1997 - areport to Treasury Minigters with clear recommendations on
how PFI should be devel oped and organised.

In addition, and on the same day, Geoffrey Robinson aso announced that the required
...universa tedting of private sector financing' for dl public sector capitd projects, which
had been introduced in the 1994 Autumn Statement, would be abandoned immediatdy. His
view was that this universa testing had been: '....a recipe for frustration and dday and works
agang the concept of prioritisation which we want to build. Departments should not spend
time and money trying to devdop modes for private finance where these will not work. *
However, he then immediately made plain that: ‘..this does not mean departments can expect
any increase in their capita budgets and we will expect a high level of suitable projects to be
brought forward to achieve the aims of PFI’ .

The Bates Review made 29 key recommendations, many of which were to do with sructurd
arangements. The key recommendation was to disband the Private Finance Pand and to
control PH directly from HM Treasury by the formation of a new Private Finance Taskforce.
Organisationdly the Taskforce was to have separate ‘projects and 'policy’ wings to it, the
former having a limited life The ‘projects wing was intended to provide technicd advice to
Government Departments concerning the design and gpprova of specific projects and the
‘policy’ wing to hdp daify overdl policy on PH. The intention was that different
Government Departments would develop ther own unique project emphasis and expertise
that, over time, would not need the centra support of the Taskforce. Centra to the Bates
Review, therefore, was a mixture (and tenson) of centrdisaion (through the formation of the
Treasury Taskforce) and decentrdisation (through encouraging Government Departments to
build up their own expertise on PFI).

a) centraisation

This standardisng and growing central control of practice is evidenced in a number of maor
developments.

Fird, is the resolution of how to account for PFl. One of the key recommendations of the
1997 Bates Review was that the accounting for PFl needed to be resolved. Agreement on this
isue was only achieved in 1999. The complexity surrounding this seemingly unimportant
‘housekeeping’ issueis consderable and is touched on in the next section.

Second, is the devdopment by the Treasury Taskforce of standard procurement and
contracting arrangements and education packages. The ‘Step by Step Guide to the PFI
Procurement Process issued in April 1998 explored the stages that need to be undertaken in
any PFl ded. The important Standard Contract Guidance (14 July 1999) determines what
should be in every PFl contract. The news release accompanying it said this guidance ‘... will
act as a blueprint for the future development of PFl and ensure that future PFl contracts
across different public services will be able to follow a consstent approach by incorporating
sandard conditions into the contracts™. It is important to note thet it deds with the right of
the public sector to atain (not retain®) the asset at the end of the contact period (often 60

32 HM Treasury Press Notice No. 41/97, 8 May 1997

33 HM Treasury Press Notice No. 41/97, 8 May 1997.

34 HM Treasury Press Notice No. 118/99 14 July 1999

% Who owns the asset to the property involved in PFI contracts is the central area of disagreement in accounting
for PFl debate — see following section for more details. The general assumption is that the private sector has
ownership rights over the property. In this sense there is a need for contractual arrangements to attain this right—
something which would clearly be irrelevant if the public sector body already owned the asset rights.
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years). Alan Milburn, when Chiegf Secretary to the Treasury, highlighted this since ownership
of the asset at the end of the contract has been a contentious issue. Findly, the Treasury
Taskforce have, with PriceWaterhouseCoopers, designed ‘A Comprehensve Approach to
PFl Training' a standard learning package on how to undertake PFI projects. This programme
was launched in October 1998.

Third, are the approva arrangements for al PH contracts and the emergence of the Project
Review Group to ‘sgn off’ dl loca authority PH projects. This aso brings greater
dandardisation and centrdisation into decison-meking. Many Pl contracts will have been,
at some level and at some time, advised and approved by the Treasury Taskforce.

The fourth development ensuring grester centrdisation and standardisation of PFl processes
came through the second Bates Review of PFl in 22 July 1999. Three recommendations at the
heat of the Review demondrate the strong moves to centrdisation and standardisation that
have occurred since the fird Baies Review. Fird, the cdl for a new high-powered advisory
body made up of private sector experts (Partnerships UK) to replace the ‘projects wing of
the Treasury Taskforce. It will probably become of even greater sgnificance in determining
PFl deds even though it is clamed there ‘.should be no obligation on any procuring
authority to use Partnerships UK’s sarvices, on the contrary, it should win business by the
drength of its offer’ (Recommendation 32). Second, it is made clear that departments
‘...should only issue their own standard documents if they have been agreed by the Taskforce
to be consgent with the generd dandards lad down by the Treasury’s own generic
guidance (Recommendation 2 and 3). Third, the introduction of the Project Review Group
should not only continue but ‘.should extend to other pats of the public sector
(Recommendation 9). Clearly, the origind plans for depatments to be dlowed and
encouraged to develop their own way of proceeding on PFl has been reversed and a highly
centralised system introduced.

b) Employeerights

Another area of development demongrating increasing standardisation is in relation to public
sector employee rights. This area has given rise to particular concern. Chalenges to PFl have
come from the Trade Unions, particularly from UNISON.

A firg change was the publication of the Treasury Taskforce Policy Statement Number 4
‘Disclosure of Information and Consultation with Staff and Other Interested Parties in
October 1998. The TUC and the CBI welcomed this document. It set standards for
trangparency in Government procurement and offered a framework for consultation with
trade unions and other stakeholders.

