FI/01/28/A

FINANCE COMMITTEE
AGENDA
28th Meeting, 2001 (Session 1)
Tuesday 18 December 2001
The Committee will meet at 10.15 am in Committee Room 1 to consider the following
agenda items:
1.

PFI/PPP Inquiry (in private): The Committee will consider its lines of
questioning for agenda items 3 and 5.

2.

Items in Private: The Committee will consider whether to take agenda item 4
in private.

3.

PFI/PPP Inquiry: The Committee will take evidence from—
Professor Allyson Pollock, School of Public Policy;
Des Murray, Association for Public Service Excellence;
Paul O’Brien, Director, Association for Public Service Excellence;
Richard Blackburn, Director of Commercial Services, Dumfries and
Galloway Council;
Professor Paul Grout, Director, Leverhulme Centre for Market
and Public Organisation, University of Bristol;
Geoff Haley, Chairman, International Project Finance Association.

Not before 2.00 pm.
4.

PFI/PPP Inquiry: The Committee will consider a paper by the Clerk.

5.

PFI/PPP Inquiry: The Committee will take evidence from—
Tom Kelly, Chief Executive, Association of Scottish Colleges;
Andrew Gordon, Chief Executive, Canmore Partnerships;
Ian McDonald, Depute Director of Education Services, Glasgow City
Council;
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John Curley, Senior Education Officer, Glasgow City Council;
Keith Patterson, Partner, MacRoberts;
Sandy Bremner, Head of Public Private Partnership Unit, Miller
Construction.
6.

Scottish Parliament Corporate Body - Scottish Parliament Building
Project: The Committee will consider a letter from The Presiding Officer and
take evidence from—
Paul Grice, Clerk and Chief Executive, Scottish Parliament;
Robert Brown MSP, Member, Scottish Parliament Corporate Body;
Sarah Davidson, Project Director, Holyrood Project Team.

David McGill
Acting Clerk to the Committee
Room G.6, Committee Chambers
Tel. 0131 348 5215
Email: david.mcgill@scottish.parliament.uk
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The papers for this meeting are:
Agenda item 1
Paper by Professor Peter Jackson, Adviser to the Committee
on PFI/PPP inquiry

PRIVATE PAPER

Agenda item 3
Paper by Professor Allyson Pollock
Additional Paper by Professor Allyson Pollock – Response to
IPPR Report (in hard copy only)

FI/01/28/1
FI/01/28/1(a)

Paper by the Association of Public Service Excellence

FI/01/28/2

Paper by Professor Paul Grout

FI/01/28/3

Additional Paper by Professor Paul Grout
Paper by the International Project Finance Association

FI/01/28/3(a)
FI/01/28/4

Agenda item 4
Paper by the Clerk

PRIVATE PAPER

Agenda item 5
Paper by the Association of Scottish Colleges
Additional Paper by the Association of Scottish Colleges

FI/01/28/5
FI/01/28/5(a)

Paper by Canmore Partnerships

FI/01/28/6

Paper by Glasgow City Council

FI/01/28/7

Paper by MacRoberts

FI/01/28/8

Paper by Miller Construction
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Agenda item 6
Letter from The Presiding Officer

FI/01/28/10

FI/01/28/1
&DSLWDOLQYHVWPHQWLQWKH1+6XQGHUWKH1+6DQG&RPPXQLW\&DUH$FWWKH
LPSDFWRIPRYLQJIURPJRYHUQPHQWJUDQWWRGHEWILQDQFHLQDQXQGHUIXQGHG
V\VWHP
$OO\VRQ3ROORFN
'HFHPEHU
3ULQFLSOHV
 7KHIRXQGLQJSULQFLSOHVRIWKH1+6DUHFRPSUHKHQVLYHFDUHDQGVHUYLFHVIUHHDWWKHSRLQWRI
GHOLYHU\GHOLYHUHGRQWKHEDVLVRIHTXLW\$VDQDWLRQDOKHDOWKVHUYLFHLWKDVQHLWKHUORFDOWD[
UDLVLQJQRULQFRPHJHQHUDWLQJSRZHUV,QGHHGVXFKSRZHUVZRXOGFRQWUDYHQHWKHVSLULWRIWKH
1+6UHWXUQLQJKHDOWKVHUYLFHVWRWKHLQHTXLWDEOHVLWXDWLRQZKLFKSHUWDLQHGSUH
UHO\LQJRQWKHZHDOWKRIORFDODUHDVDQGLQWURGXFLQJUHJUHVVLYHHOHPHQWVWRLWVIXQGLQJ
 7KHJRDORIHTXLW\LVDFKLHYHGE\XVLQJWKHPHFKDQLVPVRIULVNSRROLQJDQGFURVV
VXEVLGLVDWLRQ5LVNSRROLQJDQGFURVVVXEVLGLVDWLRQZHUHHPEHGGHGLQWKHVWUXFWXUHVIRUWKH
IXQGLQJDQGRUJDQLVDWLRQRIVHUYLFHV7KHVHVWUXFWXUHVKDYHXQWLOVKLHOGHGWKH1+6IURP
WKHDGYHUVHFRQVHTXHQFHVDQGH[WUDFRVWVRIPDUNHWIRUFHV
 )URPXQWLOIXQGLQJIRU1+6FDSLWDOLQYHVWPHQWZDVGLVWULEXWHGDVJRYHUQPHQW
JUDQWVDQGSODQQLQJVWUXFWXUHVZHUHHYROYHGWROLQNSODQQLQJSRSXODWLRQQHHGVDQG
IXQGLQJ+RZHYHUDVGRFXPHQWHGE\WKHRIILFLDO1+6KLVWRULDQ&KDUOHV:HEVWHUWKH1+6
LQKHULWHGEDGO\UXQGRZQHVWDWHZLWKHQRUPRXVLQHTXLWLHVLQWKHSDWWHUQDQGGLVWULEXWLRQRI
VHUYLFHVDFURVVWKHFRXQWU\)URPWKHRXWVHWFDSLWDOIXQGLQJZDVLQDGHTXDWHDQGWKHQHZ
KRVSLWDOEXLOGLQJSURJUDPPHGLGQRWVWDUWXQWLODQGZDVQHYHUFRPSOHWHG,QUHFHQW
\HDUVQHWH[SHQGLWXUHRQFDSLWDOLQYHVWPHQWKDVEHHQQHJDWLYHLQGLFDWLQJWKDWWKH1+6ZDV
FRQVXPLQJLWVHOILQRUGHUWRSD\IRUFDSLWDOLQYHVWPHQW ILJ 
 7KH1+6EURXJKWDOOKRVSLWDOVDQGKHDOWKVHUYLFHIDFLOLWLHVDSDUWIURP*3SUDFWLFHSUHPLVHV
XQGHUSXEOLFFRQWURODQGRZQHUVKLS1RFKDUJHZDVPDGHRQFDSLWDODVWRGRVRZRXOGKDYH
DJJUDYDWHGWKHLQHTXLWLHVLQGLVWULEXWLRQ
7KHLQWHUQDOPDUNHWDQGWKHVZLWFKWRSXEOLFGHEWILQDQFH
 7KHLPSOHPHQWDWLRQRIWKHLQWHUQDOPDUNHWDQGWKHSXUFKDVHUSURYLGHUVSOLWLQ
HVWDEOLVKHGVKDGRZPDUNHWPHFKDQLVPVDQGVWUXFWXUHVZKLFKDOORZHG1+6VHUYLFHVWREH
SULFHGERXJKWDQGVROG7KHQHZSULFLQJPHFKDQLVPVDOVRLQYROYHGWUXVWVKDYLQJWR
HVWDEOLVKWKHFRVWVRIWUHDWPHQWDQGDFFRXQWIRUWKHXVHDQGFRQVXPSWLRQRIFDSLWDONQRZQ
DVFDSLWDOFKDUJLQJ1RORQJHUIXQGHGE\EORFNJUDQWVDGPLQLVWHUHGE\KHDOWKDXWKRULWLHV
1+6VHUYLFHSURYLGHUVKDGWRZLQFRQWUDFWVIURP1+6SXUFKDVHUV+LWKHUWRSULYDWHVHFWRU
SURYLVLRQWRWKH1+6KDGEHHQFXUWDLOHGE\WKHILQDQFLDODQGRUJDQLVDWLRQDODUUDQJHPHQWV
WKDWSURWHFWHGVHUYLFHVIURPWKHPDUNHW1RZWKHLQWHQWLRQZDVWRSXWWKHSXEOLFVHFWRURQ
WKHVDPHIRRWLQJDVWKHSULYDWHVHFWRUWKHUHE\IDFLOLWDWLQJWKHHQWU\RISULYDWHVHFWRU
SURYLGHUV
 $QLPSRUWDQWFRQVHTXHQFHRIWKHLQWHUQDOPDUNHWZDVWRXQGHUPLQHWKHSULQFLSOHRIFURVV
VXEVLGLVDWLRQE\UHTXLULQJDFRVWLQJPHWKRGRORJ\ZKLFKZRXOGDOORZHDFKHOHPHQWRIWKH
:HEVWHU&7KH1DWLRQDO+HDOWK6HUYLFHDSROLWLFDOKLVWRU\2[IRUG2[IRUG8QLYHUVLW\3UHVV
*DIIQH\'3ROORFN$03ULFH'6KDRXO-1+6FDSLWDOH[SHQGLWXUHDQGWKHSULYDWHILQDQFHLQLWLDWLYH
H[SDQVLRQRUFRQWUDFWLRQ"%0-






FI/01/28/1
VHUYLFHWREHSULFHGIRUWKHPDUNHWSODFH7KLVLQFOXGHVDFRVWIRUFDSLWDO+RZHYHUXQOLNH
IDFWRULHVSURGXFWVZKHUHWKHFRVWRIUDZPDWHULDOVDQGSODQWFDQEHGLYLGHGE\WKHQXPEHURI
SURGXFWVDFFXUDWHFRVWLQJIRUFRPSOH[SDWLHQWVDQGWUHDWPHQWVLVLPSRVVLEOH3ULFLQJDOVR
LQWURGXFHVQHZWUDQVDFWLRQFRVWVDQGQHZLQHIILFLHQFLHVE\UHTXLULQJWKHHOLPLQDWLRQRIFURVV
VXEVLGLVDWLRQDQGKHQFHULVNSRROLQJPHFKDQLVPVRIVHUYLFHV
 7KHLQWURGXFWLRQRIFDSLWDOFKDUJHVHQGHGWKHHUDRIIXQGLQJ1+6LQYHVWPHQWXVLQJ
JRYHUQPHQWJUDQW7KHJRYHUQPHQWVZLWFKHGWRGHEWILQDQFHUHTXLULQJ1+6VHUYLFHVWR
PDNHDUHWXUQRQFDSLWDOHPSOR\HGDQGSD\LQJWKHJRYHUQPHQWDVEDQNHUDQGVKDUHKROGHU
)URP1+6KRVSLWDOVZHUHHVWDEOLVKHGDVWUXVWVZLWKWKUHHVWDWXWRU\GXWLHVDOORIZKLFK
DUHILQDQFLDO7UXVWVZHUHUHTXLUHGWR L PDNHDUHWXUQRQFDSLWDOHPSOR\HGHTXLYDOHQWWR
DQLQWHUHVWFKDUJHDQGSXEOLFGLYLGHQG LL EUHDNHYHQDIWHUSD\LQJLQWHUHVW QRWGLYLGHQGV
DQG LLL VWD\ZLWKLQWKHH[WHUQDOILQDQFLQJOLPLW7KHUHLVQRORJLFLQUHTXLULQJ1+6VHUYLFHV
WRPDNHDUHWXUQRQFDSLWDOEHFDXVHWKHYDOXHRI1+6HVWDWHLVDIXQFWLRQRIKLVWRULFDOVXSSO\
DQGORFDWLRQDQGLQDQ\FDVHWKHUHLVOLWWOHORJLFEHKLQGUHTXLULQJJRYHUQPHQWDVRZQHURI
FDSLWDOWRSD\LWVHOIIRUWKHXVHRIWKDWFDSLWDO+RZHYHUGHVSLWHWKLVPDMRUFKDQJHLQ
SROLF\QHLWKHUWKHUDWLRQDOHIRUUHTXLULQJ1+6WUXVWVWRPDNHDUHWXUQRQ
FDSLWDOQRUWKHFKRLFHRIDUDWHRIUHWXUQRQFDSLWDOHPSOR\HGKDYHHYHUEHHQ
FKDOOHQJHGRUSURSHUO\HYDOXDWHG
 7UXVWVUHIOHFWWKHDGGLWLRQDOFRVWVRIFDSLWDOFKDUJHVLQWKHSULFHVWKH\FKDUJHWRWKH
SXUFKDVHUV+HDOWKDXWKRULWLHVUHFHLYHFDSLWDOFKDUJHVRQWKHEDVLVRIWKHVHUYLFHVZLWKLQWKHLU
DUHDQRWRQWKHEDVLVRIWKHFRQWUDFWVWKH\SODFH7UXVWVFKDUJHSXUFKDVHUVRQWKHEDVLVRI
WKHLUFDSLWDOFRVWVDQGQRWRQWKHEDVLVRIWKHDOORFDWLRQVSXUFKDVHUVUHFHLYHWRFRYHUWKHFRVW
RIFDSLWDO7KHFDSLWDOFKDUJHHOHPHQWRIWKHSULFHLVDQLPSRUWDQWOHYHULQHVWDEOLVKLQJ
GLIIHUHQWSULFHVUHIHUUHGWRDV5HIHUHQFH&RVWVDFURVV1+6SURYLGHUVWKHUHE\HQDEOLQJ
FRPSHWLWLRQIRUVHUYLFHVDQGWKHIRUFLQJGRZQRISULFHVDVWKHJRYHUQPHQWIXQGVVHUYLFHVRQ
WKHEDVLVRIDYHUDJHSULFHV7KHPDLQSRLQWWRQRWHLVWKDWSULFLQJLVDQDUELWUDU\XQVFLHQWLILF
DQGLQH[DFWPHFKDQLVPDVLWLQYROYHVGLIIHUHQWDVVXPSWLRQVDQGWKHUHLVQRVWDQGDUGLVHG
PHWKRGRORJ\IRUSULFLQJDQ\RIWKHFRPSRQHQWVZKLFKPDNHXSWKHVHUYLFH0RUH
LPSRUWDQWO\LWUHPRYHVWKHFUXFLDOHOHPHQWRIFURVVVXEVLGLVDWLRQ
 &DSLWDOFKDUJHVDUHVXSSRVHGWREHUHVRXUFHQHXWUDO+RZHYHUWKH\DUHDVRXUFHRIOHDNDJH
VLQFHVHUYLFHVIRUPHUO\VXSSOLHGE\WKH1+6DQGSURYLGHGE\WKHSULYDWHLQGHSHQGHQWVHFWRU
DOVRLQFOXGHDFKDUJHIRUFDSLWDO,WFDQWKXVEHVHHQWKDWHYHQDWWKHV\VWHPOHYHOFDSLWDO
FKDUJHVDUHQRWEHUHVRXUFHQHXWUDODVWKH\ZHUHRULJLQDOO\LQWHQGHGWREH
 0RUHRYHUDWORFDOOHYHOFDSLWDOFKDUJHVFDQUHSUHVHQWDUHDOFRVWRUDUHDOVDYLQJGHSHQGLQJRQ
KRZVHUYLFHVKDYHEHHQSULFHG7KHUHLVDODFNRIWUDQVSDUHQF\LQWKHIRUPXODDQG
PHWKRGVRIFDOFXODWLQJDQGDOORFDWLQJFDSLWDOFKDUJHVWRSXUFKDVHUVDQGIURP
SXUFKDVHUVWRSURYLGHUVRIKHDOWKFDUH7KHUHKDVQHYHUEHHQDQHYDOXDWLRQRI
WKHFDSLWDOFKDUJLQJUHJLPHZLWKUHVSHFWWRHTXLW\DQGSODQQLQJ
 7ZRDUJXPHQWVDUHFRPPRQO\PDGHWRVXSSRUWWKHLQWURGXFWLRQRIFDSLWDOFKDUJLQJ7KH
ILUVWWKDWWKHLQWURGXFWLRQRIFDSLWDOFKDUJHVZRXOGLQFUHDVHWKHHIILFLHQF\RIWKH1+6¶VXVHRI
DVVHWVKDVQRHYLGHQFHWRVXSSRUWLW2QWKHFRQWUDU\WKHSUREOHPVWHPPHGIURP
JRYHUQPHQWIDLOXUHWRLQMHFWVXIILFLHQWFDSLWDOIXQGV7KHVHFRQGFODLPLVWKDWEHFDXVHFDSLWDO
FKDUJHVDUHRUKDYHEHHQQRQFDVKDOORFDWLRQVWKH\DUHUHVRXUFHQHXWUDODQGWKHUHLVQRQHW
6KDRXO-(&KDUJLQJIRUFDSLWDOLQWKH1+6WRLPSURYHHIILFLHQF\"0DQDJHPHQW$FFRXQWLQJ5HVHDUFK

