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“I have never signed off a PFI 
contract as chancellor… and I can 
confirm today that I never will.  I 
can announce that the govern-
ment will abolish the use of PFI 
and PF2 for future projects.”  With 
those words, Philip Hammond 
signalled the death of private 
finance initiatives as a means of 
facilitating infrastructure delivery in 
the UK as part of the 2018 budget 
announcement.

In a way, Hammond wasn’t really 
announcing anything at all.  The use 
of PFI had already collapsed (see 
chart) in part due to an increase 
in the cost of such finance and a 
drying up in its supply, following the 
financial crisis.  But, perhaps more 
importantly, also due to its reputa-
tion being severely undermined, 
following some high-profile failures – 
and as reflected in a damning NAO 
report earlier this year. 

The NAO found little evidence to 
support the supposed benefits of 
PFI.  Specifically, the data did not 
demonstrate that PFI delivered either 
construction cost savings, or opera-
tional effciencies.  In fact, relative  
to various alternatives, it resulted in 
significant additional costs, particu-
larly in relation to financing costs.  In 

mitigation, the NAO did find some 
evidence that PFI performed well on 
asset quality and maintenance, as 
the nature of PFI contracts made it 
harder to implement ex-post ‘cuts’ 
to maintenance, relative to other 
delivery models.

PfI - the problems
So, what really was the problem 
with PFI?  Two words: moral hazard.  

Firstly, an obvious issue is that 
it created an all too easy way to 
“shift” debt off the government 
balance sheet; and onto the 
books of private sector delivery 
companies.  So, for politicians 
with a vested interest in superfi-
cially minimising the size of the 
UK budget deficit, here was a 
ready-made solution. As it turned 
out, there were such politicians. 
In 1997, chancellor Gordon Brown 
outlined a set of fiscal policy 
principles as part of his budget 
speech.  This included the well-
known ‘Golden Rule’, that: (i) over 
the economic cycle the govern-
ment would only borrow to invest 
and not to fund current expen-
diture; and (ii) public debt as a 
proportion of national income 
would be held over the economic 

cycle at a stable and prudent 
level (which was set at 40%).  

The Golden Rule was a big 
deal for the government – New 
Labour had staked its reputation 
on economic credibility, after all. 
However, the government also 
knew it would be diffcult to stick  
to this rule, whilst also delivering its 
investment programme.  Logically, 
something had to give – but politi-
cally, nothing could.  This meant, of 
course, that there was an incentive 
amongst politicians of the day to 
make use of PFI arrangements, 
even in circumstances where, 
objectively, they might not have 
been the most effcient (77% of all  
PFI contracts were signed off under 
Brown).  So, the politicians increase 
the risk, because they do not bear 
it.  Moral hazard no 1.

A second issue is that PFI pro-
vided a means to demonstrate 
that ‘market delivery models’ and 
‘competition’ could succeed, 
often in circumstances where the 
counterfactual would be state (or 
regulated private incumbent mo-
nopoly) provision.   The problem this 
created was that, if the architects 
behind the initiatives had a vested 
interested in demonstrating these 
outcomes, again a ‘bias’ could 
arise such that PFI was favoured, 
even if it was not truly the most ef-
ficient outcome.  Of course, these 
same architects also got to design 
the structure of the PFI contracts, 
and therefore the amount of risk 
borne by the private, third-party 
providers.  So, this enabled them 
to intentionally “de-risk” those 
contracts for the delivery compa-
nies – allowing them to bid at lower 
costs.  In turn, stakeholders could 
then boast about the cost savings 
delivered as a result of using PFI 
and third-party delivery.  

Of course, what they were really 
doing was conflating the ‘eff- 
ciency’ of the third-party firm and 
PFI (relative to an incumbent, or the 
state) with the fact that they had 
de-risked the contract itself.   So, in 

industry COMMEnt

PfI Is 
dead.  
long 
lIve  
moral 
hazard

some cases, the policymakers, de-
partments or regulators artificially 
lower the delivery company risks, 
placing more risk than is ‘effcient’  
on taxpayers and incumbents.  
Moral hazard no 2.

The final dimension relates to the 
third-party private sector delivery 
companies themselves, of course.  
Knowing all of the above, in some 
instances these firms must invari-
ably have faced strong incentives 
to take ‘more’ risk than is effcient.   
That is to say, they might have 
taken a “bet” that the true liabilities 
they faced were lower than those 
reported within the various PFI 
contracts they were engaged in.  
Arguably the collapse of Carillion 
is the most high-profile example of 
such behaviour.  Interestingly, whilst 
Government decided not to ‘bail 
out’ the procurement giant, which 
went into liquidation earlier this 
year, significant public-sector loans 
were made available to its subcon-
tractor network.  Moral hazard no 3.

lessons for water
Turning our attention to the future 
delivery of UK infrastructure – and 
the water industry in particular – 
what lessons can be learned from 
the downfall of PFI?  Of course, the 
debate in regulated sectors is not 
about ‘whether’ private finance 
should be used per se. Rather, 
here the question is more one of 
the delivery model.  There tend to 
be two parts to this question: (i) 
firstly, whether the regulated return 
on the capital model remains 
appropriate, or whether alter-
natives (such as forms of direct 
contracting) should be used; and 
(ii) secondly, whether the incum-
bent regulated firms are best place 
to deliver the infrastructure, or 
whether third-party providers may 
be superior. 

