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Summary

The UK has 700 PFI contracts delivering a wide array of public assets and services with 61
further PFI projects in procurement and many other projects where PFI is being
considered. Restrictions on capital budgets have meant that many of the assets delivered by
PFI, including hospitals, schools, prisons, courts and roads might not otherwise have been
built.

In the present public expenditure climate there are legitimate concerns being expressed
about the continuing financial cost of PFI for public organizations such as NHS Trusts.
Some of government’s case for using PFI has not been based on robust analysis, but on ill
founded comparisons and invalid assumptions. On individual projects, the costs and
benefits identified in business cases need to be revisited after contracts are signed and
periodically thereafter, to inform future procurement decisions.

In particular, Government should revisit the tax assumptions it builds into the cost and
benefit case for PFI. Government assumes tax revenue for Government from PFI
investments, but one of the largest PFI investment funds told us that 72% of the
shareholders of its management company are registered offshore.

Taxpayers could get a much better deal from PFI, as demonstrated by the buoyant and
profitable market in PFI deals. The taxpayer’s position is made worse by poor transparency
of investor and contract information alongside patchy public sector commercial skills. We
suspect that initial investors are able to make excessive profits from selling PFI shares, yet
we lack the information to know for sure. Freedom of information provisions do not
currently apply to private providers of public services though investors told us they are
willing to make more detailed information available. We believe there is a strong case for
sharing these gains with the Government. We look to the Treasury and departments to
make full use of existing contractual rights of access and further investor information to
increase transparency and find ways for taxpayers to get a share of these gains.

At present, PFI deals look better value for the private sector than for the taxpayer. Private
sector funds have built up portfolios of PFI projects from the large market that government
has created. The private sector manages these projects as a portfolio, benefiting from
potential economies of scale without any obligation to share such volume gains.
Government, in contrast, has a fragmented approach and is not making use of its bulk
buying power. We accept that contracts have got tighter over time and that the Treasury is
seeking further efficiency savings, and would urge a bold and speedy approach. Achieving
any savings on existing contracts will depend on voluntary agreements with investors and
suppliers. We look forward to the results of a pilot project seeking to identify opportunities
for public sector wide savings from existing contracts. The onus is on the Treasury and
departments to negotiate tangible savings without putting the quality of public services at




risk.

On the basis of a report by the Comptroller and Auditor General,' we took evidence from
the Treasury, the Major Projects Authority and certain prominent investors on lessons
from PFI and the implications for future projects.

1 C&AG's Report, Lessons from PFl and other projects, HC (2010-12) 920




Conclusions and recommendations

1.  Although PFI has delivered many new public buildings and services, it has been
far too easy for the Government to use it as the only form of financing available
without clearly proving whether it is value for money. Alternatives to the standard
PFI approach could involve: cheaper sources of finance; using selected elements
rather than the entire, complex PFI contract; and trials of PFI and non-PFI
approaches for similar projects. The Treasury must properly consider all the
alternatives to PFI and should rigorously explore radical improvements to the PFI
model. The use of PFI has been based on inadequate comparisons with
conventional procurement which have not been sufficiently challenged. The
justification of proceeding with PFI in the future needs to have regard to a range
of important factors. Assessments of new projects should include: a more
transparent and complete comparison of alternative funding, the current high cost of
using private finance; a rigorous assessment of the transfer of risk to investors; how
substantial long-term financial commitments will be accommodated within the
public sector’s need to make spending cuts; and the potential for improvements in
the delivery of conventional projects. The Treasury should issue new guidance
setting out a more rigorous method for assessing the value for money of proposed
PFI projects that includes these factors by autumn 2011.

2.  Tax revenue is being lost through the use of off-shore arrangements by PFI
investors and the effect has not been adequately assessed. The Committee is
concerned that the Treasury has no plans to address this matter. Some PFI
investors reduce their exposure to UK tax through off-shore arrangements. Yet the
Treasury assume tax revenue in their cost-benefit analysis of PFI projects. The
Treasury could not tell us if PFI investors had paid tax in the UK on profits and on
equity gains, or whether corporation taxes had been collected from PFI
companies..The Treasury should measure the tax revenues from PFI deals and
should ensure that this is taken into account in future assessments of PFI against
conventional procurement.