3ROORFN$0*DIIQH\'&DSLWDOFKDUJHVDWD[RQWKH1+6%0-
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HIIHFWRQORFDOVHUYLFHV7KDWEHLQJWKHFDVHRQHPLJKWDVNZK\WKHJRYHUQPHQWFKRVHWRSXW
LQWKLVFRPSOH[V\VWHP
 ,QDQXQGHUIXQGHG1+6WKHLQWURGXFWLRQRIFDSLWDOFKDUJHVKDVKDGFDWDVWURSKLFHIIHFWV
7KHLULQWURGXFWLRQLQ1+6WUXVWVLQWKHVKDGVWURQJO\QHJDWLYHHIIHFWVRQWUXVWDVVHWV
DQGILQDQFHV$JJUHJDWHGILQDQFLDODFFRXQWVRI1+6DFXWHKRVSLWDOWUXVWVLQ(QJODQGIRU
LQFOXVLYHVKRZWKDWWUXVWVDVDZKROHIDLOHGWRPDNHWKHWDUJHWUDWHRIUHWXUQLQDOO
\HDUVH[FHSWDQG WDEOH (YHQWKHQPDQ\WUXVWVZHUHXQDEOHWREUHDNHYHQDIWHU
SD\LQJLQWHUHVW7KHFRVWRIFDSLWDOFKDUJHVWRWKH1+6DVDZKROHPLJKWKDYHEHHQ]HUREXW
WKHLUDYHUDJHFRVWWRHDFK1+6DFXWHKRVSLWDOWUXVWLQ WKHILUVW\HDUZKHQWKH
JRYHUQPHQWFROOHFWHGWKHIXOO ZDV ,QIDFWWKHVLWXDWLRQZDVVRSDUORXVWKDW
WKH'HSDUWPHQWRI+HDOWKGHFLGHGQRWWRFROOHFWWKHIXOOXQWLO
 7KH1DWLRQDO$XGLW2IILFHDQQXDODFFRXQWVVKRZWKDWLQWUXVWVZHUHLQVHULRXV
ILQDQFLDOGLIILFXOWLHVIDLOLQJWRPHHWDOOWKHLUVWDWXWRU\ILQDQFLDOGXWLHV7KH'HSDUWPHQWRI
+HDOWK¶VUHFHQWGHSDUWPHQWDOUHSRUWOLVWVDVRQHRIWKHFDXVHVRIWUXVWVIDLOLQJLQWKHLU
ILQDQFLDOGXWLHV³ILQDQFLDOSUREOHPVLQ+HDOWK$XWKRULWLHVOHDGLQJWR7UXVWVEHLQJXQDEOHWR
DJUHHSULFHVVXIILFLHQWWRFRYHUWKHLUFRVWVSOXVWKHVL[SHUFHQWUDWHRIUHWXUQ´ S
 7KHVHFRQGDUJXPHQWWKDWFDSLWDOFKDUJHVKDYHIRUFHG1+6WUXVWVWRZHLJKWKHZRUWKRI
FDSLWDOH[SHQGLWXUHDJDLQVWWKHRSSRUWXQLW\FRVWVIRUJRQHDQGWKDWWKDWLVDJRRGWKLQJ
LJQRUHVWKHLUDFWXDOLPSDFW7UXVWVZHUHUHOXFWDQWWRXQGHUWDNHDQ\QHZLQYHVWPHQWEHFDXVH
LQFUHDVLQJWKHYDOXHRIWKHDVVHWEDVHLQFUHDVHVFDSLWDOFKDUJHV,QRWKHUZRUGVDWWKHORFDO
OHYHOFKDUJHVDFWHGDVDUHDOFRVWSUHVVXUH&DSLWDOFKDUJHVGHWHUUHGWUXVWVIURPXQGHUWDNLQJ
ZKDWWKH'R+UHJDUGHGDVDUHDVRQDEOHDPRXQWRIH[SHQGLWXUHIRUFDSLWDOJRRGV,QWKHILUVW
WKUHH\HDUVRIWKHLURSHUDWLRQ1+6DFXWHKRVSLWDOWUXVWVLQ(QJODQGXQGHUVSHQWRQWKHLU
FDSLWDOEXGJHWE\DQDYHUDJHRI SHU\HDU%HWZHHQDQG1+6EDFNORJ
PDLQWHQDQFHFRVWVURVHIURP EQWR EQ
 7KHVHVKRUWIDOOVZHUHDGLUHFWFRQVHTXHQFHRIXQGHUIXQGLQJDQGWKHUHOXFWDQFHWRWDNHRQWKH
GHEWVHUYLFLQJFRVWVDULVLQJIURPFDSLWDOFKDUJHV&DSLWDOFKDUJHVHQFRXUDJHG1+6WUXVWVWR
VHOO1+6DVVHWV$VZHOODVFRQWULEXWLQJWRORQJHUZDLWLQJOLVWVWKHORVVRIFDSDFLW\DULVLQJ
IURPVXFKVDOHVDQGFRQVHTXHQWUHGXFWLRQVLQEHGQXPEHUVKDVEHHQUHJUHWWHGLQWKHUHSRUW
RIWKH1DWLRQDO%HGV,QTXLU\DQGLQWKH1+63ODQ&DSLWDOFKDUJHVKDYHKDGDVWURQJO\
QHJDWLYHLPSDFWRQWKHFDSLWDOEDVHRIWKH1+6 DQGHVSHFLDOO\RQSODQQHGFDSLWDO
H[SHQGLWXUH DQGLQSDUWLFXODUDFFHOHUDWHGWKHGHFOLQHLQVHUYLFHFDSDFLW\7KHYROXPHDQG
VFDOHRIODQGVDOHVDQGGLVSRVDOVKDVQRWSURSHUO\EHHQUHFRUGHGRUEHHQPDGH
VXEMHFWWRSDUOLDPHQWDU\VFUXWLQ\1RUKDVWKH'R+SXEOLVKHGDSURSHUHVWLPDWH
RIWKHFDVKUHOHDVHGIURPODQGVDOHVQRUKDVLWGHVFULEHGKRZODQGVDOHVDQGWKH
VXEVHTXHQWXVHRI3), VHHEHORZ DIIHFWWKHFDSLWDOFKDUJLQJUHJLPH
3ROORFN$06KDRXO-9LFNHUV1$XWKRUV¶UHSO\WR-RKQ$SSOHE\%0-
1DWLRQDO$XGLW2IILFH1+6 (QJODQG 6XPPDULVHG$FFRXQWV/RQGRQ1DWLRQDO$XGLW2IILFH

'HSDUWPHQWRI+HDOWK7KH*RYHUQPHQW¶VH[SHQGLWXUHSODQV/RQGRQ7KH6WDWLRQHU\2IILFH

6KDRXO-1+6WUXVWVDFDSLWDOZD\RIRSHUDWLQJ0DQFKHVWHU0DQFKHVWHU8QLYHUVLW\ :RUNLQJ
SDSHU
'HSDUWPHQWRI+HDOWK7KH1+6SODQDSODQIRULQYHVWPHQWDSODQIRUUHIRUP/RQGRQ7KH6WDWLRQHU\
2IILFH
'HSDUWPHQWRI+HDOWK6KDSLQJWKHIXWXUH1+6ORQJWHUPSODQQLQJIRUKRVSLWDOVDQGUHODWHGVHUYLFHV
FRQVXOWDWLRQGRFXPHQWRQWKHILQGLQJVRIWKH1DWLRQDO%HGV,QTXLU\/RQGRQ7KH6WDWLRQHU\2IILFH
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+RZSULYDWHILQDQFHFRPSRXQGVWKHHIIHFWRIWKHFDSLWDOFKDUJLQJUHJLPHLQDQ
XQGHUUHVRXUFHGV\VWHP
 -XVWDVWKHUDWLRQDOHEHKLQGWKHSROLF\ZKLFKVDZDVZLWFKIURPJRYHUQPHQWJUDQWWRGHEW
ILQDQFHKDVQHYHUEHHQTXHVWLRQHGQHLWKHUKDVWKHVZLWFKWRSULYDWHILQDQFHWKHV\VWHP
ZKHUHWKHJRYHUQPHQWERUURZVLQGLUHFWO\E\UDLVLQJVIXQGVIRUFDSLWDOLQYHVWPHQWWKURXJKDQ
LQWHUPHGLDU\RIEXVLQHVVHVDQGEDQNV,QWKHFDVHRIKRVSLWDOVDFRQVRUWLXPRIEDQNHUV
EXLOGHUVDQGVHUYLFHRSHUDWRUVNQRZQDVDVSHFLDOSXUSRVHYHKLFOHUDLVHWKHILQDQFHIRUFDSLWDO
LQYHVWPHQWLQUHWXUQIRUZKLFKWKH\GHVLJQEXLOGDQGRSHUDWHWKHEXLOGLQJVDQGUHFHLYHDQ
DQQXDOIHHZKLFKFRYHUVWKHFRVWRIFDSLWDOLQWHUHVWDQGVHUYLFHV
 ,QWKHDEVHQFHRIJRYHUQPHQWJUDQWRUSXEOLFILQDQFHIRUQHZFDSLWDOH[SHQGLWXUHSULYDWH
ILQDQFHLVWKHRQO\VRXUFHRIIXQGVIRUQHZLQYHVWPHQW7KLVPHDQVWKDWWUXVWVKDYHKDGQRW
RQO\WRFRQVLGHUFDSLWDOFKDUJHVRQUHWDLQHGHVWDWHEXWDOVRWKHHIIHFWRIGLYHUWLQJUHYHQXH
EXGJHWVWRVHUYLFHWKHUHDOGHEWVRIWKHQHZRZQHUVRIFDSLWDOLHWKH3),FRQVRUWLD
 7KHJRYHUQPHQWDQGLWVFLYLOVHUYDQWVSHUVLVWHQWO\FKDOOHQJHWKHQRWLRQWKDW3),LV
UHVSRQVLEOHIRUWKHUHGXFWLRQVLQEHGQXPEHUVDQGFODLPHLWKHUWKDWWKHFOLQLFLDQVGHFLGHWKH
EHGQXPEHUVRUWKDWUHGXFWLRQVLQEHGQXPEHUVZHUHVLPSO\DIXQFWLRQRISUHYLRXVWUHQGV
%XWDVZHKDYHUHSHDWHGO\VKRZQXVLQJJRYHUQPHQWGDWDZKLOHUHGXFWLRQVLQEHGQXPEHUV
KDYHEHHQRFFXUULQJWKH'R+EHGVWDWLVWLFVLQGLFDWHGDIODWWHQLQJRXWRIHIILFLHQF\VDYLQJV
IURPLQFUHDVLQJWKHSURSRUWLRQRIGD\FDVHVXUJHU\UHGXFLQJOHQJWKRIVWD\DQGLQFUHDVLQJ
EHGRFFXSDQF\UDWHVDVHDUO\DV0RUHRYHUUHGXFWLRQVLQDFXWHEHGVKDYHSODWHDXHG
VLQFH,WZDVQRWDEOHWKDWDOO3),VFKHPHVLQYROYHGPDMRUUHGXFWLRQVLQDFXWHEHG
QXPEHUVDQGVHUYLFHVDQGWKDWUHKDEDQGORQJHUVWD\EHGVDUHEHLQJFORVHGWRIXQG3),
KRVSLWDOV
 7KHUHGXFWLRQVLQEHGQXPEHUVDUHDOVRWKHUHVXOWLQSDUWRIWKHLQWURGXFWLRQRIWKHFDSLWDO
FKDUJLQJUHJLPHZKLFKFUHDWHGDSUHVVXUHORFDOO\WRGHFUHDVHWKHHVWDWH VHHDERYH &DSLWDO
FKDUJHVZHUHDQHZFODLPRQVFDUFHUHYHQXHEXGJHWVDQGWKHLUHIIHFWKDVEHHQFRPSRXQGHG
E\WKHVZLWFKWRXVLQJSULYDWHILQDQFHZKLFKLVYHU\H[SHQVLYH3),DQGFDSLWDOFKDUJHVDV
ILQDQFHGLUHFWRUVDFNQRZOHGJHGFUHDWHGDPDMRUDIIRUGDELOLW\JDS7KLVDURVHEHWZHHQZKDW
WKHSXUFKDVHUV KHDOWKDXWKRULWLHVDQGWUXVWV VDLGWKH\FRXOGDIIRUGDQGWKHUHTXLUHPHQWVRI
WKH3),FRQVRUWLD7KHDIIRUGDELOLW\JDSDURVHLQSDUWEHFDXVHRIWKHKLJKFRVWVRIDQ\QHZ
LQYHVWPHQW,WFDQEHVHHQ WDEOH WKDWWKHFDSLWDOYDOXHRIWKHQHZHVWDWHVLVPXFKKLJKHU
WKDQWKHDVVHWYDOXHRIWKHKRVSLWDOVWKH\DUHUHSODFLQJHYHQWKRXJKWKHQHZVFKHPHVDUH
JHQHUDOO\VLWXDWHGRQVPDOOHUDQGFKHDSHUODQGVLWHVDQGRQHKRVSLWDOZLWKDPXFKVPDOOHU
FDSDFLW\LVUHSODFLQJXSWRWZRRUWKUHHKRVSLWDOV0RUHRYHUPRVWLIQRWDOORIWKHVHVFKHPHV
KDYHVHHQDUDSLGHVFDODWLRQLQFRVWVIURPRXWOLQHEXVLQHVVFDVHRIPRUHWKDQ WDEOH 

85/KWWSZZZGRKJRYXNKRVSLWDODFWLYLW\VWDWLVWLFVEHGVBRSHQBRYHUQLJKW\KWP
3ROORFN$0'XQQLJDQ0*DIIQH\'0DFIDUODQH$0DMHHG)$:KDWKDSSHQVZKHQWKHSULYDWHVHFWRU
SODQVKRVSLWDOVHUYLFHVIRUWKH1+6WKUHHFDVHVWXGLHVXQGHUWKHSULYDWHILQDQFHLQLWLDWLYH%0
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3ULFH'*DIIQH\'3ROORFN$0µ7KHRQO\JDPHLQWRZQ"¶$UHSRUWRQWKH&XPEHUODQG,QILUPDU\
&DUOLVOH3),/RQGRQ81,621
3ROORFN$03ULFH''XQQLJDQ0'HILFLWVEHIRUHSDWLHQWVDUHSRUWRQWKH:RUFHVWHU5R\DO,QILUPDU\
3),DQG:RUFHVWHUVKLUHKRVSLWDOVUHFRQILJXUDWLRQ/RQGRQ
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FRQVXOWDQWVDQGDGYLVRUV)RUPHUO\UHJLRQVGLGSODQQLQJRQWKHEDVLVRISRSXODWLRQQHHGV
1RZKHDOWKDXWKRULWLHVUHJLRQVDQGFOLQLFLDQVKDYHQRDFWLYHLQSXWLQWRGHWHUPLQLQJVHUYLFH
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ASSOCIATION FOR PUBLIC SERVICE EXCELLENCE

Floor 11, Council Offices, Almada Street, Hamilton
Telephone: 01698 45 4015 Fax: 01698 45 4183
E-mail: dhmapse@ukonline.co.uk Web: www.apse.org.uk

Date: 31 May 2001

INQUIRY INTO PFI AND PUBLIC/PRIVATE PARTNERSHIPS

1.

