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Summary

The 2008 credit crisis had an enormous impact on the Government’s public infrastructure
programme. Severe restrictions on bank lending at that time meant no sizeable Private
Finance Initiative (PFI) contracts could be let. This affected the viability of a large number
of infrastructure projects, including school and road building schemes, with a total
investment value of over £13 billion.

The Treasury’s response was to make project finance available by lending public money on
the same terms as the banks. This approach reflected a fear that doing nothing would slow
the flow of new PFI contracts, jeopardising the economic stimulus that would be generated
by new infrastructure. Providing that stimulus was the Treasury’s overarching priority.

However the Treasury did not put pressure on government-supported banks to either
make lending available or reduce the extent of increased financing costs. Overall, bank
financing costs increased by 20-33 per cent compared to bank charges before the credit
crisis. This added £1 billion to the contract price, payable over 30 years, for the 35 projects
financed in 2009. Furthermore Treasury did not require individual projects to submit
detailed re-evaluations to assess whether contracts were still value for money.

The Treasury helped to reactivate the lending market for infrastructure projects by setting
up its own Infrastructure Finance Unit in March 2009. This Unit was prepared to lend
public money on the same terms as the banks, but lent to only one project — a large waste
treatment and power generation project. We recognise, however, that this willingness to
lend helped to re-establish market confidence.

But other alternatives to the high cost bank finance were not properly explored during the
credit crisis. Greater use of Treasury loans, or direct grant funding, could have put pressure
on banks to lower their charges. Neither did the Treasury adequately explore how lower
cost finance sources such as life insurance and pension funds could be encouraged to invest
more in PFI projects. The Treasury also could have made more use of funding from the
European Investment Bank. The appropriate mix of financing sources for future project
contracts, including public and private finance, is an issue that needs serious
reconsideration.

We accept that the circumstances of the credit crisis, and in particular the need for
economic stimulus, warranted the Government making lending available to projects that
would otherwise have been threatened. Nevertheless, we remain concerned about other
aspects of the Treasury’s response to the lack of PFI project finance.

The impact of the bank crisis on projects will continue to be felt over the next 30 years, as
financing costs are locked in for the life of each project (both construction and operation
phases). Higher financing costs will persist throughout the operating period, even though
the project operation phase normally represents a lower risk for lenders.

The Treasury needs to be better informed about the active market in the sale of PFI shares.
At present, unlike debt refinancing, the Treasury does not monitor the extent of gains to
private investors from selling their shares. If gains are excessive, this may indicate an




overpriced contract in the first place, raising concerns about value for money for taxpayers.

On the basis of a Report by the Comptroller and Auditor General, we examined the
Treasury on its response to financing PFI projects in the credit crisis'.
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Conclusions and Recommendations

1.  Contracts let since the credit crisis were over-reliant on expensive bank finance.
The Treasury failed to develop a sufficiently wide mix of finance sources, including
grant funding, for infrastructure projects. Some contracts obtained funding from the
European Investment Bank (EIB), which lowers some financing costs, but
departments made less use of this resource than did other European Union
countries. The Treasury failed to use its Infrastructure Finance Unit, which only
made one loan, to promote a downward trend in the cost of private debt finance.
The Treasury should expand the range of financing sources and assess the potential
benefits from making further Treasury loans whenever commercial lending rates are
unusually high.

2. The Government did not use its negotiating position with the banks to assist PFI
lending. In 2009, banks increased the cost of financing PFI projects by between 20
and 33 per cent, adding £1 billion to the contract price over 30 years for the 35
projects financed. At the same time, the taxpayer was providing unprecedented
support to the banking system. Yet the Treasury failed to set the banks lending
targets for PFI projects. It should now identify ways in which better deals can be
obtained, at least from the government-supported banks.

3.  The Treasury did not require a fully evidenced evaluation of the impact of the
increased financing costs on value for money at the time the contracts were let.
The Treasury did not have full information on project financing costs in the credit
crisis. Value for money is often marginal for PFI projects. The Treasury should
ensure it has full information on financing costs from departments, and should also

intervene after any significant changes in costs to assess whether PFI deals should go
ahead.

4.  Life insurance and pension funds are an important alternative source of finance,
but have been reluctant to fund PFI projects for a number of reasons. The
Treasury should identify the regulatory and other impediments affecting their
willingness to invest in PFI projects and take steps to address them.

5.  PFI projects with low operating risks have locked in high financing costs for up to
30 years. The high risk period is typically the construction period, but the high
interest charge endures throughout the project life. The Treasury must consider
unbundling service delivery from PFI contracts or find ways to lower the cost of
financing the operating period.