On the 14th July 1999, Alan Milburn announced a five-point plan entitled ‘Better Protection
for Pensons in PFI’. As the title suggests this tries to ensure that staff employed by the public
sector and transferring to private sector consortia (as often happens in a P contract) have dl
employment rights fully honoured on trander. This was hgppening in most but not dl
agreements, under the ‘Transfer of Undertakings Protection of Employment (TUPE)
Regulations..

The third change is that, with the revised accounting arrangements, not al the ancillary daff
employed in a PFl arrangement need to be transferred to private sector employment®. It was
previoudy thought that, to ensure risk trander, dl saff would have to be transferred.
However, as the Tressury’s revised accounting guiddines make plain, it is only the risks
associated with the property that may be consdered. As a reault, ancillary gaff involved in

36 Explained by Agnew (1999). Whether such staff should remain in public sector employment depends on av-f-
m assessment.
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ddivering sarvices, such as cleaners, porters and catering staff, technicaly may be able to
remain employed by the public sector.

These developments suggest that changes to the ddivery of services will not smply achieve
vadue-for-money a the expense of the terms of employment of daff in the public services
This has been a fear, given that labour costs are an important component of the cost structure
of the public services.

Ovedl the current developments in PHl are marked not only by dandardisation and
centralisation, but aso by a renewed interest in vaue-for-money and paticularly the role of
the Public Sector Comparator in meking this judgement. Whilgt in the early era of PH
compstition was seen to be the key to obtaning vadue-for-money, the Public Sector
Comparator isnow seen as key in this respect.

(iv) Therole of the National Audit Office

Two bodies have been paticularly important in the context of dtandardisation. Both The
Treasury Taskforce and the Nationd Audit Office (NAO) are key figures in defining the
nature and workings of PFI and are likely to remain in this position for some time to come.

In December 1995, the NAO announced that they would be undertaking a series of
examindions of PFl. Snce this time they have issuued nine different vaue-for-money
andyses of PH projects dong with a summary report, which indicates, based on ther
experience of the dudies at that time (up to August 1999), what they are looking at in terms
of vaue-for-money studies. It provides both a description of what the NAO is looking for in
judging whether the project is ‘a good ded’ as well as a prescription to those who are
pursuing PFl contracts’”. Their investigation process fals into four areas concerning ‘setting
clear objectives, ‘proper procurement processes, ‘getting the best avalable ded’ and
‘ensuring the deal makes senseg’. Under each of these headings a number of detailed questions
are raised which together determine whether the PFI project is ‘a good ded’. This publication
is a somewhat unique document for the NAO, in providing rather more detall than in any
other area about how they come to judge vaue-for-money.

The NAO Reports provide the opportunity to consder the cost savings for those PFl projects
that the NAO has investigated. Those involving new build ae shown below. The Skye Bridge
is not included as a saving was not caculated for this scheme and it was noted that the Skye
Bridge Project would not have proceeded had it not been a PFl Project. The development of
the Newcastle Estate for the Contributions Agency presents a complex picture and relies on
efficiency savings to recoup the higher cost of the improved accommodation when compared
with the dternaive of remaning in the present accommodetion. It remains unclear whether a
publicly funded re-development of the estate would have provided better va ue-for-money.

Table 3.1 Vdue for Money: Estimates of Saving

Scheme PFI Cost | Public sector | Saving (EM) | Saving on
(EM) Comparator  (PSC) PSC (%)
Cost (EM)

37 For afull list of the reports see Appendix 1.
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First Four Roads* 698 797 99 12
AT4/M74 193 210 17 8
Bridgend and | 513 567 54 10
Fazakerley

Prisons**

Dartford ad| 177 182 5 3
Gravesham

Hospital

NRS 2 329 134 196 59
Prime 1986 2546 560 22
RAF Vehicles 19 25 6 23

Source: NAO Reports see Appendix 1.
* One project was showing a higher PRI cost than the PSC
** Savings dl came from Bridgend prison

The cost savings shown below are the difference between the PH cost and that of the public
sector comparator (PSC). In looking at these figures the difficulties of estimating future cods
must be borne in mind: actud costs may wel vary from those esimated. In making on-going
as=essments of the degrability of the schemes it will be necessary to monitor not only the cost
elements but aso to ak whether the qudity of the services is as good or better than those
provided directly by the public sector. The variability of the cost savings is clear and the fact
that some schemes are not making savings is probleméatic. The fact that the Skye Bridge
would not have proceeded without the PFI isdso sgnificant.

Overdl the NAO sample provides evidence of possble future savings in the order of 20% on
average. However, two schemes (the Department of Socid Security (DSS) PRIME project
and the Contributions Agency IT sysem) were IT based PRl schemes and showed
consderable savings of £560m and £196m respectively which skew the whole picture. If
excluding these two projects gives a more typicd sample then the edtimated savings are in the
order of 10%. This was dso the concluson reached by Arthur Andersen in their report for the
Treasury Task Force™.

The NAO reports illudrate various tendons. There is the tenson between specifying services
tightly enough to ensure that the bids receved are comparable and yet alow scope for
innovation. In the replacement of the Contributions Agency IT sysem bidders were
concerned that their innovative proposas would be shared with others to ensure the bids were
on the same basis. The NAO suggests the need to focus on service outputs rather than the
inputs as away of dlowing innovation to be developed.