Introduction

This paper reflects the views of APSE’s membership across Scotland in response to
the invitation to present evidence to the Finance Committee on their inquiry into PFI
and Public Private Partnerships.
2.

Background

The Association for Public Service Excellence is the representative organisation for
over 250 local authorities across the United Kingdom. Its membership reflects a
tripartite approach, with equal involvement from elected members, officers and trade
unions.
The Association consults, develops, promotes and advises on best practice in the
delivery of public services. APSE has been at the forefront of assisting its 32 local
authority members across Scotland in the implementation of Best Value and the wider
social policy agenda of the Scottish Executive. APSE promotes quality public service
provision through networking, sharing of information and best practice and is
committed to the concept of continuous improvement.
3.

Response to Questions
(a)
What are the advantages and disadvantages to the public sector in
funding capital expenditure in this way? What is the basis for the
argument that private capital is required to obtain efficiency savings in
service delivery?
Much of the public sector has been starved of capital investment over a period
of almost thirty years. Any initiative that begins to address the resultant crisis
is therefore welcome to some extent.
The apparent primary advantage of PFI is that it allows expenditure on public
infrastructure to take place without such spending being restricted by treasury
limits on public debt. Given that this brings with it an inevitable impact on
revenue expenditure it begs the question of why private investment should be
1
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considered preferable to public investment. In economic terms, there is no
reason why this should be the case. Productive expenditure is beneficial
whatever the source. Unfortunately, the method used to calculate aggregate
public sector debt used in the UK (Public Sector Net Cash Requirement) fails
to distinguish between productive expenditure and consumptive expenditure.
This rather blunt and increasingly anachronistic approach was introduced at a
time of crisis when draconian measures were demanded as a quid pro quo after
the IMF stepped in to bolster the UK economy flowing the oil crisis of the
1970s.
APSE would like to take this opportunity to once more call for a review of
the definition of public expenditure with a view to bringing Scotland in
line with the rest of Europe. The adoption of General Government Financial
Deficit (GGFD) in place of PSNCR would allow for far greater flexibility in
public sector investment decisions allowing them to be driven by a more
meaningful assessment of the advantages and disadvantages of wholly public,
wholly private or mixed investment.
Modernisation of treasury rules would bring with it a more positive
approach to the PFI. The route would no longer be chosen because it is the
only way around public spending restrictions and therefore Hobson’s choice
but because in a given situation its real advantage, transfer of risk to the
private sector, would outweigh its disadvantages. The significance of those
disadvantages will vary from project to project but would include:

q Increased revenue costs as an inevitable price of risk transfer and
q
q
q
q

the usually higher costs of borrowing in the private sector
Loss of democratic control and accountability
Long lead in times
Complex contractual arrangements leading to high initial costs
Loss of flexibility arising from necessarily long-term arrangements

The Association does not accept the argument that private sector
involvement in public sector capital projects automatically brings with it
greater efficiency and therefore savings. The appropriateness of this
approach will depend on the requirements and nature of each project. In any
event there are numerous examples of where Public Private Partnerships have
failed to deliver promised savings and some that have proved to be
spectacularly expensive.
The Association is particularly concerned that in some schemes so called
efficiency savings are really reductions in overheads resulting from the
imposition of longer working hours and cuts in terms and conditions of
the staff employed to maintain PFI assets. Local Authorities considering the
PFI route should be conscious of the potential impact on local economies
and levels of social exclusion of adopting private solutions to public need.

2
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Successful outcomes through this delivery vehicle are by no means guaranteed,
and whilst it is still early days in examining the actual eventual cost, there are
some early indicators of critical failure in already established projects: 1.
2.

3.

(b)

First PFI hospitals suffering from string of design problems
Royal College of Nursing confirms that the correlation
between outsourcing of hospital cleaning services and the
rise of infections in hospitals is ‘strong’.
Three private firms running prisons have seen their
contracts given back to Prison Service.

What are the best value determinants of PPP?
As a possible procurement option PPP should be subject to the same best
value determinants as any other option. Unfortunately restrictions on public
borrowing often leave public bodies feeling that their options are actually very
limited.
Where private finance is the only finance available other
considerations including the wishes of stakeholders are inevitably diminished
in importance. Decisions about how best to provide supporting services such
as building cleaning, grounds maintenance and building maintenance are also
affected where capital finance decisions are driven by treasury rules rather than
by the wishes of local communities.
The best value framework requires cyclical review and continual
improvement. The long-term arrangements that characterise the PFI may be
incompatible with these requirements. Twenty-five or thirty year contracts may
include clauses guaranteeing performance but will not allow for any
fundamental change in the way that a service is delivered

(c)

What has been the experience of this form of investment on public sector
employees? Is the perceived effectiveness of PFI/PPP projects obtained at
the expense of individuals who are providing the service?
Critical questions surrounding TUPE and Pension Rights and their application
within such projects remain. For example, efficiency savings leading to renegotiation of existing terms and conditions. Other considerations include the
likelihood that many new employees joining such schemes could be offered
lower salary conditions thus creating a ‘two tier’ workforce.
Research into the employment impact of CCT suggested that savings were
largely generated through reductions in the terms and conditions of
employment of transferring workforces. There was also a significant
gender in-balance in that women were disproportionately affected. Despite the
TUPE regulations there is a real danger that PFI schemes may seek to make
long-term savings in the same way. The Association would therefore call for
a gender impact study to be undertaken as part and parcel of each public
sector procurement option appraisal.
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7.

Conclusion

In conclusion: •

APSE welcomes the Finance Committee’s inquiry into PFI and Public
Private Partnerships as there is a clear need to clarify the ongoing
considerations, which surround the use of PFI and PPPs in Scotland.

•

The Association believes that the selective use of the private sector can
bring real benefits to public service delivery. However procurement
decisions must be based on a full appraisal of available options and not be
driven disproportionately by an unnecessary and unhelpful preference
for private sources of capital.

APSE welcomes this opportunity to present written evidence to the Finance
Committee and stands ready to provide further written or oral evidence if and when
required.
For further information, please contact: Des Murray
Principal Advisor
Association for Public Service Excellence
Tel: 01698 45 4015 / 4153
Fax: 01698 45 4183
Email: dhmapse@ukonline.co.uk

30 May 2001
Association for Public Service Excellence
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UNIVERSITY OF BRISTOL
—————————————————————————————————————————————————————————————————

Leverhulme Centre for Market
and Public Organisation
Director: Paul A. Grout,
Professor of Political Economy

Callum Thomson,
Clerk to the Finance Committee,
Committee Chambers,
The Scottish Parliament,
Edinburgh,
EH99 1SP
4th October 2001
Dear Callum,
We are currently conducting research into PFI projects at the Leverhulme Centre for Market and Public
Economics and will forward research papers to you as they arise. In the meantime I have drafted a short
letter which highlights some of the simple deficiencies of current public/private comparisons. We conclude,
somewhat tentatively, that the net effect of these deficiencies is that private provision may be more cost
effective than is currently recognised.
Value for Money Test
At the most generic level, the impact of any project can be viewed as the difference between aggregate
benefits and costs. In other words, it is summarised by the present value of the cash flow of benefits, or
services, net of costs. The traditional method of assessing whether a project is beneficial, and to compare
delivery by the private or public sector, is to conduct a fully blown cost benefit study. That is, a comparison
between the streams of costs and benefits under private and public provision.
The approach adopted in the UK to decide between public or private provision does not do this. Instead it
calculates a Public Sector Comparator (PSC), which is the best guess of the cost of delivering the project in
the public sector, and compares this to the outcome of a private sector competition. This is a very different
exercise from the traditional cost benefit analysis that is still conducted in many countries. An example, of a
transport project makes this clear.
The public sector model assumes that the public sector procures and owns the road. If public provision is
undertaken then the cost to the Treasury is the cost of procuring and running the road. This is an assessment
of costs but has no measure of benefits built into the calculation. In contrast, the private sector provision
model assumes that a consortium owns the road and the government pay the consortium according to usage
by the general public. The figure does indeed represent a cost as viewed by the Treasury but, in terms of a
cost-benefit analysis, is technically far closer to a present value of the benefits of the project net the costs.
Thus the value for money test neither compares the true cost of public delivery with the true cost of private
delivery, nor compares the benefits of public and private provision. Instead it compares the cost of public
Department of Economics, Mary Paley Building, 12 Priory Road, Bristol BS8 1TN
Tel: 0117 954 6943 E-mail: cmpo-office@bristol.ac.uk
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provision with something more akin to the value of benefits of private provision. This has a series of
consequences.
Discount rates
Adequate discounting of flows of benefits and costs is an essential preliminary step to any comparison
between public and private sector provision. The current practice is to assign a unique discount rate to both
public and private sector cash flows. If the private sector figure is smaller then it is chosen. In theory if the
public sector number is smaller then public provision is chosen.
It is known that the choice of provision is sensitive to discount rates. For example, in its investigation of the
first four DBFO road contracts, the National Audit Office considers the sensitivity of the comparators to the
discount rate. In this particular instance, the value for money of the A419/A417 DBFO i project became
negative following the hypothetical decrease of the real annual discount rate (from eight to six percentage
points). ii Therefore, it is important to apply the correct discount rate.
It is generally accepted in finance that revenues are more risky than costs and that revenues should be
discounted at higher rates than costs. The analogue in this context is that benefits are likely to be more risky
than costs and should be discounted at higher rates than costs. This implies that the public sector comparator
should use a lower discount rate than that used to discount the private alternative. Failure to recognise this
may overstate the cost of private provision relative to public provision. Given the sensitivity of PFI projects
to changes in discount rates, the use of a single discount rate for the public/private comparison may mask
significant differences in efficiency between private and public sector provision. This may have little impact
on some PFI projects, such as defence projects, but far greater impact on the comparison of transport PFI
projects.
Benefits
Private finance projects are based upon the delivery of verifiable services within the terms of a contractual
agreement but the level and quality of public sector delivery are not defined, since no formal contract is
written for public sector provision. There is no reason, therefore, to suppose that identical flows of services,
hence benefits, would arise from public and private sector provision.
The failure of the PSC to deal with benefits makes it virtually impossible to make a sensible comparison of
public v. private delivery. One suspects that in general this works against private provision. For example, in
a private finance project, payment by the service purchaser only occurs upon service delivery. All risks
associated with the project benefits are therefore borne by the private sector provider. Such risk transfer
reduces the true expected cost of private sector delivery, since the government only makes payments for
services when actual delivery has been verified. This is not fully represented in the public/private
comparison and hence the public sector looks far cheaper per unit of ‘output’ than is actually the case.
Competition
Empirical evidence shows clear benefits of contracting out. For example, in refuse collection savings of
around 20% are frequently documented as a result of compulsory competitive tendering. Similarly, there
have been enormous gains in labour productivity within the privatised utilities. In contrast such levels of
cost savings do not appear to be observed in private finance projects. A recent report commissioned by the
Treasury iii finds 17% cost savings in PFI projects. However, this figure is based on a small sample of 29 PFI
cases and, more importantly, the report identifies that 60% of those apparent savings can be attributed to the
chosen risk transfer valuation method. That is, it is not present in the raw evidence.
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It may be that there is something unusual about private involvement in PFI projects that differs significantly
from other forms of ‘privatisation’, but a simple comparison between, on the one hand, the data presented on
PFI projects and, on the other, experience of CCT and privatised utilities does indicate that there may be
problems in the current assessment of value for money. It is worth adding, however, that the competitive
process may itself be masking efficiency gains.
For example, privatised utilities have been successful in reducing costs but significant proportions of this
gain have been received by shareholders over the years. Similar gains could be present within PFI projects
but not appear in the value for money test because of weak competition. The value for money test compares
the cost to the Treasury of different methods of delivery. It is not a direct test of the efficiency of public
versus private sector delivery. Where there is limited scope for funding of public projects there is an
incentive for those wishing to see a project go ahead to leak information to the private bidders that will
increase the likelihood that they will beat the PSC. In certain cases this may drive down the private price but
one suspects that more often it provides a focal bidding point that may enable a greater share of any
efficiency gains to remain within the consortium.
This raises a general question of the purpose of PFI. If the main driver is to save Treasury expenditure then
efficiency gains that fail to impact on Treasury payments bring no benefit. In contrast, if the drive is to
improve efficiency in the economy and to release scarce resources, such as labour, for alternative uses then it
is less important how the benefits of greater efficiency are allocated. Although, an obvious point, it is worth
emphasising that the primary purpose of PFI is often unclear.
This letter is rather brief but I hope that it may be helpful in highlighting some of the problems with the
current assessment methods and the conclusions that are drawn from the evidence based on them. I and my
co-researcher on the project, Ludivine Jeandupeux, would be happy to discuss the issues in more detail if we
can be of any assistance,

Yours sincerely

Paul Grout

i
ii

iii

Design, Build, Finance, and Operate.
Table 14 page 34: National Audit Office, The Private Finance Initiative: The First Four Design, Build, Finance and Operate
Roads Contracts, HC 476 Session 1997-1998, 26 January 1998.
Value for money drivers in the private finance initiative, A report by Arthur Andersen and Enterprise LSE, commissioned by
The Treasury Taskforce, January 2000.
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Is the Private Finance Initiative
a Good Deal?1
Paul Grout2 argues that the rules that dictate when to opt for PFI/PPP
instead of public provision are flawed. Despite views to the contrary he
contends that it is the benefits of private sector provision not public sector
that are most likely to be underestimated by the current process.
In the last twenty years there has been a
two step change in the idea of what the
public sector should be expected to
provide. The first step, the privatisation
programme, although dramatic at the time,
now seems relatively tame. Gone are the
days when the state was expected to own
and operate networks, such as telecoms and
electricity, run airlines or operate
automobile businesses. Ownership was
passed to the private sector and the role of
the state rolled back to its natural function
as regulator of residual dominant positions.

however, few cost benefit studies of this
type are undertaken. They are thought to be
too complex and imprecise. Instead a value
for money test is undertaken. It is this
simplified approach that is the source of the
problem. This article argues that the rules
that dictate when to opt for private instead of
public provision are flawed and that it is the
benefits of private sector provision not
public sector that are most likely to be
underestimated by the current process.