6.  There is the opportunity for the Government to claw back up to £400 million if
projects signed in 2009 are refinanced, but there is no certainty of this happening.
The Treasury should monitor market conditions and ensure that departments are
ready to maximise these gains, as soon as conditions are favourable. In particular, the
Treasury should identify groups of projects which could be refinanced at the same
time. This portfolio approach would enhance the public sector bargaining position,
reduce transaction costs and increase potential gains.



Government also needs to get good value from equity finance. There is little
transparency, however, about investor returns when selling shares - making the
value for money of using equity less clear. There has been an active market in
selling PFI shares, with a large number of sales and a consolidation of ownership.
This has led to portfolio gains that the Treasury has failed to monitor adequately.
The Treasury should review whether investors are systematically realising gains on
share sales, as well as refinancing debt.



1 The impact of the credit crisis and the
Treasury'’s response

1. Banks stopped lending to government infrastructure projects during the 2008 credit
crisis. In seeking to manage this situation the Treasury found that the market conditions
were unprecedented, fast moving and hard to forecast.”

2. The lack of private finance held up 110 PFI projects with an investment value exceeding
£13 billion. Two-thirds of the pending projects by value were in four sectors — waste
treatment facilities (30 per cent), schools (15 per cent), transport (12 per cent) and housing
(11 per cent).’

3. In early 2009 the banks were prepared to lend again but in smaller amounts than before
the credit crisis. Major projects had to rely on a large club of banks if private finance was to
be used. This lack of competition, together with increases in the banks’ own cost of funds
following the credit crisis, contributed to the banks increasing their financing charges for
government projects by 20-33 per cent and transferring risks back to the public sector. This
was despite the fact that the banks had received substantial financial support from the
Government during the credit crisis, and that lending to projects where the Government is
the customer is a very safe form of lending.* There have only been two cases of projects
being terminated with banks suffering losses.”

4. After taking some time to consider options, the Treasury established The Infrastructure
Finance Unit (TIFU) in March 2009.° The purpose of the Unit was to lend where there was
a lack of available finance from the private market. The Treasury lending would be on
commercial terms, with the lending temporary and reversible. The Treasury intended its
lending facility to increase the pool of finance available to projects but did not want to
interfere in the market’s pricing of the use of bank finance. The Unit provided one loan of
£120 million to the Greater Manchester Waste PFI project in April 2009. The Unit did not
provide any more loans thereafter as projects were then able to secure all their debt finance
from the banks.’
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5. Following the credit crisis, departments were heavily reliant on expensive loans from the
banks. The Treasury told us that doing without the banks would have involved a change in
the form of procurement for most projects. The Treasury argued that any such change
would have caused unacceptable delays.®

6. The Treasury’s new National Infrastructure Plan, published the day before our hearing,
recognised that a one per cent reduction in the cost of capital for infrastructure investment
could save £5 billion each year.” Notwithstanding the market difficulties, the Treasury
should have done more to try to obtain finance for infrastructure projects in 2009 on less
expensive terms:

7. Firstly, the government financial support to the banks and the low credit risk of lending
to government projects should have provided levers to negotiate better financing terms.
The Treasury did not, however, press the banks to lend at lower rates."

8. Secondly, the Treasury did not consider making more loans to projects in order put
pressure on the banks to reduce their rates. If the banks had felt the threat of being replaced
by Treasury lending and losing the opportunity to earn interest, it is likely this would have
created competitive tension to drive financing rates down."

9. Thirdly, whilst the Treasury did increase the amount of loans provided by the European
Investment Bank (EIB), other countries have made greater use of the EIB, whose loans are
provided on cheaper terms than commercial bank loans. Over the five years from 2005 to
2009, Italy and Spain borrowed Euro 35.1 billion and 41.4 billion, respectively, compared
to Euro 20.8 billion for the UK."

10. Fourthly, greater use could have been made of temporary grant funding to replace
expensive bank loans - an approach which enabled the Newham school project to go
ahead at the end of December 2008."

8 Q46

9 Q100; HM Treasury, National Infrastructure Plan 2010, October 2010
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12 Qq55-57; European Investment Bank Group, Annual Report 2009, Volume 3, Statistical Report Table F
13 Q47



2 Re-evaluating infrastructure contracts
following the credit crisis

11. Some 35 privately financed contracts were let in 2009 during the height of the credit
crisis. Higher financing costs increased the cost of a typical contract by 6 to 7 per cent
compared to commitments entered into before the credit crisis."* When benchmarked
against the rates available from the financing markets just before the credit crisis, the
higher bank changes on the 35 contracts were around £1 billion.”” The Treasury and
departments saw these substantial cost increases as unavoidable, and the result of market
pricing. Figure 1 shows the increased cost of loans for school building projects in 2009,
compared to the Government’s long term borrowing cost.