3.  The public sector has insufficient information on the returns made by PFI
investors and no mechanism for sharing in gains when the investors sell their
shares. Partial information we have seen suggests initial investors can quickly make
high profits from selling on their shares in PFI projects, indicating that the taxpayer
may be getting a poor deal in the original PFI contracts. The Treasury should
introduce arrangements for sharing gains on the sale of PFI equity shares in new PFI
projects. We consider there is also a case for a code of conduct for sharing gains from
share sales in existing contracts. A similar code was implemented on refinancing to
ensure that high investor returns did not damage the prospects for the Government
being able to continue to enter into PFI deals. The Treasury should agree with
investors how data on investor returns, including the value at which shares change
hands, can be captured and made available to the Treasury.

4.  Transparency on the full costs and benefits of PFI projects to both the public and
private sectors has been obscured by departments and investors hiding behind



commercial confidentiality. The Treasury cited commercial sensitivities for not
allowing freedom of information provisions to apply to the private sector. Once
contracts have been let, commercial confidentiality should not restrict the ability of
the public, Parliament and decision makers to access information. Freedom of
information should be extended to private companies providing public services. The
Treasury should define commercial confidentiality and the exceptional
circumstances where it applies.

The public sector has failed to make best use of commercial skills. Departments
should have developed commercial experience from using PFI but we still see some
examples of projects and contracts which are clearly lacking in commercial
awareness. The Major Projects Authority and the Treasury should identify and
publish lessons from the PFI experience to improve the public sector’s commercial
skills across all projects. This should include safeguarding commercial skills
capability during the current public sector reorganisation to ensure there is adequate
contract management of the PFI portfolio.

The Treasury must address the scope for greater efficiencies from PFI projects.
Any savings on existing contracts will be dependent on voluntary agreements by the
private sector which may involve service cuts. The Treasury should update us by
November 2011 on the extent of the savings to be achieved, where and how they
have been achieved, and how it is minimising the risk of compromising service
quality in individual PFI projects and across the programme. We wish to be advised
of any companies that do not agree to make savings and expect the Treasury to
consider whether the Government should continue to do business with these
companies.

There is a tension between the fragmentation of public service delivery through
the localism agenda and making best use of the Government’s bulk buying power.
It is notable that PFI investment funds are managing many of the 700 PFI contracts
as a portfolio, whereas the public sector is not. The Treasury must set out how it will
maximise the Government’s buying power to improve value for money for users and
taxpayers in the context of the declared policy on localism.



1 The case for PFI

1. Over the past 15 years, PFI has enabled many new public buildings and services to be
delivered, some of which might not otherwise have been commissioned. The UK has 700
PFI contracts with 61 further PFI projects in procurement and many other projects where
PFI is being considered as an option. The Treasury has championed PFI as a means of
renewing infrastructure in an era when capital constraints meant public finance was not
freely available.” At times PFI has seemed ‘the only game in town’.” It has been far too easy
to use PFI as the only form of financing available without clearly proving whether it has led
to demonstrably better, or worse, value for money than other forms of procurement.* Since
the credit crisis, however, the cost of a typical PFI project has risen by 6% to 7%.” Innisfree,
one of the PFI investment funds we took evidence from, told us that it was not negotiating
new PFI deals in the UK at the moment, as the UK market was getting too expensive.®

2. The use of private finance has brought a degree of rigour with more projects being
delivered on time and within cost but that does not mean they will always be value for
money, particularly given the current high cost of debt finance. There are alternatives.
Innisfree told us that in Canada, the Government has bought out debt after the
construction phase.” Other approaches used in Canada and in France had the public sector
contributing loans, rather than using more expensive bank finance at the outset, which
brought the overall cost down.?