The second stage, the Private Public
Partnership/Private
Finance
Initiative
approach, is proving just as controversial.
The state is now stepping back from buying
and owning more traditional assets such as
roads and hospitals. Here the state remains
the core purchaser but is choosing to buy a
flow of services from the private sector and
leave the building and ownership of the
assets to the private sector. This article is
concerned with the PPP/PFI choice.

A large part of the controversy surrounding
PFI projects stems from distrust of the
government’s case that private provision of
infrastructure and public services is really
better. The rules dictating when to opt for
private instead of public provision have
aroused suspicion and there is a view
amongst the sceptics that the government is
trying to ‘fiddle’ the books to make private
provision appear beneficial.

The traditional, and thorough, way to assess
whether private provision is better than
public is to look at the costs and benefits of
each of the provision alternatives and
undertake an appraisal. These days,

Background

Some of this is based on old chestnuts such
as the notion that, since the government can
borrow more cheaply than the private sector,
it must be better to have government
provision. In reality, regardless of the
project, the government can borrow more

1
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cheaply than the private sector simply
because they are more likely to repay than
anyone else is. In the last resort, no matter
how unsuccessful a project, the government
is able to increase taxation and hence ensure
that it can repay debt. This is why the public
sector can borrow more cheaply, not because
public ownership makes a project less risky
and cheaper than it would be in the private
sector.
Indeed, the difference between the required
return on private sector debt and public
sector debt is greatest where risk is greatest.
Hence the false view that the government
can provide cheap money would predict that
the public sector should really be setting its
sights on dot.com and swaptions markets
rather than investing in the safer options of
hospitals and roads. A rather implausible
conclusion.
However, we cannot be dismissive of
concerns about the rules that determine the
public/private choice. People are right to
think that something is ‘funny’ about the
way that the public/private decision is
judged. In fact, the current rules are flawed
and distort the decision. However, it is
almost certainly the case that the failure of
the current rules works in exactly the
opposite direction than is commonly
believed. It is the private not the public
sector that is harmed by the current process.
The value for money approach
A value for money test asks the following
question. Does the Treasury pay less for
private provision than public provision? If
the answer is yes then the private provision
route is taken. In the case of a road, for
example, the test compares two cash flows.
On the one hand, it calculates the cost if the
public sector procures and owns the road.
This is the ‘public sector comparator’. The
alternative assesses how much the Treasury
would have to pay to a private consortium
for every vehicle using the consortium’s
road for the next 40 years. This is the PFI
alternative. In the public provision case the

government is buying a road whilst in the
PFI alternative the government is buying
services. In the latter case the private
consortium owns the road.
The fact that one is comparing a public
sector comparator that measures the cost of
buying assets, on the one hand, with a PFI
contract that measures the cost of buying
services, on the other, is like comparing
apples with oranges. Of course, this is not an
insurmountable problem if one recognises
that one is comparing apples with oranges.
The problem with the Government’s
existing value for money tests is that they
fail to distinguish between the apples and
oranges, instead they treat everything as a
fruit cocktail.
It is helpful to think of the problem in terms
of a private sector analogy, say the building
and letting of an office block by a private
company. If the project just breaks even, i.e.,
rents just cover costs, then the company
could measure the scale of the project either
by referring to the cost of buying the block
or to the value of all the expected rents. That
is, one can calculate the cost of hiring a
contractor to build the block or alternatively
one can calculate the present value of all the
future rents that may be received over the
life of the building.
But the latter is a very different animal from
the former. The ‘build cost’ is a front-end
cash flow; the majority spread over two
years or so and may be a relatively fixed
figure, depending on the procurement
contract and exposure to cost overruns. In
contrast, the present value of rents is spread
over forty years or so and will be massively
more risky. The demand for space will
depend on the state of the economy and so
rents will be lower when the economy faces
hard times. As common sense suggests, and
any finance textbook shows, future rents
should be discounted at a higher rate
because of this uncertainty. However, there
are even bigger differences to worry about.
For example, if in a particular year the
offices have something wrong with them
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then there will be no rents arriving at all in
that year. This again suggests that the future
rents should attract a higher discount rate.
The salient point is that if the company does
not take account of these factors in the
discount rate then the project will look as if
it is very profitable when it is not. That is,
present value of expected rents will be
grossly over estimated.
The analogy with the value for money test is
clear. The public sector comparator is
analogous to the cost of hiring the contractor
to build the office. The PFI alternative is
equivalent to calculating the cost to the
Treasury of paying all the future rents but
failing to take account of the risk. As we
have seen, the present value of future rent is
overestimated and suggests to the Treasury
that building the office itself is a falsely
cheaper alternative. In the PFI context the
public sector comparator appears better
value than it really is.
Four critical concerns
A simple application of economic theory
identifies four areas where the apples need
sorting from the oranges – the failure risk,
the inherent risk of services, the treatment of
quality and the role of profitability.
First, the current rules take no account of the
fact that the payment to the contractor may
not be made, i.e., failure risk is not
recognised. The inability to deal correctly
with failure risk is a major problem for PFI
projects. The scale of the problem stems
from the ferocious nature of the PFI
incentive schemes. Most payment on
delivery schemes look a bit like the ‘movie’
problem. If the film takes months longer to
shoot than intended then the future returns
from the film get pushed further away and
have lower value as a result. This creates a
strong incentive to finish on time. But most
PFI projects have far more powerful
incentive schemes built into them. If a
project is supposed to deliver services for 25
years and comes on stream five years late
then the contract does not push the whole

process back five years in time but only pays
out for 20 years. Indeed, the consortium
loses more than 20% of the value since the
years that get no payment are the initial
years, those with the highest present value.
This is a powerful incentive scheme, good in
one respect since it imposes powerful
incentives to deliver the services on time,
but under current rules creates a massive
underestimate of the value of private
delivery. In short the existing methodology
does not take proper account that the costs
are incurred by the public sector under
conventional procurement whether or not the
desired benefits are received, whereas under
the PFI the public sector only pays to the
extent that it receives these outputs. That is,
the expected cost of most PFI projects is
much lower than appears in the value for
money test.
Second, the inability to recognise the
inherent risk of services leads to
overestimates of the cost of private
provision. For example, the volume of
vehicles on a road will be prey to the state of
the economy in the same way as the volume
of office take up. As with the office block,
this risk needs to be recognised. Of course,
the risk will be project specific and what is
appropriate in the road context may not be
appropriate for MOD contracts. What is
certain is that the omission of failure risk
and the inherent service risk in the discount
rate overestimate the cost of private sector
delivery in comparison to the public sector
comparator. Because the PFI projects are so
long lived small differences in discount rates
may have huge impact on the attractiveness
of PFI projects and so we may be far away
from recognising the true benefits of private
provision.
Third, the value for money tests fail to
recognise the quality of benefits delivered. A
common criticism of the PPP/PFI
programme is that they have failed to come
up with really innovative approaches. This is
not altogether surprising if these do not
receive their true value in the assessment. It
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is far easier to replicate the public sector
project at a lower cost.
Finally, there is a real issue of how to treat
profitability. With the current system the
ability of the private sector to deliver more
cheaply than the public sector is only seen to
have value when it reduces the Treasury
cost. Whether this makes any sense or not
goes to the heart of the reasons for adopting
a mixed private and public delivery system
in the first place. If the sole driver is cost
reduction then the current approach to
profitability is correct. But if the PPP/PFI
model should be thought of as part of the
overall productivity drive, and to my mind it
makes sense to see it this way, then better
productivity is the true test. How the spoils
get split is important but not the sole issue.
If productivity is an objective we ought to
recognise this more formally in the
assessment process.

then the costs of private provision may
be overestimated by around 14% on a
forty-year project.
So where should we go from here? A good
first step would be to conduct a study of the
sensitivity of existing projects to
differences in discount rates between the
public sector comparator and the PFI
model. As far as I understand this has never
been done. I anticipate that the effect is
likely to be considerable. Of course,
looking at existing projects somewhat
misses a lot of the point. It is the very
projects that failed to get going, which may
well include many high tech projects,
where the effects may be biggest. We need
a reassessment of the assessment
procedures. We cannot engage in a sensible
PPP/PFI debate until we have a clear idea
of the financial benefits.

Where do we go from here?
The empirical significance of the four points
raised in the previous section is currently
unknown but two points appear to be fairly
clear.
•

One, the net impact of the failure of the
current system to recognise these effects
seems to work almost universally
against the private sector, although the
true answer can only be known when the
correct assessment is undertaken. I agree
with the view that something is wrong
with the current approach but the idea
that there is a fiddle to help the private
sector is wrong. The bias looks to be
strongly in the opposite direction.

•

Second, the failure to recognise these
effects is unlikely to be small beer. I
have argued that the Treasury should use
different discount rates for PFI projects
and the public sector comparator.
Because PFI projects are long lived the
consequences of small differences may
be huge. For example, if the PFI
discount rate is wrong by one per cent,
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The Scottish Parliament

Finance Committee Inquiry into PFI and Public Private Partnerships.
Submission by Geoff Haley, Chairman of International Project Finance Association.
Background
Private Finance Initiative
Since 1979 the UK Government has sought to involve the private sector in even wider areas
of the economy in the belief that private sector enterprise and disciplines can bring gains in
efficiency and reductions in cost. The objective has been to transform the role of the public
sector from being a provider of services to that of an enabler and purchaser of services. From
1979 to 1990 over 50% of the public sector economic activity has been transferred to the
private sector, mainly due to the privatisation of the state run industries. Over 650,000
employees transferred to the private sector during this period. The Private Finance Initiative
lies somewhere between outright privatisation and the contracting out of services. The
Government had already begun to explore the possibility of using private finance to procure
public infrastructure with the commencement of the Channel Tunnel in 1985 and the Dartford
River Crossing in 1987. The Private Finance Initiative (PFI) was launched by Norman
Lamont in 1992 with two principal objectives:
To introduce private sector efficiency and management skills into the ownership and
maintenance of public capital assets
To encourage the private sector to provide capital for the construction and maintenance of
new infrastructure, facilities, buildings and equipment.
The policy got off to a shaky start as developers, civil engineering and building contractors
were highly suspicious of a new form of contracting which required them to provide long
term finance for new buildings and facilities against a background of unclear rules and
regulations and equally suspicious attitude of public officials. However, the PFI gained new
momentum in November 1994 when Kenneth Clarke announced:
“we need to take the private finance message to the heart of all decision-making in
government […..]So I am announcing today that in future the Treasury will not approve any
capital project unless private finance options have been explored.”
The effect of this pronouncement was that every government department, quango and local
authority must look at the feasibility of awarding a contract to the private sector to finance,
design, build and operate any new buildings, facilities or equipment. Ultimately the public
servant must evaluate whether using the private sector will provide better value for money
than using public money. The policy covers a very wide range of sectors from transportation
(shadow toll roads and tram systems) healthcare e.g. (new general hospitals) provision of new
computer networks throughout the NHS and DSS, universities and schools, water and
sewerage schemes, new transmitter services for the BBC, new privately run prisons for the
Home Office, new accommodation blocks for the Ministry of Defence, as well as urban
renewal schemes and social housing to be undertaken throughout the UK.
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Public Private PartnershipSince 1997 the Labour Government has not only continued to use the PFI route but has sought
to enhance and improve it in every possible way. To that effect Sir Malcolm Bates was
immediately asked to conduct a review of PFI. All his recommendations were accepted and
he finalised a second review. The Government has very swiftly stamped its authority on the
process. Roads projects and NHS projects have been ruthlessly and objectively streamlined
with only those most likely to succeed being allowed to continue. It has enacted new
legislation, such as the Local Government (Contract) Act 1998, published standardised terms,
conducted and published the results of the two reviews of the PFI by Sir Malcolm Bates
addressing the institutional structure, the process itself, guidance and dissemination of knowhow as well as attacking the problem of bid costs. Another review was undertaken by Peter
Gershon, who was invited to review civil procurement in Central Government in the light of
the Government’s objectives on efficiency, modernisation and competitiveness in the short
and medium term, resulting from this review was the creation of the Office of Government
Commerce.
Public Private Partnership developed alongside PFI’s; despite initial teething troubles both
PFI and PPP’s are now a major way of procuring all kinds of projects and services and major
contractors have reorganised their businesses to take account of the changes.
Issues
EU Procurement Rules
There is currently a disagreement between the UK Government and the European
Commission as to the choice of procedure for procurement of PFI and PPPs. The
disagreement relates to the UK Government’s use of the negotiated procedure, which should
only be used in “exceptional circumstances”, when putting PPP projects out to tender. The
Government advises use of this procedure for most PPP projects since it allows the procuring
authority to negotiate the terms and conditions of the final contract with the preferred bidder
with the aim of securing best value for money.
The dispute involves the Pimlico Schools PPP project which was advertised under the
negotiated procedure. The European Commission issued Written Opinion to the Government
claiming that it was infringing the procurement rules by using the negotiated procedure for
PFI projects as a general rule, rather than exceptionally. The UK Government has since sent a
written response to the Commission’s Written Opinion defending it’s use of the negotiated
procedure. The exact nature of the discussion between the Government and the Commission
is not known since neither of the documents is publicly available. The Commission has
commenced infringement proceedings against the UK Government and the case is pending
before the European Court of Justice. Should the Commission win the case it would have a
profound effect on the way PFI projects are currently tendered in the UK.
Bidding costs are presently high – often £2 to £3 million expenditure to bid a £30 million
capital project. If the choice of negotiating with one preferred bidder is removed, each bidder
would be required to submit detailed bids and incur equivalent expenses to that of a preferred
bidder. The private sector do not have the human or financial resources to undertake this
course of action.
The European Directives do not adequately cover procedures applicable to PFI’s and PPP’s
and a new Directive from the European Parliament should be enabled to clarify and resolve
these issues.
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Are PFI’s and PPP’s True Partnerships
The concept of the Private Finance Initiative was introduced to inject private finance and
private sector management skills into what previously would have been a public sector
project.
The concept eventually became to be perceived as a private sector instrument as opposed to a
method of linking public/private interests.
The concept of the Public Private Partnership was introduced to counter act such adverse
reaction.
Are PPP’s now creating true partnerships between the public and private sector? Probably
not according to recent feedback from some in the public sector.
Both PFI and PPP’s are regulated through a series of complex legal and contractual structures.
Each parties rights and obligations are clearly set out in a set of contract documents. To
understand those rights requires a regular review and scrutiny of the documents.
Some Chief Executives in the NHS Trusts who have experience of operating the new
arrangements are calling for an increased involvement by the trust in the decision making
process at the SPV level. Some would like a seat on the SPV Board, others would like to
invest Trust equity into the SPV and have a return on that equity equal to the private sector.
Some Government Departments, local authorities and Trusts would like to see partnering
arrangements introduced to improve the working relationship between the private and public
sectors during the operations phase.
Once possibility is to create an informal partnership or alliancing structure above the
contractual structure – such structures have proved to be successful in the North Sea between
the oil companies and their contractors.
Public Sector Employees
Public Sector Employees - Background
The Transfer of Undertakings (Protection of Employment) Regulations 1981 SI 1981/1794
(“the Transfer Regulations”) apply to a situation where the provision of a service changes
hands. The Transfer Regulations originate from a European Union Council Directive, the
ultimate arbiter of which is the European Court of Justice.
The Transfer Regulations generally apply to outsourcing and PFI/PPP projects; they apply to
those projects which involve the transfer of services with an existing workforce e.g. hospitals
but would have no application to new projects, e.g. toll roads.
The purpose of the Regulations is to protect employees who are affected by a transfer of an
undertaking (or part) in which they are employed. Protection is afforded by transferring
employees on their existing terms and with continuity of service; financial penalties imposed
on the transferor or transferee for dismissal of employees for a reason connected with the
transfer; employee representatives to be informed in advance about the transfer and effect on
the workforce.