 In practical terms, these two 
parts tend to be quite closely 
connected, of course.  In essence, 
however, the issues that one needs 
to consider in addressing these mat-

ters have much in common with 
those that arose in relation to PFI.

Just as per the PFI debate, one 
might advocate the use of alterna-
tive (third-party) delivery models in 
regulated sectors on the grounds of 
them delivering greater effciency  
through competition (relative to the 
counterfactual of incumbents, say). 
However, when considering such 
potential benefits, it is important 
to be clear about what ‘competi-
tion’ actually means.  Specifically, 
regardless of the entity assigned 
to deliver infrastructure (the state, 
regulated incumbent monopoly, 
or a third party) that entity itself will 
most likely not physically employ 
the people, own the inputs or 
assets, or possess all necessary 
expertise, for the design and 
construction of these assets.  That is 
to say, regardless of which entity is 
assigned these tasks (and irrespec-
tive of the financing source), they 
will go out to market and tender 
for the necessary inputs.  In other 
words, ‘competition for the market’ 
typically occurs regardless of the 
delivery entity and delivery model.  

The above does not mean 
that third party delivery cannot 
deliver incremental effciency gains  
through competition. Specifically, 
whilst ‘competition’ occurs irrespec-
tive of the entity, clearly this is a 
matter of degree.  Consequently, 
one could take the view that a 
third-party firm might do a better 
job of running the various tender-
ing processes, such that additional 
effciency gains are achieved,  
relative to the state or an incum-
bent running those same processes.  
However, such a judgement needs 
to be thought about with care, on 
a case-by-case basis.  In particular: 
❙  There are a small number of large 
infrastructure firms in the UK and 
they tend to operate in relatively 
concentrated markets – so, the 
extent of competition they face 
does not vary, regardless of who 
asks them for a tender.
❙  The UK is not currently blessed 

with an excess supply of engineers.  
For example, EngineeringUK cur-
rently reports an expected annual 
shortfall in engineers of 79,000. Nor 
is this shortfall a new issue. Going 
back to 2013, the Perkins review 
found: “engineering jobs dominate 
the list [of job categories for which 
there are shortfalls], accounting 
for half of the 119 job titles, with 
a further 20% in closely related 
scientific and technical areas.” The 
implication of this, of course, is that 
when tendering occurs around 
large-scale infrastructure, often it 
is competing for the same set of 
people, and the same resources. 
For example, it is well documented 
that the scale of Hinkley Point has 
soaked up so much resource that 
other projects in the surrounding 
areas are getting crowded out.

Following from the above, the 
key point is that there are good 
grounds to suppose that simply 
changing the delivery model or 
entity may have little effciency  
upside, on average at least.  This is, 
of course, very much consistent with 
the NAO’s findings regarding the 
lack of effciencies delivered by  
PFI.  This isn’t to say that there aren’t 
instances where ‘genuinely ad-
ditional’ competition can occur – 
but such cases should be identified 
based on evidence and analysis.

direct procurement
This brings us neatly back to the 
beginning – and the various dimen-
sions of moral hazard that appeared 
in relation to PFI.  As one considers 
the current infrastructure delivery de-
bate, it is clear that the features that 
gave rise to moral hazard still exist:

Government remains under 
pressure to keep the public-sector 
deficit down.  Relatedly, regulators 
have expressed concerns regarding 
the levels of leverage on the bal-
ance sheets of incumbents; and the 
incumbents themselves may feel 
pressure regarding these matters. 
Might this create a ‘bias’ towards 
models that shift debt away from 
incumbents to third parties?
❙  Similarly, there seems to be some 
political appetite in the regulatory 
community to ‘prove’ that third-
party deliverers can provide better 
value than incumbents and, that 
‘competition for the market’ works.  
Again, might this too reinforce a 
bias towards certain delivery mod-
els – or even encourage stakehold-
ers to artificially ‘de-risk’ delivery for 
third parties, relative to incumbents?

In the England and Wales water 
sector, the above issues are per-
haps most pertinent to Direct Pro-
curement for Customers.  Here, all 
of the ingredients of moral hazard 
seem to be present – and are per-
haps heightened by the increased 
politicisation of the sector.  Critically, 
this is not unique to water regula-
tion: the debate over the funding, 
financing and delivery of runway 
three at Heathrow is the predomi-
nant issue for the CAA to grapple 
with at the Q7 price control.

So, is PFI really finished?  That 
seems unlikely.  Whatever replaces 
it may have a new name. It may 
even have features that, superfi-
cially, mitigate the most obvious 
shortcomings of historical finance 
contracts. However, you can be 
sure whatever the form of the re-
placement, agents will find a way 
to usurp it for the above ends – with 
one inevitable outcome: that those 
same agents will continue to take 
risks, knowing full well they are 
shielded from them.  PFI is dead.  
Long live moral hazard.

❙  sam Williams is director of 
economic Insight. http://www.
economic-insight.com/
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