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June 2008

Private Finance Initiative — its rationale and
accounting treatment

The Scrutiny Unit in the House of Commons supports the work of committees in scrutinising
draft bills and co-ordinates the evidence-taking sessions of Public Bill Committees; and it
supports departmental select committees in examining Estimates and Supplementary
Estimates, Departmental Annual Reports, Autumn Performance Reports and Resource
Accounts, by providing analysis and briefing to those committees.

1. The Scrutiny Unit has produced this note for two main reasons-

e to explain the rationale for the Private Finance Initiative. PFI has often divided
opinion, and has long generated opposing assessments of whether it has been a
cost-effective procurement vehicle. It is not our intention to join that debate, but

rather to assist those who want to increase their understanding of the principles.

e to explain the accounting treatment of PFI, and show how Resource Accounts can

be used to draw out information on a government department’s PFI projects.

2. The paper reflects statistics on PFI published alongside Budget 2008, and discusses the
implications of the Budget decision to adopt international accounting standards

(including those affecting PFI accounting) from 2009-10.

Background

3. Private Finance Initiative (PFI) projects are a type of public-private partnership (PPP),
used to fund major capital investments. PPPs refer to a wide range of different types of
collaboration between public and private bodies. They cover a range of business
structures and partnership arrangements, including joint ventures, the sale of equity
stakes in state-owned businesses and outsourcing where private sector operators use
existing public sector assets, as well as PFI itself.! This Scrutiny Unit note focuses

specifically on PFIs.

4. With PFIs, the private sector is typically responsible for designing and building the

asset, raising the necessary finance and then also operating a service that uses the asset.

" For a record of public-private partnerships in the UK, see http://www.partnershipsuk.org.uk/PUK-Projects-Database.aspx



10

15

Because of these various aspects of a PFI, contracts are often awarded to a consortium

of companies with experience in each of those fields.

5. In conventional public sector projects, Government builds or purchases physical assets,

retains ownership and uses public sector employees or a private contractor to deliver

the required service. With PFI, Government contracts for a service with the private

sector, and although the service depends on capital assets this should be of secondary

importance, with the private sector responsible for obtaining and maintaining the

assets it needs to provide the contracted service. This type of arrangement is now

common for roads, prisons, hospitals and schools.

Public Sector conventional provision

PFI provision

Government is purchaser of assets.

Government is purchaser of services.

Government generally designs or builds the
asset to its own specification.

Private sector consortium generally designs,
builds, owns, operates and maintains
physical assets.

Government directly meets the cost of
designing and building the asset, as those
costs are incurred.

Private consortium designs and builds the
assets, and funds that work, in the
expectation of recovering the cost over the
life of the contract through continuing
charges that the Government will pay for
the service.

6. The Conservative Government introduced PFI in the early 1990s. In the 1994 Autumn

Statement, they announced that PFI should be considered for any public sector project

— the ‘universal testing rule’. The incoming Labour government abandoned the

universal testing rule, and in 2000 announced a change in the way PFI projects were

going to be managed in ‘Public Private Partnerships: The Government's Approach. It set

up a joint public-private sector body, Partnerships UK, to provide project support to

PFI schemes and the Office for Government Commerce to be responsible for general
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procurement strategy. A House of Commons Library research paper of 2003 provides

extensive background on the development of the PFI initiative up to that date.?

7. In 2004, the Treasury made significant changes to the appraisal process for PFI. The
changes require a quantitative economic appraisal earlier in the PFI process, and places
more emphasis on a qualitative appraisal and testing of the market conditions within

which a PFI would operate. The process is outlined in Annex 1.

8. The Government has created an Operational Taskforce, acting on behalf of HM
Treasury, but based in Partnerships UK for the purposes of assisting public sector

partners with operational PFI issues.

9. Asat March 2008, 625 PFI projects had been signed with a total capital value of £58.7
billion.? At the time of the 2008 Budget, the Treasury stated that:

The PFI programme continues to play a small but important part in the
Government’s investment plans with £5.3 billion of capital investment talking place
in 2007 through PFI projects. The pipeline of future PFI deals is strong: £23.2
billion worth of projects are due to be signed over the next five years.*

10. PFI has become a major element of capital investment in some government
departments. Since 1997, 80 PFI schemes amounting to £17 billion of capital
investment have been given the go-ahead by the Department of Health.” Between
1997-98 and 2003-04, PFI was the main source of funding from the former
Department for Education and Skills for building new or replacement schools.® Under
the new Department for Children, Schools and Families, PFI remains the favoured
funding route for building new schools.” Since 1995, the Prison Service has signed nine

PFI contracts for the design, construction, financing and operation of new prisons. In

2 House of Commons Library Research paper 03/79, The Private Finance Initiative (PFl), 21 October 2003,
http://www.parliament.uk/commons/lib/research/rp2003/rp03-079.pdf

> Hm Treasury, Infrastructure procurement: delivering long term value, March 2008, p 6/ HM Treasury provides a list of
signed PFI projects in http://www.hm-treasury.gov.uk/documents/public_private_partnerships/ppp_pfi_stats.cfm

4HM Treasury, Infrastructure procurement: delivering long term value, March 2008, p 7

> Department of Health Website, PFI Prioritised Capital Schemes approved to go ahead since May 1997 (England) (as at 20
May 2008)

5 Audit Commission, PFl in Schools, January 2003, para 1.2.

7 Building Schools for the Future website - http://www.p4s.org.uk/
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2003, PFI prisons accounted for about 5% of the prison estate and held 5,000 prisoners,
around 7% of the total prison population.® As at March 2008, the Ministry of Defence
had 53 PFI projects in operation with a capital value worth over £6 billion (excluding
the largest PFI deal that they recently signed).® PFI deals have ranged from small
projects, such as the £100,000 Littlehampton Community School ITC facilities project
in West Sussex, to the recently signed £13 billion Ministry of Defence contract for air

to air refuelling."

11. Departmental expenditure on PFI contracts was £5,267 million in 2007-08 and is
planned to be £4,466 million in 2008-09. ' The education, health, transport and

defence sectors together comprise 67% of the total (see chart below).

Projected expenditure on PFI in 2008-09

Culture, media and sport,

£36m, 1% Home office, £13m

Work and Pensions, £55m,
1%
Northern Ireland, £118m,
3%

Wales, £13m

Environment, £193m, 4%

Health, £1345m, 30%

Scotland, £820m, 18%

Communites & local gov,
£280m, 6%

Education, £294m, 7%

Transport , £961m, 22%
Defence, £338m, 8%

Source: Budget 2008: the economy and public finances-supplementary material, HM Treasury, Table 18, p 32

8 National Audit Office, Operational Performance of PFI prisons, HC (2002—03) 700, 18 June 2003, para 2, p 5
9 PFl signed projects list (http://www.hm-treasury.gov.uk/documents/public_private_partnerships/ppp_pfi_stats.cfm)

© House of Commons Library Research paper 03/79, The Private Finance Initiative (PFl), 21 October 2003, p 10; Ministry of
Defence Press notice, 27 March 2008, ‘RAF signs deal for A330 aircraft as future tankers’

" Budget 2008, the economy and public finances- supplementary material, HM Treasury, Table 18, p 32
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12. Most recently, with the 2008 Budget, the Treasury has discussed the scope for
‘alternative delivery models’ of private sector involvement which, it states, may
sometimes be more appropriate than either PFI or conventional procurement.'* Such
alternative models might include ‘strategic infrastructure partnerships’, where a private
sector partner would commit to a programme of continuous improvement in return

for exclusivity of service provision.

The rationale for PFI

13. In the past some advocates of PFI have argued that PFI projects have allowed more
investment than would have been possible through conventional procurement
methods. Other supporters argue that PFI projects are generally more efficient than
projects undertaken through conventional procurement because they enable private-
sector innovation, and because they allow some risks to be better managed by

transferring them to the private sector.