G:\Central Distribution Office\Work\Committee Papers\Finance\12-18-01\FI.01.28.4 Paper by Geoff Haley.doc

FI/01/28/4
In effect, all employees employed in the undertaking must be taken on by the new operator of
the undertaking (“the transferee”). The transferee must honour all existing terms and
conditions of employment. The transferee is substituted for the transferor in the employees’
contracts. In addition, employees transfer with any accrued rights and liabilities. The
intention is to prevent the transferee from replacing the transferor’s employees with its own
new staff.
Any dismissal for a reason connected with the transfer will be automatically “unfair” whether it
occurs before or after the transfer.
Government Proposals
On 11th September 2001, the government issued a consultation paper identifying proposals for
changing TUPE. The background to the consultation paper is the revised Acquired Rights
Directive Council Directive 2001/23/EC) promulgated in March 2001, which principally
consolidated the 1977 and 1998 Directives.
The positive principle underlying TUPE is identified by the government as “the coupling of
flexibility for business with fairness for employees”. Its stated objective in amending the
Transfer Regulations is to ensure the effective operation of the Regulations for employers,
contractors and employees.
There are in all twelve areas in which the government considers proposals for change.
Although no draft regulations have been prepared at this stage, a number of themes can be
seen to run through these proposals.
Striving for clarity and certainty;
Addressing distinctions between the position of public sector and private sector
employees;
Promoting “the rescue culture” so that jobs are maintained and redundancies reduced;
Increasing transparency between the parties to a transfer;
Advancing the government policy of increasing pension provisions whilst reducing
dependence upon the state pension;
Part of the exercise undertaken by government has been to estimate the likely impact of
changes to TUPE. Using a survey to provide a statistical model and relying on a number of
other sources, the government estimates that TUPE affects about 1% of undertakings per
annum. It concludes that a total of 2,000 to 8,000 businesses with between 150,000 and
180,000 employees will be effected.
Scope of New Proposals
The first proposal is to introduce to the Regulations a new definition of a transfer of
undertaking. The definition essentially codifies a number of decisions of the European Court
of Justice.
A separate proposal deals with transfers within the public sector – these do not constitute
transfers of undertakings under the Directive.
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Occupational Pensions
Accrued rights in an occupational pension scheme are presently covered, but future rights are
not.
Two proposals are made for consideration. The first would put protection for the
public sector on a statutory footing, whilst the second would amend TUPE to afford a
degree of protection for occupational pension rights on transfer for public and private
sector employees alike.
Dismissal by Reason of a Transfer of Undertaking
Such a dismissal is automatically unfair under Regulation 8 of TUPE, but an exception is
made where economic, technical or organisational reasons (“ETO”) entailing changes in the
workforce are the reason or principal reason for the dismissal. Courts have grappled with the
question of whether dismissal for a reason connected with the transfer and dismissal for an
ETO reason are mutually exclusive.
The government considers that this is an issue which can and should be resolved by improved
drafting, making it clear that ETO reasons are a subset of reasons connected with the transfer.
Changes to Terms & Conditions of Employment
The domestic controversy as to whether a valid variation could be made to an employee’s
terms and conditions after a transfer of undertaking had taken place was carried all the way to
the House of Lords in the two cases of Meade & Baxendale v British Fuels Ltd and Wilson v
St. Helen Borough Council. The employees won in the former case and lost in the latter
because of differences in the reasons underlying the changes.
The government proposes to make the position clearer. It intends to introduce amendments to
TUPE to the effect that it is permissible to introduce transfer-related changes that are made
for an ETO reason. The lawfulness of the changes will then depend upon considerations that
would apply irrespective of a transfer – such as the consideration that unilateral changes
imposed by an employer would constitute a breach of contract.
Information & Consultation
The revised Directive introduces three major changes to the original directive, and the
government intends to amend TUPE to ensure that it accords with the revised
Directive. The three changes to the revised Directive are
The proposed date of the transfer must be supplied to employee representatives;
Employers will no longer be able to side-step their obligations in this regard by
asserting that the decision resulting in the transfer was taken, not by the undertaking
in question, but by a parent company or other controlling undertaking;
Employers must provide information to individual employees where, through no fault
of their own, there are no employee representatives. The government considers that
this last item is already met by existing provisions.
In addition, there is an interesting suggestion canvassed in the consultation paper. The
government is considering whether to require employers to supply to employ representatives
a copy of any information relating to its employee liabilities which it has supplied to the
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prospective transferor. The government’s reticence is based on its perception that such an
obligation might involve disclosure to employees of commercially sensitive information.
Current Position
The position of employees within PFI and PPP is becoming somewhere confused. The Government
Consultation paper clearly sets out its proposals on TUPE.
In addition the boundaries relating to skills transfer have been clearly identified in PPPs for both
education and health i.e teachers, doctors and nurses remain in the public sector. However, progress
was being made in transferring more public sector employees to the private sector e.g. a project let
under a year agreement to design, build, finance and provide nursing staff for a renal unit in the south
west.
The Minister for health has now confused matters by making an exception for NHS employees.
Porters, cooks, cleaners, laundry and security staff will be seconded to the private sector in three pilot
schemes.
Will similar decisions be made for other sectors?
Clarification of government policy as a whole is required. The control and management of staff is
fundamental to the operation of PPPs.
PFI/PPPs – Advantages
Value for money: under these contracts, the private sector partner is incentivised to
provide high quality public services and the public sector only pays for the level of
services actually delivered.
Higher standard services: the incentives on both sides of the contract are aligned
towards delivering cost-effective public services consistently to the required
standard.
Risk transfer: a key feature of both PFI and PPP contracts and a main economic
driver which makes this form of contract better value for money than conventional
procurement is risk transfer. The principle behind the optimum risk transfer is that
risk should be borne by the party best able to manage it. In practice, risk transfer is
achieved through the provisions of the contract and the payment mechanism which
forms part of it.
Construction risks remain with the private sector.
UK GAAP for PFI
In the UK the way PFI schemes are accounted for reflects the key principles of PFI
namely that:
-

PFI schemes should embody the integrated provision of services, rather than
being solely an alternatively means for the public sector to lease assets

-

Requires the contractor to accept sufficient risk transfer to be seen as the
owner of the underlying assets necessary to provide these services.
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Where a scheme meets these requirements it is said to be ‘off-balance sheet’ to the
public sector, as the private contractor from an accounting perspective is seen as
owning the assets, and all the public sector has entered into is a long term service
contract.
Under UK GAAP, the accounting principles by which the assessment of who owns
assets in the context of a PFI scheme, is undertaken in accordance with FRS 5Accounting for the Substance of Transactions, and in particular Application Note F to
the Standard – Private Finance Initiative and Similar Contracts.
Though UK GAAP is not typically designed for government accounting, the UK
Government has adopted an accounting assessment which, though subtly different in
some respects, substantially mirrors that of FRS 5 (known as Treasury Technical
Note 1 – Revised, or TTN1).
The key features of the accounting assessment, whether under FRS 5 or TTN1 are:
-

assessing whether the contract is separable: in effect this means ensuring the contract
is properly for the fully integrated provision of services and assets and then the
provision of asset in themselves can not be split away from the associated services.

-

assessing the extent to which risk transfer to the commercial operator is achieved:
this is done by reference to seven key criteria of risk identified by the guidance,
which are:

-

demand risk: the extent to which the contractor is exposed to
changes in income as a consequence of changes in the intensity
with which the underlying assets are used.
third party revenues: whether the contractor is exposed to
income other than from the public sector.
design risk: the extent to which the contractor can determine the
nature of the property, subject to meeting the public sector’s
output specifications.
changes in relevant costs: whether the contractor is exposed to
potentially significant changes in the cost of providing the
specified services over the duration of the contract.
penalties for underperformance/unavailability: the likelihood
and potential scope of the penalties suffered by the contractors if
they do not deliver to the specified level of performance.
obsolescence: the extent to which the contractor will be exposed
to changes in technology (though is typically only relevant to IT
based contracts).
- residual value: whether the contractor takes the risk the actual residual value of the
property at the end of the contract will be different from that
expected.
These accounting assessments are made in respect of the proposed contact, with a
particular emphasis on the payment mechanism. The key risks typically relate to
demand, or where that is not significant, residual value. And over time, the
increasing sophistication of the UK PFI market has enabled the contractual
expression of the transfer of overall ownership risk in a way which is neither punitive
to the contractor, nor too costly to the public sector.
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The practical approach
From the perspective of the Government’s own accounting, it is important (under UK
Government rules) that a PFI scheme is off-balance sheet. This is because if so, then
the Government has only entered into a service agreement and it does not need to
recognise the assets, or their associated borrowing.
Under UK Government accounting (which has recently changed from a cash based to
an accruals based approach, known as resource accounting) finance leases, which an
‘on-balance sheet’ PFI scheme would be counts against, increase the UK’s Public
Sector Borrowing Requirements (an equivalent national debt).
Therefore, in broad terms, central government would account for different schemes as
follows:

-

‘off-balance sheet PFI’: no assets or associated debt funding
recognised by the government. Annual charge made to revenue
in respect of the ‘service’ payments made under the scheme: No
substantive difference between the approach under either cash or
resource accounting.

-

‘on-balance sheet PFI’: in effect treated as entering into a finance
lease for the provision of assets. Therefore the government has
borrowed to finance assets and this is reflected in its accounts as
follows:

-

under the cash accounting regime: the fair value (NPV) of the
scheme counted as a first call against the sponsoring
department’s cash limit for the year thereby reducing its
available resources by that amount. That amount would also
score as government borrowing in the year the scheme was
entered into. All subsequent charges under the scheme would be
offset against the department’s debt charges from the treasury (to
avoid the department paying twice). As there is no balance sheet,
there is no recognition of the underlying assets.

-

under the resource accounting regime: fair value (NAV) of the
scheme reduces the sponsoring department’s overall resource
limit and therefore has less to spend going forward. The assets
and associated finance lease liability now recognized on the
balance sheet; and the annual payment to the contractor is offset
against the capital charge calculated on the assets now recognized
as belonging to the government.
In summary, under UK Government accounting rules, if a PFI (or any other) scheme
is not off-balance sheet it counts as borrowing, and the full fair value of the assets is
required to be funded in the year scheme is entered into.
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PFI schemes are also entered into by local government and the NHS. Though minor
(if complex) differences apply to the accounting regimes under which they operate,
the general accounting requirements are the same as for the local government.

PFI/PPP Disadvantages
Some loss of control by public sector.
Higher cost of capital provided.
In assessing whether a privately financed scheme provides value for money the public
sector client must take into account that private money costs more than public money
since the government is always able to borrow money more cheaply than the private
sector. Where it is proposed that the public sector should contribute some value to
the project whether as cash or in kind (for example, land and buildings) it will usually
be necessary to compare and cost the two alternatives of using public as opposed to
private money. The marginal costs of using private finance must not exceed the
marginal value to the public sector of carrying out the project.
Risk Transfer/ Value For Money
The Government requires that PFI projects should satisfy two principal criteria:

the private sector must genuinely assume risks
the public sector must receive value for money in return for its contribution to
the project.
Risk Transfer
The theory of PFI is that certain risks connected with capital assets are better
managed by private sector companies whose core business it is to deal with these
matters on a day-to-day basis. The risks include maintenance risks (for example, the
risk that a heating and ventilation system has not been correctly designed and
planned) and operational risk (for examples, the risk that the boiler breaks down after
three year’s service).
Since the private sector’s core business is managing the risks associated with the
above services, it can achieve significant economies of scale. At the same time it is
worthwhile for the Government to pay a premium in order to remove these risks and
perhaps free-up some contingency funds for other uses
Value For Money
Value for money is measured not only in terms of price but also in terms of the
quality or reliability of the service or facility. For example, when London
Underground closed a £400 million deal with GEC Alsthom to supply, operate and
maintain new trains for the Northern Line; the Treasury estimates that this deal
transferred to GEC Alsthorm twice the performance risk available through
conventional finance. The reliability standard below which GEC receives a financial
penalty was nearly four times higher than the best fleet in service on the Underground
at the time.
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Our Ref: MD\RL\PFI
Your Ref:

31 May 2001

Callum Thomson
The Clerk to the Finance Committee
Scottish Parliament
EDINBURGH
EH99 1SP

Dear Mr Thomson
ASC RESPONSE TO THE FINANCE COMMITTEE INQUIRY
TO PFI AND PUBLIC PRIVATE PARTNERSHIP
The Association of Scottish Colleges (ASC) welcomes this opportunity to submit its
views to the Scottish Parliament’s Finance Committee on the subject of Public
Private Partnership (PPP).
The ASC is the policy and representative voice of Scotland’s colleges. Further
education is the lynchpin of lifelong learning and of improving the employability of the
workforce and access to education and training for disadvantaged people.
Further education in Scotland is a fully devolved public service. The FE sector
consists of 43 incorporated colleges and 4 others. It employs over 19,000 people
and enrols over 410,000 students on its wide range of courses.
ASC is not affiliated to larger organisations or political parties in the UK. It seeks to
advance better understanding, appreciation and investment in further education for
the benefit of Scotland and its people.
FE in Scotland has benefited from PPP. The Stirling Centre was the first education
PPP project in the UK. The Kilwinning Centre is another example of an efficient
procurement. Both centres have been successful in helping colleges deliver FE to
new communities who hitherto had no such provision. The same positive results are
expected in Livingston when the new college’s campus opens later this year.
More detailed responses to the questions set out in the consultation are attached at
Annex A.
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We hope these observations are helpful and would be happy to provide further
information if required.
Yours sincerely

AMANDA R DRUMMOND
European & International Manager
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FINANCE COMMITTEE INQUIRY TO PFI & PUBLIC PRIVATE PARTNERSHIPS

Q1.
What are the advantages and disadvantages to the public sector in
funding capital expenditure in this way? What is the basis for the argument
that private capital is required to obtain efficiency savings in service delivery?
Advantages
1.
PPP can deliver new infrastructure more efficiently than traditional
procurement models e.g. Stirling FE Centre, West Lothian College, Livingstone
and James Watt College, Kilwinning Centre. In all three the PPP approach
represented better value for money than traditional procurement.
2. Finite capital budget for FE. Need to look at ways of getting private capital
budget to improve estate. Some use of borrowing e.g. Lauder College, but
PPP also useful as costs can be met out of revenue.
3.
PPP also helpful in that it leads to more care in design to minimise
maintenance costs, this has led to high standards of finish in, for example,
Kilwinning Campus.
4. Provides an option for capital funding not available from public funds.
5. Forces a long term financial assessment which identifies the long term
costs and assesses the sustainability of the project. It defers payment over
the contract life (usually 25 years) but the main advantage is that it focuses the
procurement process on the outputs required.
Disadvantages
1. Care needs to be taken that costs are affordable and do not place too high
a burden on revenue stream. Contracts are long terms - 25/30 years.
2.
Not always best approach where smaller scale maintenance work is
needed (which is an FE priority) because of costs of procurement and lack of
interest in smaller projects by developers.
3. Cost and complexity of the legal structure, PFI and PPP are bureaucratic
and applicable only to very large projects. It can’t address large-scale
maintenance / refurbishment issues.
Q2.

