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Introduction 

Audit Scotland is the public sector audit agency covering the external audit of the majority of public 
sector entities in Scotland. Audit Scotland staff are involved in the annual audit of accounts of these 
bodies and in preparing reports on the use of resources by public bodies for the Auditor General and 
the Accounts Commission. Audit Scotland is also represented on a number of bodies involved in the 
setting of accounting standards for the public sector including the Financial Reporting Advisory Board 
which advises HM Treasury and Scottish Ministers on the accounting standards to be adopted for 
central government and the NHS. 
 
Accounting treatment of PFI/PPP assets and liabilities 

Under current UK accounting standards the accounting treatment of assets created under PFI/PPP 
contracts depends on where the balance of risks lies between the public body and the private sector 
contractor. If sufficient risk has been transferred (assessed using financial modeling) then the asset 
will not appear on the public sector balance sheet and the only impact on public finances and budgets 
will be the annual payments made to the contractor. 
 
Under International Financial Reporting Standards (IFRS) there is no explicit standard relating to the 
public sector side of PFI contracts. However there is a standard (IFRIC 12) which deals with the 
private sector side and which is capable of being interpreted for the public sector. Under this standard 
the assessment of the accounting treatment is based on control of the services provided through the 
asset and control of the residual value in the asset at the end of the contract. 
 
In many UK PFI/PPP contracts control of the services provided is largely retained by the public sector 
and the asset often transfers back to the public sector at the end of the contract for little or no 
consideration. It is therefore highly likely that the majority of PFI/PPP assets currently accounted for 
off-balance sheet will require to be brought onto the public sector balance sheet. Similarly any new 
contracts with similar terms will be regarded as on balance sheet with the consequence that the full 
value of the asset being created under the contract will count towards public sector borrowing totals 
and hence score against the budget of the public sector body entering into the contract when the asset 
is built. 
 
Implications for investment decisions 

The Chancellor’s economic rules of not borrowing other than for investment over the economic cycle 
and public sector borrowing not to exceed 40 per cent of GDP set the high level framework for the 
public finances. When PFI/PPP assets are accounted for on the public sector balance sheet then the 
full capital cost of the asset counts towards the 40 per cent figure (irrespective of whether the contract 
is with central government or local government). 
 
The IFRS based accounting treatment has the effect that the method of contracting and financing of 
assets used by the public sector is largely irrelevant in terms of the impact on reported total public 
sector borrowing and therefore the advantage that off balance sheet PFI/PPP schemes had in terms 
of enabling projects to proceed because they did not increase public sector borrowing will disappear. 
This does also mean that assessment of projects should more genuinely reflect their overall value for 
money as there are no incentives for bodies to construct contracts in ways to simply achieve an off 
balance sheet accounting treatment. 
 
When existing PFI/PPP projects are brought on balance sheet when the public sector moves to IFRS 
based accounts in 2009/10 it is expected that there will not be much scope for additional asset 
creation/borrowing within the 40 per cent rule. 
 
Public finance framework 

At the UK level the public finance framework is governed by the Chancellor’s economic rules referred 
to above.  Within that the Scottish Parliament has an amount of resource allocated to it which can be 

 



 
 

Audit Scotland 

used for either revenue or capital expenditure. Central government and NHS spending priorities are 
set by Scottish Ministers within the total allocated to Scotland. 
 
Local government capital finance operates under the Prudential Code issued by CIPFA under which 
the primary indicator which local government is required to take into account in determining its capital 
expenditure programme is affordability ie the extent to which the local authority can afford to meet the 
payments of capital and interest taking into account its other expenditure priorities and any constraints 
on the total amount of finance available. Local authorities are required to provide information on 
capital expenditure plans to the Scottish Government which in turn provides information to the 
Treasury. If the Treasury considers the plans of local government across the UK to require too high a 
level of borrowing then it can impose a UK wide limit for one or more years on the amount of capital 
investment that local government can fund through borrowing – this has not yet happened. 
 
The approach to considering value for money of different models 

A range of assessment criteria are usually required to make a value for money judgement. Both 
qualitative and quantitative criteria are helpful. 
 