Allowing more capital investment, and greater value for money

14. In 2000 the Treasury Committee reported that “the original justification for PFI in the
Autumn Statement of 1992 was that it would enable more investment to take place”."?
The Treasury saw it as a way of tackling past capital under-investment.'* Later,
government announcements tended to focus on PFI generating ‘value for money’.
Treasury guidance on PFI, published in November 2006, highlighted value for money

as the condition for choosing PFI as a procurement option:

PFI should only be pursued where it represents VIM in procurement. VM is
defined as the optimum combination of whole-of-life costs and quality (or fitness
for purpose) of the good or service to meet the user’s requirements. VIM is not the
choice of goods and services based on the lowest cost bid."

15. A common view is that for PFI projects to generate value for money for the taxpayer,

they have to be more efficient than projects wholly within the public sector because

2 HM Treasury, Infrastructure procurement: delivering long-term value, March 2008
3 Treasury Committee, Fourth Report of Session 1999-00, The Private Finance Initiative, HC 147, para 18
' HM Treasury, PFl: Strengthening Long Term Partnerships, March 2006, p 14

'S HM Treasury, Value for Money Assessment Guidance, November 2006, p 7
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16.

17.

Government has a lower cost of capital than the private sector. The argument is that
Government can raise cheaper finance than any private sector business because its tax-
raising powers mean that it is a risk-free borrower in the financial markets. An
opposing view that has been put forward, however, is that the real cost of borrowing is
the same for public and private sectors, because while the public sector has lower
interest costs the taxpayer still bears the risk of project failure but (unlike the private
sector) without the prospect of any higher rate-of-return reward for bearing that risk.'®
Another argument runs, in a similar vein, that the real cost of government-raised
finance is the opportunity cost of the use to which those funds are put - that is, the rate
of return possible on alternative investments — and government would expect similar

rates of return as the private sector for a given level of project risk."”

Whichever theory is considered, value for money depends not only on the cost of
capital but on other factors such as the quality of service delivered and the risks
allocated between the public and private sector. The cost of capital is just one of the
factors that need to be considered in order to ascertain which procurement route will
deliver value for money for the tax-payer. (See Annex 1 for the process by which the
public sector should decide whether PFI is the optimal procurement option for a

particular project).

If PFI provides the opportunity to tap potentially more efficient private-sector
procurement and service delivery, that opportunity also needs a competitive tension
between prospective PFI bidders to ensure the price the public sector will pay is
minimised. An NAO report in March 2007 on the PFI tendering process found that
while the majority of projects had three or more bidders competing, the number with
only two bidders had increased from 15% of deals concluded up to 2003 to 33% for
those settled between 2004 and 2006. The report found that high bidding costs and a
lengthy tendering process were putting some potential PFI bidders off.* In January

2006, a competitive dialogue procedure was introduced by an EU directive with the

6 Funding the London Underground, Prof Lord (David) Currie, London Business School, 2000, pp14-17
7 The value of PFI: hanging in the balance (sheet), Pricewaterhousecoopers, 2008, pp19-20
'8 National Audit Office, Improving the PFl terndering process, HC (2006-07) 149, 8 March 2007, pp12-15



10

15

20

25

intention of encouraging better and earlier communication between procurers and
potential suppliers. An important feature of this procedure is that a greater part of the
deal is agreed during the competitive phase of tendering with all bidders, before a
winning bid is selected. The National Audit Office reported that although competitive
dialogue has the potential benefit of maintaining competitive tension for a longer
period of time, there is also an increased risk that the private sector will become more
selective in the face of potentially higher bid costs and longer periods without certainty

of winning the competition."

Enabling private sector innovation, and better procurement control

18.

19.

If government specifies requirements in terms of the results to be achieved (outputs),
this should give a private-sector contractor scope for innovation in designing and
building assets and in the way they would be used to deliver the required service. And
by linking PFI payments to service delivery rather than to the costs of asset
construction, PFI projects give an incentive to contractors to build reliability and
maintainability into the asset design - to use ‘whole-life’ design techniques. This
contrasts with conventional public sector procurement where the public sector
specifies the design of the assets. The risk with conventional procurement is that
capital cost estimates are minimised to obtain project approval, potentially leading to

problems of maintenance back-log due to poor design.

Evidence on whether PFI projects have improved innovation has been mixed. The
National Audit Office has found some evidence that PFI projects have improved

innovation in the prison sector:

the use of the PFI helped sustain an alternative group of prison providers, which
has helped to reduce costs and has acted as an incentive to improve prison
performance. PFI contractors have brought innovations in three main areas: in the
treatment of prisoners; in the more flexible deployment of staff; and in the use of
new technology.”

' National Audit Office, Improving the PFl tendering process, HC (2006-07) 149, 8 March 2007, para 1.5, p 10; para 2.14,

p14

20 National Audit Office, Operational Performance of PFl prisons, HC (2002-2003) 700,18 June 2003, para 12
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20. With prison PFI projects, the contractor has provided the whole service, including

21.

custody, education and healthcare for prisoners. Early road projects, on the other hand,
had less scope for innovation because they were mainly concerned with the provision
of the assets and because, as the NAO found, “the design of the roads was limited by
the core technical requirements which bidders were required to meet”.”! The private
sector consortia were asked to build, finance and maintain the roads to the Highways

Agency’s technical requirements.

There is some evidence, however, that PFI projects have delivered assets with less
slippage and fewer budget over-runs than under conventional procurement
approaches. PFI should provide incentives for contractors fully and accurately to
estimate construction costs because they would bear any cost over-runs once the PFI
contract is signed, and to complete construction as soon as possible because the public
sector customer does not pay PFI service charges until the asset is completed and the
service commences. An NAO report in February 2003 surveyed 37 PFI projects and
found late delivery on 24% of PFI projects compared with 70% of conventional
procurements, and cost over-runs on 22% compared with 73% of conventional
procurements. PFI projects had slipped less, partly because of the pressures on
contractors to bring service delivery payments on stream quickly, and partly because
specifications are worked out in more detail and cost and time targets are set later in
the procurement process than under conventional procurement.”” The NAO found
that, where there had been cost over-runs on PFI projects, these had been due to the
public sector customers changing their specifications. This NAO survey was carried
out five years ago, however, and the performance of PFI and conventional projects may
well have changed since then. Office of Government Commerce Information Notes
give the latest information on performance of construction projects carried out by

central government departments .*>

2 National Audit Office. The Private Finance Initiative: The First Four Design, Build, Finance and Operate Roads Contracts,

HC (1997-98) 476, 28 January 1998 (http://www.nao.org.uk/pn/9798476.htm)

22 National Audit Office, PFI: Construction Performance, HC (2002-03) 371, paras 5-10

2 http://www.ogc.gov.uk/construction_achieving_excellence_information_notes.asp



22. A more recent NAO report which looked at how changes in operational PFI projects
were managed, found that although for the most part PFI deals were offering sufficient
flexibility to the private sector, large changes to the contracts had not always been
competitively tendered and the public sector’s PFI project management was often not

sufficiently resourced in order to manage the change process.**

Certainty about costs, and enabling risks to be better managed
23. Treasury guidance emphasises that PFI should offer value for money through “risk
management expertise, and greater certainty for the public sector that services will be

delivered to the specified standard.”

24. Whereas conventional procurement often involves a payment for inputs (payment is
made to the private sector for building an asset), PFI usually involves a payment for
outputs (payment is made for a service delivered using the private-sector provided
assets). Thus, PFI ought to reduce the risk to government of an asset being built that is
inappropriate for the service requirement. If the asset cannot be used to provide the

required service, government would not pay for it through service charges.

25. A recent NAO report listed the following two key advantages of PFI contracts over

conventional procurement:

e aplanned and consistent approach to maintenance, as the contractor is under an
obligation to maintain the asset in good condition until the end of the contract
period and, if maintenance is not undertaken, it risks being penalised for not

meeting agreed availability and performance standards; and

e transparency of pricing in that the public sector knows in advance how much it
will be paying and the contract is for the provision of services on a whole-life basis.
This removes the possibility of asset replacement costs arising unexpectedly in any

one year or being delayed in the event of budgetary constraints. *

24 National Audit Office, Making changes in operational PFl projects, HC (2007-08) 205, 17 January 2008, p 6, paras d/ e
25 HM Treasury, PFI: Strengthening long term partnerships, March 2006, p p 4-5
26 National Audit Office, Making changes in operational PFl projects, HC (2007-08) 205, 17 January 2008, para 1.4, p 7



10

15

20

25

26.

