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About PPP Forum 

Established in 2001, the PPP Forum is an industry body representing over 110 private sector 
companies involved in the PPP/PFI industry.  The primary function of the PPP Forum is to promote 
better understanding of PPP/PFI by acting as a repository for accurate and objective information 
about the market and a source of expertise to advise Government, UK and abroad, on policy 
matters. 
 
The membership covers the breadth of interests from construction companies and project investors 
to banks and law firms.  The PPP Forum is therefore well placed to give considered opinion that 
takes into consideration the different stakeholders in this complex market.  One of our main strands 
of work is collaboration with Government departments to find solutions to issues arising from this 
evolving model. 
 
In a previous letter to the Committee, the Cabinet Secretary for Finance and Sustainable Growths 
has recognised the good partnership which exists between public and private sectors.  We hope 
that we can demonstrate this by contributing to the development of improved delivery methods and 
we echo his sentiments and look forward to working with The Scottish Government in this area in 
future. 
 
Introduction 

Whilst the Parliament’s current inquiry focuses upon the methods of funding capital investment 
projects, we believe that this must be considered in the overall context and purpose of the 
Government’s support for infrastructure development in Scotland. The Government’s role in 
supporting infrastructure development is focused on promotion of economic growth and support of 
the Government’s strategic objectives.  Finance is one of several elements which need to be in 
place to ensure effective and successful delivery of infrastructure.  It sits alongside a range of other 
elements including: 
 
A clear infrastructure plan which relates programmes of infrastructure delivery to the Government’s 
objectives and sets the parameters for management of the overall programme and procurement; 
 
Achievement of overall value for money – even in PFI projects, the cost of finance is only one 
element of overall cost and value, although an element which is highly transparent to procuring 
authorities and capable of comparison between different sources; the value to be achieved from 
competitive underlying project delivery costs is greater than the value differential between different 
sources of finance, and there is significant value in the benefit that PFI and related approaches can 
bring, for example the assurance that the projects will be delivered on time and in line with 
expected costs including maintenance and life cycle costs over the concession period; 
 
Attractiveness to the supply side – Government is substantially reliant on the private sector to 
create physical infrastructure.  The demand for infrastructure provision in Scotland and throughout 
the UK generally is experiencing high growth rates.  Private sector contracting capacity is 
sufficiently limited that contractors can be selective about what they bid.  Jurisdictions in which it is 
attractive for them to do business where there are clear forward pipelines of work, procurement is 
efficient and returns are adequate will be more attractive to suppliers and in turn offer better value 
for money to Government. 
 
The Role of Finance 

There is a very well established track record of PFI projects in the UK.  Generally, the private 
sector has been supportive and appreciative of the initiatives which have taken place to date in 
Scotland in promoting and facilitating PPP/PFI, often comparing it favourably to the situation in 
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England. PFI and similar approaches are well established and growing in importance in many 
countries around the world.  We discuss below in more detail the advantages and disadvantages, 
as we see them, of private finance but first highlight three fundamental issues as follows: 
 

(i) The justification for private finance must lie in a positive contribution to meeting The 
Scottish Government’s infrastructure objectives within its five strategic themes and 
achieving value for money– it is not simply there to meet a gap arising from a shortage 
of public sector capital.  This position certainly holds true within the UK at an 
Exchequer level, although public authorities with devolved budgets have used the “off 
balance sheet” nature of PFI financing to extend their access to new capital assets.  In 
future, though, with the adoption of International Financial Reporting Standards 
(“IFRS”), it is expected that relatively few PFI projects will be off balance sheet.  In 
addition, there is a track record in the UK (though relatively few in Scotland) of “on 
balance sheet” PFI projects. 

 
(ii) Private finance brings a package of potential benefits to projects in a variety of forms, 

from engagement of skilled people to underpinning the transfer of risk management to 
financial imperatives to deliver successfully.  While we discuss those benefits 
separately, determination of any financing structure needs to consider the impact on 
the whole package of potential benefits. 

 
(iii) Private finance is a dynamic market.  In general, market terms for debt have tightened 

to the benefit of the public sector through the life of the Private Finance Initiative.  The 
cost of primary equity – the initial investment in PFI projects – is reduced although not 
significantly as its pricing is partly determined by the minimum surplus cashflows 
prescribed by lenders.  In the secondary market, from which primary PFI providers are 
able to realise their capital, pricing has become more aggressive as this market has 
matured, generating gains for the primary equity providers through their ability to sell to 
new investors who are willing to pay a higher price.  It remains to be seen whether this 
market has now reached a peak of pricing. We would suggest that the Committee also 
ensures in its considerations that any review of the costs of PFI finance should be 
forward looking, with regard to the current and potential future market.  The high 
returns which have attracted publicity are substantially the product of earlier deal terms 
and there will be a time lag before the financial impact of secondary market sales of 
equity and refinancings of today’s transactions is seen. Moreover, the relative cost to 
the public purse is most important; private sector profit does not equate to poor Value 
For Money and there is sharing of those elements of the enhancement of returns that 
relate to refinancing of debt. 