This approach is embodied in Audit Scotland’s 2002 report “Taking the initiative – using PFI contracts 
to renew council schools”1. Although this was published in 2002, its systematic, evidence-based 
analysis of the benefits and dis-benefits of PFI investment continues to be relevant to consideration of 
the relative merits of different financing methods. 
 
The audit approach for this study was to evaluate the implementation and (as far as there was 
evidence available) outcomes of a sample of PFI project case studies. Exhibit 1 summarises the 
analytical/ evaluative framework. 
 
Exhibit 1: Examining the value for money of PFI deals 

The analytical framework is based on four pillars, which provide the foundation of a successful PFI 
deal. Within the framework a range of detailed subsidiary issues are identified. In summary the four 
pillars of a good PFI deal are: 
Set clear objectives: Top management of the public sector client need to think through from the 
start exactly what they are looking for from the deal and how it can be expected to deliver the 
outcome. 
Apply the proper procurement processes: The project managers must design a process that 
maximises the prospect of value for money whilst complying with relevant law and regulations. Good 
competition is vital. 
Select the best available deal: The aim must be to seek out the best available deal and to maintain 
that position during negotiations. 
Ensure the deal makes sense: Throughout the procurement, top management need to be satisfied 
that the proposed deal provides the best way of meeting their objectives for the project. 
Details of the framework are set out in a report (Examining the value for money of deals under the 
Private Finance Initiative), which can be obtained from the National Audit Office at 
http://www.nao.gov.uk/. 

Source: Audit Scotland 
 

Using this framework, our 2002 report highlighted important issues concerning the value for money of 
PFI projects. Many of these issues remain relevant to the consideration of other procurement forms, 
such as those that the Scottish Government is seeking to develop under the Scottish Futures Trust 
(SFT) initiative. The attached table (Annex 1) highlights some of our report’s key findings, and 
potential implications for assessing the value for money of the SFT. In summary the key points are: 
 
 It will be important to assess whether the contract structure and the funding regime under SFT 

is capable of creating similar commercial disciplines and controls to those created under PFI. 

 It will be important to assess the market’s appetite for progressing projects under the SFT. 

 There is no single right answer when deciding how to procure a project. A formal procurement 
strategy should be prepared for every case evaluated under the SFT.  

                                                      
1 Available from Audit Scotland http://www.audit-scotland.gov.uk/utilities/search_report.php?id=342
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 It will be important to assess the set up costs for the SFT and whether these represent value 
for money  

 It is possible that, as with PFI, the SFT may introduce inflexibility with regard to requiring fixed 
long term financial commitments. This should be reflected in any value for money evaluation 
of the model.  

 It will be important to establish what additional financing cost, if any, the SFT may give rise to. 
Savings in finance costs relative to PFI are an important potential benefit of the SFT. It is 
therefore important that the Scottish Government should consider how to reflect differential 
financing costs in any evaluation of the model. 

 

Russell Frith 
Director of Audit Strategy, Audit Scotland 
14 April 2008 
 
 

 



 
 

Audit Scotland 

Annex 1: Key findings from Taking the Initiative and potential implications for assessing 
the value for money of the Scottish Futures Trust 

 

Taking the Initiative report finding Implications for assessing the value for money of 
the Scottish Futures Trust 

Setting clear objectives under PFI has imposed strong project disciplines 

The fundamental commercial feature of PFI schools 
projects is payment for provision of a managed 
school facility achieving predetermined service levels 
over 25 or 30 years contract with deductions for non 
performance. 

This brings important benefits: 

• payment for results motivates all parties to perform 
• long term contracts require long term thinking; in 

particular whole life costing becomes an integral 
part of planning rather than an aspiration. 

Our report provided assurance that the PFI providers 
were delivering the required outputs to the required 
levels and standards on time and with no significant 
cost change for their clients. 

Before investing in PFI projects, external funders – 
banks and equity investors – play a significant role in 
testing the ability of the PFI contractor to perform. 
Once the investment is made these funders monitor 
the performance of the contractor. 

It will be important to assess whether the contract 
structure and the funding regime under SFT is 
capable of creating similar commercial disciplines 
and controls. 

There appears to have been good competition of the PFI schools contracts 

In the PFI projects we examined three or four bidders 
participated in the initial tender round, and at least 
two were selected as capable of submitting best and 
final offers. 