What are the best value determinants of PPP?

Cost - Revenue savings in operating with realistic revenue streams for the
private sector.
True risk transfer.
Whole life cycle costings for the project.
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Q3. How relevant are the assumptions used in assessing projects (e.g.
discount rate, repayment period, risk transfer)?
Most are speculative and because of the extended life span are not robust
reflections of true costs. Risk analysis and transfer can, however, significantly
impact on whether PFI is assessed to be better value than the PSC.
Q4. What are the costs of the capital programme? Is it possible to separate
out capital charges from efficiency savings?
First part cannot be answered!
Yes, it is possible to separate charges and savings but the latter over time are
increasingly irrelevant. Direct comparison may not always be possible. A
proper PFI payment stream should encompass service delivery and capital
costs.
Q5. What implication does the introduction of Resource Accounting and
Budgeting have for tracking this form of public sector capital investment,
particularly what are the implications in this connection of a transfer from
capital charges to revenue funding?
Difficulties in providing a "Budget Balance Sheet" to track capital charges etc.
Q6. What are the long-term implications of PFI/PPP projects on revenue
funding in the Scottish budget?
Increased funding. Significant proportions of capital budgets will be used to
service PFI projects.
Q7. To what extent is open consultation possible, given "commercial"
confidentiality" requirements?
Limited, as all agreements are "commercial in confidence".
Q8. What has been the experience of this form of investment on public sector
employees? Is the perceived effectiveness of PFI/PPP projects obtained at the
expense of individuals who are providing the service?
PFI/PPP is perceived as transferring aspects of the public service to the
private sector. Cynicism abounds.
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SUBMISSION BY THE ASSOCIATION OF SCOTTISH COLLEGES
TO THE FINANCE COMMITTEE OF THE SCOTTISH PARLIAMENT

FI/01/28/5(a)
Submission by the Association of Scottish Colleges to the Finance Committee
of the Scottish Parliament
___________________________________________________________________
1.

Private Finance Initiative and Public Private Partnerships (PFI/PPP)

1.1

This submission adds to earlier summary evidence submitted by ASC on the
views of the Further Education colleges on the use of Private Finance
Initiative (PFI) or Public Private Partnership (PPP) for major estates projects.

2.

Background

2.1

In all but a few cases, FE Colleges in Scotland own and manage their own
estates and facilities. A few colleges have buildings which are leased from or
shared with other users. Although Stirling Centre of Falkirk College was the
first education PFI project in the UK, PFI has not been taken up on a large
scale so far by the FE sector in Scotland. To date, there have been 3
completed projects with a combined value of £30 million.

2.2

Two of the PFI projects are new-build additions to the college estate providing
another centre at a distance from the main campus. The third - and largest so far project has been the complete relocation and rebuild of a colleges' main
campus in a new location. Projects of a similar nature, however, have been
undertaken or are planned by the FE sector by means other than PFI (see
Annex 1).

3.

FE’s Need for Investment

3.1

The FE estate is in need of major investment. A condition survey undertaken
by Scottish Further Education Funding Council (SFEFC) indicated that about
£220 million was needed over 10 years simply to bring the estate up to
current health and safety standards. Modernisation of the estate to current
standards of flexibility and reasonable student expectation may require
another £400 million over 10 years. It must be stressed, however, that there
is no "master plan" for the FE estate or its modernisation. Colleges must
prepare their own plans and seek the means of financing these in isolation
and on an opportunistic basis.

4.

Sources of Finance

4.1

FE colleges offer high quality teaching and training throughout Scotland but
suffer from a legacy of poor quality buildings inherited from regional and
islands councils and historic under-funding of revenue needs. Unlike the
universities, colleges do not have significant capital reserves or endowments.
Nor do colleges have access to preferential loans or public sector borrowing.
Substantial financial support has been won from the Millennium Commission
(particularly for the UHI Project in the Highlands & Islands), and from the
European Regional Development Fund (ERDF) as capital grants towards
individual projects which contribute to the aims of EU Structural Funds.
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4.2

For most projects colleges have to put together their own cocktail of funding.
Efforts to raise funds from alumni, charitable bodies or businesses are
increasing. In some instances, part-funding is by commercial loan facilities.
But the majority of projects must rely on public sector sources whether as
initial capital outlay, or revenue finance to service debt or pay for leases and
PFI project charges.

5.

Advantages of PFI

5.1

The experience so far suggests that FE colleges can gain significant
advantages from involvement in a PFI project to:
•
•
•
•

5.2

Acquire a new campus or centre sooner, and to a higher standard, than
traditional financing resources would permit;
Obtain additional and/more flexible capacity for teaching;
Locate key facilities closer to student and employer demand; and
(Where facilities management is contracted out) focus more on key
functions of teaching and support for students rather than managing the
estate.

As against these advantages there are important issues with which PFI will
confront the college. These include:
•
•
•
•
•
•

Time, effort, cost of professional support in preparation stages;
Lack of expertise to plan, appraise and negotiate a PFI deal;
Ownership of site and assets to be provided;
Transfer of risk leading to reduced control of building and facilities;
Securing the underwriting of revenue commitments for a long period; and
Flexibility if circumstances affecting the projects or the finances of the
college should change.

6.

Project Appraisal

6.1

Colleges need approval to proceed with a PFI project or substantial
commercial borrowing from the Scottish Further Education Funding Council
(SFEFC). The benefits of the preferred option have to be demonstrated by
formal, option appraisal. Scottish Executive’s PFI Unit may assist colleges in
seeking potential partners and in the process of appraisal of proposals. But
the initiative and responsibility for any PFI project rests with the college itself.
ASC is seeking ways to enable colleges to share experience and obtain
access to expert advice at an early stage when considering large estate
projects.

7.

Value for Money

7.1

Better quality of estates has a cost. PFI brings the issue of maintenance and
renewal to the fore over the intended life of the project (usually 25 years).
Main grant funding for FE Colleges is allocated on an annual basis with only
limited assurance as to what will be available further ahead. Calculations of
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net benefit therefore tend to be theoretical for a specified but not guaranteed
volume of funded activity. Different forms of undertaking have been given for
the extra volume for teaching which each PFI project is expected to generate.
There is no provision for overall increase in volume of teaching activity in the
Scottish Executive’s spending plans for the next 2 financial year’s i.e. 200204.
8.

Transfer of Risk

8.1

For projects so far, the issue of transfer of risk relates to both construction of
the building and, management of the facilities once available for use. It is
often said that effectiveness cost control of capital projects is directly
proportional to the amount of time and effort for project preparation before
work starts. PFI projects are more difficult to bring to commencement
because of the legal intricacies and of the need to negotiate with a
"consortium" of funders and contractors. For construction of a building, the
key issue is the level and terms of charge which the client will be expected to
pay. The evidence so far is that contractors and the funder seek to maximise
the client’s commitment and minimise their own risk.

8.2

For management of facilities the transfer of control is the main issue for the
college as client. The early examples of facilities management agreements
are very detailed and tend to be inflexible. Best use of any new building has
to be learned in the light of experience. PFI terms can inhibit this flexibility for
the client.

9.

Issues for Capital Investment in FE

9.1

It seems likely that the FE sector will continue to use a variety of approaches
to funding, ownership, and control suited to the varying needs of particular
estates projects. PFI will not be the preferred option for many smaller projects
or even for some of the largest projects. Where PFI is a realistic possibility,
however, the FE colleges will need:
•
•
•

9.2

Earlier and more accessible support in planning and appraising projects;
Back-up for negotiation of second and third generation PFI contracts; and
Training in the "client" responsibility for facilities management agreements.

Other important development needs for FE include:
•
•
•
•

Consideration of a "consortium" (or bundling) approach to obtain loan
finance or PFI on better terms for a range of projects rather than to have to
negotiate each loan or contract individually;
A clearer indication of priorities for the sector in terms of new buildings and
likely revenue support for additional teaching capacity;
Improving FE’s capacity to raise funds from private sources (such as
alumni, charities and business); and
Consideration of how the loss of access to substantial amounts of ERDF
will impact on building projects in the second half of this decade.
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9.3

All FE Colleges are stretched to afford modernisation, relocation, or new build
for their estates. Future opportunities may conclude collaboration ventures:
•
•
•

9.4

Between partner colleges;
With commercial partners; and
With other public agencies

Significant projects in modernising the estate over the next decade will
require:
•
•
•

Start-up grants for initial design and appraisal costs from SFEFC;
Underwriting of capital costs by either capital grant or guaranteed venture
funding (from SFEFC); and
An extensive training and development programme to equip college
management with the skills needed to plan, appraise, negotiate, and
oversee major capital projects

ASC Executive
12 December 2001
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Major Buildings Projects of Scottish FE Colleges
1.

Annex 1

PFI Projects
The 3 estates projects undertaken by FE Colleges under PFI are as follows:

1.1

Stirling Further Education Centre
Sponsor:
Winning Consortium:
Capital Value:
Contract Length:
Advisers to the College:
Financial:
Legal:
Technical:
Senior Lender:
Status:

Falkirk College of Further & Higher Education
Stirling Centre Ltd
£3.6m
25 years
Anderson Lyall
Maclay, Murray & Spens
Knight Frank
Bank of Scotland
Operational

Funds came from a combination of ERDF, Scottish Office and Forth Valley
Enterprise.
1.2

North Ayrshire College Campus, Kilwinning
Sponsor:
Winning Consortium:
Capital Value:
Contract Length:
Advisers to the College:
Financial:
Legal:
Technical:
Senior Lender:
Status:

James Watt College of Further & Higher Education
KE Project Ltd
£8.6m
25 years
Pricewaterhouse Coopers
Dundas & Wilson
Doig & Smith
Bank of Scotland
Operational

Funds came from ERDF, North Ayrshire Council, Enterprise Ayrshire and the
Scottish Office.
1.3

West Lothian College Livingston Campus
Sponsor:
Winning Consortium:
Capital Value:
Contract Length:
Advisers to the College:
Financial:
Legal:
Technical:
Senior Lender:
Status:

West Lothian College
HBG Construction Ltd
£17.8m

Pricewaterhouse Coopers
Morton Fraser Commercial
GTMS, GTFM, Keppies
Bank of Scotland
Contract signed December 1999
Campus opened July 2001

Funds came from a combination of SFEFC, ERDF, Lothian and Edinburgh
Enterprises Limited (LEEL).
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2.

Other Projects - Non PFI

2.1

UHI Millennium Institute (UHI)
UHI is a designated Higher Education Institution created by the University of
the Highlands & Islands project and operates through its 13 Academic
Partners and 2 Associated Institutions, linked by a high-speed
telecommunications network.
The Academic Partners are:
Perth, Moray, Inverness, North Highland,
Lews Castle, Orkney, Shetland & Argyll Colleges, Scottish Association for
Marine Science, Sabhal Mor Ostaig, North Atlantic Fisheries College,
Highland Theological College and Seafish Aquaculture - the 2 Associated
Institutions are Lochaber College & Highland Psychiatric Research
Foundation.
The total investment in the development of the project currently stands at
£93.5m with £33.4m from Millennium Commission Funding, £14.8 from
ERDF, £15.9m from the Scottish Executive and the remainder from a
combination of public and private sources.
The bulk of the funding, £55m, was invested the development of operational
education facilities; £23m in ICT infrastructure and
£15m on Project
Management and Academic Development.

2.2

Glasgow College of Nautical College
Aldephi Centre, Glasgow Gorbals - opened 12/1/98
This is a new education, training and community facility at the heart of the
area's regeneration strategy.
The funding package for the refurbishment totalled £3.9m and comprised
support from Glasgow City Council, GDA and ERDF ( £1.8M)

2.3

New John Wheatley College Campus in Easterhouse
The new campus replaces a building which had come to the end of its working
life. It will accommodate up to 700 students in the Greater Easterhouse area
and covers approx. 4,500 square metres.
It provides state-of-the-art digital learning opportunities, comprehensive pre
school crèche facilities and a wide range of features to enable full learning
access for those with disabilities.
The Body Shop Foundation has also made a substantial contribution to the
cost of fitting out parts of the building.
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The total project cost was £6.1m of which £3.6m came from SFEFC, £2.3m
from ERDF, £0.1m from GDA and £60,000 from the Scottish Executive.

2.4

Edinburgh’s Telford College
The college is planning a major new build of a single main campus on a new
site in the Waterfront development in North East Edinburgh.
This project is to relocate and consolidate all the main teaching facilities on a
single site. The initial build will reduce volume of space compared to present.
The college plans to ensure better space utilisation with the new building and
will retain of campus learning centres and expand its e-learning capacity.
The estimated cost of the capital project is £55m. The target is to open the
new building in August 2005 which will mean acquisition of the preferred site
and site entry by mid 2002 followed by site preparation.
An offer of capital grant of £14.8m has been made by SFEFC. The balance
will come from either the disposal of existing sites and/or PFI etc. But the
college will have to be creative in bridging the funding gap in the cost of the
project.
SFEFC is also assisting the college with initial professional fees (estimated to
be £0.5m).
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Callum Thomson
Clerk to the Finance Committee
The Scottish Parliament
Edinburgh
EH99 1SP
Also emailed, excluding attachments, to:
finance.committee@scottish.parliament
31 May 2001
Dear Mr Thomson,
FINANCE COMMITTEE INQUIRY INTO PFI/PPP
In response to Mike Watson’s letter to me of 23 May, we are pleased to set out below
our responses to the eight questions raised in his letter. Our responses are deliberately
concise. We would be pleased to expand upon them at the Committee’s request, either
in writing or through oral presentation.
1.

What are the advantages and disadvantages to the public sector in funding
capital expenditure in this way? What is the basis for the argument that
private capital is required to obtain efficiency savings in service delivery?