27.

A potential benefit of PFI is that it transfers risks, or uncertainty, to the private sector,
or, more precisely, it allocates particular risks to the party best able to influence and
manage them. The Treasury gives the following risks that the public sector typically

seeks to transfer to the private sector in PFI projects:

e cost overrun risk during construction. For example, the private sector is expected to

cover extra costs should buildings require more extensive foundations.

o timely completion of the facility. No payments are generally made to the private

sector until the asset becomes available, and the contracted service commences.

o meeting required standards of asset delivery. For instance, the private sector is
expected to pay for the cost of redesigning the asset, should it not meet required

service needs.

o the underlying costs to the operator of service delivery, including the future costs

associated with operating and maintaining the asset.

e risk of industrial action or physical damage to the asset, and certain market risks
associated with the project. For example, in some road schemes, the risk of wear

and tear associated with actual traffic volume using the road.”

There are also other types of risk which have to be allocated: Demand risk, the risk that
the demand for the property will be greater or less than predicted; the possibility of
generating third party revenues; the risk of obsolescence, including the effects of changes
in technology; and residual value risk, the risk that the value of the property at the end

of the contract will be different from that expected.

As stated in Treasury guidance, “the benefits of PFI flow from ensuring that the many
different types of risks inherent in a major investment programme are borne by the
party best placed to manage those risks”.?® Some risks might be better retained by the

public sector because they would be better able to manage them. For example, the risk

27 HM Treasury, PFI: Strengthening long term partnerships, March 2006, p38-39

28 HM Treasury, PFl: Strengthening long term partnerships, March 2006, p 38, para3.38

10



associated with uncertainty about the volume of government demand for the service
might be better retained by the public sector. If the private sector had this risk, perhaps
through a service charge that varied with demand volume, it might add a premium to
its PFI bid to cover the uncertainty about whether the service charge would cover its
costs. A fixed service charge that did not vary with demand volumes would keep such
risks out of the PFI contract price. This is illustrated in the case of prisons PFIs. In the
first prison projects, the Prison Service proposed to pay contractors according to the
occupancy of the prisons. Essentially the Prison Service wanted to transfer the risk that
the prisons might not be fully used to the contractor. This was resisted by bidders on
the grounds that the Prison Service would remain responsible for allocating prisoners
to prisons . So, the payment mechanism was based on prison places availability,
recognising that private sector contractors could manage the number of places

available but not the number of prisoners that are given custodial sentences.”

28. On the other hand, demand risk for prospective third-party users of the service might
best lie with the private sector because that would encourage it to market additional
third-party use of the assets, and thereby minimise the public sector’s costs subsumed

in the PFI service charges.

29. Any sub-optimal allocation of risks between the public and private sectors will have
cost consequences for the PFI project. This is because business raises finance for a
project in the capital markets and the cost of that finance depends on investors’
perceived risk — or uncertainty — that loans might not be repaid or returns on
investment not materialise. And prospective PFI contractors will price their bids to

reflect their financing costs.

30. Some commentators argue that in practice certain risks, such as the risk of cost
overrun during construction or the underlying costs for the operator of service
delivery, can never be wholly transferred to the private sector. For instance, Michael

Meacher MP argued in 2004 that “whenever a major PFI contractor went bankrupt, the

2% National Audit Office, The PFI Contracts for Bridgend and Fazakerley Prisons, HC (1997-98) 253, 31 October 1997, para
2.33,p 32

1
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31.

32.

Government would have little alternative but to bail it out” and that “this has already
been demonstrated in the case of Railtrack, the Channel Tunnel consortium, the
Criminal Records Bureau, air traffic control, and the Benefits Agency”.** Manchester
Business School, which looked at the cost of using private finance in the first twelve PFI
NHS hospitals in England, found that the annual charges paid by hospital trusts to PFI
contractors were in some cases much higher than anticipated, raising questions about
the reliability of the original value for money case underpinning the decision to use
PFI. They also found that a quarter of the increase in trusts’ funding between 2000 and

2003 went to pay for PFI charges on new hospitals.*’

More recently, the taxpayer has ultimately had to pay for cost over-runs for
maintenance of the London Underground as a result of Metronet, one of the private
sector contractors, going into receivership in July 2007. The bulk of the company was
financed not by shareholder equity but by £2.6 billion of debt guaranteed by the
Government. Because of that guarantee, the public sector ultimately bore the lion’s
share of the project’s overall risk, irrespective of the allocation of demand or
construction risks. In February 2008, the Department for Transport provided £2 billion
to Transport for London to take on Metronet’s existing and prospective debts (as the

debt guarantee required) as well as some incidental costs.*

On the other hand, there are examples of failed PFI projects where the private sector
rather than Government has had to bear the large proportion of the costs of business
failure. With regard to the termination of the PFI contract for the National Physical

Laboratory, the National Audit Office concluded:

For the private sector parties, the project has been a clear failure: the investors in
Lasers [special purpose company owned jointly by John Laing plc and Serco] lost
all of their investment, and John Laing plc [construction company] told us that it
lost about £67 million on the construction project, excluding losses of at least

£12 million absorbed by its sub-contractors. The Department [the former
Department of Trade and Industry] has also not achieved all it wanted because of

30 http://www.epolitix.com/EN/MPWebsites/Michael+Meacher/ba7469b0-88cc-4797-82ff-c94b6e939bdd.htm

31 ACCA, Evaluating the operation of PFl in roads and hospitals, research paper no 84, 2004 (Pam Edwards, Jean Shaoul,
Anne Stafford, Lorna Arblaster)

32 House of Commons Debates, 6 February 2008, 74WS

12
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delays in completing the buildings and because some work still needs to be
completed. However, the Department has much to show from the project, in
buildings that are largely complete and which the Department expects substantially
to complete over the next few years.”

Refinancing

33.

34.

35.

The overall risk lying with the private PFI contractor is borne ultimately by its financial
backers (shareholders and lenders). They bear the risk that the project will not earn the
returns required to pay off the debt incurred for the project and give shareholders an
acceptable rate of return on their investment. That risk is translated into the cost of
finance raised for the PFI project. At first sight, the public rather than the private sector
appears to be best placed to manage the risk of raising finance because its risk-free
solvency allows it to borrow more cheaply than the private sector. However, Metronet
apart, PFI financing risk is usually transferred to the private sector, with the private
sector raising the funds for the project, which is accordingly incentivised to deliver a

successful PFI project.

Once the assets have been built and the required service has been successfully
launched, the overall risk of the project is less, and therefore the risk borne by the
financiers is less. At this point, the PFI contractor might raise such cheaper finance and
pay-oft the more expensive initial finance, reducing the contractor’s overall costs and

generating additional profits. This is called ‘refinancing’.

The large refinancing gains accruing to some PFI contractors have attracted criticism.
The Public Accounts Committee called the gains made by the company, Octagon, from
the refinancing of Norfolk and Norwich Hospital “the unacceptable face of
capitalism”.** However, Neil Bentley from the Confederation of British Industry argued

that:

the refinancing gains, which were shared with the trust, were only possible in the
first place because the contractor had successfully delivered the project. As a result

3 National Audit Office, The Termination for the PFl Contract in the National Physical Laboratory, HC (2005-06)1044, 10

May 2006, Para 4.14, p 36

34 PAC Press Notice 35 of 2005-06, 3 May 2006

http://news.bbc.co.uk/1/hi/uk_politics/4967030.stm

13
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36.

37.

of this and of falls in interest rates between the signing of the deal and the opening
of the facility, it as able to obtain better financing terms.*

Initially, only one in four of the early PFI contracts had clear arrangements to share
refinancing gains with the public sector. The Office of Government Commerce
launched a new voluntary code of practice in October 2002 that stated that
departments should generally receive a 30 per cent share of future refinancing gains on
existing PFI deals and that gains from refinancing deals on new projects should in
general be shared 50:50. The public sector sometimes still has to take on added risks
in order to share in the refinancing gains. For instance Darrent Valley Hospital had to
extend its contract and take on the risk of an additional liability if the PFI contract

ended early in order to share the PFI refinancing gains with the private contractor.’”