Competition is clearly seen as an important dement in PFl. There is a tenson between the
need for competition and the need for co-operation. In essence, PFl is seeking to build
relaionships based on competition, to avoid the dleged ‘comfortable reationships fostered
by a bureaucraic agpproach. Yet in a long-term relationship this competitive dement may
well decline. The NAO notes that even in a tightly specified contract there should be
flexibility in order to maintan contractud reaionships in a pirit of partnership. Change
could be to the detriment of the public sector if the private sector partner uses this flexibility

38 “value for Money Drivers in the Private Finance Initiative’ A report by Arthur Andersen and Enterprise LSE,
17" January 2000. Arthur Anderson investigated a larger sample of schemes, and argued that an average saving
of 17% might be achieved.
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to change the bdance of risk or vaue-for-money in their own favour. For this reason, some
eement of benchmarking has been suggested by the NAO. However the ongoing codsts of
such an operation will clearly increase the costs of monitoring PPPs.

The maintenance of competition in the processes of bidding can be difficult to achieve as the
costs of bidding for PFl projects by private firms are consderable and at the later stages of
the process a firm may not want to commit more resources without some assurance of
success. Costs of bidding are something that has been commented upon by the private sector
and withdrawal has been a problem. The NAO noted, somewhat unsympathetically, that
benchmarking of cogts for comparative purposes had to be undertaken when one competitive
bidder withdrew a a late stage in the Dartford and Gravesham Hospitad PFl scheme. It is
adways a posshility that in large and complex schemes the codts to a contractor of pursuing a
bid may meen there is difficulty in mantaining the leve of competition that is desred. It
follows that the reliance on competition as a bass br achieving vaue-for money is somewhat
optimigtic. This point is increesngly being redised by both the NAO and the Treasury
Taskforce in their growing support for the Public Sector Comparator as the key to judging
vaue-for-money.

The NAO overviews lludrate that PFl is a contestable approach to the provison of services
and that variability of results has been obtained in the schemes undertaken so far. In making
this comment we should recognise that the schemes are dl long term ones and that the NAO
reports are smply sngpshots of the postions so far. Neverthdess, the fact that some schemes
do not seem to give vaue-for-money even a the early stages is worrying. The response to
this problem has been the implementation of a series of standardised processes. It remains to
be seen whether this is an adequate solution, especidly given that one of the judtifications for
PFl isthat it dlows innovation and cregtivity.

The operation of PFI: the macro-micro intersection

Whils the thrust of this paper is not an examinaion of the macro-fiscd agenda it is
nevertheless important to rase some of these issues where they impinge upon the micro
agpects of PFI. This is particularly relevant to the condderation of accounting issues and dl
the more so given the introduction of Resource Accounting and Budgeting (RAB)®.

The Economic and Fiscd Strategy Report 1998 (Cm3978) laid down two dtrict fisca rules.
The ‘golden ruleé dated that over the economic cycle the government would borrow only to
invest and not to finance current spending. The ‘sudtainable investment rule dates that net
public debt as a proportion of GDP will be held, over the economic cycle, a a stable and
prudent levd. These rules mantan the importance of control of public borrowing ad
provide the context for sustaining the view (lad down in its conception) that PFl will ad this
objective. This belief may well be more a perception than redity and indeed is probably a
‘bad” argument for PFl. As noted in the introduction, recent Government comments stress
tha PH is, above dl, about vaue-for-money. Despite this, the perception that it dlows
government to do more than it otherwise could®, ill impacts on the manner in which the

Initigtive is judged.

39 RAB isanew approach to the collation of accounting statements and will be discussed in more detail below.
%011 the context of controlling the amounts counted as public borrowing for capital expenditure.
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The fiscd rules are important because of ther interaction with two different accounting
issues that impact on PFl. The firg is the issue of how PFl will be accounted for in
government  financiad datements. The second is the introduction of RAB in government
accounts. RAB will reflect the didtinction between current and capitd expenditure that is
embodied in the ‘golden rule and will seek to introduce accounting methods that are adopted
in the private sector. Whether PFl is seen as current or capitd expenditure is important and it
is the accounting rules that formdise how this is determined. The nature of these accounting
rules has given rise to a debate and disagreement between Treasury and the Accounting
Standards Board (ASB)*'. This debate about how to account for PFl is of central interest
because it highlights the centrdity of risk transfer and vaue for money. It dso provides the
bass for understanding the effects of RAB.

The Accounting Standard

A key accounting question is whether, with PFI, the property and funding arrangements are
‘on’ or ‘off’ the public balance sheet. This is resolved by deciding whether PFl transactions
are seen as the provison of assets (capita expenditure and ‘on’ baance sheet) or services
(current expenditure and ‘off’ balance sheet). The debate is a complex and technica one and
the am here is to outline the key argument®. In private sector accounting Statements, the
need to show a ‘true and fair*® view of an entity may lead to assets that are leased to a firm
being recognised on the leasee’'s company’s baance sheat®. The question has been asked
whether PH is a leasng arangement and should be accounted for in a dmilar fashion or
whether PH should be ‘on’ balance sheet for the public sector. The ‘on’ and ‘off’ baance
sheet decison affects the macro-fiscd agenda in complex ways. One thing seems to be sure,
the Government wants PFl to be ‘off’ bdance shedt, judging by the atention given to this
issue over the last few years.

