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The Centre for International Public Health Policy is pleased to contribute to the finance committee’s 
inquiry into the funding of capital investment projects in Scotland. This brief submission 
supplements a more comprehensive note sent to the committee in January. That paper was in 
large part devoted to an empirical analysis of the Private Finance Initiative (PFI), hitherto the 
dominant form of capital investment in Scotland’s public services. The present document identifies 
some of the difficulties with the current PFI process, and then examines the extent to which these 
are addressed by recent Scottish Government proposals. 
 
1. The PFI – why is it used? 
 
a. The fiscal savings argument 
The primary driver behind PFI’s use is its ability to deliver capital investment without the up-front 
cost of that investment scoring in measures of public sector borrowing and expenditure. As long as 
a PFI is recorded off the public sector’s balance sheet (and just 1% of PFI capital investment in 
Scotland is currently on balance sheet), the capital value of that project will not score in the main 
indicator for assessing the sustainability of government finances, public sector net debt. This 
measure has political importance, being the aggregate on which the UK government’s sustainable 
investment rule is based. Nor will the public sector entity engaged in the project (whether it is an 
NHS board, NHS Scotland or the Scottish Government) have to score this investment in its capital 
budget.  
 
Thus, as the World Bank notes (2007), “PPPs are generally used to generate fiscal savings while 
promoting investment” (p.5). However, this effect is simply a quirk of national reporting standards: 
the economic reality is that PFI requires a commitment of future resources in exactly the same way 
as conventional borrowing (Heald 1997). The IMF (2004) points out that the “off-balance sheet” 
status of PPPs can introduce an “unwarranted bias in their favour”, since PPPs provide a 
“superficial” relaxation of the public sector’s budget constraint. In recognition of this, many 
economists have concluded that fiscal policy considerations should play no part in the decision-
making process (Välilä 2005a). As accounting standards change to reflect the economic reality of 
private finance, this “fiscal savings” advantage will be eroded, a point returned to below.  
 
b. The economic argument 
While the fiscal savings argument is often used by ministers on both sides of the border, PFI is also 
justified on cost-efficiency grounds, or “value for money”. At first blush, the cost-efficiency case for 
PFI appears weak since public finance is always cheaper than private finance. In lending to 
government, creditors are taking no risks with their money – governments, unlike private 
companies, are unlikely to go bankrupt and default on their payments. Financing costs matter in 
PFI as they are part of project costs and add to the level of the PFI fee, or unitary charge, that the 
public authority must pay. The main elements of financing costs are the costs of obtaining and 
servicing loans from senior debt providers, such as banks, and interest and dividends payable to 
equity investors in the project.  
 
In its examination of private sector financing costs in the Scottish schools sector, Audit Scotland 
(2002), found overall rates of return on private finance (the “Project Internal Rate of Return”) in the 
range of 8-10% a year, some 2.5% to 4% higher than a council would pay if it borrowed money on 
its own account for a similar project. The auditors stated that this higher cost of capital added costs 
of £0.2 million to £0.3 million a year for each £10 million invested in a project. However, the 
Treasury argues that these higher costs are simply a function of the risk of investments being 
explicitly priced (HM Treasury 2003). On this argument, when government finance is used for a 
project, the risks associated with the investment are the same as in PFI, but any additional costs 
(e.g. due to time and cost overruns in construction) are passed on to current and future taxpayers. 
In contrast, in PFI, these project risks are borne by investors. If the cost of private finance was the 
same as public finance after allowing for risk, and the private sector was better able and better 
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incentivised to manage this risk, then in principle PFI could provide better value for money than 
public procurement. 
 
Research commissioned by the Office of Government Commerce, however, demonstrates that PFI 
financing costs of PFI are higher than the risk premium can account for. PricewaterhouseCoopers 
(2002) analysed 64 projects that reached financial close between 1995 and 2001, covering a wide 
sample of sectors, such as health, education, prisons, transport, defence and water. The study 
compared the post-tax project internal rate of return anticipated for each project with a benchmark 
‘weighted average cost of capital’ reflecting the return that “should” be expected from a project by 
an investor, given the project’s risk. The study found that the average difference between the 
project internal rate of return and the benchmark cost of capital was 2.4%. It concluded that this 
“excess cost” was due to three factors: (1) bidders pricing projects so as to cover the costs of 
losing bids; (2) high banking fees; and (3) limited competition in the market. 
 