3. Comparison of broadly similar assets procured over the same time period using PFI and
conventional procurement methods would help inform future decisions on the best form
of procurement.’

4. Rigorous assessment of the value for money of PFI projects depends on having accurate
and up-to-date data on which to compare against conventional procurement costs. The
comparators have also been very sensitive to assumptions for the effect of risks."” We have
previously questioned the way the public sector comparator test has been carried out, for
example to justify the Future Strategic Air Tanker and Manchester Waste incinerator PFI
projects.” The Treasury said it was completely updating its private finance value for money
guidance which would include an assessment of the value and benefits realised after
contracts were entered into."
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5. Rigorous assessment of the case for using PFI must also include a more accurate
reflection of transfer of risk, the focus of which will often alter and change over the life of
any contract.”” The risks associated with the construction period, for example, are much
greater than the risks associated with the operational phase. We are sceptical of the
Treasury’s assessment that effective risk transfer has been achieved in PFI deals."* Although
the transfer of construction risk has generally protected the taxpayer, it is impossible to be
certain how well risk transfer will work over long time periods such as 30 or 40 years.” In
addition, the large profits made by some companies involved with PFI contracts suggest
that the risk transfer in the short term has not been properly priced in the interests of the
taxpayer.'

6. PFI arrangements have long term implications for the annual budgets of public sector
bodies. Media reports have indicated that one South London Healthcare Trust with two
PFI contracts has had to reorganise its non-PFI hospitals to help fund its PFI
commitments.” Funding any large new infrastructure is a major commitment and the
Treasury acknowledged that there was less flexibility for reorganisation if a body was
locked into a PFI contract.’® Historically, it had been difficult to negotiate a deal flexible
enough to take account of developments likely to take place over the next 25 to 40 years.
The Treasury agreed that infrastructure acquired for health care needed to combine the
best possible value for money with the flexibility to respond to changes and advances in
health care delivery."

7. Treasury guidance requires that, where publicly financed options are compared to PFI
options, taxation differences should be considered and adjustments explicitly made if not
doing so would materially distort the decision.” Tax planning and the use of tax havens as
a way of avoiding UK tax are not uncommon.” We heard that 72% of Innisfree’s shares are
held by shareholders based in Guernsey.” The Treasury told us it would be inappropriate
to speculate, when assessing whether a PFI contract should be let, on the possible future tax
arrangements that investors might put in place. The tax assumptions at contract letting are,
however, not revisited during the operational phase.”” The Treasury was unable to confirm
the extent to which parties involved with PFI contracts were paying UK tax and whether
the companies holding PFI contracts were paying UK corporation tax.**
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2 The returns to investors

8. Investors typically provide 10% of the finance of a PFI project. There are primary
investors (developers and constructors) and secondary investors (those who acquire shares
in operational PFI projects). The secondary investors are typically specialist PFI investment
funds which manage a portfolio of PFI contracts to generate an income stream for those
who have invested money in the funds.”

9. There is little information available on the returns made by primary and secondary
investors on their PFI investments making it impossible for the public sector, Parliament
and the public to assess whether the investors’ returns are reasonable for the risks they
bear.?®

10. Innisfree told us that there was little money to be made in the initial stages of a
traditional construction project — contractors on big construction projects typically worked
to profit margins of 2% to 3%.” Yet a recent report®® suggested that primary investors in
PFI projects could sell their shares soon after construction is complete and average a profit
of over 50%.” Innisfree, which is involved in developing PFI projects, did not accept the
accuracy and objectivity of the report’s findings. They argued that they had suffered losses
on the Cornwall Schools and Dalmuir PFI projects which had to be balanced against the
opportunities for profits.’® Innisfree and Semperian agreed to make information available
on the purchase and sale of their PFI investments.*!

