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1.0 [bookmark: _Toc417669229]Introduction 

[bookmark: _Toc417669230]Executive summary 

In this report the following topics will be discussed and evaluated, the Private Finance Incentive (PFI) mechanism, what knock on effects does PFI’S on have on public assets and how they are now financed? This report will critically evaluate the possible advantages and disadvantages of PFI’S schemes and their impacts for government national debt, society and the United Kingdom economy’s (GDP). Next will be to examine previous examples of PFI’S objective and whether or not they were considered successful. Finally the last topic that will be discussed and evaluated is the role of external audit agencies on PFI schemes. 

[bookmark: _Toc417669231]P.F.I definition

PFI’s have been considered by some as a helping hand for government in terms of funding and finding sub-contractors for critical public sector projects such as building new hospitals, roads and bridges. These project would be finished in much quicker time than if left to the public sector to fund and build themselves. The private finance initiative (PFI) has been introduced by Norman Lamont in 1992 PFI has been designed to increase the utilisation of private finance in the procurement of capital projects and services for the government. Prior to 1992, utilisation of private finance was restricted greatly by the “Ryrie rules”, the guidelines set down regarding the use by government of private sector finance. Since 1992, PFI has evolved and developed into a procurement system (Hayes, Sourani and Sertyesilisik, 2016). Since 1992 the government in the UK have been using these PFI’S contracts to help build various public sector services such as roads and hospitals with the help of the private sector. Most of these contracts have been successful and helped out the government to build much need infrastructure and some PFI contracts have been complete disasters these examples will be look at later In this report.  

2.0 [bookmark: _Toc417669232]Main results  

[bookmark: _Toc417669233]What is the P.F.I mechanism?

The information below shows the P.F.I mechanism is a critical tool for governments in terms of transferring risks from the public sector and moving into the private sector to avoid large amounts of government spending showing up on their public sector balance sheet. These P.F.I’s also come with contracts, which are usually up to between 25-30 on each P.F.I contract which acts as a good incentive for the private contactor to keep on schedule with their construction contracts as the public sector will not give them any of their agreed payments until the building, road or service as been fully completed.

The PFI mechanism requires the contractor to design, build, finance and operate a project for an extended period of time – frequently in the order of 25–35 years. This provides the contractor with a major incentive to consider whole life cycle costs and to innovate with sustainable solutions (Akbiyikli, Eaton and Umit Dikmen, 2012). The PFI mechanism as been in place for over 27 years and the process allows the government to off load issues in infrastructure and public spending by using the procurement method and allow the private sector to bid for them and help the government by transferring the risk over to them and allow them to find funding for the contracts far more quickly than if the government had to fund it themselves. 


[bookmark: _Toc417669234]The knock on effects of private financial initiatives

When PFIS’s are implemented and contracts are agreed between the public sector and the private sector. There are usually some kinds of knock on effects such as long expensive contracts that are very extremely different to get out of. Even though these contracts are meant to help transfer risk from the public sector to the private sector and help the government avoid debt it does not always end up like that.

The purpose of P.F.I’s is to transfer risk from the public sector to the private sector as mentioned earlier in this essay. However after the P.F.I had been completed certain contracts like for example, NHS hospitals, have not always had positive positives effects. From this extract it explains the negative impacts, Political choices were exercised in the selection of the technique, the discount rate, and the appraisal process. The risk of transfer appeared to be little more than a device that both close the gap between the public and private options and ensure to preference was given to the PFI options. The business cases, far from demonstrating risk transfer, simply asserted what they were supposed to prove (Shaoul, 2005). From this extract we can see that even though the transfer of risk is considered a positive for using PFI contracts others can a see it as just a political tacit used by various governments just to keep public spending to a minimum and avoid showing mass amounts of spending on new infrastructure on their public spending balance sheets. This manipulation of PFI’S allows the current political parties in power to portray to the general public that if there reducing spending and saving the public money when in actual fact they are just spreading the cost of paying off these contracts over the 25-30 years of each PFI contract taken out. 

