Introduction
This report will analyse and critically appraise and discuss the P.F.I (Private Finance Initiative). Looking at definitions and examples of the PFI as well as evaluating the following topics in relation to PFI. Access to private finance for public sector assets, the retention of scarce public sector resources, Public Sector Net Debt (PSND), private sector expertise, the transfer of risk, potential operating and management contracts, provision of economically funded public projects, private finance expenses, efficiency savings obtainable through private sector, long term costs of public assets, public liabilities, private sector aim to make profits, the renewal of public sector assets without government direct financing, the overall value of the initiative, penalties and contracts. We will also look at the role of the external auditor in the Private Finance Initiative and the importance they have in the grand scheme.
What is the Private Finance Initiative?
The United Kingdom was a “leading proponent” during the 1980s for privatisation and put a great amount of emphasis on the sale of state-owned enterprises. Instead of relying on a typical capital budgeting approach, the United Kingdom attempted to use the private sector’s ability to access investment funds and high management skills to further improve the quality and reduce the costs in public services and/or goods (Kee and Forrer, 2002). Savas (2000) defines these Public Private Partnerships as “any arrangement between a government and the private sector in which partially or traditionally public activities are performed by the private sector” (p.4). In 1992, the United Kingdom developed a new type of PPP known as the Private Finance Initiative. The aim of this particular PPP was to increase the ways private sector businesses could be involved in delivering public services (Kee and Forrer, 2002). 
In 1992, Norman Lamont stated that the PFI was about “ways to increase the scope for private financing of capital projects” (Treasury Committee, 2011). Roe and Craig (2004) state that the PFI was adopted by the labour government and their successors in parliament since 1997, PFI involves subcontracting the building, design and operation of public services to private sector organisations, PFI is meant to offer better value to tax payers and PFIs differentiate from PPP’s due to the transfer of risk involved with PFI’s whereas PPP’s usually have a government guarantee. Alshawi (2009) states that the key themes of PFI are the ability to purchase services not assets, increased value for money for public sector, greater risk management between the two sectors, benefiting from private sector expertise and incorporating cycle costing into projects.
Evaluation of the Private Finance Initiative
Private Finance Initiative provides finance for investment not funding, therefore, it is a method of borrowing and annual repayments must be paid throughout the length of the contract (Hellowell et al, 2008). PFI’s can also vary drastically in terms of the finance from £10bn involving the Royal Air Force and the Defence Sector (Norton-Taylor, 2010) to Kent Police having opened a new station costing £30m (BBC, 2008). This movement was towards PFI was necessary due to the growing need to finance infrastructure projects and the demand for private sector design and innovation in the public sector. This high demand and pressures on national budgets make it imperative for public sectors globally to encourage private sector organisations to invest in projects (Alshawi, 2009).
In 2013, the Office of Budget Responsibility said “the total capital liabilities in WGA arising from Private Finance Initiative contracts were £36 billion, up from £32 billion a year earlier. Only £5 billion of these were on the public sector balance sheet in the National Accounts and therefore included in PSND [...]. If all investment undertaken through PFI had been undertaken through conventional debt finance, PSND would be around 2.1 per cent of GDP higher than currently measured” (House of Commons, 2014), regarding the impact of PSND (Public Sector Net Debt) with the use of the PFI.
Roe and Craig (2004) state that when conservatives introduced the PFI, it was set around the idea that they could deliver private sector expertise and skills to deliver public sector projects. More and more young people are receiving higher educations and completing basic education meaning that the number of young people entering work is rising due to foreign countries’ demographics, thus increasing the demand for skilled workers (Dunbar, 2013). Regarding the private sector expertise, the public sector will want their projects to be completed in an efficient skilled manner in the shortest time possible. Looking at the private sector for skills such as, but not limited to, architecture, building, engineering, design, management, technology, etc. will allow for their time and quality goals to be met.
There are specifically two types of PFI projects. Joint Venture (JV) and Design, Build, Finance and Operate (DBFO). DBFO projects involve the private sector partner carrying out the construction, maintenance, day to day management of the facilities and may also recover, through charges to the public, costs. In JV projects, the private sector company takes responsibility for some of the construction, maintenance and day to day management but recovers no cost from the public, instead receiving subsidy from public sectors (Gao and Handley-Schachler, n.d., 2001). “A PFI project is divided into a number of separate phases and at the end of each phase an appraisal can be made and assessment of the risk involved in proceeding with the project can be established”. (Akbiyikli and Eaton, 2004). Therefore, risk assessment throughout PFI is a constant, ongoing process which must be analysed at several intervals.
“The Code sets out the basis on which public sector bodies and their PPP partners (investors, lenders, construction contractors and service providers) agree on a voluntary basis to identify and deliver efficiencies and savings in operational PFI and PPP contracts” (HM Treasury, n.d.). Most PFI contracts are managed accordingly and carefully by members of the public sector and they understand the risk value involved. However, many organisations have not dedicated enough money and resources to managing PFI contracts. 12% of operational PFI contracts have no one assigned to them through contract management (NAO, 2010). It is practical for both parties to negotiate and appropriately set contracts in place in order to safeguard contracts in place and enforce them correctly.
