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1 INTRODUCTION OF PFI

The signing of the world trade organization's Government Procurement Agreement (GPA) brings the equal opportunity principle to the British construction industry, which means that all countries, regardless of nationality, have the equal right to participate in the bidding for engineering projects, and the bidding process for engineering projects must be transparent. (Bing, 2005) This is not only a challenge but also an opportunity for the British construction industry, prompting the British government to carry out a large-scale reform on the procurement mechanism of public works projects. Since the 1990s, the British government started the reform measures named Best Value to improve the inefficient situation of the construction industry and meet the efficiency requirements of the British public utility construction projects. (Bing Li, 2005) The reform measures focused on large public infrastructure construction projects such as schools, hospitals, roads and prisons, and boldly adopted special financing methods for government projects, among which the main mode is called Private Finance Initiative (PFI). PFI is used for public works procurement in almost all large public utility sectors in the UK. (Badi, 2017)

The British government put forward the PFI model in the 1990s, aiming to avoid the risk of engineering projects and improve management performance. (Edgar, 2013) This model has been imitated by many countries and become a new management model of infrastructure and social service projects. In the PFI model, the SPC/SPV, which consists of the private sector, has a concession to the development of public works projects, allowing the private sector to finance the required cost of the project and repay the cost in installments by the public sector within a specified period.SPC undertakes the production of some government public goods or the provision of public services, and integrates the design, construction, financing and operation of projects. (Willems, 2016) The government evaluates PFI projects based on Efficiency, Equity and Accountability. Because of its innovative structure and process design, public service allocation, and optimal risk sharing mechanism between public and private sectors, PFI model has become a government-recognized Value For Money (VFM) procurement model.
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A public sector under the government signs a contract with a private consortium called the SPV. (Owolabi, 2019) The SPV is formed specifically for the PFI project and consists of several private sector investors, usually a construction company, a company providing operational services and a bank. SPV financing will be used for the construction of public facilities as well as maintenance and asset replacement during the contract period.

Depending on the type of project, PFI contracts typically run for 25 to 30 years. (Akintola Akintoye, 2015) The SPV provides some services originally provided by the public sector for the duration of the contract and is paid according to the performance of the services provided. Public authorities prepare product standards that define the requirements to be met for facilities and services. If the requirements specified in the contract cannot be met, the payment to SPV will be reduced accordingly. If the prescribed deadline is not met, the public sector has the right to terminate the contract, properly compensate the SPV if necessary, and take back ownership of the project. But the process of terminating a contract is complicated because most private financing projects have a requirement that the contract terminates and the debt must be paid. In most cases, the public sector pays the debt and takes over the ownership of the project. Therefore, in practice, termination is the last option. (Inderst, 2017)
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Before the 2007-2010 financial crisis, large PFI projects could be financed by selling bonds or senior debt, and more by senior debt after the financial crisis. (Santandrea, 2015) Most small PFI projects have been financed directly by Banks, mainly in the form of senior debt. Senior debt is generally more expensive to finance than bonds. PFI projects generally need to raise funds again, which can be raised through bonds. Once the project is completed, the risk level of the project is reduced, and thus lower cost financing can be obtained. The construction phase is financed by bank debt, and the longer operation phase thereafter is financed by bonds. SPV company receives payment from the government based on its contract performance during the execution of the contract, in order to repay the funds provided by the bank for the PFI project and make profits.
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First adopted by the conservative government in 1992, PFI was controversial from the start. Labour critics then criticised PFI as a secret route to privatisation, while others argued that the apparent savings would be met with huge fiscal costs in the coming years. In the first few years, the number of PFI projects was small and the contract value was small. (Pitt, et al., 2016) But the Treasury saw the model as superior and urged the Blair Labour government to embrace it after the 1997 election. The PFI grew rapidly under Labour, but was criticised by some members of the trade unions, Labour, the Scottish national party and the green party. PFI supporters include the world bank, the international monetary fund and the confederation of British industry. Both conservative and Labour governments argue that the private sector provides better services than the public sector, and use this as a justification for PFI. This was supported by a 2003 audit of several projects by the national audit office.

The global financial crisis that began in 2007 dried up many sources of private capital, making PFI projects difficult. But the then Labour government still made PFI a priority for public sector procurement. Because Banks were reluctant to lend to PFI projects because of the financial crisis, the British government had to finance it itself. (Liyanage, 2016)In March 2009, the Treasury announced it would lend 2bn to private companies to build schools and other projects using PFI technology. At the time the finance minister (Labour) claimed the loans would guarantee 13 billion worth of rubbish disposal, green projects and new schools would not be delayed or cancelled, saying they would be temporary and would be paid at commercial rates. But the opposition conservatives argue that direct taxpayer funding of PFI programmes makes the model hard to understand, arguing that it has been abused by Labour and should be reformed.