The next example shows the ring fencing issues, when it comes to the government taking out a PFI contract there are a number of financial consequences such as penalties and supposed value of security from these PFI contracts. 
If the public sector wishes to terminate, contract penalties are incurred, although the private sector providers and financiers are able to sell-on their financial interests in PFI projects to other corporations. The implicit value from the security of the PFI contract to the private sector is not incorporated in the appraisal of risks, just as the constraint imposed upon the respective department of government through the ringfencing of PFI payments is not explicitly acknowledged in weighing up potential risks and costs (Froud, 2003).  The private financial incentive was created in order to help the government give out PFI contracts to the private sector firstly to transfer the risk from public to private sector. However the effects of these PFI’s contract in some cases has had quite the opposite both the political parties and companies in the private sector have been seen to take advantage of this scheme and while both have benefited from PFI contracts and the actual people who use and need them like the general public get a raw deal.   
[bookmark: _Toc417669235]Advantages of P.F.I’S

Private financial initiatives have their advantages when it comes to PFI contracts such as transferring of risks and not paying operating and maintenance cost throughout the PFI contract. Here are some of the advantages of P.F.I’S. 

PFI’s can be used to help innovate the infrastructure industry and by handing over the PFI contracts to the private sector they will have access to the specialists and best building firms in the UK and should finish these projects to a very high standard. PFI is an innovative procurement route that can be used for the development of major highway works. PFI will be considered in the context of each major party of a typical DesignBuild-Finance-Operate (DBFO) scheme and set against the key criteria of appropriate quality. Quality schemes are key drivers in improving performance in the public sector (Highways Agency 2004) (Akbiyikli, Eaton and Umit Dikmen, 2012). With all the expertise that the private sector has this gives them the opportunity to use these PFI contracts has a project for new innovation strategies, which could lead to better quality of standard of services such as hospitals and roads and with new improvements in infrastructure building it could see reduced cost to build these projects in the near future. 


Another positive is that with these long-term PFI contracts the private sector has to pay all the maintenance and up keep for the whole 25-30 year contract period.  A long-term Private Finance Initiative contract encourages the contractor and the public sector body to consider costs over the whole life of the contract, rather than costs just considering the construction and operational periods separately. This can lead to efficiencies through synergies between design and construction and its later operation and maintenance. The contractor takes the risk of getting the design and construction wrong (Hodge and Greve, 2005). With this advantage it allows the government to offset the maintenance and repairs for any of their of PFI contracts to the private sector leaving the public sector without worry for finding additional funds to maintain these new public services. 
[bookmark: _Toc417669236]Disadvantages of P.F.I’S

There are some disadvantages of P.F.I’S this first extract explains that not VFM (Value For Money)is not always achieved through these PFI contracts and some times the government should take them on even if its longer to fund and build these projects themselves it could possibly achieve a greater VFM than going through the private sector. The way the government can test a bid for VFM at an early stage. During the tender process the public sector team must test the tenders put forward for VFM. This is performed by comparing the project against a public service comparator (PSC) which is effectively a way of demonstrating whether PFI is a better option than other government approved procurement routes. The usefulness and the application of this public sector comparator has been criticized. Often PFI tenders are more expensive than the PSC until the prices for each option are risk adjusted (Hayes, Sourani and Sertyesilisik, 2016). With PFI contracts often being a much faster process in terms of funded and building these new public sector services. However there are issues with this process the main issue being that the risk adjusted prices are usually much higher for contracts that the private industry take out and even if the proposed risk was lower for this chosen project the VFM could still remain poor after the building process has finished and then the government would still have to pay these private companies the fees for the duration of these long contracts.  