 
From our perspective, the key merits of employing private sector finance in the delivery of 
infrastructure projects are as follows: 
 

 Embedded Risk Capacity – Perhaps the most important benefit of private sector 
finance is the capacity that it gives participants to accept and manage an overall 
package of risks associated with the assets and services being procured, which 
would otherwise remain with the procuring body and ultimately the public sector to 
manage those risks in an integrated way.  There are many instances on and off the 
public record of contractors suffering substantial financial losses in taking on risks 
which might otherwise have been to the account of the public sector. Any new 
funding structures adopted must be attractive to and workable for the supply side 
in order that the balance between risk transfer and reward, and therefore deal flow, 
are maintained; 

 
 Scrutiny & Diligence – Significantly increased levels of due diligence are a feature 

of privately financed projects.  This is primarily a result of the focus financiers must 
place on assessing the level of risk to which they are exposed as well as the 
existence of an environment that supports strong project templates and disciplines; 
once the project objectives are set they need not be distracted from delivery by 
broader stakeholder issues; 
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 Incentives to Perform – Contractors’ objectives are aligned with successful project 
delivery both in terms of completing on time and within budget and maintaining and 
providing services through life.  Not only is there a firm private sector commitment 
to perform but the use of objectively set performance criteria provides the 
necessary incentive for them to deliver in both the short and longer term.  This is 
evidenced by National Audit Office data, suggesting that 73% of government 
department and agencies’ construction projects were delivered over budget and 
70% delivered late, compared with 22% and 24% respectively on PFI construction 
projects1; 

 
 Imperative to Intervene – Not only are the financiers on PPPs incentivised to 

perform to the agreed standard, they are similarly incentivised to identify and 
address any under-performance issues that arise as early as possible; 

 
 Certainty & Clarity – PPP structures are widely understood and accepted by the 

private sector and the role of private finance is now relatively commoditised, 
resulting in a considerable degree of certainty in funding structures and pricing.  In 
addition, the acceptable allocation of risk between public and private sector is well 
progressed and is incorporated into the sector specific documentation that has 
been developed.  The consensus is that future funding strategies should build on 
current practice and take account of lessons already learned, rather than 
complicating the landscape further; 

 
 Delivery Benefit – In a devolved Government such as Scotland’s, the role of 

private finance offers policy benefits in the delivery of infrastructure and the 
resultant economic growth that it promotes.  There is a strong argument that 
capacity would be limited without private sector finance and management 
expertise, resulting in delay to the delivery of the country’s infrastructure plans. 
The private sector can not only fund infrastructure, it also has the skills and 
capacity – sometimes lacking in the public sector – to deliver and maintain it. 

 
 Whole Life Costing – Under PFI, there is provision for the ongoing maintenance 

and operations of facilities, ensuring their long term viability and condition. This 
has not always been the case under public sector financing solutions where 
maintenance budgets have often been reduced in the face of budgetary pressures 
to the detriment of overall cost over the long term.  

 
There are also a number of benefits, separately identified below, which are particular to equity 
finance given the role that equity sponsors adopt and the associated risk profile that they assume. 
 

 Integration of Services and Finances – The equity investors can bring together and 
integrate the various disciplines involved, some of which would be difficult to separate out 
in practice, and take the risk on the successful outcome of this; 

 
 Expertise – They bring a benefit to projects from the experience and expertise required to 

effectively manage and enforce PPP contracts through the supply chain and successfully 
run the project as a whole; 

 
 Protection of the Public Interest – They will act to protect the public sector from distressed 

project situations.  Private sector sponsors of PPP projects are obliged to deal with the 
problems that may arise over the life of a project, some of which may have severe cost 
consequences. For example, on East Lothian Council’s Schools PPP, the sponsors bore 
the financial burden resulting from the failure of the contractor, Ballast plc, rather than the 
Local Authority. Project distress can have a significant impact on equity returns and 
threaten debt repayments, whilst the procuring authority remains protected from any cost 
and risk consequences. The threat of financial loss acts as a driver for the private sector in 
such a scenario; 

                                                      
1 This data is taken from the following reports: 
NAO Report HC 371 Session 2002-2003: 5 February 2003 – “PFI: Construction Performance”; and 
NAO Report HC 87 Session 200-01 – “Modernising Construction” 
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 Risk / Reward – Allows significant procurement and project risk to be accepted by 

contractors.  A balance between risk and reward can be achieved through appropriate 
returns and the ability to recycle capital, which can help offset high bid costs and the risk 
of liquidated damages resulting from late completion / service commencement. 

