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Summary:

• potential vfm tests

• main conceptual problems

• approaches to vf m

• evidence from the UK 

• outsourcing in the private sector

• assessment 
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Candidate tests:

• Test 1. Full cost-benefit

• Test 2. ‘Cost’ comparisons of public  and priv ate options
• direct cost to treasury 

• quality adjusted 
• pooled form 

• Test 3.  Comparison of private alternatives

• Test 4.  Viability test of specific chosen project
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Three conceptual issues

1. When do cost tests provide the same ranking
as a full cost benefit?

• A cost test (Test 2) is equivalent to a full cost benefit (Test 1) if: 

• the b idding process is such t hat there are no ex ante excess prof its,
• the benefits are the same in the public project and the PPP,
• the appropriate rate to discount the benefits (costs) should be the same 

whether the project  is  public or a PPP.

• the appropriate public sector discount rat e is applied t o the public 
sector comparator and the pr ivate sector  discount r ate is applied to the 
PPP cash f lows

• N.B.  Pooling is problem 
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Three conceptual issues

2.  Discount rates and risk transfer in vfm tests

• Specific risk 
• unique to the project 

• should be dealt with by modelling  their effect on the expected 
return of the project.

• Vfm tests are strong 

• Systematic risk 
• Correlated with economy

• private delivery - ‘cost’ to the government is not a cost in the 
economic sense of the word 
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cost marginal
price=

PUB
PRIV
β
β

• Fixed costs in PPP projects tend to be large

• PPPs designed to transfer risk
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Control samples, UK and US 
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Difference for the US
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Difference for the UK
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Three conceptual issues

3. Wages and labour conditions in vfm tests

• donated labour

• no evidence from PPPs to suggest that these changes 
should be deliberately overvalued

• no value is given in UK vfm tests to these cost savings

• political biases may be large
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Examples of vfm tests 

• Most countries that operate explicit vfm tests appear to use 
a form of 2b

• PSC form the basis (Australia, Canada, Ireland, Netherlands, 
UK)
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Experience

• competition in the bidding process is instrumental

• PSC plays a secondary role

• frequent criticism of the PSC

• contractual issues are a potential problem

• renegotiation is common
• presence of  unforeseen costs

• changing demands

• bidding costs
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Outsourcing in the private sector 

Defn: use of external agents to perform organisational activities
• S&P: $170b (2003) 
• Corbett $3.7t  (2003) 

• Why? 
• outside suppliers economies of  scale
• centralisation o f expert ise
• wage differentials
• improve company focus
• share r isks
• free resources for other purposes

• Problems?
• integration problems
• overest imate t he advantages
• underest imate the transaction costs
• IT outsourcing ‘difficult’
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Assessment

• Type 1 tests (i.e., full cost-benefit)
• essential in past
• enormous variability

(sat isfact ion rate with IT  33%, avg outsourcing 70-80%)
• ill focus sed
• many benefits and cos ts comm on to all modes of delivery

• Type 2 tests (‘cost comparisons of public  and priv ate’)
• needs care when making pooled comparisons
• full quality adjustment should deli ver the same ranking as cba
• test  compares public sector costs, pr ivate sector revenue flo ws
• huge scope for error
• discount numbers depend on benchmark
• bidding losses are pr oblem
• strategic problems
• may be loss from ex post distortions 
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Assessment

• Type 3 tests (comparison of private alternatives)
• most of above problems become 2 nd order
• well focussed

• less prone to measurement error

• Type 4 tests (viability of single project)
• single bidder or limited interest

• PSC critical but poor
• stand-alone viability most at risk
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