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Introduction.
Recently, mainly because of the Freedom of Information Act, detailed information has become available on the operation of a number of PFI schemes, in the shape of the financial projections prepared by the operating consortia: this type of information was previously unobtainable. Examination of this information suggests that changes are now required to the approach which ONS has adopted towards including PFI liabilities in the public sector net debt. This note discusses the issues arising, and makes proposals.

1. 
Background 1: The ONS Approach.
1.1) 
In 2006, ONS published the paper ONS(2006), setting out their approach to including the notional public sector liabilities associated with certain PFI schemes in the Public Sector Net Debt, (as used, for example, in calculating the key Maastricht ratio of debt/GDP). Briefly, the ONS approach can be summarised as follows:-

a) PFI schemes are handled under the more general principles for handling leasing arrangements set out in the UK Generally Accepted Accounting Practices, and ESA95. Two types of lease are distinguished: finance leases, where the person to whom the asset is leased effectively takes on economic ownership of the asset: and operating leases, where economic ownership remains with the person providing the asset.

b) Finance leases are handled as being “on balance sheet”. There is a notional debt associated with a finance lease, defined as the liability of the person to whom the asset is leased to make payments for the operational asset to the person providing the asset. This notional debt is called the imputed finance lease liability.

c) ONS regard a PFI scheme as being on balance sheet if it is classed as a finance lease by the public sector auditor. The general principles applied in determining whether a PFI scheme is classed as a finance lease are based on an assessment of risk. ONS quote the following passage from a Eurostat Manual:-

“…the assets involved in a public-private partnership can be considered as non-government assets only if there is strong evidence that the partner is bearing most of the risk attached to the specific partnership.…”

(source: Eurostat Manual on General Government Deficit and Debt, quoted in ONS(2006), para 5.1).

d) For on balance sheet PFI projects, ONS does not calculate the imputed finance lease liability itself, but takes the relevant figures from the resource accounts of central government departments, or the accounts of the relevant public corporation or local authority.

e) For on balance sheet PFI projects, the same sum, (the imputed finance lease liability), is recorded by ONS both as an addition to the public sector capital stock, and as an addition to public sector net debt.

f) The imputed finance lease liability is calculated as the net present value of the stream of lease payments, discounted at the interest rate implicit in the lease: (see ONS(2006), para 7.1.4.)

1.2) The effect of introducing these changes was that ONS increased the public sector net debt by £4.9bn in relation to PFI projects in 2006. To put this figure in context, the expected value of assets for all signed PFI deals was around £46bn, of which about £23bn would relate to “on balance sheet” projects. ONS list a number of factors which could account for the difference between the £4.3bn and the £23bn: in particular

· finance lease debt and capital values are not the same thing.

· assets only come on balance sheet when all construction is complete.

2.
Background 2: Eurostat Guidance.
2.1) Another piece of relevant background is the detailed guidance on how PFI schemes should be accounted for set out in Eurostat (2004). The document sets out a number of criteria for determining whether the assets involved in a long term contract between government and non-government partners should be on or off the government’s books. One important set of criteria relate to the extent of risk transfer to the private sector. But another important criterion relates to the nature of the financial arrangements between the public and private sectors, and, specifically, to the terms on which the asset may revert to the government at the end of the contract period. The relevant quotation in the report is:-

“Recording the assets as government assets would be appropriate in the following case:-

· the price paid by the government [for acquiring the assets at the end of the contract] is lower than the economic value,(or even nil), but government has already paid for the right to acquire the assets throughout the contract by making regular payments that reached a total very close to the full economic value of the assets.”  

(source: Eurostat (2004), Section 3).

3.
The Information Obtained Recently Under FOI.
3.1) Detailed financial projections, as prepared by the operating consortia, have recently been obtained for four PFI schemes: this information has been obtained mainly through the operation of the Freedom of Information Act. In addition, a substantial amount of detail, but not complete detail, has been obtained for a number of other schemes. Using the detailed financial projections, it has been possible:-

a) to split the unitary charge into components relating to services, (that is, operations and maintenance), and the non-service element, (covering taxation, repayment of principal and interest charges on senior and subordinate debt, and dividend payments).

b) to calculate the Net Present Value, (NPV), of the non-service element of the unitary charge, (discounting at the current National Loan Fund interest rate): and to compare this with the original capitalisation of the project: (that is, with the capital originally provided through debt and equity).

c) to calculate the Internal Rate of Return, (IRR), on equity, and the notional average outstanding debt on which that return is earned. (Note that an IRR, quoted in isolation, is essentially meaningless: the return to the lender depends on the IRR and the notional average outstanding debt on which the IRR is being earned.)

3.2) In the cases examined, it was found that 

a) The NPV of the non-service element of the unitary charge was typically very much higher than the initial capitalisation of the project: in the three cases where the available data was such that the calculation could be carried out, the NPVs were 205%, 195%, and 155% of the initial capitalisation.

b) The IRRs on equity, (where equity here is defined broadly, as subordinate debt plus equity proper), were, in the four cases, 23.2% on an average notional debt equal to 335% of the capital raised through subordinate debt and equity: 21.8% on an average notional debt of 319%:  23% on an average notional debt of 212%: and 21.4% on an average notional debt of 179%. 