Figure 1 The increase in PFl school borrowing costs after April 2009
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12. Despite the higher project costs from increased bank charges, there was only limited re-
evaluation of the value for money of existing PFI projects. A project’s value for money was
only reassessed if it needed departmental support to meet cost increases of more than 20
per cent or £20 million.'® Out of the 35 projects that closed in 2008 and 2009, the Treasury-
chaired Project Review Group sent back only three projects to make improvements before
being approved.'” No PFI projects were cancelled over that period. Nor did the Treasury

14 C&AG's report, paragraph 21
15 Q38, Qq129-130

16 Qq13-16

17 Q34
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alter existing value for money procedures when it eventually issued updated guidance on
PFI procurement in August 2009."®

13. Although the Treasury told us it was not under political pressure to approve contracts,
there were clear drivers which created a need to close contracts despite the high financing
costs. The Government’s overriding policy priority in 2009 was to boost the economy by
letting infrastructure contracts. The Greater Manchester Waste PFI project, delayed by
almost a year, was an example of a project that had the potential to help the economy by
creating 5,000 jobs."” That project, responsible for treating 5 per cent of national waste, was
also under legal and regulatory pressure to avoid further delay.”® It is not unusual for other
policy imperatives to take precedence over value for money concerns, as we concluded in
our recent report on the multi-role tanker aircraft. In that case, the Ministry of Defence
wanted to procure specialist aircraft, and used the favoured procurement route of PFI even
though it was not appropriate for such a unique project.”!

14. The Treasury asked Partnerships UK to evaluate whether the increase in bank
financing costs undermined value for money across the board. Partnerships UK analysed
the Outline Business Cases for a sample of PFI projects, but did not examine all aspects of
financing costs.”? It concluded that projects were likely to remain value for money if the
interest margin which banks add on to the cost of funds for risk was below 3 per cent.”
Based on this finding, and normal department project review procedures, the Treasury was
satisfied that all 35 PFI projects let in 2009 were still value for money.

15. We remain unconvinced that there was sufficient evidence to support this view. This
Committee, and our predecessors, have often been concerned about the value for money
case for using private finance. We would, therefore, have expected a significant increase in
financing costs to have prompted the Treasury and departments to question more closely
the value for money of the privately financed contracts let following the credit crisis.

16. The Greater Manchester Waste PFI project was approved as value for money, despite
financing costs that included risk margins well above the 3 per cent value for money ceiling
identified by Partnerships UK. In the Manchester waste project the risk margin started at
3.25 per cent and after 21 years increased to 4.5 per cent. These higher margins reflected a
project that was unique in terms of scale and technology. The Treasury told us that this
project was value for money, without the need to make any assumption that high cost
financing would be replaced at a lower cost in future.**

18 C&AG's report, paragraph 1.16
19 Q9

20 Qq5-8

21 Q6, Q141

22 C&AG's report, paragraph 24
23 Qq20-21

24 Qq10-11
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3 Opportunities to improve value for
money in the financing of infrastructure
projects

17. The public sector has been heavily reliant on the use of private finance to procure
infrastructure projects. In 2010-11, the total annual charges payable in that year were £8.6
billion. The future commitment over the next 25 years amounts to £210 billion in cash
terms (Figure 2).” New infrastructure is forecast to cost £40 billion a year over the next five
years, to be funded through a mix of public and private investment.*

Figure 2: Next 25 years’ estimated payments under PFI contracts
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18. To the extent that private finance is used to fund future infrastructure investment, it is
imperative that the Treasury develops other financing solutions to reduce reliance on
expensive bank financing. In addition, steps need to be taken where possible to reduce the
high bank financing costs of the contracts which have been entered into since the credit
crisis.

19. The Treasury is considering a wider mix of financing sources for future projects. The
proposed new Green Investment Bank is an example.”” On future contracts there is also a
case for engaging with financial institutions, such as pension funds or life insurance
companies, at an early stage to finance a PFI project for its whole life. The Newham school

25 Qq179-182
26 Q157
27 Q30, Q100, Q152
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project, after a short period of temporary grant finance, was financed by a life insurance
company at an attractive margin.*® Direct grant funding can help to relieve a project from
the banks’ high financing charges, even where it is used for only a limited period of time. A
financing competition, like that used on the Treasury Building project, can also help
achieve better financing rates, if the project is not restricted to a limited choice of financing
sources.”

20. In terms of attracting finance from pension funds and life insurance companies, the
regulatory requirements for the assets that can be held by these financial institutions differ
from those applicable to banks. Some of these regulations, relating to the classification of
financial interests in private finance projects, act as a barrier to pension funds and life
insurance companies’ greater participation in the private finance market.”

21. Another concern is the persistence of high finance costs throughout the entire life of a
PFI project. A high cost of finance applies throughout the operating period, even though
this phase represents a lower risk for lenders than the construction phase.’® This means
that the impact of the bank crisis will continue to be felt by PFI projects over the next 30
years as the high bank financing costs are locked in for the life of each project. There is a
strong case for unbundling the construction and operating phases, enabling risk to be
priced separately on each of the two key stages of any deal.””