The long debate about the nature of the accounting treatment of PFl was the result of an
initial disagreement between Treasury and the Accounting Standards Board (ASB). Key to
this was the question as to whether PFl related to the provison of assets or services and
whether, if there were dements of both, they were separable. If a payment was being made
for the provison of assets rather than services then PHl could be seen as ‘on’ baance shedt,
as it could then be argued to be procurement of an asset. The full cost of the asset (despite
being paid by the private sector) would then be added to Government expenditure as well as
borrowing in the year that the PH was implemented. The Government postion has stressed
that PH is about the provison of services thus leading to an ‘off’ balance sheet treatment. It
would not therefore condtitute alump sum charge to government expenditure and borrowing.

Risk dlocation is dso a key eement in the decison as to whether PHl is ‘on’ or ‘off’ balance
sheet for the public sector purchaser. If the baance of risk remains with the purchaser (the
public sector) then this substantiates public ownership and the transaction needs to appear
‘on’ the public sector baance sheet. Conversdly, if the balance of risk is borne by the private
sector supplier then the transaction will gppear on the baance sheet of this ‘operator’.

“1 This group sets the standards to be used in the preparation of accounting statementsin the UK.

2 More details can be found in Heald and Geaughan (1997) and Broadbent and Laughlin (1999) and see
Appendix 2 for the original documentsinvolved.

43 Accounting statements should show a true and fair view of the affairs of a company, under company law
requirements.

44 This has been to avoid ‘creative accounting’ being used to transfer risks between entities and advantage
creditors and shareholders of one firm at the expense of others.
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Arguably, even if PFl is not a way of avoiding increased public borrowing, the nature of the
accounting trestment of PFl remains an indicator of the success™ or otherwise of this
financing arrangement. If a PH transaction has to festure on the balance sheet of the public
sector then, it follows, the baance of risk has not been tranderred to the private sector;
dthough it should be recognised that technicdly vadue-for-money might ill be achieved. If
risk dlocation and vaue-for-money are the key reasons for PFI, it can be argued that it
remans dedrable tha the accounting treatment of a successful PH should remain ‘off
balance sheet’. Because of this the debate about the nature of the accounting treatment has
been difficult and crucid. It must be recognised that not all PRl projects dready undertaken
before the agreement of the accounting trestment will autometicaly be ‘off’ badance sheet.
Until thisis resolved there remains questions about the ‘ success of dl the schemesto date.

There is a need for daification of why the accounting treatment has been so controversal.
Despite the clams that the manner of the accounting trestment was irrdlevant to PH and that
PFl is not jus an accounting ‘trick’*® find agreement as to the naure of the Treasury
Guidance took nearly two years'.

Resour ce Accounting and Budgeting

Questions have been raised as to the impact of RAB on PFI. Its effect is difficult to predict,
as like dl accounting, there will be room for interpretation in its operation. Equdly, different
pats of government and the public sector have dl dedt with their accounting in rather
diverse ways (Perrin, 1998).

The essence of RAB is tha it will both digtinguish between capitd and current expenditure
and introduce ‘accruds accounting' to the government sector. In accruds accounting in the
private sector the costs of long-term assets, athough they may represent an immediate cash
transaction, are charged as annua expenses over the life of te asset. Non-cash depreciation
charges are made to a number of accounting periods using a variety of (sometimes contested)
cdculaions. It can be seen as ‘income smoothing' *® and it recognises, in financid terms, the
use of an asset in any current accounting period. Thisisthen reflected in the profit reported.

Although RAB brings accruds accounting to the public sector, it has been agued the
principles on which it is based are different to those in the private sector”®. In the public
sector RAB is perhaps more associated with the need to manage codts and achieve efficiency.
Under the previous cash accounting system the cash flow associated with the purchase of any
asst would affect departmental spending limits and was an issue for control of public debt.
Whilgt there were differences across the public sector there could be no charge for using
capita assats in the day-to-day accounting statements a the organisationd level. This was
agued to provide no incentive for the efficient use of assets a the organisationd levd. RAB
ams to address this. Now the accounting treetment will include a charge for the use of capita
assetsinasmilar (but not identical) fashion to that used in the private sector.

“5 This narrow understanding of ‘success' raises all manner of questions concerning the evaluation of PFI —a
point which will be returned to in the concluding section.

“6 cf Wilson, The PFI Report, July/August, 1999, p.7

71t was published in July 1999.

“8 perrin, (1998) p.8

49 Jones (1998)
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As noted above RAB diginguishes between capitd and current expenditure and alows the
compilation of some accounting statements for the public sector that have not been produced
before. Thus, there will be an operating statement, a balance sheet and a cash flow statement,
as is the case in the private sector. There will aso be a summary of resource out-turn to
provide information for Parliamentary control purposes and a statement of resources showing
the cogs of the department's ams and objectives. A clear dement of RAB is that some
system of charging for capita will be introduced across the sector. It is not clear how current
fiscd controls will mesh with this accounting regime. As noted in the 1998 Economic and
Fiscd Strategy Report there are conceptud difficulties in tying them together. Agan, this
issue needs to be clarified.

In the case of PFI, the interplay between the fiscd and accounting Stuation becomes more
complex. If PFl is the provison of a sarvice and is ‘off' baance sheet the annud sarvice
charge is current expenditure and will gppear as a cost on the operating statement. We can
compare this with the way in which exchequer financing is likely to be accounted for under
RAB. If exchequer financing were used then there would be a clear separdtion of the capita
and sarvice charge. The asset would be shown on the baance sheet and the cost of the o+
going service incurred would be a current charge to the operating Statement. There would
also be a non-cash charge to the operating statement for the depreciation of the asset. If PFI
were ‘on’ baance sheet a capitdised vaue would be shown and the service dement, an
imputed interest charge and depreciation would be charged to the operating Statement.