In many respects this study is problematic and its conclusions probably understate the true scale of 
the “excess cost”. The calculation of the benchmark cost of capital is based on costs of capital in 
the UK water and gas utilities sector. Unlike these industries, the government does not regulate the 
prices paid to PFI consortia for their services to the public sector, or the profits earned by them. 
Investors in PFI projects are not exposed to such “regulatory risks”. It is also likely that project 
internal rates of return are an under-estimate of real rates of return on investors’ capital since: (a) 
returns on subordinated debt and equity are usually back-ended in initial financial models, with the 
result that rates of return for these sources of finance understate the real value of the returns; and 
(b) the initial rates of return do not take account of the potential benefits to investors from debt 
refinancing or equity sales through the secondary market (see below). Nevertheless, it is significant 
that the UK government’s evidence base suggests there are “excess returns” to investors, despite 
Treasury claims to the contrary. 
 
2. PFI market conditions 
The source of these “excess returns” (i.e. the difference between the rates of return we would 
expect based on the price of money plus a risk premium and what the private sector is actually 
charging) have not been sufficiently studied. However, the clear implication of 
PricewaterhouseCoopers’ findings and conclusions is that the characteristics of the PFI market are 
not conducive to the achievement of economic efficiency. Because of the complexity and long-term 
character of PPP, transaction costs associated with tendering, bidding and writing contracts are 
higher than in public procurement. Negotiating the contract is especially costly, not least due to the 
high cost of advisory services, which are on average around 3.5% of the total capital values of 
projects (Välilä 2005b).  
 
The high transaction costs of PFI create a significant “barrier to entry” to potential bidders, 
undermining the extent of ex ante competition and creating the potential for firms to exploit their 
position through high prices. According to the UK National Audit Office (2007), PFI projects 
generally attract a comparatively low level of market interest. Between 2004 and 2006, only 67% of 
PFI projects received three or more bidders. One third of the projects included in the audit body’s 
census attracted only two bidders at the point they were requested to submit detailed proposals. 
Companies involved in the PFI market have admitted that this is a situation that suits existing 
providers. For example, a senior director of UK construction group Balfour Beatty (2003) has stated 
that tender costs and complexity help to “reduce competition”, therefore enhancing “predictability 
and security of future workload”.1

 
 
 

                                                      
1 Where competition is constrained, economic theory predicts that firms may collude to raise prices and 
restrict supply. Where there is a formal agreement for such collusion, this is known as a cartel. Following one 
of the largest ever Competition Act investigations, the Office of Fair Trading in April issued a Statement of 
Objections against 112 firms in the construction sector in England. Among the firms judged by the OFT to be 
involved in “bid-rigging” activities were six of the largest building contractors in the PFI industry -  Balfour 
Beatty, Carillion, Kier, Interserve, Morgan Sindall and Ballast. The OFT has not released information on 
which public projects were affected. 
 

 

http://en.wikipedia.org/wiki/Cartel
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The PFI procurement process 
Historically, it has been considered that the complexity of PFI projects is such that bidders are 
unable to create fully worked-up bids during a competitive stage of procurement. Accordingly, there 
has been a period of exclusive negotiation between public authorities and a single “preferred 
bidder” prior to deals being signed. During this period (typically a year or more), it is common for 
major changes to be made to: a). project specification (e.g. in the balance of new building versus 
refurbishment, the addition or removal of major equipment components, changes to agreed 
services and to the design solution); and b). pricing and risk allocation (NAO 2007). These changes 
come with a price, and one that is determined in conditions of monopoly. In this phase of 
negotiation, bidders often seek to argue prices upwards and risks downwards to obtain a “rent”.  
 
A European Union directive, introduced into UK law from January 2006, has forced the UK 
government to change its procurement practices. The “competitive dialogue” procurement system 
requires a detailed level of negotiation to take place prior to the preferred bidder phase. The 
intention is that the locus of negotiation at the post-competitive stage will be on details of the 
project rather than the commercial and design substance, as previously. It is not yet clear what 
impact this has had on PFI procurements. However, while there may well be benefits to the system 
in terms of removing the chance for bidders to behave opportunistically, there are clear risks that 
this will add to already protracted project timetables. In turn, this suggests that procurement 
complexity and bidding costs will increase, adding to already significant the barriers to entry and 
further undermining the potential for the public sector to secure value for money.  
 
3. The Scottish government’s new proposals 
In December 2007, the Scottish Government published a consultation paper on new methods of 
capital investment. In a forward to this document, finance minister John Swinney described the new 
proposals as a “better model for public procurement” – one that will “direct the excess profits made 
from traditional PFI funding back into our communities” and “secure savings for the public purse 
through greater partnership, improved management and better value borrowing.”  
The paper identifies a “development path” to a new mechanism for capital investment, the Scottish 
Futures Trust (SFT). While development work is proceeding on the SFT, the majority of schemes 
previously identified as likely to be procured as “standard” PFIs will now proceed as “non-profit 
distributing” PFIs.  
 
The remainder of this document travels down this development path, providing an analysis first of 
the non-profit distributing model, before turning to the SFT.  
 