In March 2007, the Public Accounts Committee reviewed PFI debt refinancing and the
PFI equity market.*® It pointed out that proceeds for government from refinancing
under the voluntary code (only £93 million) were significantly below the £175-200
million refinancing gains foreseen by the Office of Government Commerce in 2003.
The Report suggested that the shortfall of expected refinancing gains was due to
“investors opting to defer refinancing in favour of realising gains through selling their
shares in the secondary equity markets”.* It pointed to a lack of expertise in the public

sector in negotiating contracts with the private sector:

Most of the negotiating of refinancing deals is undertaken by the public sector at a
local level where officials often lack commercial awareness. Some of the locally
negotiated refinancing have produced very high investor returns and increased
risks for the public sector such as higher termination liabilities and longer contract
periods. All staff undertaking refinancing negotiations should undergo suitable
training to equip them for this role.*

35 Public finance, Standing by the PFl, Neil Bentley, 26-07-2007, p 19

36 National Audit Office, PFI Refinancing Update, HC (2001-02) 1288, 7 November 2002, p 11

37 National Audit Office, Darent Valley Hospital: The PFl Contract in Action, HC ( 2004-2005) 209, 10 February 2005, p4,

para 7

38 For working document containing details of the equity holders of signed PFI projects, see http:/www.hm-

treasury.gov.uk./media/E/A/pfi_equityholders_march2008.xIs

3% Public Accounts Committee, Twenty-fifth Report of Session 2006-07, Update on PFI debt refinancing and the PFl equity

market, HC 158, p 5

40 Public Accounts Committee, Twenty-fifth Report of Session 2006-07, Update on PFI debt refinancing and the PFl equity

market, HC 158, p 5
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38. The NAO report also looked at equity financing which involves contractors selling
their shares in PFI projects to realise a profit while the service delivery phase of the PFI
project was still underway. Unlike debt refinancing, the Treasury does not require
investors’ gains on selling equity in PFI projects to be shared with the public sector. It
takes the view that, whereas a debt refinancing affects the public sector's rights and
interests as a purchaser, a change in the equity ownership of the project is a transaction
outside the project and does not affect the public sector's interests, provided the PFI
equity market is operating efficiently.*’ The Public Accounts Committee warned,
however, that there were signs that the equity market was not operating as efficiently as
it should: “The PFI equity market has shown signs of consolidation in recent years”
and if shares become too narrowly held these investor may be able to dominate the

market with “less competition in the pricing of the equity for new deals”.**

Benchmarking and market testing of services

39. As mentioned above, one PFI risk that would normally be transferred to the private
sector is uncertainty about the contractor’s on-going costs of providing the contracted
service, because the contractor should be best placed to manage that risk. Providing for
‘value testing’ of services in a prospective PFI contract can reduce that risk and
produce a different PFI bid price. Value testing involves either comparing the costs
underlying the contractor’s service with other comparable sources (benchmarking) or
inviting other suppliers to compete with the incumbent contractor for some cost items
(market testing). The National Audit Office has found that at least half of PFI projects
have provisions in their contracts that require the value of certain services, such as

catering and cleaning, to be tested at intervals, typically every five to seven years.*

40. Recent Treasury guidance suggests that market testing is better than benchmarking:

Market testing allows a more flexible approach to the provision of services than
benchmarking because it ensures that the soft service provision for the project can
be re-assessed to match public sector requirements at the time the exercise takes

41 Ibid, para 12
42 |bid, pp 5-6

43 National Audit Office, Benchmarking and market testing the ongoing services component of PFl projects, HC (2006-
2007) 453, 6 June 2007, p 4, para 1

15
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place. Market testing also offers greater opportunity for transparency and
competition. Consequentially, and because of a greater maturity in the soft services
market, it is now the Treasury’s view that for simple soft services, market testing,
rather than benchmarking, is generally most likely to yield the best value for
money. However benchmarking, with a fall back to market testing if parties fail to
agree on the outcome, in some cases remains an acceptable alternative.*

The National Audit Office examined the contractual provisions for value testing in a
sample of 34 PFI contracts and evaluated the early experience of 11 PFI projects in
England that had carried out value testing. It emphasised that for the potential benefits
of market testing to be realised there needs to be strong competition, and that when
benchmarking costs the economies of scale available to different providers are taken
into account. It also recommended that departments compare costs and quality under

a PFI with conventional outsourcing.*

4 HM Treasury, Operational Taskforce Note 1: Benchmarking and market testing guidance, October 2006, para 1.11, p 6

4 National Audit Office, Benchmarking and market testing the ongoing services component of PFl projects, HC (2006-
2007) 453, 6 June 2007, pp 7-8
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Accounting treatment of PFI

4].

An increasing area of controversy surrounds the accounting treatment of PFI,
specifically whether accounting treatments are transparent and consistently applied,

and how PFI accounting might affect the Government’s continuing ablity to meets its

fiscal rules.

Accounting treatment

42.

43.

44,

With a straightforward lease — known as an ‘operating lease’ - the leasing company
remains the owner of the leased asset and bears the risks associated with providing and
maintaining the asset, and the entity leasing the asset simply pays a hire charge for the
duration of the lease. Many PFIs have been regarded as similar to such operating leases,
with the public sector accounting as though the PFI contractor has retained, in
commercial substance as well as legal form, the ownership of the assets it provides, with
the public sector body paying a service charge for its use - effectively a lease hire
charge. The position becomes more complicated if the (public sector) lessee bears most
of the risk of providing the asset rather than the lessor (the PFI contractor). There
might be little difference in substance between such a lease arrangement — called a
‘finance lease’ - and an outright purchase of the asset, with the lease charges effectively

representing the spreading of the purchase costs over the life of the asset.

Accounts seek to present the underlying reality of a lease arrangement, or a PFI deal,
irrespective of whatever its legal form might take. Departments’ Resource Accounts are
based on the accounting standards that are used in the commercial sector (known as
UK Generally Accepted Accounting Practice), though with some adjustments where

their direct application in a public sector context would not be appropriate.*

The treatment of PFI projects in government accounts is currently driven by the
following accounting standard and Treasury guidance (although this will change as

international accounting standards are adopted from 2009-10 - see below):

4 The Financial Reporting Advisory Board reviews accounting standards, and makes recommendations to the Treasury on

how they should be adopted or adapted for central government and NHS accounts.
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45.

46.

e Statement of Standard Accounting Practice 21 on Leases (SSAP 21), issued by the

Accounting Standards Board on August 1984,*

e Financial Reporting Standard 5 on Reporting the substance of transactions (FRS 5)

of April 1994, and an ‘Application Note F of September 1998 giving guidance on
applying FRS 5 to PFI contracts, both issued by the Accounting Standards Board.*

e A “Technical Note 1’ , issued by the Treasury PFI Taskforce after the Accounting

Standards Board published its Application Note F, giving public-sector specific

guidance, supplementing FRS 5.*

These standards and guidelines seek to allow accounts preparers and auditors to judge
whether the property use underlying a PFI is in substance an ‘operating lease’ or a
‘finance lease’. The overriding principle that dictates whether a PFI asset in commercial
substance belongs to the public sector (akin to a finance lease arrangement) is whether

it or the PFI contractor has the major elements of the ‘risks and rewards of ownership’.

These include demand risk, essentially the impact of any uncertainty that the demand
for the asset will be greater or less than predicted; residual value risk, that the value of
the property at the end of the contract will be different from that expected; the risk of
unanticipated changes in future costs, including those arising from future technological

change; and the risk of changes in third party revenues.