Table 3.2 Interplay between fisca and accounting Situation

PFl ‘off Bdance| PFl ‘on’ Baance | Exchequer Funding
Sheset Sheset
Contract is deemed | All services Asst and Services| Asset and Services
to be: Flit Solit
Public Sector | Nothing unless | Asst element | Asset element
Bdance Shest | there 15 a| recognised and | recognised and
shows: reversonary recorded recorded
interet  in the
property™
Public Sector | Annua  charge by | Service dement of | Service dement  of
Operating provider charge charge
Statement shows: Depreciation of | Capita charge
Asst
Imputed interest
charge

Quedtions have been raised as to whether RAB changes the arguments for and against PFI. In
tems of vdue-for-money, the initid invetment decison will rdy on management
accounting and not financid accounting issues, O RAB is irrdevant. However, the recording
of financid costs on a year by year bass may change and until RAB is implemented we
cannot be sure of the interpretations of accounting practice that will be used. If PH schemes
are ‘on’ baance sheet and an imputed interest charge is made and we aso assume that the
service dement of the cost includes a charge for the cost of borrowing, then PFl may dart to

%0 See paragraph 19.2.7 and 19.4.7 of the Standardisation of PFI Contracts, 1999.
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look more expensve than exchequer funding. If PHl is ‘off’ balance sheet then the accounting
treetment is clear and RAB will have no impact a dl on the charges made to the operating
datement. They will be the same as charges made under the current cash system (assuming
there is no indebtedness at the year-end).

If the quedtion is whether RAB changes the way in which PFl might affect public borrowing
we agan cannot be categoric. It is possble that the capitd expenditure, however it is
achieved, will be a charge to Depatmenta Expenditure Limits. Thus, there would gill be an
impact on departmental spending and it would impact on the fiscal pogtion.

Other dructura issues can be raised in the context of the discusson of RAB as it may change
the way that people think about capitd asset usage, indeed it is intended thet it should do this.
Likierman argues that RAB would bring: ‘improved management on costs and assets...[and)]
provide the opportunity for better informed decisons on, for example, the dlocaion of
resources, especidly capitd, and on comparisons between internd and externa providers
(Likierman, 1995, p.565).

There remains a question as to whether RAB can have a rather more beneficid impact in
relation to PF. PFl could be argued to be advantageous if it proves to deliver on the
Government’s daim tha it is now buying outputs rather than providing services directly™.
RAB is dso tied to this idea through a system of Output and Performance Andysis (OPAS).
This in turn is accompanied by a regime of Public Service Agreements (PSAS) that will o
be monitored. If OPAs and PSAs are developed in a way that ensures not only the required
outputs, but dso that they are achieved in effective and equitable ways then RAB will be
hugdy beneficid. This whole raft of changes remans to be ddivered, and it is dealy
important to monitor the progress of the OPAs and PSAs to see if they ddiver the
information to ensure that the potentia benefits, including those from PFI are redlised.

Vdue-for-money and risk alocation

The dlocation of risk between paties is argued to be one means of achieving the god of
vaue-for-money. This is based on the notion that there is a cost attached to carrying a risk
and the higher the risk the higher the cost. If the private sector is better equipped to ded with
a risk then this risk, and its attendant cogt, is reduced. Hence, the private sector may be able
to provide the service at a lower cost. Other risks are better left with the public sector. The
pricing of risk and hence the vauation of overal savings from schemesis problemdtic.

The Public Sector Comparator and vaue-for-money

To prove whether a scheme gives vaue-for-money the case will now often need to be
demongtrated by comparison with a detailed Public Sector Comparator (PSC). This assumes
that there is a posshility of having public funds to spend and that there is posshility of public
service provison being provided. Where that is not the case then a PSC may not be relevarnt.
The Treasury Taskforce has noted that ‘Public sector comparators alone are not the bass for
assessing vaue for money.’*  This issue was adso discussed in the recent Arthur Andersen
review of PFI®*, which notes that as PPP/PFl procurement becomes more prevalent the
traditional procurement route will become less rdevant as a benchmark. It has been suggested

*1 Heald and Geaughan (1999)

®2 Treasury Taskforce News No. 177/99, 29 October 1999

53 “vaue for MoneyDrivers in the Private Finance Intiative’ A report by Arthur Andersen and Enterprise LSE
Commissioned by the Treasury Taskforce, 17 January 2000.
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that, rather than use a PSC, competition can be an important dement in ensuring vaue-for-
money. This seemsto return to an earlier gpproach to assessng vaue-for-money.

The PSC quantifies what it would cost the public sector to provide the outputs it is requesting
from the private sector by a non-PFl route. If PFl is only to be undertaken where it is vaue-
for-money it is essentid to have good comparative figures. Copious guidance™ has been
provided to help the public sector congruct this type of information in a technicaly correct
and condgent fashion. Private sector firms have dso been anxious to gain such information
to help them congtruct their own bids.