3.3) Although based on detailed examination of only a small number of cases, (which were all the cases where this level of detail was available), the above findings nevertheless suggest that extremely high returns are being earned on some PFI projects. This view is consistent with the examination of other cases where partial information is available: and is also consistent with the evidence from refinancing deals, where operating consortia have been able to realise very high profits shortly after the construction phase of the project has been completed. All this suggests that something may well have gone badly wrong with the process of PFI. This, however, is not what this note is concerned with. Rather, this note is concerned with the implications of the kind of evidence reported at paragraph 3.2 for the statistical procedures operated by ONS. (For those who may be interested, evidence of what appears to have gone wrong with the process of PFI can be found at Cuthbert (2007) and Cuthbert and Cuthbert (2007).)

4.
Implications for ONS Procedures.
4.1) Implications for On or Off Balance Sheet Decision.
As noted in Section 2 above, the test for deciding whether a PFI scheme should be on or off balance sheet should in principle depend not just on risk, but also on funding. If, (as is the case in many recent PFI deals), the asset reverts to the government at the end of the contract period, and if the NPV of the availability charge paid by the government is almost as large as, or larger than the capital cost of the asset, then the criterion quoted in section 2 will clearly be satisfied. So a relevant test for determining whether the PFI scheme should appear on the government’s books is to calculate the NPV of the non-service element of the unitary charge, and to compare this with the initial capital value. If the former is larger than the latter, (which is likely to hold in nearly all cases), then the Eurostat criterion says the project should be on the government’s books.

The implication is that those schemes for which details were given in para 3.2a) should be on balance sheet, because they satisfy the financing test. This suggests that there is a need to look again at the “on balance sheet” test as currently operated, and to include in the test not just an assessment of risk, but also to calculate the NPV of the non-service element of the unitary charge, and to compare this with the original capital value of the project. 

4.2) Implication for Choice of Discount Rate for Calculating PFI Liability.
As noted in para 1.1f) above, the finance lease liability which is currently calculated for on balance sheet PFI schemes is calculated by discounting future “leasing” payments at the interest rate implicit in the lease. It is a standard result that, if the sequence of interest and debt repayment terms associated with borrowing a given sum is discounted at the original rate of interest, then this will simply give an NPV equal to the original sum. Hence the ONS approach to calculating the finance lease liability, since it involves discounting using the internal rate of interest implicit in the lease, should yield an estimated finance lease liability equal to the amount borrowed in providing the original asset.

In the light of the evidence quoted at para 3.2b) above, this procedure now looks very questionable. From the point of view of the taxpayer, and those responsible for ensuring that value for money is achieved by the public sector, the relevant interest rate for assessing the NPV of a future stream of financing commitments is the current National Loan Fund interest rate. Using this rate correctly enables the public sector to assess the opportunity cost implicit in the future stream of financing commitments, relative to the amount which could be borrowed from the NLF at the same cost. The implication of the high observed returns on equity demonstrated in para 3.2b) is that the interest rate implicit in the PFI scheme will be very much higher than the NLF rate: and hence the finance lease liability as currently computed will substantially understate the opportunity cost to the public sector of going down the PFI route.

4.3) There is a further implication of this point. Since the finance lease liability, as calculated by discounting at the NLF loan rate, is likely to be very much higher than the amount originally borrowed, this calls into question the logic of making a symmetric adjustment to the government’s accounts, recording the same amount as an asset and a liability. It seems perfectly reasonable that the symmetry principle should be abandoned  in these circumstances.

4.4) If the symmetry principle is abandoned, then there is a further decision to be made. On the liability side, it is clear that what should appear in the government’s accounts is the finance lease liability, calculated by discounting at the current NLF rate. 

On the asset side, however, there are at least three different possible values which could be used:-

a) the headline capital cost of the project: (in the case of the New Royal Infirmary for Edinburgh, for example, this would be £180m). This is the figure currently published by the government when quoting the capital value of PFI projects.

b) the full capital cost, allowing for fees, charges, and, (where appropriate), VAT: (for the NRIE, this is £240m).

c) the amount actually borrowed (including equity input) by the operating consortium: this is normally greater than b), because the consortium typically has no income over the construction period, so interest charges accumulate, and are then, (normally), capitalised.

Of these, it would appear that (b) most closely represents the value of the asset of which the public sector has assumed economic ownership: there therefore appears to be a strong case that it should be (b) which appears as an asset in the government’s accounts.

5.
Proposals.
5.1) Given the above, this paper makes the following proposals:-

i) For each PFI scheme, the projected unitary charge should be split into the service and non-service elements, and the NPV of the non-service element calculated, discounting at the current NLF interest rate. A revised test as to whether the PFI scheme should come “on balance sheet” should be applied: the scheme should be on balance sheet if the NPV is large relative to the capital value of the asset. 

ii) For schemes which come on balance sheet, an asymmetric adjustment should be made to the government’s liabilities and assets: the NPV should be added to government debt, while the capital value of the asset, (as assessed at paragraph 4.4(b)) would be added to government assets. 

5.2) This then raises the question of feasibility. In fact, the work undertaken on the detailed financial projections obtained through the FoI Act indicates that the approach is feasible. The information required to carry out the proposed calculations exists in the form of these detailed financial projections. It is to be hoped that rulings by the relevant Information Commissioners will shortly ensure that such data has to be made publicly available for all schemes. Failing this, it should be possible for ONS to secure the required information, for the purpose of preparing statistical aggregates, under provisions like those of the Statistics of Trade Act. Given the complexity of the issues involved, it would be preferable if ONS took the required analysis in-house, rather than relying on figures appearing in the accounts of public bodies, about whose consistency and provenance there must be substantial doubts. 
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