Private finance is usually more expensive than the funding available directly to
Government. However, that additional cost is sometimes overstated and it is often
compared misleadingly with the cost of public funding without adjusting public
funding for the risk which private funders include in their costs. Moreover, the
availability of private finance for good projects is in effect infinite. In contrast,
Government funding is usually subject to artificial limits, even though a failure to
spend in any one year can in the long term result in poorer Value for Money (eg
failure to maintain existing assets or invest in “spend to save” projects). A degree of
private sector investment in projects transfers project risk and so encourages
commitment and can be used as a basis for performance-related remuneration.
However, it is possible on occasion to strike a balance between the advantages and
disadvantages of private finance by including substantial public sector funding;
Canmore’s projects at Inverness airport (the new terminal) and for Falkirk College at
Stirling both include substantial EU grant funding.
It is widely assumed that an inability or unwillingness to invest in public services was
the main driver for the creation of PFI. That is for the Government of the day to
answer. However, whatever the original intention, the result has been a fundamental
review of how public use infrastructure is procured and delivered. We believe that a
willingness to enter into such a debate can be only a good thing. The private sector
increasingly “out sources” support functions. The public sector should at least
consider this option.

Canmore Partnership Limited
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2.

What are the best value determinants of PPP?

The only way to determine whether a PPP approach offers Best Value is to compare it
against the alternative of “traditional” direct procurement and operation (and any
other applicable service delivery models). We generally concur with existing Treasury
guidance on the calculation of Public Sector Comparators, although our experience
indicates that such Comparators sometimes underestimate the value of the risks
transferred to the private sector and frequently underestimate the costs of direct
provision. In particular ongoing maintenance and life cycle costs are often understated
by the public sector; we believe that this is possibly the result of inadequate historic
data for the public sector estate and/or a history of insufficient maintenance.
Moreover, we believe that PPP contracts should routinely be structured over longer
periods than is currently normally the case so as to match contracts more closely to
the design life of buildings and to transfer to the private sector the whole life costs of
the public infrastructure which it provides.
The PPP process can also encourage radically different design solutions, as is
demonstrated by our projects at Dumfries & Galloway Royal Infirmary and Inverness
Airport in particular. Unfortunately, in our view good design is still not sufficiently
encouraged. Too often value is confused with cost and no premium is available for
design excellence.
3.

How relevant are the assumptions used in assessing projects (eg discount rate,
repayment method, risk transfer)?

Clearly such assessments are highly dependent upon their underpinning assumptions.
We understand that the public sector generally uses Treasury generated assumptions
for discount rates; we do not disagree with the assumptions which we have seen. As a
consequence of the Private Finance Initiative – and this is not often acknowledged –
project promoters are now able to borrow for much longer periods than was
previously the case (commonly up to thirty years for even relatively modest projects).
So PPP pricing is no longer artificially inflated by lenders’ requirements to repay
loans too quickly. Loans are also markedly cheaper than in the early years of PFI.
That being said, pricing of PPP projects is still probably more influenced by the
requirements of lenders' financial ratios than any other single factor. As referenced in
responses above, risk transfer assumptions are also very important and are often, in
our experience, understated.
4.

What are the costs of the capital programme? Is it possible to separate out
capital charges from efficiency savings?

This question implies an underlying desire to separate the initial cost of a building
from its ongoing operation. We suggest that is in itself not the correct approach.
Rather the public sector should seek to ascertain the whole life costs of
accommodating given functions: it should concentrate upon the cost inclusive of
maintenance and life cycle costs; ongoing energy efficiency should also be
considered; the procurement system should encourage users and providers to focus on
optimising the functional efficiency of buildings. A PPP approach should (and in our
experience generally does) take all these factors into account.

Canmore Partnership Limited
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That being said, yes it is possible to strip out the separate costs within an overall PPP
price, but why do so?
With regard to efficiency, we suggest that a proper comparison between a PPP
solution and the Public Sector Comparator (see our response to 2 above) is the best
measure of the relative efficiency of a PPP solution. Implicit or explicit in the PPP
price may be assumptions of achievable operating efficiencies over the life of the
contract. These are normally probed during negotiations prior to contract signature.
These efficiency savings are assumed by the PPP provider and so represent an
element of risk transfer. As such they are presumably to be encouraged providing that
this does not include unfair or inappropriate treatment of the employees involved.
7.

To what extent is open consultation possible, given “commercial
confidentiality” requirements?

Canmore has been supportive of Government moves to open the PFI/PPP
procurement process to public scrutiny. We recognise that the public sector must be
accountable for its procurement actions. We believe that much research to date on the
relative advantages of PPP procurement has been inaccurate. On occasion this is the
result of bias by the authors and/or those who have funded the research, but
insufficient provision of data post signature of contracts must surely have made sound
research more difficult to carry out. For example, we fully support the publication
after contract signature of the relevant Final Business Case. We believe that this
should contain a full comparison with the Public Sector Comparator of the resulting
price agreed.
Some providers appear reluctant to see their pricing open to public scrutiny; we have
no such reluctance. Providers will however understandably wish to see their
underlying cost data protected by commercial confidentiality. We accept that the
public sector and its advisers will wish to probe our costs in price negotiations; we cooperate fully in this process. The sharing in confidence of underlying cost data is
arguably required to ensure that Best Value is achieved during negotiations, but it is
not then required for the public to be able to compare the resulting price with the
alternative of direct public provision.
There is also substantial scope to involve users and affected staff in negotiations with
short-listed bidders. If those involved in such consultation are willing and able to be
bound by commercial confidentiality, then bidders should be willing to discuss their
proposals in considerable detail. In addition, it is possible to solicit public views of
proposed short-listed design solutions prior to selection of a preferred private sector
partner. However, such open consultation requires confidence on both sides; if it is
abused (as we consider it has been to our detriment in a project outside Scotland) then
bidders will be reluctant to participate.
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8.

What has been the experience of this form of investment on public sector
employees? Is the perceived effectiveness of PFI/PPP projects obtained at the
expense of individuals who are providing the service?

Canmore has discussed the implications of PFI/PPP for existing public sector
employees with Unison officials. To work, PPP/PFI provision of buildings must at a
minimum include their ongoing maintenance (“hard” FM). This usually involves few,
if any, existing public sector employees. We have always questioned the inclusion of
“soft” FM services (eg cleaning and catering etc.) in PPP/PFI contracts. It was
initially argued that the inclusion of “soft” FM would help to ensure “off balance
sheet” treatment of such projects; we have never believed this to be the case and we
have been proved correct by current accounting guidance. We continue to argue that
optimum procurement is best served by maximising Value for Money and avoiding
artificial structures. It is certainly not Value for Money to create diseconomies of
scale by thoughtlessly breaking up existing arrangements which are working well. We
generally recommend that the public sector should decide how best “soft” FM
services can be provided mindful of arrangements for similar provision in other sites.
If we are asked to provide a full package of services then we are pleased to respond
accordingly, but we have never encountered a project where the inclusion of “soft”
FM made a project work which could not have worked otherwise.
Canmore has three PPP/PFI projects in Scotland and a further three in England. Our
projects each illustrate different structural models:
•

•
•
•

Inverness Airport – Inverness Airport Terminal Limited built and now operate all
“non airside” activities (ie it provides a fully serviced terminal environment and
manages all concessions) for Highland & Islands Airports Limited under a
twenty-five year contract based upon receiving charges per passenger from HIAL
for its core terminal provision. No public sector employees transferred.
Stirling Centre – Stirling Centre Limited provide a maintained campus inclusive
of cleaning, portering and associated services. “Green field” development - no
existing staff transferred.
Dumfries & Galloway Royal Infirmary - reprovided maternity and new day case
wing. Provided of new building inclusive of maintenance. No staff transfers;
existing Trust staff to remain in Trust employment elsewhere on its sites.
St George’s Hospital, south London – reprovision of tertiary care wing for
neuroscience and cardiothoracic services by Blackshaw Healthcare Services. FM
includes maintenance, cleaning and other domestic provision, laundry and pest
control. Canmore led discussions with site TU representatives. It is likely that all
existing Trust staff will be offered alternative positions with the Trust. Existing
private sector service provider employees will transfer under TUPE.

Generally we recognise that change is potentially alarming for the staff involved.
However, it is often not recognised that PPP/PFI contracts are no more of a threat to
existing employees than traditional Best Value exercises. Indeed, PFI contracts have
often offered more future stability to employees than existing market testing
provisions.
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In order to address the fear of change, routinely we unilaterally offer not to change the
terms and conditions of transferred employees for at least five years without their
prior consent. In any case, our experience is that public sector employees do not enjoy
terms and conditions which in the round are materially better than those of equivalent
private sector employees.
A copy of Canmore’s policy statement for Trades Union and Employee
Representation is attached together with policy statements on Health & Safety and the
Environment.
PPP/PFI is not the answer to all the Government’s procurement problems, but it
deserves the measured and informed consideration which we trust will be accorded it
by the Committee. Correctly structured, PPP/PFI can lift the procurement burden and
free the public sector to concentrate on its core mission. Please let me know if we can
assist the Committee in its deliberations.

Yours sincerely

Andrew J Gordon
Chief Executive
cc:

John Henderson, Head of Private Finance Unit, The Scottish Executive

Canmore Partnership Limited
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THE SCOTTISH PARLIAMENT FINANCE COMMITTEE
INQUIRY INTO PUBLIC PRIVATE PARTNERSHIPS

1.

INTRODUCTION

1.1

Glasgow welcomes the opportunity of contributing towards the Finance
Committee’s Inquiry into Public Private Partnerships having entered
into a major arrangement in July 2000.

1.2

The Council’s contribution is solely an officer view on the issues you
have a identified and is based on the practical experience of one major
project – the Glasgow Secondary Schools Project.

1.3

It is noted that submissions are required to be lodged by 31 May 2001.

2.

GLASGOW SECONDARY SCHOOLS PROJECT

2.1

The Council had recognised the need to improve accommodation in
secondary schools, much of which was in a poor state of repair. The
Council was also committed to ensuring a best value approach was
taken in the project delivery and this included the reduction of surplus
capacity by rationalising the number of schools.

2.2

The main objectives of the project were
a) To raise standards (Glasgow schools are well below national
standards for educational attainment although there are
improvements year on year).
b) Improve pupil attendance
c) Prepare pupils for the information age through Information
Communication Technology (ICT) skills
d) Raise morale, commitment, dedication of teachers
e) Make a contribution to the regeneration of Glasgow

2.3

The Council had already made a start, before the PPP process
commenced, in implementing its strategy by reducing the number of
schools from 38 to 29 and investing all the savings, which were mainly
property costs, back into Education. A PPP approach ensured that the
capital investment required to modernise the 29 Schools will take place
over a relatively short period of time.
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2.4

Clearly a massive investment was required to improve the schools
accommodation and this was to be achieved by a mixture of new build,
extension and refurbishment of existing schools. In addition investment
was required to expand the ICT provision in every secondary school.
This improved standard of service provision also needed to be
maintained over the lifetime of the assets to ensure the continued high
standards were met.

2.5

The initial capital investment by the winning consortium over the 3 year
construction period is over £200 million with almost the same
investment again in life cycle maintenance costs.

3.

VIEWS ON THE ISSUES IDENTIFIED BY THE INQUIRY
Question 1: What are the advantages and disadvantages to the public
sector in funding capital expenditure in this way? What is the basis for
the argument that private capital is required to obtain efficiency savings
in service delivery?
Response:
The Scottish Executive limits the level of capital
expenditure Local Authorities can finance through borrowing. The
Single Allocation limits the level for all Non-Housing Capital
Expenditure. Local Authorities may also finance capital expenditure
through the generation of capital receipts, together with Capital Funded
From Revenue (CFCR).
This arrangement leaves Councils with the difficult task of prioritising
scarce resources across a wide range of services against a
background of significant need for sustainable capital investment in
core facilities.
A clear advantage in the PPP approach is that large and immediate
capital investment can be made in Council facilities which would not
otherwise be possible under traditional procurement routes.
The Glasgow Secondary Schools Project is injecting over £200 million
of capital investment over a 3 year period. Because the Consortium
are also providing property related services over a 30 year period, it is
clearly in their interests (and in the Council’s) to ensure the investment
considers the long-term use of the buildings. More effective investment
decisions are possible because the long-term view can be properly
considered, allowing greater efficiencies and cost savings in the future
service provision of the buildings.
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The nature of the PPP projects ensures that risk is transferred to the
party best able to manage that risk. In the case of the Glasgow
Secondary Schools Project most of the risks (such as construction
cost, latent defects, and operational risks) passed to the successful
bidder. This also gives the Council increased certainty in budgetary
control as the unitary charge is fixed, apart from inflation, over a
30 year period.
The Service Provider has the incentive to ensure the smooth and
efficient running of the property services provision because of the
financial penalties which would be applied by the Council for poor
performance.
There can be little doubt that a new or refurbished school, which
remains well maintained, can have a positive impact on the morale of
both teachers and pupils, to the ultimate benefit of the standard of
educational achievement.

Question 2: What are the best value determinants of PPP?
Response: In the Glasgow Secondary Schools Project Best Value
was initially considered through the preparation of an Outline Business
Case which considered various options including
•

A "do nothing" option which carried on with the then current
provision

•

A public sector comparator (PSC) in which the Council funded
the project by traditional procurement

•

A full PPP project

At the Invitation to Negotiate stage there were 4 shortlisted bidders
competing for the contract and this number of bidders ensured that the
competition would be keen and offered the Council a wide choice of
submissions to consider. The Council also requested the bidders to
submit mandatory variant bids and encouraged the bidders to submit
their own variant bids where value for money to the Council could be
demonstrated.
The Council at this stage was able to focus on the best solutions
submitted and challenge the bidders on design, quality and cost as part
of the negotiation process.
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Separate Council officer evaluation teams were set up to consider the
financial, legal, technical, facility management, ICT and educational
issues involved in the bids. This in-depth and focussed approach to
project evaluation allowed careful scrutiny of the details of each bid and
ensured a comprehensive comparison was achieved which clearly
highlighted the strengths and weaknesses of each of the bids.
This evaluation process produced 2 bidders to take part in the Best and
Final Offer stage which used the same evaluation procedures detailed
above at the ITN stage. The bids from both consortia had been refined
from the ITN stage as a result of the in-depth clarification and
negotiation which had been undertaken by both sides. This was clearly
evident in the quality, innovation and value for money aspects of the
bids.
The PPP approach clearly met the Council objectives and offered best
value for money in the total cost of the project, the affordability to the
Council and the much shorter time scale of the project investment all to
the benefit of education provision. The Council also benefited from the
innovative approach to design and operation of the schools that the
service provider brought to the process.

Question 3: How relevant are the assumptions used in assessing
projects (e.g. discount rate, repayment period, risk transfer).
Response: As stated in the response to Question 2, various criteria
were used in evaluating the project, and Treasury Taskforce guidance
was also taken into account in the approach taken to the evaluation
process.
The total Net Present Value of the project was one of the criteria and
this calculation is dependent on the discount rate, repayment period
and risk transfer. The assessment of risk transfer was particularly
important in the evaluation of the project, and detailed and careful
consideration was given to the composition and calculation of this
factor.

Question 4: What are the costs of the capital programme?
possible to separate out capital charges from efficiency savings?