4. The non-profit distributing model 
The NPD approach was developed under the previous Scottish administration, which approved a 
number of such schemes. However, the current administration has said that the NPD structure will 
now be at the “core” of the PPP programme in Scotland. There are currently three NPD projects 
under construction in the Scottish schools sector (Argyll and Bute, Aberdeen and Falkirk), a 
number of NPD schools projects in various stages of procurement (including Western Isles, Orkney 
and Moray) and at least one NPD in development in the health sector, the Tayside Mental Health 
scheme. In transport, there are outline plans to take forward the development of the Borders 
Railway Project using NPD.  
 
NPD projects are a relatively minor variation of the standard PFI model. As with PFI, the essence 
of this approach is that the project tasks of designing, building, financing and operating new or 
refurbished infrastructure are transferred to the private sector, which bears the related risks. The 
NPD is a special purpose vehicle, usually formed as a company limited by shares. It is in the 
private sector and is assessable for corporate income tax. In other words, it is much the same as 
any PFI project company. However, unlike a PFI, the project is financed through subordinated debt 
from SPV members (typically 10%) and senior debt from banks and/or the capital markets (typically 
90%). This differs from standard PFI where, in addition to these sources of finance, around 1% of 
the financing comes from shareholder equity. The practical consequence of this is that, while the 
SPV makes profits, it does not make returns on equity and distribute dividends to shareholders. 
Rather, any surpluses generated through the contract are passed to a designated charity. The 
intention is that this money is used in “the public interest”, rather than being transferred to the 
private sector.  
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Analysis 
The defining characteristic of the NPD structure is therefore the absence of equity. The impact of 
this, the Scottish Government suggests, is that the scope for the private sector making “uncapped 
returns” is eliminated. In his forward to the consultation document, John Swinney suggests that this 
will “remove the element of PFI that delivered the most extreme and unwarranted profits.” In many 
respects, the removal of equity from the financing package is indeed welcome. The work of 
Cuthbert and Cuthbert (2008) demonstrates that returns to equity on PFI schemes in the health 
sector, for example, have been extremely high. This level of return has also allowed investors to 
make significant “windfall gains” through refinancing debt and selling their equity in the secondary 
market.  
 
However, there are risks associated with pursuing a DBFO project finance model without equity. In 
standard PFI, the presence of equity provides a “buffer” which insulates banks and other senior 
lenders from financial risk, allowing for a lower rate of interest. Because equity is absent in NPDs, it 
is likely that senior debt will cost more than for standard PFIs. Since, as noted, senior debt 
accounts for around 90% of the financing of PFIs in the UK, a higher interest rate on this money 
raises clear concerns about value for money. The experience of projects currently in construction 
suggests that banks are also likely to ask for a higher “cover ratio” (a kind of contingency fund that 
the SPV it obliged to build up over the length of the contract) which will also increase costs for the 
public authority.  
 
Very little data on the financing arrangements of NPD projects is publicly available, making detailed 
empirical evaluation impossible. However, the Full Business Case for the Argyll and Bute schools 
provides some outline figures, which suggest that overall financing costs of NPD may be equal or 
higher than PFI. The FBC shows an overall return to subordinated debt of 12%, and an overall 
return on subordinated debt and nominal equity of 15.01%. While it is difficult to know what these 
figures really mean without knowing the profile of returns through time, it is notable that these 
figures are about average for standard PFI, despite the absence of equity. The business case does 
not outline the return on senior debt, the most significant source of finance, so it is not possible to 
calculate the overall cost of capital. However, the business case states that there the NPD, relative 
to PFI, involves “additional costs in terms of higher lending”. It should also be noted that the senior 
lender on this scheme was the European Investment Bank (EIB), which lends money to projects at 
preferential rates. The EIB was involved with the Argyll and Bute scheme because of its status as a 
pilot scheme for the NPD model. It will not be involved in the majority of schemes in future and the 
cost of senior debt for NPDs will on average be higher. 
 
Market response 
It would be inappropriate to allow industry preferences to dictate investment policy, but it would be 
similarly unwise to ignore the possible impact on market conditions of moving to a new form of PFI. 
The market appears to view the NPD structure as significantly more complex than standard PFI, 
already an extremely complex structure which is associated with very high transaction costs. The 
NPD model also effectively limits the profits available to the contractor from operating efficiently, 
and reduces the potential for refinancing and or equity sales through the secondary market. Both 
these elements are likely to decrease the level of interest in bidding for capital investment projects. 
Other submissions to the committee indicate that this is indeed the case (e.g. Grant Thornton 
2007).  
 