The FRS 5 Application Note lists these risks and gives guidance on how to judge
whether the asset should appear on the public sector or private sector balance sheet.
The Treasury Taskforce Technical Note gives additional guidance for the public sector,
but in recent years there has been some controversy about a perception that it produces
different results from the Application Note. In particular, there was a view that the
Technical Note tended more often than the Application Note to indicate an operating

lease type arrangement rather than a finance lease, and as result the assets of some PFIs

47 http://www.frc.org.uk/asb/publications/

48 http://www.frc.org.uk/asb/technical/standards/pub0100.html

4 http://www.hm-

treasury.gov.uk/documents/public_private_partnerships/additional_guidance/ppp_technicalnotes_index.cfm
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47.

48.

49.

might have been on no balance sheet - neither the public sector’s nor the private
sector’s. The Comptroller and Auditor General has voiced concern for a number of
years that, in the local government and health sectors, some assets have been recorded
off-balance sheet when it was not appropriate to do so, and that “it is clear that
differing interpretations of the accounting guidance have been applied to projects in

» 50

different parts of the public sector”.

A Treasury-led working group, set up in response to concerns over possible
inconsistency in PFI accounting across different parts of the public sector, found some
evidence that the Technical Note might have produced some differences of
interpretation of the standards to the Application Note.”® The Financial Reporting
Advisory Board agreed with the working group’s conclusion that the Technical Note
should be withdrawn but deferred making such a recommendation to the Treasury

until it received the Treasury’s proposals.

However, the Board’s deliberations were overtaken by the Government’s
announcement in Budget 2007 that from 2008-09 the accounts of government
departments would be prepared using International Financial Reporting Standards
(IFRS), adapted as necessary for the public sector. IFRS will affect the way PFI projects
are accounted for and, because they apply different principles to the existing
accounting standards, IFRS will make both the Application Note and the Technical
Note redundant. The 2008 Budget then announced that the transition to IFRS would
be delayed for a year, to 2009-10.” In its Report on the 2008 Budget, the Treasury
Committee expressed concern about the “potential for arbitrage” between the
Application Note and the Treasury’s Technical Note, maintaining the potential for

different interpretations of PFI accounting treatment.”

Under IFRS, the key standards are:

0 National Audit Office, Financial Auditing and Reporting General Report of the Comptroller and Auditor General, HC

(2006-2007) 148, 9 February 2007, p 24, para 3.25

5 FRAB Paper, PFl Update, 11 December 2006, http://www.hm-treasury.gov.uk/media/C/5/frab83_pfiupdate_111206.pdf

52 Budget 2008, HC 388 p 202, para C.103. The delay was because two departments (MoD and Dept of Health) would not

have been ready to implement IFRIC 12 for 2008-09.

53 Treasury Committee, Ninth Report of Session 2007-08, The 2008 Budget, HC 430, para 66
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International Accounting Standard 17 on Leases (IAS 17), issued in 1982, the

international equivalent of the UK’s SSAP 21. Like SSAP 21, IAS 17 considers
where in substance the risks and rewards of assets lie. The current UK standards
include a “90% test’ to help establish whether sufficient risk and reward lies with the
lessee to identify a lease as a finance lease for accounting purposes - that is, whether
the present value of the future minimum lease payments is more than 90% of the
value of the asset. IAS 17 uses a different yardstick — whether ‘substantially all’ of
the risks and rewards of ownership lie with the lessee — which may increase the
number of projects classified as finance leases. IAS 17 also requires leases which
involve land and buildings to be subdivided into separate assessments, and in

practice the building component is more likely to be assessed as a finance lease.

International Financial Reporting Interpretations Committee’s IFRIC 4 on Lease

Type Arrangements, which deals with the substance, rather than legal form, of

projects, much as FRS 5 does.

IFRIC 12 on Service Concession Arrangements (issued November 2006), which

provides accounting guidance for private-sector ‘operators’ of ‘service concessions’
granted by the public sector, arrangements which would encompass PFI projects.
The Interpretation considers whether a concession’s assets would belong to the
public-sector ‘grantor’ on the basis of whether it ‘controls’ the use of the asset or
‘regulates’ the service, rather than using the ‘risk and reward’ criteria of other
accounting standards. The Financial Reporting Advisory Board has recommended
that the principles underlying IFRIC 12 should apply to public-sector grantors’
accounts when IFRS is adopted in 2009-10. Most commentators believe that this
should bring greater clarity to the balance sheet accounting of PFI assets and that
most of those assets determined to be off the public sector bodies’ balance sheets
under the Treasury Technical Note guidance would be accounted for as on balance

sheet under the IFRIC 12 principles.
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How PFI transactions appear in departments’ Resource Accounts

50.

Information about PFI is disclosed in various places in a set of Resource Accounts - in
the Operating Cost Statement, Balance Sheet and various Notes attached to the audited
financial statements. The treatment of the PFI transaction will be dependent on
whether the asset is recorded on or off balance sheet. Annex 2 shows in detail how
information on a department’s PFI projects can be gleaned from its Resource

Accounts, using the Ministry of Defence as an example.

Budgets and the impact of PFI on the Government'’s ‘sustainable
investment’ fiscal rule

51.

52.

53.

The way PFI projects affect Departmental budgets closely reflects the accounting

treatment discussed above. Annex 2 sets out the details.

The budgetary treatment of PFI expenditures and assets brought onto departments’
balance sheets also affects the Treasury’s management of the Government’s fiscal rules.
These include a Sustainable Investment Rule which seeks to maintain public sector net
debt at a ‘stable and prudent level’. The Government set a limit for net debt of 40% of
GDP over the economic cycle.* The way PFIs are accounted for directly influences the
Sustainable Investment Rule because the ONS, like the currently applied accounting
standards, looks at whether the Government or the private sector has the substantial
risks and rewards of ownership, and counts assets procured through ‘finance lease’

arrangements as akin to debt-financed procurement.

In September 2006, the ONS identified the notional debt associated with some PFI
projects which it considered to be finance lease arrangements. This had the impact of
increasing the Government’s liabilities by £4.95 billion, or 0.4% of national income.”
In September 2007, the ONS transferred the debts of Tube Lines and Metronet on to
the public sector's balance sheet, adding 0.1% of GDP to public sector debt.”® The 2008

Budget forecast that the Government will only narrowly miss breaching the

4 Institute of Fiscal Studies, The Green Budget 2008, p46

55 ONS,Including finance lease liabilities in public sector net debt: PFl and other, November 2006, p 27

% ONS Press Release, Classification of Tube Lines and Metronet, 24 September 2007
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54.

55.

56.

sustainable investment rule, with a net debt of 39.8% of GDP in 2010-11.” The late
inclusion in the 2008 Finance Bill of adjustments to the Income Tax basic rate

thresholds will also put the net debt figure close to the 40% limit in 2008-09.

It remains to be seen what the impact on the level of public sector debt will be if the
IFRIC 12 accounting guidance is adopted. The ONS has used government accounts’
treatments of PFIs as a pragmatic guide to its assessments of public sector net debt, and
it told the Treasury Committee in March 2008 that it was now also examining whether
accounts which applied IFRIC-12 and IFRS from 2009-10 would also be appropriate in
its future assessments.*® The Institute for Fiscal Studies noted at the time of the 2008
Budget that “any significant classification change [of PFI projects currently not on the
public-sector balance sheet] that increased public sector net debt could quite plausibly

result in it being pushed above 40% of national income”.*

In considering any future PFI indebtedness, however, it is important to acknowledge
that part of the charges that will be paid to the PFI contractors represents the delivery
of services that are distinct from the provision of the assets themselves, and such
payments might be reduced if the services were no longer needed.®® The Treasury states
that in a typical PFI hospital project, 40-50% of the charges are for the service delivery

component.”!