 
We acknowledge that there are may be some apparent disadvantages in using private finance 
although we would suggest that there are different ways of looking at such drawbacks and have 
provided our view on their relevance. 
 

 Lack of Partnership Expertise – Concerns can be raised about the expertise within 
the public and private sectors to work with each other in partnership but we do not 
believe that this is a constructive argument.  The Government’s reliance on the 
private sector to create physical infrastructure means that both sectors benefit from 
entering into collaborative relationships with each other.  Traditional contracting 
approaches were not conducive to collaboration and adversarial contracting 
approaches bring a burden of costs for all involved; 

 
 Cost of Risk Transfer – Transferring risk to the private sector is only effective if the 

public sector can do so at a reasonable cost.  This may not always be possible and 
therefore it is important for the public and private sector parties to establish 
whether appropriate risk transfer is achievable on a project-by-project basis. It also 
important for the public sector to be realistic about the comparable costs of direct 
procurement and recognise the significant costs that can arise when risk is not 
transferred and projects hit problems; 

 
 Loss of Management Control – One criticism levelled against private finance 

having a role in the delivery of infrastructure may be that the public sector 
experiences a sense of loss of control.  However, this can be seen as a direct 
consequence of the discipline, expertise and increased management focus that 
such a project receives from the private sector and therefore is not necessarily a 
disadvantage in itself, provided the public sector’s requirements for projects are 
properly defined. 

 
 Lengthy / Costly Procurement – This is an issue that is not unique to PFI projects, 

in the context of wider infrastructure procurement.  Much of this delay to projects 
historically has resulted from poorly specified or costed projects, regardless of the 
funding method adopted. The level of scrutiny required by private sector funders 
may increase the length and cost of procurement, but the rigour and clarity that 
this brings yield benefits throughout the project life.  Competitive Dialogue 
procurement has a number of potential drawbacks from the perspective of bidders; 
early deals suggest that some procuring authorities are reluctant to take decisions 
and require excessive detail, too early from too many bidders. The Scottish 
Government is aware of this issue and appears willing to address it; this is to be 
welcomed. 

 
 Lack of flexibility – PFI is criticised as being too inflexible. The private and public 

sectors can and must work together to make changes under PFI contracts easier 
and cheaper. However, it should be noted that direct procurement of long life 
assets, such as buildings, also locks in investment; direct procurement of the 
wrong assets is equally inappropriate. Skills and experience in developing change 
protocols to mitigate this have developed in recent years. 

 
 High Cost of Capital – The cost of finance is considered in more detail in the next 

section and should not be considered in isolation. This cost must be considered in 
the wider context of what the public sector is actually getting in return for using 
private finance, for example, the degree of risk transfer achieved. 

 
One of the messages consistently expressed in preparing this response was that the private sector 
is keen to work with the public sector to help minimise both perceived and actual costs associated 
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with the involvement of private sector finance.  Although this alignment of objectives may not be 
apparent or fully recognised within the various levels of the Government with responsibility for 
delivering infrastructure, it does exist in practice and the private sector is keen to work in 
partnership to establish it further. 
 
The Cost of Finance 

One of the arguments against PFI, which is often presented by its opponents, focuses on the fact 
that the private sector’s cost of capital is higher than that of the public sector.  They will focus on 
measuring the headline interest cost in isolation but pay no regard to the context of value for 
money through the life of major capital investment programmes.  We believe that consideration of 
the cost of finance should also take the following into account: 
 

 Risk Transfer – The link between the cost of capital and the risk transfer achieved by the 
public sector is fundamental.  As noted above, the degree of risk transfer achieved on PFI 
transactions has led to far fewer construction projects procured by the public sector being 
delivered late or over budget. While we are still at a relatively early stage in the through-
life delivery of PFI programmes, poor maintenance and escalating maintenance costs 
should not occur; 

 
 Flexibility – The cost of senior debt may be constrained by the level of flexibility that 

funders have over the specific structure of the lending.  With greater flexibility they may be 
able to reduce the cost at different points in the contract life, commensurate with the level 
of risk they retain.  Shorter concession terms or a step down in financing costs as the level 
of risk reduces are options that could be considered to address this concern; 

 
 Capital Contributions – Contributions from the public sector are often incorporated in PFI 

projects to reduce the overall cost of funding through a reduction in the level of private 
sector finance utilised.  However, this may lead to an increase in associated costs as a 
result of the increased risk profile, particularly for contractors who may face significant 
liquidated damages in a delay scenario. 