11. There is no limit to the returns which investors can make from PFI projects. There is
also no requirement for the gains on the sale of shares in PFI projects to be shared with the
Government other than through the taxation of capital gains which investors may be able
to avoid.” Innisfree argued that any attempt to significantly reduce the returns of its
investors on existing contracts would damage the UK PFI market’s credibility.”> Semperian
was, however, willing to consider new contract arrangements which allow the Government
to share in investors’ returns above a defined threshold.**

12. Innisfree told us that it aimed to achieve returns of between 8% and 10% per annum for
its investors.” Investors in its four funds were predominantly UK pension funds, looking
for low risk investments that offered a good return.*® The rewards to investors and
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managers of the funds appear to us to mean that the private sector was receiving excessive
profits on the back of Government funded projects at the expense of the taxpayer.”

13. Public scrutiny of investor returns has been inhibited by the absence of an obligation
on investors to disclose full details of their profits and gains on PFI deals. The Treasury
cited commercial sensitivities for not allowing freedom of information provisions to apply
to the private sector.”® While aspects of some deals may be commercially sensitive, it has
been all too easy for departments and investors to hide behind commercial confidentiality,
rather than provide full disclosure of costs and benefits to inform value for money.” These
are publically funded investments and should be subject to public scrutiny.

14. We heard that the public sector has not made full use of available investor and contract
information. Normally it has information on the primary investors’ expected rates of
return when assessing bids. In recent contracts the public sector also has the right to obtain
information which investors provide to the banks which are providing debt finance.
However, the public sector has rarely used this information provision. Whilst these
arrangements, if fully utilised, are helpful they fall short of full transparency. *
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3 Getting better deals

15. This Committee has frequently highlighted a lack of commercial awareness by public
officials in project procurement and contract management. Innisfree and Semperian
attributed the skills deficit across the Government in part to the public sector not attracting
the best people, because it could not pay them as much as the private sector, and also
because civil servants tended to be attracted to policy, rather than procurement roles.*' It is
difficult to draw any comfort from the Treasury’s assertion that the commercial and
contract skills of people working on recent PFI deals are stronger than five years
previously, given the evidence of our recent examinations of projects such as the PFI
contract to widen the M25 where up to £1.1 billion could have been saved for the
taxpayer.**

16. We remain concerned about contract management capability: 36% of NHS Trusts have
less than one full-time contract manager on their PFI contracts and 12% have no one
managing these contracts.*® Strong contract management is fundamental to obtaining
value for money and we have asked the Treasury to report back to us on the progress being
made to address our concerns.*

17. The Major Projects Authority, which was mandated in January 2011, outlined its plans
to raise skill levels across the public sector and to improve the scrutiny of projects that were
high risk and high value.*” We are concerned, however, that despite the risks to value for
money which we have highlighted, very few PFI projects are scrutinised by the Major
Projects Authority and the Treasury have yet to decide what action to take to address this.*

18. In the past six months, some 15 years after the first PFI deal was signed, the Treasury
has launched a pilot to trial the scope for negotiating efficiency savings in an operational
PFI project. The Treasury is proposing to issue guidance reflecting the lessons learned from
the pilot. The extent to which the public sector can share in efficiency savings will be
dependent on reaching voluntary agreement on a case by case basis with the private sector.
Obtaining savings now should not, however, be at the expense of service cuts to the PFI
project or to neighbouring non-PFI projects.*’

19. An example where there is scope for further savings is maintenance charges. We have
previously voiced our concern about high charges for small additional works on PFI
contracts.”® The public sector has not had data on supply chain profitability and would not
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48 Committee of Public Accounts, Thirty-sixth Report of Session 2007-08, HM Treasury: Making changes in operational
PFI projects, HC332
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know the actual costs, for example, behind charges by service providers to fix the windows
on a project.”