The Institute for Fiscal Studies argues that the 40% limit is arbitrary in nature:

A significant addition to net debt would increase the risk that the 40% ceiling will
be breached over the medium term. But it is important to remember that there is
nothing special about the choice of 40% as a ceiling and it could be argued that a
significant change in the definition of net debt should be accompanied by an
equivalent change in the ceiling under the sustainable investment rule.®

57. The Treasury Committee’s Report on the 2008 Budget stated:

57 Budget 2008, Table C5, p 184

8 Treasury Committee minutes of evidence, HC 451i, Qq 48 and 52-53]

9 Green Budget 2008, IFS, p55
80 Green Budget 2008, IFS, p55

51 HM Treasury, PFI: Strengthening Long-Term Partnerships, 2March 006, para 2.25

62 |nstitute for Fiscal Studies, Public Finance Bulletin, September 2006
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It seems highly likely that, following the move to International Financial Reporting
Standards for central government, the sustainable investment rule as currently
defined and interpreted will be breached in 2009-10 as a result of the
reclassification of PFI projects. As such, the delay announced in Budget 2008 in the
implementation of International Financial Reporting Standards gives the
Government a chance to announce in advance whether and how it proposes to
revise the sustainable investment rule in the light of the implementation of
International Financial Reporting Standard.®®

83 Treasury Committee, Ninth Report of Session 2007-08, The 2008 Budget, HC 430, para 39
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ANNEX 1: Stages of PFI projects

Appraisal process - whether or not to opt for PFI?
Currently there is a three stage process that enables public sector bodies to identify whether

or not PFI is an appropriate procurement process for a particular project.®*

Stage 1 - Programme Level Assessment to ensure that PFI is only considered for use in

those programmes where it is appropriate and is likely to represent good value for money ;

Stage 2 - Project Level Assessment requiring an upfront procurement appraisal. This
replaced the previous Public Sector Comparator (PSC) analysis (see below for explanation

of this) and identifies the aspects that are key to Value for Money (VIM); and

Stage 3 - Procurement Level Assessment which is an ongoing assessment during the
procurement phase of a project to ensure that the desired project can be delivered in view

of, for example, the level of competitive interest and market capacity.

Stage 1 - Programme Level Assessment

The recommended approach is in two parts, qualitative and quantitative.

Qualitative assessment
This part considers the viability, desirability and achievability of PFI when assessed against

alternative procurement routes.

« Viability involves assessing whether there are any efficiency, accountability or equity
issues, which mean that it would be better for the Government to provide the service
directly rather than through PFI. It is also assessed whether service requirements can be

adequately captured and specified in a contract.

» Desirability involves assessing the relative benefits of different procurement routes, such
as: incentives for the private sector to innovate; risk transfer in PFI versus the

Government’s lower cost of borrowing in conventional procurement, and the relative

84 HM Treasury, Value for Money Assessment, August 2004, Chapters 4 to 7
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advantages and disadvantages associated with a long term contractual relationships

between the public and private sectors.

« Achievability involves gauging the level of likely market interest and whether the public

sector client would have sufficient capability to manage the complex processes involved.

Quantitative assessment

The quantitative assessment considers how quantifiable costs and benefits of using PFI as
the procurement route are likely to compare with conventional procurement. For the PFI
option, it calculates the cost of the project if it were to be funded through private finance,
adjusting for factors such as risk. The quantitative assessment replaces previously used

comparators of the PFI’s costs against a public sector comparator.

Originally the Government judged value for money in PFI projects by comparing the cost
of companies’ PFI bids with a public sector comparator, the cost if the public sector
procured and owned the investment itself. The public sector comparator was also adjusted
for any risks that were transferred under the PFI option. For instance an adjustment would
be made if under the PFI option the private sector bore all the risks of cost over-runs.
However the public sector comparator analysis came under a lot of criticism from
advocates and critics of the PFI process, as evidence to the Treasury committee in 2000

demonstrates:

Several witnesses questioned the validity of PSCs: the Major Contractors Group said
“despite extensive guidance, contractors continue to find that public sector
comparators are often unrealistic, do not properly allow for the risks which the public
sector would retain under a publicly-funded solution, and do not accurately cost the
maintenance and operation elements of a project.” Mr David Clements of the Business
Services Association said, “Frequently the output specification actually demands a
higher standard from the private sector partner than the standard to which the services
are [currently] being provided” and called for a corresponding adjustment to the PSC.
Professor Pollock and her colleagues argue ... that the adjustment for risk transfer is
the result of a “very arbitrary judgment”. The TUC suspected that authorities which
had no alternative to PFI calculated the PSC in “a half-hearted way” and did not revise
it in the light of changes to the proposal.®

85 Treasury Committee, Fourth Report of Session 1999-00, The Private Finance Initiative, HC 147, para 35
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The current quantitative assessment, like the original public sector comparator analysis,
compares the “conventional procurement option” with the PFI option. However Treasury
guidance emphasizes that it is simpler than the conventional public sector comparator
analysis and has therefore fewer uncertainties inherent in its process:
The watch word in developing this tool has been simplicity. The user will, therefore,
not find many of the aspects that they would have expected to see in a conventional
public sector comparator. Whilst greater complexity could be introduced, the
simplicity reflects the level of inherent uncertainty to which any quantitative
spreadsheet is subject when used at an early stage of project development, in this case
investment and project assessment stages. Equally, it highlights the fact that
quantitative analysis is only one element of the VM assessment and should be used
only in conjunction with the qualitative assessment which is completed in parallel. The
pursuit of further degrees of accuracy is likely to detract from the underlying qualitative
and quantitative reasons that make a given procurement route value for money.
Stage 2 - Project level assessment

The main aims of a project stage assessment is to verify that the initial decision to use PFI is

valid and ensure that it is marketable. The assessment involves
- retesting the assumptions of the quantitative and qualitative test.

- carrying out an affordability test to ensure that the public sector authority

involved can afford the PFI.

There would also be likely to be some level of market sounding in stage 1 and stage 2 of the
process. Market sounding involves determining the potential level of market interest and
the current and future capacity by talking directly to potential players, though the Treasury
emphasizes that care must be taken to prevent market conditions from affecting the

specifications of the project required.

Stage 3 - Procurement Level assessment
The emphasis is on identifying market problems early in the process. The aim of the
procurement level assessment is to identify cases of market failure (lack of competition as a

result of too few single bidders) and also cases of market abuse (where bid offered is

8 HM Treasury, Quantitative assessment user guide, 2007, para A.7, p2
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significantly above similar PFI projects). Where there are significant cases of market failure
or market abuse, the Treasury recommends the decision to use PFI should be reviewed.

Identifying cases of market abuse and market failure involve techniques such as
- reviewing whether there is a market of well qualified bidders
- benchmarking costs against similar projects

The project will be put out to tender and the contract awarded at stage 3. However the
guidance emphasizes that this stage will apply throughout the procurement period, from

the issuance of the contract notice through to the end of the contract.

External Scrutiny

Recent Treasury guidance also emphasises the importance of external scrutiny of PFI
contracts and large procurement projects generally: “external scrutiny can be more
objective about a project’s prospects, and be less constrained about making appropriate
criticisms”. ¥ The Treasury has established the Major Projects Review Group (MPRG), a
panel of commercial experts from across government, to give Treasury ministers
independent advice on the value for money of the largest and most complex procurement
projects at an early stage.®® The Treasury has stated that “the lessons learned from the
public sector’s experience of PFI will be applied to other Procurements”. In essence, best
practice regarding managing and scrutinising PFI can be applied across the whole of

government procurement.”

87 HM Treasury, Infrastructure procurement: delivering long-term value, March 2008, p 43, para 5.10
% HM Treasury, Infrastructure procurement: delivering long-term value, March 2008, p 43, para 5.11

89 HM Treasury, Infrastructure procurement: delivering long-term value, March 2008, p 45, para 5.24
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Annex 2: PFl accounting treatment for

government departments

Information about PFI is disclosed in various places in a set of Resource Accounts - in the

5  Operating Cost Statement, Balance Sheet and various Notes attached to the audited

financial statements. The examples below are drawn from the Ministry of Defence’s

Resource Accounts for 2006-07 (HC 697, 2006-07, pp223-278).

The critical issue in Resource Accounts treatment of PFI projects is whether the asset is

placed on the public sector body’s balance sheet.

10  This is currently determined by accounting standards, supplemented by Treasury

guidance, which weigh up whether the public sector or private sector has the substantial

risks and rewards of ownership of the PFI asset. When Resource Accounts adopt

International Financial Reporting Standards from 2009-10, the principles underlying the

international guidance for the private sector on ‘Service Concession Arrangements’ (IFRIC

15  12) will be adopted. As such, criteria based on control of the asset and regulation of the PFI

service will determine on whose balance sheet the asset should lie.