22. As an immediate response to higher finance costs, the Treasury increased the public
sector share of refinancing savings. This means the public sector would capture more of the
gains if, at a future date, expensive finance can be replaced by lower cost finance. Banks are
willing to refinance their project loans so that they can recycle their capital.** New contracts
previously provided for 50 per cent of such savings to be shared with the public sector
authority. For new contracts since October 2008, the authority share will be 50 per cent of
gains up to £1 million, 60 per cent between £1 million and £3 million and 70 per cent of
any gain above that.** The Treasury believes that there will still be an incentive for the
private sector investors to refinance despite now being entitled to a reduced proportion of
the refinancing gains.

23. Eventually, the Government may be able to realise up to £400 million in savings from
refinancing projects that closed in 2009. However, these gains, which depend on market
conditions, are not certain and departments need to be ready to act when conditions are
favourable. The Treasury has introduced new arrangements since October 2008 whereby
the public authority has the contractual right to request a refinancing, a right which is
exercisable once in any two year period.”

28 C&AG's report, Appendix Four, Case B, p4
29 Q84

30 Qq191-192

31 Q109

32 Qq70-72

33 Q76

34 Q73

35 C&AG's report, paragraph 2.12, p25
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24. The Treasury is considering the possibility of implementing the National Audit Office
recommendation of grouping different PFI projects together to refinance them as a
portfolio.*® Financial institutions with long-term interests like pension funds and insurance
companies are likely to be attracted to purchasing debt in a group of similar projects. This
would also enhance the public sector bargaining position, reduce transaction costs for all
parties and increase the potential gains for sharing between the private and public sectors.
The Treasury cannot mandate the private sector investors of different projects to
participate in a portfolio refinancing. It can, however, increase the likelihood of these
transactions taking place by explaining the benefits that such transactions can secure for
both the investors and the public sector.”

25. In many projects, investors are realising gains on equity sales of shares in PFI projects
as well as through refinancing debt. These gains sometimes arise on complex portfolio
transactions. Unlike refinancing gains, there is no requirement for gains from equity sales
to be shared with the public sector. If investors are systematically making gains on share
sales as well as from refinancing, that would suggest they are regularly earning higher
profits than were expected when contracts were signed.”® This would in turn indicate the
taxpayer is not getting a good deal from the original contract. The Treasury does not have a
full picture of the situation because it does not monitor the extent of these gains.

36 Q175
37 Qq176-178
38 Qq130-134
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Formal Minutes

Wednesday 1 December 2010
Members present:

Rt Hon Margaret Hodge, in the Chair

Mr Richard Bacon Matthew Hancock
Stella Creasy Rt Hon Mrs Anne McGuire
Jackie Doyle-Price Ian Swales

Draft Report (Financing PFI projects in the credit crisis and the Treasury’s response),
proposed by the Chair, brought up and read.

Ordered, That the draft Report be read a second time, paragraph by paragraph.
Paragraphs 1 to 21 read and agreed to.

Conclusions and recommendations 1 to 7 read and agreed to.

Resolved, That the Report be the Ninth Report of the Committee to the House.
Ordered, That the Chair make the Report to the House.

Ordered, That embargoed copies of the Report be made available, in accordance with the
provisions of Standing Order No. 134.

Written evidence was ordered to be reported to the House for printing with the Report.

[Adjourned till Tuesday 7 December at 3.00 pm
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Oral evidence

Public Accounts Committee: Evidence Ev 1

Taken before the Committee of Public Accounts

on Tuesday 26 October 2010

Members present:

Margaret Hodge (Chair)

Mr Richard Bacon
Stephen Barclay
Jackie Doyle-Price
Joseph Johnson

Mrs Anne McGuire
Austin Mitchell

Tan Swales

Nick Smith

Amyas Morse, Comptroller and Auditor General, National Audit Office, and Ed Humpherson, Assistant
Auditor General, National Audit Office, gave evidence. David Finlay, Director, National Audit Office, and
Paula Diggle, Treasury Officer of Accounts, were in attendance.

REPORT BY THE COMPTROLLER AND AUDITOR GENERAL

Financing PFI projects in the credit crisis and the Treasury’s response (HC 287)

Examination of Witnesses

Witnesses: Andrew Hudson, Accounting Officer and Managing Director, Public Services and Growth, HM
Treasury, Charles Lloyd, ex-Head of Policy PFI, HM Treasury and Andy Rose, Head of Financial Markets,

Infrastructure UK, gave evidence.