Is it

Response: In the Glasgow Secondary Schools Project the capital
investment over the 3 year construction period is just over £200 million,
with approximately the same amount of investment in life-cycle
maintenance planned over the 30 year contract period.
The unitary payment does not separately identify capital charges or
efficiency savings. However, the PSC model does quantify these
factors for comparison purposes.
4
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Question 5: What implication does the introduction of Resource
Accounting and Budgeting have for tracking this form of public sector
investment, particularly what are the implications in this connection of a
transfer from capital charges to revenue funding?
Response: There are no firm proposals detailed as yet for the
introduction of Resource Accounting and Budgeting in Scottish Local
Authorities. Although the mainstream financial accounts of Local
Authorities are prepared on an accruals basis, matching income and
expenditure over the relevant accounting period, a separate
memorandum account is maintained to record all capital
expenditure/receipts on a cash basis.

Question 6: What are the long-term implications of PFI/PPP projects
on revenue funding in the Scottish budget?
Response: In the case of the Glasgow Secondary Schools Project the
long term implications for the Scottish budget are a commitment to
grant fund the Council’s contractual obligations through payment of
Level Playing Field Support (LPFS).
LPFS is intended to provide grant funding to Councils as if the capital
investment had been financed by the traditional procurement method.
In other words, revenue grant support is broadly the same, no matter
the method of procurement.
In the same way that the Council has been reassured that the project
represents best value for money for Glasgow Council Taxpayers, the
national taxpayer will wish to be reassured that the grant support itself
represents best value for money.

Question 7: To what extent is open consultation possible, given
“commercial confidentiality” requirements.
Response: In the Glasgow Secondary Schools Project great care was
taken to try to ensure that the correct balance was achieved between
the Council undertaking genuine consultation while keeping
commercial confidentiality with the bidders.
The major stakeholders, including head teachers and school boards
chairpersons, were kept fully informed at each stage of the PPP
process but were made fully aware of their responsibilities with regard
to confidentiality. Indeed, major stakeholders had input into the
evaluation of the bids.
Ultimately, all information was released as soon as possible to all
interested parties when confidentiality was no longer an issue.
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Question 8: What has been the experience of this form of investment
on public sector employees? Is the perceived effectiveness of PFI/PPP
projects obtained at the expense of individuals who are providing the
service?
Response: In the Glasgow Secondary Schools Project Council
employees involved in janitorial and cleaning services were transferred
over to the new employer when the successful service provider moved
into the schools.
There was full consultation with the employees involved, and their trade
unions, by both the Council and the service provider. Full TUPE rights
and protected pension conditions applied to the transfer.
The indications in these early days of the new service are that
employees are satisfied with the new career structure, together with the
training and development opportunities being offered. To put this in
context, to date, only 1 employee out of 600 employees transferred has
since left the employment of the Private Sector Consortium.

4.

CONCLUSIONS

4.1

In conclusion, officers’ experience of the Glasgow Secondary Schools
Project has been a positive one. Best Value was secured through the
transfer of financial resources from 38 schools, may of which were in a
poor state of repair, to 29 Schools of high quality. The PPP approach
enabled high quality service provision to be guaranteed over a 30 year
period.

4.2

This is not to suggest that all PFI/PPP Projects must by definition
represent best value. PFI/PPPs are only one method of procurement
and, as with all methods of procurement, best value will require to be
judged on an individual case-by-case basis.

GB/BD
30 May 2001
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THE SCOTTISH PARLIAMENT
FINANCE COMMITTEE: PPP INQUIRY

Introduction
Thank you for your letter of 4th May 2001 inviting us to present our views on PPPs in
Scotland as part of the Scottish Parliament’s inquiry into PPP projects. You have
asked us to comment on questions, particularly those numbered 1, 2, 3, 4, 7 and 8.
Question 1: What are the advantages and disadvantages to the public sector
and funding capital expenditure in this way? What is the basis for the
argument that private capital is required to obtain efficiency savings in service
delivery?
This is a two part question recognising the distinction between the provision of
private capital and private sector provision of services. We will answer each question
separately and then comment upon the linking between the questions.
Part 1
There are probably three main advantages to the use of private capital for the
procurement of public sector assets. First, it promotes that the procurement of an
asset is based on its whole life cost and not simply on its initial construction cost.
Whilst we do not advise directly on this issue as part of our business, we are aware
of projects where we believe the initial construction costs have been increased in
order to minimise lifecycle costs – and that this has resulted in a lower whole life cost
than might have been the case if the project had been procured on the basis of the
lowest construction cost.
Second, the use of private capital transfers the risk of performance of the asset to the
private sector. This is because the private sector only realises its investment if it is
able to ensure that the asset performs according to its contractual obligations.
Third, there is a fuller examination of all the risks affecting a project at the outset (by
both the government and lenders) meaning that cost estimates are more robust.
This is driven by the necessity for fixed price construction and service contracts. As
a consequence, investment decisions are based upon better information.
We have not included price certainty as an advantage because this could be
achieved by other contractual means. For example, a design and build contract
(where the procurement decision is based upon initial construction cost) and the
design build operate contract (where the decision is based on the whole life cost).
However, we would argue that a DBO contract gives less fixed price whole life
costing certainty than a project utilising private capital because it is not necessary to
ensure performance of the asset in order to realise the investment in the project.
Thus, it is more likely in a DBO project that an under-performing asset would result in
a loss to the public sector rather than the private sector.
The disadvantages of using private capital are threefold. First, most of these projects
are financed by way of project finance and an essential aspect of project finance is a
fixed price turnkey construction contract. In order to be able to ensure delivery of a
project on cost and on time a contractor is unlikely to use a new or untested design
philosophy. Equally, they are unlikely to utilise audacious designs, where the design
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development cost may be inherently less certain. This does not mean that private
capital does not promote good designs simply that the designs are likely to utilise
tried and tested techniques. There is nearly always a strong design competition
element to the procurement of any PPP project.
Second, project finance is a complex financing technique relying on the cashflows
generated by a project. There are many factors affecting project cashflows and all
of these needed to be catered for in the project documentation.
An inevitable
consequence of this is that the procurement process will take some time.
Third, it should not be forgotten that the use of private capital requires the award of a
long term service contract, often 25 or 30 years. This locks the public sector to a
single service provider for a period in excess of 25 years. The jury is still out – and
will be out for some time – on how this will impact on the quality of service delivery.
Part 2
The principal argument that private capital is required to obtain efficiency savings in
service delivery is that investors in a project do not realise their investment if the
asset does not perform. This provides a strong incentive to ensure the expected
asset performance. A similar contract could be constructed which did not rely upon
private capital but which contained the same type of payment mechanism. However,
given that investor’s investment in the project would be realised on completion of the
construction, there is only the service provider’s profit margin at stake. It is more
likely therefore that the public sector will suffer loss using the DBO contract model
when an asset performs below expectation than it would using the DBFO contract
model.
The Committee is right to recognise the distinction between the
advantages/disadvantages of private sector service provision and the
advantages/disadvantages of private capital. Often in public debate people include
among the advantages of private capital, advantages which are, in fact, generated by
private sector service provision. It is correct to compare the potential impacts of D&B
(design & build) procurement, DBO (design build operate) procurement and DBFO
(design build finance operate) procurement.
Question 2: What are the best value determinants of PPP?
Our first question addressed the advantages of utilising private capital. Our answer
to this question addresses the advantages inherent in private sector service
provision. These, potentially, are: technical expertise (including training),
management expertise, flexible resource management, different employment
contracting strategies from the public sector and, finally, the fixed cost discipline.
Only the last of these is dependent upon the contractual framework and this benefit
may be more illusory than real.
The balance of advantage/disadvantage in relation to the first three items depends
upon the activity in question. For example, if maintenance and facilities management
are being considered there is a considerable body of private sector expertise and a
well developed market. In these cases, the private sector is able to offer increased
technical expertise, management expertise and resource management.
The fourth benefit, namely differing employment contracting strategies, would appear
to offer some advantages. (We will deal with the impact on employees in our answer
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to Question 8). Most private sector providers are keen to switch employees onto
their style of employment contract, presumably because they are of the view that
they can better manage services when their staff are employed on their style of
contract.
Of course, TUPE means that employees will transfer across on their
existing terms and conditions and any switch to new contracts will be only with each
employee’s consent. However, it certainly appears the case that private sector
providers believe there to be an inherent disadvantage in the form of contract used
by the public sector.
Question 3: How relevant are the assumptions used in assessing projects (e.g
discount rate, repayment period, risk transfer)?
We assume (given the examples used in the question) that the question is referring
to assessing value for money on projects. All the identified assumptions are key to
assessing value for money. The net cost of an asset needs to be assessed over a
given period of time. There are always risks associated with any asset, the
materialisation of which will affect overall costs. If you elect to assess the project
cost by means of a net present value (as opposed to the total overall project spend
during the assessment period) then a discount rate must be used. The answer to the
question of whether projects should be assessed by overall project cost or net
present value (or, more correctly, the net present cost) is less clear but we shall
leave this one to the accountants. It is clearly important to use net present value if
you are assessing the returns on a range of possible investments where the
investments may be realised over different periods of time. However, as a means of
comparing the costs of various solutions to the same project over the same
assessment period (and where there is not likely to be variance between inflation
affecting the project and inflation generally), the requirement to use the net present
value seems less clear.
The assumptions used are often critical to assessing value for money, and the use of
different assumptions may lead to different conclusions when comparisons (both
private to private and private to public) are made. It is essential that assumptions
are made but equally it is essential that the assumptions are neutral and reflect the
best available evidence.
Question 4: What are the costs of the capital programme? Is it possible to
separate out capital charges from efficiency savings?
Given the amount of information required to be provided by bidders it is possible to
analyse the project company’s costs in terms of debt repayments, current service
provision and any capital investments required during the life of the project.
Further, it is possible to work out the capital expended in creating the asset in the first
place.
It is possible therefore to ascertain the level of capital investment in public sector
assets generated by PPP contracts. It would also be theoretically possible to work
out the cost of procuring this investment by taking the net present value of debt
repayments and projected equity dividends. However, we would caution that in
relation to individual projects much of the information required to do this would be
confidential.
We do not think however that it follows that you can assess value for money on
infrastructure and services separately. You may be able in some circumstances to
separate out a service which is not integral to the infrastructure or linked in terms of
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service delivery to the other services but this is likely to be the exception rather than
the rule.
Question 7: To what extent is open consultation possible, given “commercial
confidentiality” requirements?
Commercial confidentiality is a significant constraint on open consultation because
much of what the public and politicians would like to discuss would be pricing and
inventive service proposals, both of which the successful bidder’s competitors would
very much like to know.
Question 8: What has been the experience of this form of investment on public
sector employees? Is the perceived effectiveness of PFI/PPP projects obtained
at the expense of individuals who are providing the service?
This is a difficult question to answer given that empirical evidence differs substantially
from project to project. Our response should be caveated on the basis that we are
not directly involved in this area of projects and the views expressed here are based
on anecdotal evidence. However, there does appear to be one principal at work.
A large number of employees working in the public sector have the benefit of
membership of UNISON. This gives them a collective bargaining power that is lost if
their activity is transferred to the private sector. At the same time, an employee
working in the public sector tends to work at a particular site. If that person transfers
their employment to an organisation which provides similar services across a range
of sites they have the opportunity to progress their careers further than they would
have in the public sector.
In national facilities management organisations,
employees have the potential to advance further up the career ladder by taking
responsibility for a broader range of activities at a broader range of sites.
Thus, the experience of employees transferring to the private sector appears to be
related to their prospects of being able to progress within the new career structure of
the private sector organisation. If these are good (usually because of the skill set of
the individual) there appears to be increased benefits to the employee concerned. If
the prospects of progression are low, the loss of the collective bargaining power of
UNISON would potentially act to the detriment of the employees affected.

MacRoberts
31 May 2001
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11 December 2001

In our recent written evidence to the Committee, the Corporate Body indicated that
we were anticipating receipt of a report from the Holyrood Progress Group which
would assess the issues facing the project in its final key stages. We have now had
an opportunity to consider that information and, as anticipated, we are able to report
further to you. The information in this letter will of course be updated and presented
again to the Committee in the context of our next regular quarterly report early in
2002.
As we said in the November report, there have been a number of delays to individual
construction packages, largely due to the fact that some design issues have taken
longer to resolve than had been anticipated. The work involved in dealing with the
insolvency of Flour City UK has also had a knock-on impact on programme. The
Bovis programming team, in discussion with the architects and engineers, have
responded to these issues by undertaking a comprehensive examination of the
strategic programme. The outcome of this was reported to us by the HPG on 27th
November.
It is clear that there now has to be some re-sequencing of works to take account of
the impact of delays. In practical terms, this has a number of likely consequences:
some contractors will have to be on site either at different times or else for longer
than originally envisaged; some off-site storage of materials may be required;
additional cranes may be required on certain parts of the site at the same time;
scaffolding may have to be erected and dismantled to a revised programme etc. It is
also possible that measures such as extended shift working might have to be
adopted in late 2002/early 2003 in order to meet the May 2003 occupation date, but
decisions about additional means of acceleration such as these do not require to be
taken at this point.
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The impact on individual contractors will vary from package to package and it is not
feasible at this stage to put a definitive cost against all possible scenarios. However
you should be aware that the figure in the risk register against the risk of potential
costs associated with design programme overruns has now been revised upwards
from £2.5m to £21.03m, (taking the total design and construction risk figure in the
register to £40.58m1). This is an increase of £18.5m, of which £5m relates to those
specific acceleration measures which may arise later.
I appreciate that the focus of your Committee’s report at this stage in the budget
process will be on the financial year 2002/3. It is in fact likely that the majority of
these costs, were they to be incurred, would fall in financial year 2003/4. However,
we thought that it was important that Members should be aware at this stage of the
potential order of future costs.
As the Committee is aware, all these so-called ‘risk’ figures are the product of
calculations based on a number of sensitive assumptions and represent potential
rather than certain costs. The SPCB will require at a later date – probably around
September of next year – to decide whether it would be appropriate to undertake the
type of acceleration measures mentioned earlier and to incur the costs associated
with these. We shall keep the Finance Committee and Parliament informed on this
issue.
Clearly we are deeply concerned at the fact that delays to the programme have the
potential to have cost implications of this magnitude. The Holyrood Progress Group
have been energetic in working to address the areas where they perceive
weaknesses contributing to delays; in particular, the design team have clarified and
strengthened their internal lines of responsibility for decision making in the
completion stage of the project to guard against further delays to the release of
detailed design information. In the past week, the Project Team have reported that
interim contracts have now been agreed with the key specialist contractors on the
foyer and specialist glazing packages. This is a significant step forward in getting
more cost and programme certainty about these two critical packages.
It is clearly essential that no more slippage against programme occurs if the target
date is to be protected and the costs associated with any delays are not to increase.
We have been assured that the detailed and regular programme monitoring we
would expect is indeed in place and that this is enabling any problems to be
identified and addressed at an early stage.
The SPCB has ensured that, as would be the case with any project of this size and
type, a detailed analysis of delays and associated costs is being undertaken by the
Project Team to ensure that the client’s interests are properly protected in the final
reckoning.

1

This figure also takes into account a number of other small adjustments made in the most recent risk
review.
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We will of course report in more detail on both the full risk register and inflation
projections in the usual format in the New Year. Given that the information in this
letter is likely to be of general interest, we would welcome it if you were to copy it to
all MSPs.

David Steel