The next extract explains how even with the considerable powers of the government private companies are still taking advantage of these PFI contract schemes. It is recognised that traditional public spending and procurement are also affected by the change of circumstances of domestic and global economic conditions. Government’s magnitude and its ability to tax give it, however, a protection that is denied to even the largest private sector company. There is also the important point that, even in periods of recession, fundamental continuity of service is guaranteed if the provider is central and/or local government. (Asenova and Hood, 2006). Private companies can expect to receive large amounts of profit in return over taking on these PFI contracts and even with the magnitude of the government power and legislation they are unable to give these companies larger tax rates of the profits they make which would beneficial as the money generated would be filtered back into the UK economy which would have been beneficial for both sides of this PFI contracts. This shows how unbalanced these PFI contracts can be as usually the private company usually benefits more than the government who receives the new public service.  
[bookmark: _Toc417669237]Examples of good and bad PFI scheme’s

Both positive and negative P.F.I’s have been highlighted in the news and in this report two projects will be looked at, one having positives results from using a P.F.I contract and the other having negative results. 

The first example we will be looking at is the Newport southern distributor road, which is a positive example of a PFI scheme a design, build, finance and operate contract. NSDR is the biggest local authority PFI scheme in Wales. The project won the Green Apple Award for sustainable construction and was crowned as National Champion for Environmental Best Practice in the Building and Construction sector. During pre-commencement, the Project Partners jointly searched the maximum possible utilization of the project-excavated material (Akbiyikli, Eaton and Umit Dikmen, 2012). This shows what happens if a PFI contract is designed, financed and operated effectively with this state of the art road in Newport. This should set as an example to all the other private companies who have taken out a PFI contract with the government and promote more competition and innovation in the private sector. 

The next example is a negative P.F.I scheme which caused In July 2007, Metronet BCV and Metronet SSL both went into administration when they became unable to meet their spending obligations. Their failure resulted in London Underground Limited (London Underground) having to buy 95 per cent of Metronet’s outstanding debt obligations from its private sector lenders in February 2008 rather than repaying this debt over the 30 years of the contract. The Department for Transport (DfT) made £1.7 billion of grants available to help London Underground do so (National Audit Office, 2009). From the extract above shows the massive negative impacts of PFI contract that ended up failing especially in this case where the government didn’t not only not receive a new public sector service which they were promised and they had to pay billions in tax payers money to get this project back on track and finish this project at much later date. 

[bookmark: _Toc417669238]The effect of Brexit on PFI schemes 

Since the vote to leave the EU in 2016 many industries have been hit with uncertainty including the private sector. With all this uncertainty PFI’s contracts have pulled back and put on hold and the government is waiting to find out what the economy will be like once the UK has left the EU. As of April 2019 the UK has not left the EU and massive uncertainty still remains, so here are some of the possible effects that Brexit could have on PFI’S. The UK receives large amounts of investment capital from the EU once the UK leaves the EU it will cause a shortage in investment capital in the UK economy and it will result in cutbacks from the government. Direct government spending programmes and public−private partnerships will also change as well as a result of Brexit, the UK receives over £4 billion per year in infrastructure investment from the EU (Pagnamenta, 2016). The European Investment Bank has lent more than £42 billion to the UK over the past 10 years (Cumming and Zahra, 2016). With the UK leaving the EU is there undoubtedly going to be an effect of some kind when it comes to PFI’S and the whether or not private companies will get be able to fund these project in the future. However as of the beginning of 2019 it is still uncertain what will happen because of Brexit and there will still be uncertainty when it comes to PFI contracts. 
[bookmark: _Toc417669239]Alternatives for PFI’s  
Due to the recent poor performance and publicity of PFI’S, governments around the world including the UK have begun to look for alternatives for PFI’s. This example is from academic journal and Baldwin explains how tax incremented financing (TIF) can help avoid adding further debt on to the government expenditure.
A possible alternative for PFI’s is tax incremented financing (TIF). The projects are usually undertaken by the public sector or by joint ventures with private sector providers. Subsequently they generate private sector investment through the increased real-estate development opportunities in the area, thus triggering a process of urban renewal in which businesses, homeowners and visitors attract further inflows of capital, which in turn attract further development interest, and so on. The consequential gains in real estate values and economic activity are ‘captured’ through the tax system, which is then ring-fenced in order to allow the local authorities to repay the original debt and outstanding interest (Baldwin, 2016). Tax incremented financing  (TIF) could be a good alternative for PFI contracts, TIF’S also use the private sector to generate income/fund for their forward budget projects but unlike the huge profits been made in PFI’S the TIF’s generated income goes through the tax system and helps local governments repay both the outstanding balances and interest. This alternative is a solid replacements for PFI contracts and this method is more sustainable in terms of the amount of debt that the government will  now be able to pay back this project with taxes and it help with any interest and outstanding balances thanks to (TIF) . 
[bookmark: _Toc417669240]Role of external audit agencies