20. There is a tension between the local negotiation of many PFI contracts and the
untapped potential for obtaining value for money centrally using the Government’s buying
power. Most of the 700 PFI deals signed to date have been negotiated and managed
locally.”® Innisfree and Semperian’s strategy, however, has been to build portfolios of
projects overseen centrally which may create opportunities for economies from better
management across their portfolios. We note the current work underway by the Major
Projects Authority for central negotiations with major suppliers. It was not clear, however,
whether the lessons from this work could be applicable to PFL>'

49 Qq14-15
50 Q182
51 Qq 180, 206
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Formal Minutes

Monday 18 July 2011

Rt Hon Margaret Hodge, in the Chair

Mr Richard Bacon Matthew Hancock
Mr Stephen Barclay Mrs Anne McGuire
Dr. Stella Creasy Austin Mitchell
Jackie Doyle-Price Nick Smith

Draft Report (Lessons from PFI and other projects) proposed by the Chair, brought up and
read.

Ordered, That the draft Report be read a second time, paragraph by paragraph.
Paragraphs 1 to 20 read and agreed to.

Conclusions and recommendations 1 to 7 read and agreed to.

Summary read and agreed to.

Resolved, That the Report be the Forty-fifth 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 placing in the Library and
Parliamentary Archives.

[Adjourned till Monday 5 September at 3.30pm
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Oral evidence

Committee of Public Accounts: Evidence Ev 1

Taken before the Committee of Public Accounts

on Wednesday 15 June 2011

Members present:

Rt Hon Margaret Hodge (Chair)

Mr Richard Bacon
Stephen Barclay
Stella Creasy
Jackie Doyle-Price
Matthew Hancock
Chris Heaton-Harris

Joseph Johnson
Mrs Anne McGuire
Austin Mitchell
Nick Smith

lan Swales

James Wharton

Amyas Morse, Comptroller and Auditor General, David Finlay, Director, NAO, and Paula Diggle, H M
Treasury, Treasury Officer of Accounts, gave evidence. Gabrielle Cohen, Assistant Auditor General, was

in attendance.

REPORT BY THE COMPTROLLER AND AUDITOR GENERAL

Lessons from PFI and other projects (HC 920)

Examination of Witnesses

Witnesses: Graham Beazley-Long, Director, Innisfree, David Metter, Chief Executive, Innisfree, and Bill
Doughty, Chief Executive, Semperian PPP Investment Partners, gave evidence.

Q1 Chair: May | welcome you to this evidence
session? | do not know if it has been explained to you,
but the first session will be relatively short—not a
very long session with the three of you—then we
move into a session where we hold the accounting
officers to account on these issues. | am grateful to
you for having come. The way to best manage this
will be: we will try and keep our questions short, and
if you can keep your answers very much to the point,
we will be able to get through more in the time that
we have available to us, so many thanks. | will start
with the one, which I might ask of you, Mr Metter:
there was evidence submitted to the Treasury Select
Committee on a study done by the European Services
Strategy Unit, tracking the sales of equity in some
individual or group transactions. In the 63 transactions
they tracked, they showed that the total value of the
equity was just over £1 billion, and the declared profit
was over £0.5 billion. How do you justify what
appears to all of us to be ripping off the taxpayer?
David Metter: Can | just step back slightly first? The
document you are talking about has been prepared by
Dexter Whitfield, who works a lot with UNISON.
They have a political objective, which is really to stop
the PFI, so the way that that document is framed is
not to be positive or balanced.

Q2 Chair: Just to get into it, perhaps you could tell
us what your profit share is on the transactions that
you have made.

David Metter: Can | just get back to this report? He
talks of a 50% or 60% profit; that is treated as
something that is very high, but what is left out of that
report is that when investors look at profits, we look
at profits per annum. If you commit £100 to a PFI
project in the equity, and six years later you manage

to sell that and you make a 50% profit, your annual
return on your investment would be 7%. That is how
we look at these returns; they have to be set in time,
and he does not do that, he is just looking at big
numbers. That is one of the problems we find in PFlIs,
a lot of voodoo mathematics goes on, where people
construct numbers that are self-serving. He also then
compares the numbers to—

Q3 Chair: To interrupt you, that is the capital return.
All through the life of the PFI you are also getting a
revenue stream, so it is not your only income out of
your investment. Your investment brings you a
revenue stream.