Q1 Chair: Welcome. We are a relatively new
Committee, with, I think, only two familiar faces to
those of you who have appeared before, so we look
forward to hearing the evidence you have to give on
this really important topic. Can I start the ball rolling?
Having read the National Audit Office Report, one of
the things that struck me was that the banks stopped
lending in 2008 and then when they started again they
very much raised their lending rates. At that time the
Government was propping up the banks, giving them
quite a lot of finance to keep them going and I can’t
really understand whether or why there were not much
tougher negotiations with the banks to ensure that they
kept their loan rates to these PFI projects much lower
than they have turned out to be. Did you try? If you
did, were you unsuccessful? If you didn’t, why
didn’t you?

Andrew Hudson: What we were trying to do through
this period in which loan rates, following the global
turmoil in financial markets, were rising around the
place, was to ensure that the projects that went
forward were still value for money and that certainly,
I am sure, robust negotiations would take place
between the procuring authorities and the banks, but
this was in the context of, as I say, rising loan rates
right across the board. As the NAO Report brings out
on Figure 2 at page 6, while loan margins on PFI
projects certainly rose, that was true and was broadly
in parallel with loan margins on international projects’
financed loans. So the discussions that were taking
place ensured that the margins were below the going
rates, so to speak, for international project finance.
Our job was also very importantly to ensure that these
projects remained value for money for the taxpayer
and we took a number of steps to ensure that.

Q2 Chair: We will come to that. I would just really
like a straight answer: did the Treasury engage in
discussions with the banks to say, “We want to keep
these infrastructure projects going because of the
macroeconomic impact that they would have, but we
do not expect you to charge these much higher loan
rates that brought into question the value for money
of the projects at that time.” Did you engage in tough
negotiations, saying to the banks to whom we were
lending pots and pots of money, “We expect the PFI
projects to have lower loan rates?”

Andrew Hudson: Well, since Andy Rose was most
closely involved at the time, I will perhaps ask him to
speak from his closer experience.

Andy Rose: There were a number of discussions with
the banks at the time about how they were funding
themselves, the cost that they were incurring
themselves and whether shorter-term lending or a
structure known as mini perm lending might have
been appropriate. We did not find a consensus among
the banks that, to maintain the market of banks that
were supplying, there was a viable way of reducing
the costs, and this is largely due to the bank’s own
funding costs, which went up during that period. As
Andrew just suggested, the chart in the NAO report
has highlighted that this was a global phenomenon,
not PFI-specific.

Q3 Chair: So you did attempt negotiations and you
failed?

Andy Rose: We had several discussions with the
banks about different structures that might be
incorporated to reduce the cost of funding but because
what was actually driving this was their own cost of
funding, this would have required the banks to lend at
a loss. In that respect we were unable to persuade
them to lend at a lower rate.
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Q4 Chair: It seems to me that at that time PFI
projects were probably the most secure projects to
which the banks could lend. I cannot even think of
Derek Hatton ever refusing to pay any money that was
owing on project finance. We were the most secure,
and I cannot understand that in that context we found
it impossible to secure better loan rates, which would
have made these much more viable projects in terms
of value for money. I just don’t get it. Either we were
not tough enough or we were conned. I don’t know
quite how we ended up with these much, much higher
loan rates.

Andy Rose: The nature of the PFI contract is that,
while Government are backing the payment, it is a
performance-based payment and the borrower in a PFI
contract is actually the private sector and these are
on the verge of investment-grade rating. So while the
payment is sourced from the public sector, it is quite
a complex project financing that the private sector is
undertaking and these, as [ say, are typically
structured around or just above investment grade, so
it is quite a complex financing and that is why the
NAO’s comparison to international global project
finance is, from our point of view, the correct one.

QS5 Stephen Barclay: Could I just take you away
from the general to the specific and turn to Appendix
4 please and the case of the Greater Manchester Waste
Disposal Authority, which was the key one, I think,
taken forward by TIFU. There it says that one of the
key drivers of the deal was not the issue of value for
money but the EU Land Directive; the need to reduce
waste by 50% on 1995 levels by 2013 and that this
scheme was covering 5% of national waste. I’'m just
trying to understand to what extent you were looking
at these objectively as value for money deals, or
whether there were other things driving the need to
complete.

Andy Rose: 1 think there are two answers to that,
which I will split if I may. One is from TIFU’s point
of view in particular, TIFU did not have a policy role;
TIFU was there to provide liquidity to the market.
The policy around VFM for each individual deal is a
decision for the authority and supported by the policy
team within Treasury, so I think it’s wrong to say that
VEM was not a driver for all PFI deals—but I will
defer in terms of that particular one—because TIFU
was very much set up to respond in a commercial
manner, rather than establish policy for Treasury.
Andrew Hudson: Charles will be able to help on the
policy side.