The role of external audit agencies is critical to make sure that the private company that run these PFI’S are doing it in accordance with the rules and regulations for accounting practices set by the government. Below are some of activities an external auditor will have to check and make sure they are meeting government requirements.  

Government auditing is critical for any public sector service but especially when I comes to PFI contracts they need to make sure that the private companies are conducting due diligence when it comes to their accounts and only performing in a ethical manner as well. Government auditing not only matters to detect and deter corruption; it also contributes to improve fiscal governance. Effective independent auditing of government finances is critical to enhance the credibility of public finances and ensure the probity of public administration. Verifying the truthfulness of government financial information through their audit reports and opinions (Santiso, 2006). Government auditing is not only crucial to check for corruption and unethical business practices but also for identifying ways of improving fiscal governance with better fiscal governance, the government should see better implementation of PFI’s by private firms how take on the contract. 

PPP governance is critical when assessing expectations for PFI projects whether or not they achieve the VFM targets set by the government. PPP governance focuses on aspiring to fairness and the public interest at all stages of the project. It identifies expectations of: a fair and transparent selection process for partners; contracts with fair incentives and fair returns for risk takers; assurance that VFM is achieved and services are provided in the public interest. Moreover, OECD (2012) (Stafford and Stapleton, 2017). The role of an external auditor is to insure that not only that the private companies are conducting themselves in a ethical and proper manner but also to make sure that these PFI/PPP project are achieve their targets for VFM and making sure they are providing a good quality product/service for the customer which in this case is the UK tax payer. 

Overall like the role of external auditors is crucial and they are one of the only lines of defense when it to making sure that the PFI contractors and performing correctly and ethically. Its all important that these agencies stay vigilant and make sure that these private companies reporting all their income and accounts are in order and try and prevent them from unethical practices. If the external audit agencies do their jobs correctly and effectively it will help minimize the risk of these PFI’s from a financial standpoint.

3.0 [bookmark: _Toc417669241]Conclusion 

[bookmark: _GoBack]Overall the PFI’S mechanism introduced in 1992 and it has been an important method for financing new infrastructure for the public sector. By letting the private sector take over the funding, building and operations of the contract. All the risk in transferred over to the private sector and giving the public sector a headache free live in terms of running these PFI contracts. Thanks to these PFI contracts there has been high amounts of investment pumped into both the infrastructure industry and the British economy leading to increase and increase prosperity within the economy.

Unfortunately, there are a number of negative effects when it comes to the PFI mechanism. Even with transferring the risk and maintenance costs over to the private sector it means to the government are in a long-term contracts with these private companies and have a continuous debt for 25-30 years. Another failing is that some PFI contracts do not maintain VFM for their project and the government losses out. This is down to external auditors not being vigilant and having poor due diligence when overseeing these project and VFM is lost.
4.0 [bookmark: _Toc417669242]Recommendations 
  
1. There needs to be more private finance incentive regulations in place to stop political parties using PFI contracts as a way of promoting their party to general public through reduced government spending. This is a blatant abuse of power and it is meant to be a tool that helps build well need infrastructure in public sector, which is paid by the tax payers.


2. Stricter requirements for private companies who want to take on PFI contracts and make sure these companies have the capacity to fulfil their objectives and also provide the target VFM once the contract is over and the public sector service is given back to the government.   
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