David Metter: If you commit money into a PFI project
then during the during the construction period you are
not going to receive very much money; very often in
the early period of commissioning you also will not.

Q4 Chair: Your company does not take them over.
You tend to buy them and bundle them up after they
have been constructed.

David Metter: We do not. 50 of the 57 projects that
Innisfree now manages and owns we have bid for and
won in competition at the primary stage. We have in
the last 10 vyears acquired another 43 equity
investments in PFI projects, so we are a major holder
of PFI investments. We sold very little. We sold three
investments which totalled £7.5 million. We are not
part of that discussion, which is that we are making
loads of money selling PFI projects for a profit. | just
would like to say that that report does not deal with
annual returns, and it also compares those returns to
construction profit margins, which is like comparing
apples with oranges. Investing in assets and building
big projects as a construction contractor are very
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different businesses, and you would expect contractors
to make quite small margins, which they do: 2% or
3%. To compare that to a 50% profit that some PFI
equity investors make—that is not even reduced to a
time value—shows that this document is very
politically driven; it is not trying to set out a
framework for one to decide whether PFI investors
are making too much money, which is where you want
to go with this.

If I can go into that part of the question, at the early
stages of a PFI project, when the project is financed,
what we attempt to do is achieve the lowest weighted
average cost of capital. That is, the cost of capital of
the debt and the equity combined. Because debt is
much cheaper than equity, you will find that in all PFI
projects we try and maximise the amount of debt in
the project. We put as much debt in as possible,
because it is cheaper. We are constrained in doing that,
because the debt service needs a cushion, and that
cushion is the equity. That, at the outset, is the recipe
for how we work out a capital structure, and typically
the debt is 90% and the equity is about 10%.

If we look at projects that are pre-2008, the weighted
average cost of capital of those projects, which we can
extend to the entire PFI marketplace, we consider, is
around 5.7%. That is the cost of the capital for these
projects. When you compare that against the long-
term gilt, which is what the Government could borrow
if it did it all itself, the Government gilt would have
been about 3.5%. The extra cost of capital for doing
these projects using PFI is about 2.2%.

Q5 Chair: That was pre-2008, and clearly now costs
have increased, because the costs of borrowing have
massively increased. The figure we have got from the
NAO is somewhere between 6% and 7%. David
Finlay will correct me if I’'m wrong. The extra cost of
borrowing through PFI is between 6% and 7%; that is
your calculation?

David Finlay: Since the credit crisis, the effect of
additional bank finance costs is 6% to 7%.

Q6 Chair: Yes, is 6% to 7%.
David Metter: Clearly the credit margins have gone
up enormously since the credit crisis.

Q7 Chair: Yes, so you took a pre-2008 figure,
because it suited the purpose of your argument rather
than reflecting the reality

David Metter: First, most of the projects are pre-2008.
Since 2008 there has been a real rundown in the
number of new PFI projects that have been financed.

Q8 Chair: My understanding is there are a lot in the
pipeline, and there are a lot that have been let in the
last year. |1 do not think the evidence demonstrates
that.

David Metter: If | can get back to the costs, this week
we have completed one of the largest hospital projects
in the world, in Montreal: the new University of
Montreal Hospital project. We raised C$1.3 billion,
and the credit margin on that was 310 basis points,
compared to the pre-2008 debt margins that we were
raising in the UK of 50 basis points. It shows that
where there is a political will these projects can be

done, even at these high credit margins. On our
project in Montreal C$1.3 billion of debt has been
raised for 38 years at a 310% credit margin. You can
say that the Government of Quebec is crazy, Canada
is crazy, but they are making their own political
decisions about how they want to secure their
infrastructure projects.