There had been generally good competitive tension 
between the bidders during the main competitive 
phase. However weak market interest in the PFI 
solution may mean an alternative procurement path 
to PFI could offer better value. 

Competition is central to achieving value for money. 
It will be important to assess the market’s appetite for 
progressing projects under the SFT. 

Other significant benefits are associated with PFI schools contracts 

The main benefits included: 

• clear focus on service 
• improved relationships (no adversarial culture) 
• better risk management 
• strong financial control 
• innovation and fresh thinking. 

These benefits were not always present to the same 
extent in each project and are not all unique to PFI. 
Because of funding considerations there had been 
little or no opportunity for councils to test other 
procurement approaches. There was a risk that 
procurement decisions were driven by stereotypes of 
poorly performing alternatives to PFI rather than 
good evidence of demonstrable benefit. 

Under the Prudential Code introduced in 2004 
councils have more flexibility to manage their 
investment and borrowing programmes, and select 
the optimum procurement route. 

Choosing the correct procurement strategy for a 
project is essential for good competition, minimising 
costs and maximising quality and value for money. 
The aim is to get the optimum balance of risk 
between client and contractor, in accordance with the 
principle that each risk should be assigned to 
whichever party is best placed to manage it. 

There is no single right answer when deciding how to 
procure a project. A formal procurement strategy 
should be prepared for every case evaluated under 
the SFT. Good practice is to select the procurement 
route best suited to individual circumstances, whilst 
meeting project objectives and providing value for 
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Taking the Initiative report finding Implications for assessing the value for money of 
the Scottish Futures Trust 

money. It should be based on an assessment of 
risks, alternative funding options and risk allocation 
strategies for a range of procurement options. 

PFI brings benefits but is not a panacea 

The main dis-benefits from PFI are. 

• The rigorous procurement process is expensive 
for everyone. The set up and advisers costs in 
the schools cases we examined were between 5 
and 15% of capital costs.  

• Long term PFI commitments may constrain 
future spending decisions/ reduce flexibility  

• In the cases we examined, PFI financing costs 
were 2½% to 4% above PWLB rates. For the six 
schools projects we examined the cost of 
finance under the PFI route represented nearly a 
quarter of the total costs over the whole life of 
each project (Exhibit 2) 

It will be important to assess the set up costs for the 
SFT and whether these represent value for money. 

It is possible that the SFT may introduce inflexibility 
with regard to requiring fixed long term financial 
commitments. This should be reflected in any value 
for money evaluation of the model. 

It will be important to establish what additional 
financing cost, if any, the SFT may give rise to. Any 
additional cost compared to conventional public 
borrowing/ funding should be reflected in any value 
for money evaluation of the model. 

Exhibit 2: Analysis of contract costs for 6 PFI schools projects 

Set up and 
construction 

costs
£464m

Financing 
costs

£416m

Tax
£118 m 

Operating 
costs £898m

 Costs are total costs
 over 25 or 30 years
 in constant prices

undiscounted

Total costs 
£1,896m 

- before discounting

 

Source: Audit Scotland 
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Taking the Initiative report finding Implications for assessing the value for money of 
the Scottish Futures Trust 

There is scope to improve the public sector comparator as a value for money benchmark 

The key value for money test of a PFI project was a 
quantitative comparison of the PFI contract costs 
with a publicly funded benchmark. The cost 
benchmark is the public sector comparator (PSC) 
which is the estimate the council prepared in each 
case of what it would cost to provide a similar level of 
service using traditional (non-PFI) procurement. 

While care is taken in preparing the PSC, and the 
effort applied may be substantial, there is inherent 
uncertainty associated with developing the costings. 

• There is an emphasis on the bottom line and a 
perception of PSC as a simple pass/fail test. The 
analysis for PFI school projects most often 
resulted in a set of costing, which indicated the 
PFI solution was more economic but without an 
analysis of the reasons. 

• Although council borrowing rates are typically 
below actual PFI financing costs in individual 
school projects, the method of constructing the 
PSC means that this important difference in 
financing costs was not included in the 
comparison. 

• A particular feature was that under the 
competition for PFI financial support for the 
Scottish Executive, no project at all could 
proceed if the PSC suggested the PFI was not 
economic. Consequently if the PSC had 
suggested that the PFI was not economic it 
would have proved fatal to the project (no PFI 
schools project had so far failed that test). A 
great deal therefore hung on professional and 
technical judgements underpinning the PSC 
costings. 