The impact of this could be serious at the project level. As noted, ministers suggest that returns to 
NPD investors are “capped”, but this is only true in the sense that returns are more or less fixed at 
the time that contracts are signed. The implication that prices are somehow regulated by the public 
sector is inaccurate. The prices offered by the private sector are market prices, and their level will 
to a large extent reflect the conditions of the market. If the level of competition for new NPD 
projects proves to be very low (perhaps even lower than for standard PFI schemes) then prices are 
likely to be high, regardless of notional “capping”. The only real constraint on bidders’ prices is 
affordability.   
 
In sectors where market appetite is particularly low - relative, for example, to other parts of the UK - 
there are pressures for decision-makers to amend policy in ways that may not represent value for 
money. In its 2008 Infrastructure Investment Plan, the Scottish Government indicates that it is 
engaged in “market dialogue” regarding the potential for potential NPD investors to be allowed to 
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refinance their subordinated debt. It is not clear at this stage exactly what is being considered but 
there is cause for concern. Refinancing generally involves lower cover ratios, increased senior debt 
and the early extraction of returns to investors, leaving projects highly geared and more exposed to 
risk. This is not in the public sector’s interest, and it is not clear if there will be compensation.  
 
5. The Scottish Futures Trust 
It is clear that the design and development of the SFT is at an early stage. The proposed model for 
the organisation and operation of the new vehicle has not been outlined. It is therefore not possible 
at this stage to provide a full evaluation of the potential costs and benefits of the model. However, 
there are a number of issues with the outline model presented which are worthy of some 
commentary.   
 
An accounting-driven policy 
The consultation document acknowledges that the public sector can borrow more cheaply than the 
private sector. However, the SFT is to be positioned in the private sector in order to secure 
“additionality” of financing. As discussed above, the “additionality” of private finance has no 
economic basis and is simply an artefact of financial reporting standards. The fact that the SFT 
proposal is driven by accounting considerations, rather than value for money, is therefore 
disappointing. However, it is accepted that fiscal policy is not a competence of the Scottish 
Government and in the absence of powers to borrow, issue bonds or raise taxes, options for 
investment are clearly limited. In this scenario, there is clearly a strong incentive to minimise the 
accounting impact of capital spending. 
 
The Scottish government’s ability to keep private finance off balance sheet will be reduced when 
the UK moves to IFRS accounting from 2009/10. Under this regime, it is likely that public sector 
contracts based on private finance will be accounted for according to IFRIC 12, an Interpretation of 
IFRS issued by the International Accounting Standards Board. This interpretation is directed to the 
private sector operator, not to the public sector client, but it seems that the Treasury intends to 
accept that a “mirror-image treatment” of IFRIC 12 is appropriate for the public sector (Heald 2008). 
The effect of this is that most privately financed assets will be recorded on the balance sheet of the 
public sector and thereby score against the capital budgets of public entities. This may undermine 
the central rationale behind the SFT proposals. 
 
However, there is complexity here. Though privately financed assets will generally come on-
balance sheet, most privately financed projects will continue to be off-balance sheet for the 
purposes of calculating public sector net debt – the measure on which the sustainable investment 
rule is based. Though details are sketchy, it is likely that the SFT will involve some form of SPV-
type structure that will bear the major project risks. If this is the case, private finance delivered 
through the SFT will not score against public debt net debt figures, even though the assets 
provided by it will be on-balance sheet. The implication is that the Treasury will continue to have an 
incentive to continue to promote private financing among departments and devolved 
administrations. In light of this, new funding support systems may be introduced to incentivise 
continued use of private finance among public authorities, departments and devolved 
administrations.  
 
The project model 
As noted, there is little information on the project finance model that will be used under the SFT 
approach. It is not clear how the private companies will engage with projects, and in particular 
whether they will have their own capital at risk. Under PFI and NPD, there are elements of higher 
risk/higher return funding. If such funding is absent, the SFT, as a provider of senior debt, will be 
exposed to project risks. The SFT’s ability to draw funding at a low rate of interest is dependent on 
the credit rating of the SFT and the acceptability of its proposals to the financial markets. If SFT 
lending rates do not reflect the risks to which it is exposed, it is likely that this will damage the rate 
at which it is able to source finance from investors, commercial banks, the bond markets and 
monolines.  
 
Market structure 
The experience of PFI shows that a constrained market can impact negatively on value for money. 
It is essential therefore that the Scottish government considers what type of market structure the 
SFT is likely to give rise to and, in the event of a weak market, make available alternative 
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procurement routes. Ministers’ recent decision to support a new £842m hospital in Glasgow on the 
basis of public finance provides evidence that that the “mono-culture” of private finance for public 
projects is indeed over. That is certainly very welcome and is likely to lead to a more rational 
approach to investment appraisal on the part of public authorities. 
 
Mark Hellowell 
Research Fellow, Centre for International Public Health Policy 
April 2008 
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