 
 It is important when considering PFI with other project finance that the comparison takes 

account of whole life costing and the risks of deductions for service availability together 
with hand back provisions to ensure a like for like comparison.     

 
In addition to these factors, we would expect any such review to take account of both the current 
and potential future costs of funding, as opposed to the historic cost of capital.  The cost of private 
sector finance has reduced over time as the associated risks have become better understood and 
better managed. 
 
Potential Finance Structures for Infrastructure Delivery 

The papers setting the scope for this inquiry gave a number of example structures.  We do not 
propose to examine each of these but wish to make a number of comments of general relevance. 
Overall, we believe that significant benefits have been brought to the public sector in meeting its 
infrastructure delivery objectives through private finance.  We believe that, even with the best of 
intentions, it would not be possible to replicate these benefits at present through structures which 
use purely public sources of finance.  This is due to a combination of the availability of skills in 
complex procurement and the imperatives of discipline which are attached to private sector finance 
and which are difficult to replicate in a public sector environment where a range of stakeholders’ 
interests require to be taken into account, as well as the financial incentives on the private sector to 
perform. 
 
We recognise that private finance is not appropriate for all infrastructure delivery needs.  For 
example short life assets, from where a significant flexibility is required in the service provision 
associated with the asset.  However, private finance has been demonstrated to be effective for long 
life assets with significant maintenance or service delivery requirements directly associated with the 
assets. 
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Value for money has always been the primary driver of the application of private finance but 
individual public sector entities may not have the capital resources available to meet the full cost of 
assets and have attached an importance to the accounting treatment of the asset.  If the advent of 
IFRS results in relatively few projects being off balance sheet for the public sector, it also gives a 
fresh opportunity to consider structure without regard to balance sheet treatment which should offer 
more flexibility. 
 
Some existing approaches to reducing the cost of capital potentially merit further investigation for 
Scotland.  These can potentially include: 
 
Increased use of public sector capital contributions; 
 
“under-pinned amount” structures where a proportion of the debt (potentially corresponding to the 
amount that the public sector would almost inevitably have to pay in a termination following 
contractor default) is given a Government backed repayment guarantee and attracts a 
commensurately lower rate of interest; 
 
A programmed repricing of debt for the benefit of the public sector when criteria evidencing de-
risking of the project are met, e.g. successful completion and operation of the asset. 
 
Appropriately applied, any of these structures can reduce the cost of debt whilst maintaining 
virtually all of the benefits of private sector debt. 
 
There is also a model, in the European Investment Bank, of a lender operating on an overall “not 
for profit” basis.  EIB debt is available for many projects in Scotland and does bring lower cost of 
debt although potentially less flexibility than private sector lenders.  The cost of debt from EIB 
would not necessarily be lower than the measures outlined above.  In addition, it will only act as a 
co-lender in PFI projects rather than a sole lender and enforcement of financial disciplines 
therefore still potentially lies with the private sector banks. 
 
There are fewer models focused on reducing the cost of equity.  Most prominent of these is the 
Scottish NPDO structure.  There are a number of dimensions to this structure and its advantages, 
including governance and tax efficiency, but its primary tenet is that returns over a specified 
threshold are passed back to the public sector via a charitable structure set up for the benefit of the 
project. It is still too early in the life of the relevant projects for there to be demonstrable evidence 
that NPDO structures have delivered better value for money. They do, however, appear to meet an 
objective of Government in capping investors’ returns.  The principal reservation held by Forum 
members in the investment and contracting communities is that Junior Debt (which effectively 
replaces equity in these structures) can be refinanced at the behest of an independent director 
without a level of compensation that investors regard as fair. Unless this issue is addressed, then 
the resulting Junior Debt will be illiquid and a less attractive investment. 
 
We have noted above that a constraint in reducing the cost of equity is the level of surplus 
cashflows required by lenders (i.e. the cashflows required by senior lenders drive initial pricing, 
rather than investors’ expectations of return).  For this reason it is more difficult to envisage models 
of equity investment which generate a lower return at the point of primary investment. 
 
It will be important that any further structure option in financing procurement do not over complicate 
the delivery landscape, either for the public or private sectors, and that Value for Money, taking into 
account the importance of maintaining an attractive and competitive supply market, is seen as the 
primary goal. 
 
Conclusion 

In summary, PPP Forum believes there is a valuable continuing role for private sector finance in 
meeting The Scottish Government’s objectives for the successful provision of future infrastructure.  
The current private finance structure works effectively but we have outlined some ways in which 
value for money may potentially be improved and welcome opportunities to work cooperatively with 
Scottish Government in aiming to improve Value For Money.  With regard to the Parliament’s 
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current inquiry, we are willing to engage further and would be pleased, if invited, to provide oral 
evidence. 
 

 