On-balance sheet projects are in effect capital expenditure by the public sector that has

been financed by borrowing from the PFI contractor. Off- balance sheet projects are

purchases of services from the contractor, who has created an asset to deliver those

20 services.

If the PFI asset is not recorded on the public-sector balance sheet

See MoD
example below:

In the
Operating Cost
Statement:

e The annual ‘unitary charge’ paid to the contractor for the PFI
service

Note 10

In the Balance
Sheet:

No data normally included in balance sheet. An exception is:

e The value of any ‘reversionary interest’ in the asset at the end
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of the PFI project’s life. If the contract involves the asset being
transferred later on to the public sector, a reversionary interest
is recognised in the balance sheet, with the sum being built up
over the life of the project. [see further explanation next to
‘Note 14’ below]

Note 14

If the PFI asset is on the public-sector balance sheet:

See MoD
example below:

In the
Operating Cost
Statement:

The value of the ‘unitary charge’ paid to the contractor is
divided into three elements. A ‘reduction in the capital
obligation’ reduces the amount of the capital debt in the
balance sheet over the period of the contract (representing
repayment of the asset financing) - this will be reflected in the
balance sheet rather than the Operating Cost Statement), while
the two other components of the unitary charge are presented
in the Operating Cost Statement:

0 An estimated service charge.

0 An imputed finance charge of the borrowing implicit in
acquiring use of the asset. It represents the interest
payment that would have been subsumed in an up-
front procurement payment.

The fixed asset will also be subject to an annual depreciation
charge

A component of the ‘cost of capital’ charge (though the PFI
asset component of the charge is not separated out).

Note 10
Note 12

In the Balance
Sheet:

PFI fixed assets, reduced each year by the depreciation charge

PFI liabilities, included in the Creditors figures, representing
future obligations to pay for the asset, through the PFI annual
charges.

(if applicable) PFI pre-payments, included in Debtors figures.

Note 14

Note 19

Note 17
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Notes to the Accounts also include listings of PFI projects; both on- and off- balance sheet

(see MoD example below: Note 27).

In the MoD’s case, for example, the Resource Accounts tell us that as at 31 March 2007:

the MoD had 51 PFI projects (38 of which were recorded on-balance sheet and 13

off-balance sheet);
the MoD owned PFI assets (on-balance sheet) of £562 million;
the MoD incurred PFI service charges of £1,148 million in the year;

the MoD owed £658 million due to PFI finance leases, of which £18 million had to

be paid back within one year;

PFI projects ranged from provision of training administration and financial
management information systems to the army to the provision of communication

services to the submarine fleet.
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MoD Accounts — Notes supporting the Operating Cost Statement

The table below is an extract from Note 10, showing the PFI service charges for 2006-07.
These cover unitary charges of off-balancesheet PFIs, and the service delivery component

of the unitary charges of on-balancesheet PFIs.

5

10. Other Operating Costs

200607 20050
Restated
£000

—  PFHlservice changes **
IT and Telecommunicatiors 424 930 A7 %9
Poperty Management 348 361 243 342
Transpart 153,506 182601
Equipmiant Suppart 121,454 123619
Plant and Machinery 58,607 12881

10
The extract from Note 12, below, shows the imputed interest cost in 2006-07 of on- balance
sheet PFIs (£67.551m).
12. Net Interest Payable
106407 1506
£000 £000
Interast payable:
—  Bank interest 12
—  Loan interest 1348
—  Umwinding of discount on pravision for liabilities and charges (Note 200 1.211,110
—  Firance keses and PF antracts 64 480
/ —  Late payment of Commendal debts 15
1,278,511

15
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MoD Accounts — Notes supporting the Balance Sheet

The table below is an extract from Note 14, showing the value of on- balance sheet PFI

fixed assets (£562m out of £74,601m fixed assets overall).

The Note also includes a £22m PFI ‘Residual Interest’ (or Reversionary Interest). Typically,
5  aPFI contract which would transfer the asset to the public sector at the end of the contract
would be regarded as an on-balance sheet project. However, it is still possible for such a
reversionary interest project to be off- balance sheet if other risks lay with the contractor. In
such off- balance sheet projects, the value of the asset to the public sector increases the
nearer the project gets to its conclusion, and the reversionary interest asset in the balance
10  sheet increases each year. In such cases, the annual cost reported in the Operating Cost

Statement is the unitary charge less the increase in the reversionary interest that year.

14. Tangible Fixed Assets
Single Usa Assots Aszots
Other Military IT and umder under
Land and | Equipment |  Plantand Comms fJlonstruction flonstruction
Dwellings |  Buildings (SUME) | Madhinery | Transpert | Equipment (SUME) (Othiers) Tatal
£004 £004 £000 £000 £000 £000 £800 E000 E800
R | |
Aszet Financing
wined 2,458,134 13,263,200 34,242 204 2516766 4,200 412 1,050,951 12,366,214 1,426 657 71,656,748
Danated**** 308,126 1,665,001 - 40320 123 2,013,500
Lowng Leass 176,060 102,179 a7
Short Lease 21 55 193 58814
Operating Lease - & 440 8,480
Fmance Lease - - - - 420 410
/ ';'F"I'E”“"WS"E“ 17421 348,147 - 92,405 g5 441 2578 552,000
PRl residud 4
/ - - 22,190 - - - - 22,190
Net Beok Valus:
At 31 March zomod0n | 1s4szme ] 3sxamm ] 2s04am 4,347, 416 1,133,526 | 12,386,214 1,426,667 | 74600538
1307

The top half of note 14 (not shown here) also includes details of the movements in the

accumulated depreciation balance during the year.
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Note 19.1, below, shows the liability for future payments to PFI contractors for on- balance

sheet projects. These liabilities represent the obligation to pay that part of the unitary

charge that represents the imputed finance debt for the acquired PFI assets — £18m the cost

within the next 12 months and another £640m over a longer time horizon.

19. Creditors

19.1 Analysis by type

Amounts falling dwe within ene year

VAT

Other taxation and social secu ity

Trade creditars

Other qeditors®

Payments received on account

Accuak and deferred income

Cument part of finance leases

Cument part of imputed finance leass element of on-balance sheat PRl contrads
Cument part of MLF loars **

Amounts ssued from the Consolidated Fund for supply but not spent ***
Corsolidated Fund extra receipts due to be paid to the Consolidated Fund — Received

Amounts falling due after more tham smne year

Other qeditors

Accuak

Finance leases

Imputed finance lese element of on-talance shest PFI contracts
MLF Inans**

Loans — ather

31 Mardh 2007

000

T REY
234,373
880,088
266,572

14,940
5,000,057
2,595
18,391
1,904
235,588

39,655
6,738,594

12,186
190,579
a
640,107
46,431
85,500

975,146
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31 Mardh 2006

£000

36,320
240,255
546,559
351519

25920

4 465,509

4378
15,168
1797
658,881
102983

6,449,169

101518
176,586
2539
642,523
48,315
85800

1,057,601



Note 17.1, below, shows a debtor balance in respect of PFIs (£41.6m). This may be where
payments have been made before the service is provided. Sometimes such ‘pre-payment’
asset balances might result where assets are transferred to a PFI contractor, and the

consideration received by the Department is in the form of reduced unitary payments, with

5  the sales value accounted for as a pre-payment. This prepayment is then reduced (charged
to the Operating Cost Statement) over the course of the contract as the benefits of the
prepaid element are utilised.

17. Debtors

17.1 Analysis by type

3 March 2007 § 31 Mardh 2006

£00:0 £000

Ameunts falling due within one year
Trade debitars 231 860 177,539
Deposits and advances 28207 54 255
Value Added Tax 317118 2320 544
Crther debtors 213.5m 75353
5taff Ioans and advances 45072 41921
Prepayments and aczued incme 631614 506334
Current part of PR prepayment 41647 156,716
1514019 1,532,762

A
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MoD Accounts — other Notes

Note 1, the Statement of Accounting Policies, includes a policy for PFI transactions
(paragraphs 1.27 and 1.28). This sets out the accounting treatment that has been adopted
by the MoD.