Charles Lloyd: If 1 could just add to that; I was Head
of Policy at the time. Obviously in the case of the
Greater Manchester Waste Disposal Authority deal
there was an external imperative to building that
facility, and indeed other facilities in the sector, as
there is in many PFI deals. That does not mean that
we do not look for value for money in the transaction.
We know that waste facilities have to be built; there
is some choice about the method of procurement and
financing for that transaction, and we would apply the
same value for money test to a deal which has to be
built for EU reasons as we would apply to a deal that
has to be built for any other public sector reason.

Q6 Stephen Barclay: Sure. What I am driving at is
I am just trying to understand what pressures were
driving this, because when, at a previous hearing, we
looked at the multi-role tanker aircraft, instead of
using the 3.5% discount that was the Treasury
guideline in 2004, an out-of-date 6% was used
because the MoD just did not have the money for
these planes, but there was a military requirement. So
there was a defence imperative to get on with this
deal. What I am trying to understand with this one is
whether there was a legal and regulatory driver that
was, in essence, shaping the thinking. Linked to that:
what were the sunk costs on this deal at the point
where you were deciding whether it was value for
money?

Charles Lloyd: Well, to take the first point, there
certainly were external drivers, as I think we’ve
discussed, so that is established. I don’t know the
precise quantum of the sunk costs. On the authority
side—that is Greater Manchester Waste Disposal
Authority—there will have been quite substantial sunk
costs incurred in its advisers and its own resources
going into the deal. We can find out what those are
and let you know what—

Q7 Stephen Barclay: As a ballpark figure? This is a
contract worth £3.8 billion. If it didn’t go ahead how
much would have been spent in very broad terms?
Charles Lloyd: 1 would estimate on the public sector
side something in the region of £5 million to
£10 million would probably have been spent.

Q8 Stephen Barclay: Okay. In terms of jobs,
because this was in the North West, so there was
probably a political driver—there were a lot of
marginal seats up there in 2009/10—this was a project
covering 36 recycling facilities across 23 sites. How
many jobs would have been linked into this going
ahead?

Andy Rose: 1 believe the authority’s press release at
the time articulated 5,000 jobs.

Q9 Stephen Barclay: So about 5,000 jobs—
Andy Rose: That is my understanding—

Q10 Stephen Barclay:—in the run up to a general
election. Okay. Could I then just come to the figures,
because at paragraph 1.7, page 16 of the report, it
says, “A review of a sample of Outline Business
Cases by Partnerships UK estimated that all cases
remained value for money at higher bank rate margins
of 3%”. However, if we look at this deal the margins
start at 3.25% and go up post-year 21 to 4.5%. What
I am driving at is when you assessed those as value
for money, were you including refinancing within
that assessment?

Charles Lloyd: No. We never include the possibility
of refinancing gains within value for money
assessments, simply because it is speculative; we do
not know whether those deals will be refinanced or
not.

Q11 Stephen Barclay: So what assessment were you
making about refinancing on this deal?
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Charles Lloyd: We were not assuming the possibility
of any refinancing gains. Can I just make one point
on that? We would never assume and we would never
ask an authority to assume the possibility of
refinancing gains. Our role, if you like, is to set out
how authorities should go about doing their value for
money assessments, rather than doing the individual
value for money assessment on every deal that went
through during this period of time.

Q12 Chair: But you approved every deal?

Charles Lloyd: We approve every deal when it goes
into procurement. So we take deals through something
called the Project Review Group, which approves that
they should go into procurement, yes.

Q13 Chair: Sorry—post credit crunch, when the
credit crunch started, if something had already been
approved for procurement you didn’t draw it back to
look again for value for money?

Charles Lloyd: As the NAO report makes clear, we
did not draw every deal back. We did not ask every
project to come forward with a new assessment of
whether it was—

Q14 Chair: You did not?
Charles Lloyd: We did not.

Q15 Chair: Did you ask any project to come forward
for reassessment?
Charles Lloyd: We did.

Q16 Chair: Which ones?

Charles Lloyd: We ask any project where what is
called the PFI credits they require go up by either 20%
or £20 million—all of those come back for
reassessment. We also did the exercise that the report
describes, which was asking PUK to do an overall
evaluation of whether the movement in margins was
likely to have created a systemic problem for us.

Q17 Chair: 20% is a jolly high figure to start
worrying as to whether you’re getting the VFM, isn’t
it?

Charles Lloyd: 1t’s quite a high figure. There are a
number of things that we would be trying to balance
here, including not requiring projects to come back on
a time-after-time basis for relatively small changes, so
I guess it is a matter of judgment as to whether 20%
is the right figure.

Q18 Chair: 20% is small change?
Charles Lloyd: No, 20% is quite a material change; I
think that is why we do want those to come back.

Q19 Chair: Who set that figure?
Charles Lloyd: The Treasury set that figure.

Q20 Stephen Barclay: What was the tipping point
for you, percentage wise, at which you would have
assessed it not being value for money?