An argument can be made that the PFI is more costly than direct investing but the issue at hand is whether not the project would be completed as efficiently without private sector involvement, thus the premium payment could be worth it. The NAO (2011) stated that there was an insufficient amount of data to come to a concrete conclusion on the worth of PFI and many accounting and financial experts are wary of the issues PFI causes and debate whether or not it is worth it at all. The committee for PFI said they had not seen “convincing evidence that savings and efficiencies during the lifetime of PFI projects offset the significantly higher cost of finance” (Parliament, 2011. Chu, 2011). Meg Hillier stated a similar opinion by saying ““After 25 years of PFI, there is still little evidence that it delivers enough benefit to offset the additional costs of borrowing money privately […] many local bodies are now shackled to inflexible PFI contracts that are exorbitantly expensive to change” (Syal, 2018). There was £1.6bn signed savings reported to HM Treasury with an additional £1.3bn in estimated savings totalling £2.9bn saved through the Private Finance Initiative (NAO, 2013). With these figures in mind, supporters of PFI argue that it has fared better than expected whereas critics claim it is more cost effective to refinance in projects where private finance has occurred. NAO analysis has made it so the majority of costs are fixed, however these swaps can cause problems and reduce potential gain or increase it depending on interest rates (Booth and Starodubtseva, 2015).
A potential issue that may arise with PFI schemes is the conflict of interest that can occur between private and public sector organisations. A public sector organisation is to provide, mostly non profit, goods or services for the public whereas private companies main aim is to make a profit. It is stated that private companies earn £831m from NHS contracts, a service which is notably suffering from its lack of funding yet private companies still earn considerable income from their work (Pickard and Tetlow, 2017). There is calls to further tax private firms who earn £4.8bn from building and operating schools due to their increased profits and poor funding for the education system (Elgot, 2018). To coincide with the conflict of interest matter, private firms have the ability to sell on contracts to other firms. Regarded as “exploiting deals” which were given to them by the previous labour government. A notable example of this is Balfour Beatty selling schools and universities, making profits £51m from doing so. This is more than double the investment (£19m) made when they were awarded the contracts, only back in 2007 and 2011 (Armitage and Holmes, 2014).
“The essence of a penalty is a payment of money stipulated as in terrorem of the offending party” (Robb, 2012). Penalties are enforced in PFI contracts to prohibit private sector companies from breaking their contract with the public sector. A common theme among most PFI contracts is “repeat ratchets” or the penalties incurred his targets are repeatedly missed. An example of this would be a penalty for a company not getting an elevator back in working order within a set time period. These penalties can lead to deeper issues such as why the elevator would keep breaking down in the first place, e.g. faulty components (Swift, 2012). These penalties allow the public sector to find the issues within their private sector partners and deal with them appropriately based on their findings.
The NAO (National Audit Office) conduct research and create reports based on the VFM (Value for Money) of PFI’s within the UK. “The VFM quantitative tool was a spreadsheet into which a number of assumptions about the costs and timings of cash flows of both a PFI and conventional procurement approach were input” (NAO, 2013). Through this research they found that quantitative analysis is a key role in government investing decisions, the cost-effectiveness study for PFI projects did not evaluate the VFM of PFI compared to government borrowing, they found advantages for public sector organisations that PFI brings in order to spread costs overtime, to assess whether or not it’s cheaper to use government borrowing over PFI would require significant change to the current model and key assumptions in the model for VFM were not supported by evidence (NAO, 2013). Based on these findings, the VFM model does not provide a whole lot of solid evidence in favour of providing PFI over other forms of government borrowing, prolonging the debate of PFI’s usefulness.
Conclusion and Recommendations
Based on the research and findings above, the debate for and against PFI is still ongoing and shows no signs of a clear outcome. The positives and negatives may outweigh each other, in this regard. The expertise and skill brought to public sector projects can make sure projects are completed in an efficient manner which will in turn, lower costs for the public in the future. However, there is no evidence to support that this will always be the case and the cost for these expertise and skills may not be as beneficial as the public sector and tax payers may have hoped for. Negatives involving PFI include the selling-on of contracts for quick profits by private sector organisations as well as the increasing amount of profits they earn from projects involving struggling public sector services such as the NHS and bus companies. Punishments from penalties may not be sufficient enough in the contract to prevent further breaches. Wolf (2018) is quoted saying;
“The Treasury makes three arguments for PFI contracts. First, given the binding contract, the private sector has a stronger incentive to build assets to budget than government departments. Second, the private owner of the assets has an incentive to curb running costs. Finally, the assets should be better maintained in the private sector.”
Based on these conclusions, here are appropriate recommendations regarding the PFI.
· Increase fines or other punishments/penalties incurred by breaching contracts in order to prevent further problems in the future.
· Improve contract negotiations, perhaps with government bodies involved, to prohibit private firms selling on contracts for quick profit after recently accepting contracts.
· More openness and transparency with the PFI in order for the public and NAO to see where the estimated savings and lower costs than direct borrowing come from.
· Put laws in place to stop private firms earning considerable sums from contracts involving struggling services.
· Public vote involving tax payer’s money with the PFI, deciding on what projects are particularly worth it over others.
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