Note 23.4, Analysis of Financing, is attached to the cash flow statement. This note
recognises the negative contribution that payments in respect of on- balance sheet PFI

contracts makes towards the net financing total in the cash flow statement.

Note 27, below, is a more detailed note on PFI Commitments. This note is split into four

key tables:

The first table (note 27.1) shows the total PFI service charge payments that the MoD is
committed to make during the next financial year, 2007-08. This is analysed in time bands,

according to when the commitment expires.

The second and third tables list all of the MOD’s on- and off- balance sheet PFI schemes
respectively. These tables include details of the capital value of the scheme and the contract

start and end dates.

The fourth table gives a breakdown of the creditor relating to on- balance sheet PFI
schemes; or the ‘imputed finance lease obligations. The analysis shows the total creditor
split according to when the liability falls due. These figures can be tied back to the relevant

line of the Creditors note, note 19.
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27. Private Finance Initiative (PF1) Commitments

Charge to the Operating Cost Statement and future commitments

27.1 The total amount charged in the Operating Cost Statement in respect of off-balance sheet PFI transactions
and the service element of on-balance sheet PFI transactions was £1,147 660,000 (2005 -06: £869 512,000); and
the payments to which the Department is committed during 2007-08, analysed by the period during which the

commitment expires, is as follows.

31 Mardh 2007 31 Mardh 2006
£000 EDOO
Expiry within 1 year 11,028 1,875
Expiry within 2to 5 years 172654 81,912
Expiry within & to 10 years 178 205 236,158
Expiry within 11 to 15 vears 1352313 213,235
Expiry within 16 to 20 years &7 317 54519
Expiry within 21 to 25 years 9874 240 046
Expiry within 26 to 30 years 21213 11,600
Expiry within 31 to 35 years 171,964 120,350
Off Balance Sheet
27.2 The following information is provided for those schemes assessed as off Balance Sheet:
Capital Valua*® Prepayiment Contract Contract End
31 Mardh 2007 Start **
Preject Description L1000 £000
Training, Adminstration and Finandal Management Information System: 36,000 - Aug 199 MNow 2009
Prowiion of training admin stration and financial maragement infomation
systems tothe Army Requiting and Training Division
Hazardous Stores Information System: Prowision of an information manajemant 1,000 Oct 1997 Oct 2007
service for hazardos stores safaby datasheets with 2, 000 usars
Daferice Fooed Telacommun ications System: Integration of 50 fiad F0,000 - Jul 1997 Jul 2012
telecommunications natworks iEed by the Armied Forces and Mol induding the
deliwery of woice, data, LAN interoonnect and other WAHN sarvices
Medium Support Helicopter Ainoew Training Facility: Prowision of & flight 114,000 Oct 1997 Oct 2037
simulator training facilities, covering three different types of helicopter, at
RAF Barson
Hawk Synthetic Training Facility: Provision of replacement simulator training 19,000 - D 19597 D 2015
facilities at RAF Vallzy
Jaint Services Command and Staff Colkege (SC50): Design and delivery of a new Q2 400 Jun 1958 Hug 2028
ti-service Command and Staff Tmining College infrastructure and supporting
services, including single residential accommuodation and mamied quarters.
(10F thie tectal amount, £64 million relates to on-balancs sheet)
Artack Helicopter Trmining S2reice: Provision of full mission simulatar, 2 field 165000 - Jul 1953 Sep 2027
deployable simulators, ground crew, maintenance and armament tRining
Family Quarters Yeovilton: Provision of marnied quarters accommadation for 8,200 Jul 1953 Jul 2028
S8 Service families at RNAS Yeovilton
NAT lvmeh=rm Coarmas Trasdkm ook Nafurkick mnd ok irHma - ek Ryl LT R ity =) Ko WA
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On Balance Sheet

27.3 The following PFI projects are treated as on balance sheet. The service payment commitrments for the year

2007-08 are included in the table shown at 27.1.

Praject De

Defenice Helicopter Flying School: Provision of helicopter flying fraining sarvices
RAF Lossiemouth Famity Quarters: Redevelopment and re-provision of 279
family quarters

Joint Services Command and Staff College: Command and Staff College for
miilitary and dilian personnel {also see J5C5C - Off Balance Sheet)

RAF Felingdales: Provision of quaranteed poaer supphy

Main Building Refurbish ment: Redevelopment and management services for
Ml Main Building

Mawal Communications: 5 ubmarine fleet communications service

Capital Valug*

£000

83,027
4745

64,000

T4R4
W74

549

Het Boak Value
1 Mardh X007

£000
26,866
27421

72,083

141
317712

46T

Contract Contract End
Start **

Apr19sy Mar 2012
Jun 1958 Aug 2020
Jun 1958 Aug 228
Desc 1956 D 20123
May 2000 May 2030
Jun 2000 D 2030
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MoD Accounts — other Information

There may be further references to PFI schemes in the narrative parts of the Annual Report
and Accounts document. The MoD account has a separate chapter in its Annual Report
devoted to ‘Future Capabilities and Infrastructure’. This chapter includes several
paragraphs on PFI and the approach that the MoD takes towards it (see paragraphs 165
and 166 on pages 97-98). Paragraph 289 of the Annual Report discloses major contractual
commitments, and makes reference to the payments that have been committed to under

PFI projects.

The Management Commentary (pg 197), which the Department is required to prepare in
order to comply with Treasury guidance, includes discussion of environmental, social,
community, employee and other matters. Under this banner, there is a paragraph on

contractual arrangements, which notes the Department’s main PFI commitments.
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Private Finance Initiative

165. The Private Finance Initiative (PFl) remains a
significant delivery tool in the provision of innovative
and efficient services for defence. The Department
remains committed to involving the private sector
where appropriate, and using PFl where the
requirement is for long-term services based around
the provision or refurbishment of a capital asset or
equivalent that can be funded by third party finance.
The new MoD Project Agreement was published duri
the year, based upon Standardisation of PFl Contract
version three which is the standard contract and

166. The Department received a total gain of £2.2M
from the refinancing of the PFl projects for the Very
Low Frequency Naval Communications Service (VLF)

in December 2006 and the Tornado GR4 Synthetic
Training Service (TSTS) in March 2007. These were
undertaken in compliance with the Voluntary Code on
Refinancing. The Department’s forward PFl programme
(see Table 6) has an estimated capital value of
approximately £4Bn to £6Bn.

Table 6: Major PFI Projects in Procurement as at

21 March 2006

guidance that project teams have to use when draftil
their PFI contracts, allowing for a more efficient and

Project Name

effective procurement of PFl updated from Version tv
produced in 2003). Standardisation and improvemen
to the procurement process are producing better
value for money and at the same time helping to driv
down the length of the bidding process and bid cost
—when a significant proportion (around 60-70%) of
contract is common to all projects, standardisation of
these elements of the contract will help reduce both
procurement time and cost and these elements of th_
contract do not have to be renegotiated each time a
new project commences. The Department signed one
PFI deal in 2006-07 with the Northwood Development
project with a capital value of £162M, bringing total
private sector capital investment through PFl to over
£5.8Bn. Further details on signed PFl transactions are
in note 1.27 to the Departmental Resource Accounts
on page 233. The Private Finance Unit also supported
two public private partnerships, MoDEL (MoD Estates
in London) and the Combined Aerial Targets Service
projects, to reach contract close during the reporting
year. At the 2007 Public Private Finance Awards, the
MoD Private Finance Unit won Best Government Team,
MoDEL won Best Public Sector Project Team and the
Judges’ Award for Innovation; Combined Aerial Target
Service won best UK Deal to Sign; and CVehicles won
the best Operational Defence Scheme. The Defence
Sixth Form College PFl was also highly commended

in the category of Operational Project with the

Best Design.

Corsham Development Project
Defence Training Rationalisation Project
Future Provision of Marine Services
Future Strategic Tanker Aircraft

Search and Rescue (Helicopter) Project
(new for 2006-07)

UK Military Flying Training System
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