Although not necessarily a decisive factor, the actual 
costs of debt funding under PFI should be included in 
any value for money assessment. 

In 2005, HM Treasury published revised Green Book 
guidance which recommended a new approach to 
value for money appraisal of PFI projects. The 
Scottish Executive issued value for money 
assessment guidance to reinforce and supplement 
the Treasury guidance in 2006. 

The key changes were: 

• A change in the discount rate used in the 
comparison of costs, from 6% a year in real 
terms to 3.5% a year in real terms. A discount 
rate is used in a formula which allows projects 
with different cash-flows over time to be 
compared on a common basis1. 

• New guidance on cost estimates to deal with the 
problem of optimism bias2. 

• New guidance on how to adjust cost estimates to 
allow for deferential tax receipts arising from the 
use of PFI and traditional procurement. 

These changes are an improvement, but they do not 
allow for any comparison of actual financing costs3. 
Savings in finance costs are an important potential 
benefit of the SFT. It is therefore important that the 
Scottish Government should consider how to reflect 
differential financing costs in any evaluation of the 
model. It would be possible to do this by modelling 
financing cash-flows (borrowing, repayments, interest 
charges etc) of each option and including these 
within a discounted cash-flow comparison. 

 

Notes to Annex 1 
1 The technical background to discounting is complex. See Annex 2 for further information about 
discounted cash-flow calculations 
2 Optimism bias is the term used to describe the demonstrated, systematic tendency for project 
appraisers to be overly optimistic about project costs, duration and benefits. The Treasury’s 
supplementary guidance on optimism bias recommends that project appraisers should make explicit 
adjustments to the estimates of project costs benefits and duration based on empirical data to inform 
project decisions. 
3 Technically discounting project cash-flows at 3.5% a year provides an imputed cost of capital, which 
is equivalent to including a specific provision for the cost of finance. However the current real discount 
rate of 3.5% a year is equivalent to 6.1% a year in nominal terms. Based on the Government’s current 
target rate of 2.5% a year for inflation, for most of the last five years the actual cost of council 
borrowing has been around 5% (currently 4.8%). 
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Annex 2: Discounted cash flows and net present costs 

 

The effect of using a discounting formula is simply to quantify the extent to which a sum of money received or 
paid in the future is worth less to the Government (or an individual) than the same amount today.  It allows a 
cash flow that takes place over a period to be expressed as a single figure, which is equivalent to what it 
would cost now, rather than spread over a number of years.  

From an accounting and economic perspective the process of discounting is quite separate from adjustments 
to allow for inflation.  Even in the absence of inflation normally people prefer to have cash sooner rather than 
later.  Hence, there is a need for separate adjustments for inflation and for discounting. 

The technical background to the cost of capital and discounting in government is complex.  However, for the 
purposes of central government appraisal and evaluation HM Treasury suggests the use of a 3.5% real public 
sector discount rate is required in most circumstances.  

The discount rate measures how rapidly the value to the public sector today of a future £ falls away through 
time. The 3.5% rate is a real discount rate i.e. excludes the effect of inflation.  What that means is that £100 
in 12 months time plus an adjustment for inflation is worth on average £97 today. 

To illustrate how the calculations work the table below shows a series of four payments of £1000 at 1-year 
intervals from now and the effect of discounting. 

  Payments Discount factor
(discount rate 3.5%)

Discounted payments

 1 year from now  £1,000 0.966 £966
 2 years from now £1,000 0.934 £934
 3 years from now £1,000 0.902 £902
 4 year from now  £1,000 0.871 £871
 Total payments   £4,000 Total present cost after discounting   £3,673

The first payment is discounted by a factor of 3.5% i.e. it is divided by 1.035. The payment in year 2 receives 
two years of discounting – it is divided by 1.035 and again by 1.035. The process continues for the number of 
periods into the future that payments are made.  

The discounting produces the present cost of the payments. Where there is a stream of future receipts as 
well the same rule applies and their present value can be calculated. The payments and receipts are netted 
off to provide the Net Present Value (NPV) or Net Present Cost (NPC), according to whether benefits exceed 
costs or vice versa. 

 

 
 

 