The discount rate

Condructing a PSC involves egdimating the future cash inflows and outflows over the life of
the project. These are then discounted to provide an estimate of the net cost of the scheme
that takes into account their timing. This process recognises that cash recelved ealier is
worth more than that received later and is recognised to be a senshble aspect of investment
gppraisd whatever the form of financing sought. The discount rate applied affects the sze of
the net cash flows. The same raw cash flows give different vdues when discounted usng
different rates asillustrated below.

Table 3.3 discount rates

Cash flow 6% Discount Rate 10% Discount rate
£100atheendof year 1 | £100*0.9434 = £94.34 £100*0.9091 = £90.91
£200 at theend of year 2 | £200*0.8900 = £178 £200*0.8264 = £165.28
£300 at theend of year 3 | £300*0.8396 = £252.88 £300*0.7513 = £225.39
£400 at theend of year 4 | £400*0.7921 = £316.84 £400*0.6830 = £273.2
Total £842.06 £754.78

This illustrates that not only can wrong estimates of future cash flows distort the comparisons
of schemes, but dso that usng different discount rates can give quite different find figures.
This is a wdl-known problem in private sector capitd investment goprasd. It is dso
acknowledged that those promoting investments are likdy to be optimigic. Given that dl
cadculations are based on edimates of what might happen in the future there is dways an
dement of arbitrariness that cannot be avoided. This dso means that the aggregetion of the
savings is & best an abitrary figure. It should be recognised that even as the planning of a
scheme progresses the figures are likely to change.

The question of the gppropriate discount rate is made more complex because it reflects both
the cost of capitd and the risk of the project. In the congtruction of PSCs the use of the
discount rate of 6%, the government discount rate, for discounting both streams, has been
criticised as it assumes equa risk for both schemes™. This is arguably not the case and neither
can it be sad that the 6% rate necessarily relates to the risk of ether party’s involvement,
hence there is no guarantee that efficient decisons are made. ‘The Green Book’ suggests a
number of techniques to refine the cdculations, such as sengtivity andyss and using
probabilities to give a range of possble outcomes. It has been suggested that there may be a
role for financdd management models to help refine this pricing problem. The Cepita Asset

> Treasury Taskforce Policy Statements No. 2 and Technical Note No.5 and the NAO report in 1999
‘Examining the v-f-m of deals under the PFI’
% Grout, 1997
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Pricing Modd (CAPM) has been suggested in this respect (Grout, 1997). This rests on the
assumption that a risk measure of the scheme can be assessed and can be used to provide
better vauations of cash flows. Given that many PFIs are unique or are pat of a wider
network of services (such as the case in hospitds or road bridges) it is not immediately
goparent that this measure of risk will be less arbitrary than making a quditative assessment
of the cost of risk. What is clear is that further thought on how the discount rate should be set
is required®®.

There are ds0 behaviourd issues that affect consderation of vaue-for-money and gppraisa
of schemes. For project appraisa to be undertaken a good dedl of work is required on the
conception and the financiad moddling of a project. Indeed, it may not be possible to judge
vaue-for-money until the planning and devdopment of a scheme is well underway. At this
dage the momentum for gpprova will be high®” and the persona commitment and reputation
of its sponsors may be severdy damaged if the scheme does not go ahead. This type of
commitment may wel militate agangt the impatidity that is required for rationd decison
meaking to be applied.

The achievement of vdue-for-money relies centrdly on the expetise of public sector
employees who are not only able to specify the outputs required, but dso know how those
outputs can be achieved well enough to be able to drive a hard bargain. One problem of
moving services to the private sector is that the intdlectud capitd will dso move to tha
sector and there will be no one with the detalled knowledge to specify services and judge the
prices offered for their provison. Often the assumption of PFl is that the intellectud capitd
lies within the private sector whose employees have the innovation and enterprise to bring
efficdency to the public services. A farer assumption is that both Sdes have something to
bring to the schemes. We need to ensure that this Stuation is not undermined.

The issue of vdue-for-money has been the subject of extensve criticiam in terms of whether
it is possble to achieve sufficient savings to outweigh the basc fact that privaely borrowed
cagpitd is more expensive than government borrowing. Where there are no third party payers
in a scheme (such as toll payers on a bridge project) the Exchequer will have to pay the full
cost of the project over time®. The effidency savings from the project must be sufficient,
therefore, to cover the extra cost of private-sector financing. These have to arise from
changes and innovetion in the ddivery of services. They may wel aise from private sector
ingenuity, or from the opportunity to aoply new technologies The assessment of new
technologies and ways of organisng service ddivery may be difficult to incorporate in a PSC
if there is no prior hisory of the gpproach. ‘Red’ judgements about vaue-for-money must
take into account both monetary and qualitative costs and benefits and can only be derived
once new schemes are in operation. In the case of large projects this can be some years in the
future and hence extensive post project evauations will be required.

* Theissue of discount rates was discussed by Arthur Andersen in their report on PFI, but little clarity emerged
from this document. A return to the roots of thinking in the 1991 Treasury Working Paper ‘ Discount Rates and
Rates of Return in the Public Sector: Economic Isssues’ by Michael Spackman is perhaps required.

7 It is probable that the momentum will be increased in a situation where there is not other alternative to a PFl
as public funds are not available.

