INVESTMENT APPRAISAL
· Public sector projects invest large sums of public money

· Private sector project costs and benefits are more easily determined

· Public sector costs and benefits are not always quantifiable

· Private sector discount factor is based on the W.A.C.C.  or C.A.P.M. risk adjusted rate

· The discount factor is less obvious for public sector projects (no W.A.C.C. or C.A.P.M.)
Cost / Benefit Analysis (CBA)

· CBA developed as a means of establishing criteria for public sector investment appraisal in terms of the net social benefits

· To determine net social benefits it is necessary to place a monetary value not only on tangible benefits, but also intangibles (eg freedom from noise)
· Intangible benefits are the outputs of public investments

· Valuation difficulties arise for intangibles

· Method’s that can be used:

· Surrogate prices established in consultation with consumers

· Surrogate prices can be implied by observing existing behaviour

· Tracing the effects of a project as far as possible, and quantifying those effects 

· Do not evaluate those effects which are not quantifiable

Choice of discount rate

· A social discount rate is needed, but there is debate as to how it should be derived

Possibilities:

· Societies preference for present benefits over future benefits.  A social time preference rate (STPR)

· Social opportunity cost rate (SOCR)

· Government’s suggested ‘test discount rate’, currently 6 per cent in real terms

Risk and Uncertainty

· There is a suggestion that public sector organisation’s should behave as though they were indifferent to risk

· However, there is also a counter argument that they should not be indifferent to risk

· Government’s ‘test discount rate’ could be uprated to reflect risk

· See ‘victoria line’ study

Cost-effectiveness analysis

· Cost-effectiveness analysis involves a careful appraisal of the quantifiable costs and benefits

· Intangibles / non-quantifiable factors are not evaluated

Private Finance Initiative (PFI)

· Until recently (since 1992 [PFI introduced] ) all new public assets were generally financed by “long term borrowing” from the Bank of England

· The “borrowing” comprised the major part of the “national debt”

· The trend was for the “national debt” to increase, and more so since old assets had to be replaced

· New pressures on public services – especially Health and Education

· Generally speaking up until 1992 all public assets were owned by public authorities / government

· Private sector ethos can be applied to public sector:


· Variety of forms of financing new assets:

· Common one was outright purchase and so ownership

· Hire purchase; asset not owned until the end of HP term after all payments made option to buy

· Lease:

Finance lease – owned – capitalised in the balance sheet

Operating lease – not owned – not capitalised.  FRS 5 has over ridden this situation

· Deferred purchase; a form of sale and leaseback

· Joint ventures (public/private) for commercial projects

· PFI is a form of leasing and purports to allow public organisations to enjoy similar benefits as the private sector ie spread the cost and “risk” involved in the new project/assets over a long time

Advantages

· New assets can be brought into public service quicker

· Transfer of risk away from taxpayers

· Possibly cheaper – using private sector techniques

· Innovative solutions

Disadvantages

· May cost a lot more in the long run

· Resale of PFI contracts – (selling PFI contracts for a profit)

· Possible safety issues

· Contractor could go bust

· Risk transfer often unrealistic

· A form of creative accounting
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