Charles Lloyd: One tipping point for us would have
been the 300-basis-point figure identified in the PUK
report. On the basis of the sample they looked at, we
were aware that, if margins went above 300 basis

points across the market, there was likely to have been
a systemic problem for us; that is, many deals might
not on that basis have been value for money.

Q21 Stephen Barclay: So all those that went above
that tipping point you assessed, did you?

Charles Lloyd: We were certainly closely involved in
deals that went above that, of which there were very
few. Greater Manchester Waste Disposal Authority is
one we have looked at—that is a unique deal for size,
scale and technology—but the great majority of deals
were in the region of 250, 260 basis points throughout
the credit crisis.

Q22 Ian Swales: That deal itself was financed
through this new Infrastructure Finance Unit that had
to be set up. As I understand it, that effectively took
public money and converted it into the private money
going into that deal. Why did only one project get put
through that unit at the time?

Andrew Hudson: Remember, this was a very febrile
time in the markets. What actually turned out was that
the effect of TIFU making that intervention in the one
deal had the effect of helping the market after that to
work more conventionally again. The fact that market
players knew that the Government were ready to make
further loans if it judged it appropriate had the effect
of stimulating market movement, which was one of
our objectives. TIFU intervention was always
intended as temporary and reversible.

Q23 Ian Swales: Do you think the market moved
because they got frightened that they saw the
Government starting to finance projects themselves?
Andrew Hudson: 1 don’t know about frightened.
Again, I will ask Andy who was most active in TIFU
at this point.

Andy Rose: From the feedback we have received, the
problem was a lack of supply of finance, and again,
TIFU was not set up to lend in competition with
banks. The policy at the time was that it was there to
lend where there was no availability of finance from
the private market, and in reality the only time that
manifested itself clearly was on Greater Manchester.
Because there was a lack of supply of bank finance at
the time, the tension in the negotiations, I think the
public sector felt, was very strongly on the side of the
banks, so I think the answer is it had a material
difference in that it created some competitive tension.
Authorities were able to say to banks, “If you don’t
accept that point we have the option of going to
another party,” and we are aware of a number of cases
where we were informed that that had a very
powerful effect.

Q24 Ian Swales: Do you think the taxpayer as a
result has had a better deal on that project than it
otherwise would have done and if so why not do more
in that way?

Andy Rose: I think, again, the driver was liquidity; it
was not there to drive down pricing. So the—

Q25 Ian Swales: Well, what is the answer to my
question: has the taxpayer as a result of this crisis had
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a better deal on that project than they otherwise would
have done?

Andy Rose: Well, 1 think this is my point; I think the
project would not have gone ahead at all had TIFU
not lent. TIFU lent £120 million, and that was a gap
because the other banks were not able to fill it. It is
hard to answer the question because I think the answer
is: at that stage the risk is the deal would have been
cancelled only due to a lack of available funding.

Q26 Ian Swales: Has that £120 million been
converted into a commercial loan now?

Andy Rose: TIFU only lent on a commercial basis.
The policy of the intervention was temporary and
reversible, so TIFU was staffed only with senior
project finance specialists from the private sector
market that negotiated a commercial deal and entered
into the loan agreement on identical terms to other
commercial lenders.

Q27 Ian Swales: So the taxpayer is sitting on an
asset that is generating a commercial interest rate
now?

Andy Rose: Absolutely.

Q28 Ian Swales: So is that not a good idea?

Andy Rose: 1 think the key was to try and keep the
private sector in the market, so I think, with the
evidence of 49 deals having occurred since, it was
very, very important not to distort the private sector
market where the private sector market could deliver,
and the target of the intervention was only where there
was not money available from the private sector.

Q29 Ian Swales: Does that unit still exist?

Andy Rose: Tt still exists but at the last spending
review it has been identified that no further funding
will be made available other than to honour the legal
obligation on the draw-down on that Manchester loan.

Q30 Ian Swales: Is that not something we should be
looking at? The Olympics and the Crossrail projects
have a combination of public and private finance;
should we not be doing more of that?

Andy Rose: Well, 1 think there are a number of
initiatives currently being considered. Again, in the
Budget and the spending review there was an
announcement that the Green Investment Bank was
looking at mechanisms. Again, the concept of the
Green Investment Bank is still being developed, but I
think the Government is looking at a number of
possible interventions. The TIFU intervention was
targeted on the PFI market, and given that 49 deals
have closed since then without TIFU being asked to
lend, I think the decision was made that allocating
scarce public finances to TIFU going forward was not
the right decision.

Q31 Mr Bacon: Couldn’t the taxpayer be having that
margin on all those deals? This one deal unblocked
this pipeline and the other 49 deals that were at risk
have suddenly been found resources. Isn’t Mr Swales
right that the private sector suddenly got rather scared
that the Government was quite capable of doing it
itself and at better value for money for the taxpayer?