%8 Heald and Geaughan (1999)
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Conclusions: implications and unanswered questions

To conclude we highlight a number of key issues and questions about PFl that remain to be
addressed. In drawing these conclusions we are dert to the need to look to developments of
PFl abroad. We are aware in this respect that the UK has been a key player in the policy
transfer of PH, but that as different nations develop their own agendas, so evidence will
emerge. We should dso dress that there is a great ded of diversty and we should guard
againg seeing PFl schemes asdl the same.

IsPFl aform of privatisation of the public sector?

PFl has been seen by some to be a means of back-door privatisation of public services. As far
as the government is concerned there is a clear distinction between the sale of exigting public
assts (which they see as privatisation) and PRl (which they do not). The more generd
ansver to this question clearly rdates to the extent to which the role of government can be
seen as a procurer of services rather than a provider. We are in a time of change and views
reman divided on this issue. The extent of trangparency and accountability that is provided in
PFl schemes will dearly affect the public perception of this issue. In particular, we need to
clarify whether PH affects the flexibility of decison-making for future policy development.

Whét is the nature of PFI?

The second substantive section of this paper noted the debates as to whether PFI was driven
by a macro-fiscd agenda relaing to the need to restrict government borrowing or was instead
driven by considerations of vaue-for-money and risk dlocation. In redity there is probably a
mix of intentions and to seek to impute a ‘tidy’ intentiondity is ingpproprigte. However,
unless the thinking behind the objectives for PFl is tightened it is unlikdy that a hdpful
andysis of the issues around PFI can be developed. The links between the micro and macro
levels of andyss will be daified, as will the nature of PFl, when the ramifications of severd
issues become clearer. These include: the outcome of the accounting debate and the extent to
which the various projects are found to be ‘on’ or ‘off’ baance sheet; the implementation of
RAB; and the darification of the effects of PF on Departmental Expenditure Limits.

Who is regulating the application of PFI?

We have demondrated the increasng dandardisation and centrdisation of PF. We need
more darity in undersanding who regulaes its interpretation and gpplication in Government
Depatments and locd authorities. Specificaly, how do the different parties involved (for
exanple, HM Treasury, the Nationd Audit Office (NAO) and the Accounting Standards
Board (ASB)) interact and work through their different perspectives on PH.

We have dready seen the engagement of HM Treasury, and more specificdly the Privae
Finance Treasury Taskforce (PFTT), as an important actor in this regard™. We have noted the
ASB’s involvement in this process, actudly chdlenging the accounting trestment that was
suggested by the PFTT. Equaly we have documented the involvement of the NAO.* The
NAO's interest in PFl is confirmed by their overview report on how to conduct vaue-for-
money audit of PFl dedls.

9 Whether it is even correct to see HM Treasury and the PFTT as one in this regard clearly assumes a unitary
view being expressed which may not necessarily be appropriate.

%0 This is not intended to exclude the role of the Audit Commission whose interest is demonstrated in their
publication Taking the I nitiative (1998).
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The future role of Partnerships UK and its links to other bodies is as yet uncertain, but it may
prove to be an important influence, as is the projects wing of PFTT at the moment. Other key
players may emerge in the future.

How ae ddfinitions of PFl in tems of vaue-for-money and risk dlocation derived and
operationdised?

There is 4ill condderable uncertainty as to what exactly is meant by vadue-for-money and
risk dlocation, despite the work of the PFTT and the NAO. This is an issue for two reasons.
Firg, it affects the accounting treatment of PH Schemes. If the on-going development of PFI
is affected by the extent to which PFl deals are ‘on’ or ‘off’ balance sheet then there is a need
to be able to understand how to develop schemes with the correct characteristics to achieve
the desired objective. Second, there is a need to understand how to caculate vaue-for-money
and risk dlocation if sensible comparisons with a PSC are to be possble. Advice has been
provided but how it is applied needs to be understood. Third, there is a need to explore how
accounting interpretations of vaue-for-money and risk dlocation decisons interact with the
macro fiscd issues. Findly, there is an important question about the effects of the eventud
definition of vaue-for-money and risk dlocation on the policies of Government Departments
and local authorities.

How are PFl decisons made in dfferent areas of the public sector and what are the effects of
these decisions?

A large number of PFl projects have been agreed, yet how these decisons were made and
what effects they have on services offered are unclear. We can raise a number of questionsin
this respect that we are not yet able to answer.

How are decisons affected by the perceptions of the decison-makers about the availability of
funds from sources other than PFI?

What are the incentives (red and perceived) for managers to choose to develop PFI schemes?
What are the transaction cogs of entering into this type of arangement and can they be
reduced by the standardisation processes mentioned earlier, without removing the flexibility
to taillor schemes that ddiver maximum vaue-for-money and appropriate risk transfer.

PFl projects involve entering into contracts for an initid period of 25 to 30 years (with an
extenson to 60 years). We need to understand what these time factors mean prior to decisons
being taken as well as the red effects of these decisons. One result of undertaking long-term
commitments may be a lack of flexibility in the longer-terem provison of services. The
procurement of property by any means will necessarily provide long-term commitments, but,
for example, the exigence of a long term contract may affect decisons on the rationaisation
of sarvice provison.

How are projects assessed through post-project audit and evaluation? It will often ke the case
that expectations are not aways redised. How can these issues be remedied in the context of
long-term contracts?