A 2011 report by the national audit committee found that some PFI projects had led to an increase in the financial cost of public input compared with the government's own borrowing, and that the projects were heavily overpriced. In addition, it has been pointed out that the standards for many public infrastructure projects have been distorted to increase the profits of PFI contractors. Some projects are poorly built and have serious deficiencies in standards, design, construction, operations and management. (Badi, 2015)
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Unlike the government, which relies on debt to finance infrastructure projects, PFI projects are led by private investors, taking on construction and operational risks and receiving a risk premium. (Maier, 2015) Previously, the government mainly relied on external debt financing to solve the problem of insufficient funds during the construction of infrastructure projects, while the construction and later operation were still operated by the government. In PFI projects, the role of the government has changed to some extent, which is equivalent to the change from project provider to purchaser. Since the government does not bear the construction risk and operation risk, it will also bear higher financing cost correspondingly. Taking the current British market situation as an example, the cost of issuing long-term government (or local government) debt is about 2% ~ 4%, and for the PFI project that has been put into operation, the yield is at least 6%. (Kipl, 2015)
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Because PFI loans are guaranteed by long-term cash returns promised by the government, creditor investors are more willing to lend, and the project leverage ratio is generally very high, usually 80% ~ 90%. (Talib, 2020) Although Banks generally tightened lending after the financial crisis, debt investors such as infrastructure investment funds and large pension funds provided a source of financing for PFI projects. The interest rate of loan is generally determined by floating base rate plus fixed spread, and private investors usually lock in interest rate risk through interest rate swap agreement.
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As the risks taken in the bidding stage, construction stage and operation stage are different, the yield of the project will gradually decrease. In the bidding stage, the internal rate of return is generally 10% ~ 12%; the internal rate of return (irr) in the stable operation stage of a project will generally drop by 4-5 percentage points. (Egbu, 2016)Among the existing PFI projects, only a few of them have a franchise agreement period of less than 20 years or more than 40 years, and most of them are 25 to 35 years. After the end of the operating period, the project will be delivered to the government department free of charge, but some fixed assets such as operating equipment can be sold to the government or the successor after deducting the corresponding depreciation.
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Unitary Charge for the UK PFI is made available through the contract signing governments or the public sector, incorporated into the central or local budget and secured by the government. PFI private investors bear all expenses incurred during infrastructure operation (including operating costs, fixed asset maintenance costs, financing costs, etc.), and the rest is equity investors' income. PFI projects for national defense and large transportation facilities are generally directly guaranteed by the central government. In addition, according to the law, the central government must ensure that the local government can provide education, medical and other services. Therefore, once the above services cannot be provided due to the local government's inability to pay, the central government must provide financial support, which is equivalent to the indirect guarantee provided by the central government. During the operation of the project, private investors receive stable and inflation-adjusted cash returns from the government, with an average annual return of 6% to 7%. (O’Dowd, 2016) Since loan principal is usually repaid one to two years before the end of the project, equity investors can even earn 50 per cent during this period.
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Some PFI contracts require the private sector to retain the former employees of the public sector, and their employment contracts are transferred to the private sector through the TUPE job transfer process, which applies to all employees whose ownership of the company has changed. This change in employment often means a reduction in the treatment of employees. Take the hospital project as an example. In the past, when the budget was reduced, the priority of the hospital was to maintain the service level of the hospital by reducing the house maintenance cost and keeping the doctors and nurses. Under the PFI structure, hospitals are forced to pay for housing facilities on a contractual basis.
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Debt incurred by PFI has a significant impact on the financial position of public institutions. As of October 2007, PFI contracts across the UK were worth a total of 68bn, resulting in central and local governments paying 267bn over the life of these contracts. (Roger ter Haar, 2016) Annual payments to PFI private firms have led to a long-term squeeze on public budgets. In the case of community hospitals, if government spending levels continue to fall, financial difficulties could cause some to go bankrupt.Under the contract, some hospitals had to close some wards and fire staff, but were not allowed to default on PFI payments.
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PFI advocates claim that risk is successfully transferred from the public sector to the private sector, and that the private sector is better at managing risk. However, some studies have pointed out that the calculation of risk of PFI projects is highly subjective and tends to favor the private sector.
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A 2003 study by the national audit committee supported the PFI program, saying it represented better value for money, but critics said it allowed private companies to reap excessive profits at the expense of taxpayers. Jean Shaoul, a professor at Manchester business school, who has studied 12 big PFI hospital projects, reckons private firms yield as much as 58%.Some PFI projects make excessive profits by refinancing money that taxpayers are not entitled to share. Many PFI projects are spending much more than expected. A 2011 report by the UK's national audit committee supports a similar view. (Sweet, 2017)
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Some PFI developments lack scientific planning. According to a BBC4 survey of PFI projects, a secondary school in Northern Ireland was built in 2002 at a cost of 17m and closed in 2007 because it had too few pupils. (Demirag, 2015) PFI contracts run for 20 years and taxpayers pay millions of pounds for facilities that are no longer in use.
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There are many PFI projects in Britain, such as roads, military houses, toll Bridges, parking lots for public hospitals, museums, railways and so on. The following author only gives two examples to illustrate.
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North wales road (A55) is built using PFI. Based on the DBFO policy, wales entrusted the design, construction, financing and operation of the project to private enterprises. The private enterprise carries on the road construction, and carries on the long-term management to the road after the completion. For the duration of the contract (30 years), the government is charged a fee based on the number of vehicles expected to pass, thereby recovering the money invested. When the contract expires, the road will be transferred to the local government. The A55 road is an early PFI project in wales, with many examples across the UK.
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The original car park of University Hospital Wales is very narrow, and the staff, patients and visitors are all deeply disturbed. To change that, the national insurance trust decided to build multi-storey car parks for 1, 100 vehicles and lines to main roads. (Tizard, 2016) At a cost of 6.5m, the national insurance trust entrusted the construction of the car park to a private enterprise, which in turn transferred the car park to the national insurance trust after 20 years of operation. In the first three years, the upper limit of parking fees is set, and after the fourth year, private enterprises can independently determine parking fees according to market conditions and inflation rate. Private companies recover construction and operating costs by charging parking fees.
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