I think it was Mr Hudson who said that the deals were
valued on the basis of just above investment grade, or
perhaps it was you, but at the end of the day we all
know you have to go through the inconvenience of
building the prison, hospital, motorway or whatever it
is before you get the payments starting to flow. But
once you have done that it is almost like buying a gilt,
isn’t it?

Chair: Quite.

Mr Bacon: In fact, when Investors Chronicle
described the PFI market as the hidden golden egg, it
was precisely for that reason, because you were
paying only just above investment grade, but you were
getting something that was pretty much gilt-edged.
Isn’t that right?

Ian Swales: Has there ever been a default on a PFI
payment?

Charles Lloyd: In my 18 months in the Treasury there
were two deals in the operational phase—so the
construction had completed and the asset was being
managed—that terminated for poor performance. So
there are risks to these deals in the operational phase
and they do manifest themselves.

Q32 Joseph Johnson: Just continuing on a point that
Mr Barclay was making earlier, this was a pre-election
period where there were a fair number of politicised
lending decisions by the Government, in the view of
many commentators. I would like to know, please,
what role did the Treasury play in green-lighting the
35 projects that followed the one that was unblocked
by the TIFU unit?

Andrew Hudson: Well, the Treasury played our
normal role as we do at all times in ensuring value for
money with appropriate projects, with projects either
being approved by the relevant spending teams or, for
a number of projects, particularly local authority ones,
going through the Project Review Group, which Mr
Lloyd chaired.

Q33 Joseph Johnson: So, chosen out of a universe
of how many potential projects?

Andrew Hudson: 1 think pretty well all of these
projects would have Treasury scrutiny at one stage.
Charles Lloyd: All PFI projects would be scrutinised
by the Treasury, typically—

Q34 Joseph Johnson: Sorry—the ones that got
green-lighted, the 35, were chosen out of a universe
of how many potential PFI projects?

Charles Lloyd: 1 am not sure I know how to answer
that question. There were 35 that closed in the period
that we are looking at. In that period other transactions
were going through the Project Review Group. There
were—I think in my time—three deals that were
brought to the Project Review Group to commence
procurement that we said no to initially, because we
thought they were not ready, either on value for
money, affordability or some other grounds.

Q35 Joseph Johnson: Right. Of the 35, do you know
how many were in what you might call marginal seats,
seats where the incumbent had a majority of less
than 3,000?
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Andrew Hudson: No, because that is not a
consideration that we would have needed to know
about or wanted to know about.

Q36 Mrs McGuire: Can I ask you a question? Was
there any political influence at all brought to bear in
deciding which PFI projects? I think we are going
down a line of questioning here that I think we need
some clarity from you on. Was there any undue
political influence that you felt uncomfortable with in
green-lighting these projects?

Andrew Hudson: Not that crossed my desk.

Charles Lloyd: None whatsoever from my point of
view.

Andy Rose: None from my point of view.

Mrs McGuire: Thank you.

Q37 Nick Smith: Isn’t that nice and categorical?
Given the further £500 million-plus that was paid for
the high cost and use of bank finance during this
period—Ilots of extra money being spent at the time—
why did you not get a better mix and use more public
money for these investments?

Andrew Hudson: At that time the then Government
was actually investing more public money through the
capital programme, so that was happening as well.
The decision on these projects was whether they were
still value for money, within the context of the
ministerial statement that they should go ahead where
they were value for money. The choice in front of us
wasn’t whether we could continue these deals at a
lower or higher borrowing rate; the choice was do we
go ahead, accepting—as we have explained earlier in
the hearing—that rates were higher because the banks’
cost of finance was higher. Our job was to ensure that
these were still value for money and we’ve talked
about some of the steps that we took to ensure that.

Q38 Nick Smith: We understand it was a very
difficult time and there were big charges for extra
finance, but the world had changed and there was an
opportunity here to save between £500 million and £1
billion by providing it through the public sector. Why
didn’t someone say, “Hmm, let’s perhaps jump off this
horse and do this differently”?

Andrew Hudson: As 1 say there has always been a
mix of provision of types of funding for infrastructure
projects. The Government did increase its own capital
spending at the time and we also looked to bring in
other sources of finance. So the European Investment
Bank, for instance, contributed £1.1 billion across a
total of seven projects over the period in question, so
this wasn’t, to use your metaphor, the only horse we
were on. But the judgment was it still had a role to
play, albeit accepting that that is at higher cost to the
taxpayer, but we took steps to ensure that the projects
that went ahead still represented value for money for
the taxpayer.

Q39 Austin Mitchell: You answered Anne’s question
by saying there was no political pressure, but you
were presumably under pressure from the top given
the fact that everything is stalling and we desperately
needed a stimulus to the economy to get this show

back on the road. Presumably there was such a
pre