There is a need to explore the role, implications and effects on al sakeholders. In this
connection it is important to include an andysis of not only the public sector partners in this
process but dso the private sector companies and bankers involved in the consortiums
making bids. The changes needed to dedl with decison making for PFl are considerable not
just in the public sector but in the private sector as well. Research is needed to carefully
andyse these changing processes for dl involved. It is unlikdy tha these understandings can
be reached quickly and in the short term. It is aready clear that the way decisons are made in
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various locations differs condderably. An important concern, therefore, is to undertake a
range of detalled longitudind sudies into these processes in different contexts. The way
decisons have been and will be taken is far from settled a the moment and a paitern will
only be gpparent over time. An issue as complex as PFl is likely to be evauaed by a wide
range of sudiesin particular areas of activity focussing on the actud decisons taken.

Wheét is the merit and worth of PFI?

Findly, there is a need to evauate this important change for not only the UK public sector
but dso for UK society more generally. We need to understand how PFl schemes operate at
the locd levd and whether the idea of partnership can be operationdised to the benefit of
locd communities. In underteking an evauation we need to be aware of the need to
differentiate an evdudion of the macro-economic and fiscd issues from the micro-
organisationd ones. Clearly a some stage this micro-andyds will have to be related to the
more macro concans of whether PH is fiscaly and economicdly sensble In the firgt
indance, however, it seems unfar to hold organisstiond mangers responsible for macro
economic decigons. It is more relevant to hold them responsble for the implementation and
on-going management of the projects. We need to know whether there are Structurd issues
that make the deveopment of these types of reationships a this micro level impossble. In
essence, we have to know whether the public services are able to develop measures that
ensure vaue-for-money and accountability for the qudity of public service, which are not
compromised by the need for private sector profit.

Our view is tha such an evauation should involve al sakeholders'. This wide-ranging
involvement would dlow the discusson of what should be seen to condtitute ‘success for the
PFl projects concerned. Narrow criteria  (for example, obtaining off —baance sheet status for
PFl assets in the public sector), might then be broadened. The evduation could actively
involve the NAO who might expand their current vaue-for-money audit role®. We note their
current active engagement in looking at PF. We believe that their work, which is necessarily
completed in a reatively short time, should be complemented by academic studies, which can
explore the complexity of these wide-ranging sets of research issues over alonger timescale.

61 See Laughlin and Broadbent, (1996).
62 See Broadbent and Laughlin (1997) for an explanation of this argument.
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Appendix 1
The NAO studiesin relation to the PFl projects are:

The Skye Bridge (HC5, 1997/98, 23/5/97),

The Contributions Agency (HC12, 1997/98, 29/5/97),

Bridgend and Fazakerley Prisons (HC253, 1997/98, 31/10/97),

The First Four Road Contracts (HC476, 1997/98, 28/1/98),

The A74(M)/M74 in Scotland (HC356, 1998/99, 9/4/99),

Department of Socia Security Estate (HC370, 1998/99, 23/4/99)

Dartford and Gravesham Hospital (HC423, 1998/99, 19/5/99).

Examining the Vadue for Money of Deds Under the Private Finance Initigive (HC 739,
1998/99, 13/8/99)

The Private Finance Initigtivee The Procurement of Non-Combat Vehicdes for the Royd Air
Force (HC 738, 1998/99 19/8/99)

The Contributions Agency: The Newcastle Estate Development Project (HC 16, 1999/00,
25/11/99)

Appendix 2

Documents relating to the debate around the nature of the accounting standard are:

Private Finance Treasury Taskforce, Technicd Note No. 1 ‘How to Account for PFI
Transactions' September 1997.

Accounting Standards Board Exposure Draft ‘Amendment to FRS5 ‘Reporting the
Substance of Transactions : The Private Finance Initiative’. December 1997.

Accounting Standards Board Standard, ‘Amendment to FRS5 ‘Reporting the Substance of
Transactions : Private Finance Initiative and Similar Contracts . September 1998.

Private Finance Treasury Taskforce Technical Note No. 1 (Revised), ‘How to Account for
PFl Transactions', June 1999.

Appendix 3

Government Documents.
Cm 555 (1989), Working for Patients HM SO, London
Cm 2626 (1994), ‘Better Accounting for the Taxpayers Money. Resource Accounting and
Budgeting in Government, HM SO, London
Cm 2929 (1995), Better Accounting for the Taxpayers Money. The Governments Proposals.
Resource Accounting and Budgeting in Government, HM SO, London
Cm 3978 (1998) ‘Stahility and Investment for the Long Term’ Economic and Fiscal Strategy
Report 1998, HM SO, London.
HM Treasury (1995) Better Accounting for the Taxpayer's Money: The Government's
Proposals — Resource Accounting and Budgeting, (Cm 2929, London: HMSO)
HM Treasury (1997) ‘The Green Book' Apprasd and Evduation in Centra
Government London: HMSO

Private Finance Pane (1995) Private Opportunity, Public Benefit: Progressng the Private
Finance Initiative (London: Private Finance Pand)

Private Finance Treasury Taskforce (1997a) Partnership for Prosperity: The Private
Finance Initiative (London: HM Treasury)
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PFI Transactions (London: HM Treasury)

Private Finance Treasury Taskforce (1998) Sep by Step Guide to the PFI Procurement
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Private Finance Treasury Taskforce (1999) Sandardisation of PFI Contracts (London:
HM Treasury)
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Private Finance Treasury Taskforce, Policy Statement No.2, Public Sector Comparators
and Value for Money (undated)

Private Finance Treasury Taskforce, Policy Statement No 4. Disclosure of information and
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