They also contributed nearly C$1 billion to the
project, so there is a model that is used in Canada and
in France where the public sector themselves
contribute significant amounts of debt, which brings
the overall cost down. All | am saying is that since
2008 there have been changes to the model. We have
another project in Vancouver, in Fort St. John in
northern British Columbia, where the state put in all
the money; all we put in was the equity, so there was
equity plus Government money. The state took the
view that the equity investors effectively drive the
efficiencies of the project. This is the other half.
Without the equity investors in the PFI projects the
whole model breaks down, because you very quickly
go back to traditional procurement; the procurement
authority effectively falls back into the Government
Departments.

We would say that, as the equity investors, we are
driving these projects, we are driving the efficiencies,
we are ensuring the projects get built, on cost, on time.

Q9 Chair: What is your return?
David Metter: Our secondary funds

Q10 Chair: Can I ask you two questions? One, what
is your return? Are you willing to share that averaged
across your investment here in the UK in PFI? Two,
would you be prepared to have a much more
transparent system, so that, where you invest as a
private company in public projects, that could be open
to public account in the same way as any freedom of
information request elsewhere? If you could answer
those two that would be very helpful.

David Metter: Our returns that we try to achieve for
our investors in our long-term funds, the funds where
the investments go in forever, are between 8% and
10% per annum. If you think of it as a cash-on-cash
yield, if they put up £100 million, they want to get
between £8 million and £10 million back per annum.
In terms of relative investment opportunity and what
is available to investors on a global scale, that is not
a very high return. It needs to be quite low risk.

Q11 Chair: Do you think we are getting a good deal?
Do you think the taxpayer is getting a good deal? Is
that your proposition?

David Metter: | think that UK plc is getting an
excellent deal. It is unfortunate that this is not
communicated effectively, but to be able to raise what
is effectively £65 billion of finance to finance this
programme, at an average cost of 5.7%, is a good deal
by any investor standards and financial standards.

Q12 Chair: Would you be prepared to be more
transparent about the whole of your business models,
and all that?

David Metter: Firstly, let us talk about—
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Q13 Chair: Would you be prepared—it is a yes or
no really.

David Metter: Can | just explain first: we are very
transparent. All our projects—

Q14 Chair: We do not think you are. We do not have
the information.

David Metter: Can | just say something? The public
sector is counterparty to all our projects. They have
project information; they have a wealth of
information. Sure, there is a challenge for them to be
able to use this information effectively, but at the stage
where a project reaches financial completion they
have as much information as we do. Sure, they do not
have the supply chain profitability—they do not know
exactly how much the service providers fixing the
windows on a project are actually charging to do
that—but they have a price, they have a business
model, they have all the contracts and concession
agreements. They have a huge amount of information,
and under the new PFI contracts, SoPC4, they even
have rights to ongoing information: at any time they
can request information and see the business models.
This is part of the contractual relationship we have.
I’m afraid that a lot of this transparency discussion is
just not correct.

Q15 Chair: Can | just ask the NAO to confirm that
that is your experience?

David Finlay: What Mr Metter said is factually
correct: in new contracts there is a requirement that
the public sector can see information that investors
give to their banks. That is a degree of transparency,
but in our experience we have not seen it used to any
great extent.

David Metter: That is because the public sector is not
requesting it. It is not up to us to deliver information.
The public sector is our counterparty; they have a
right to all this information, which they are free to
be able to ask the project companies for and that is
something that they do in some situations.

Q16 Mr Bacon: Mr Metter, you say that you are
transparent and you are happy to be transparent. Do
you pay UK tax?

David Metter: Do | personally pay UK tax?

Q17 Mr Bacon: Yes.
David Metter: Yes.

Q18 Mr Bacon: There was an article in the Daily
Telegraph on 28 January in which it says—it may be
incorrect, of course; it was in a newspaper so there is
always a chance it is wrong—"“Mr Metter did not
respond to our questions asking whether he”—sorry,
wrong sentence—“Nor did he answer whether he pays
UK tax”, but you do, you are not a non-dom?

David Metter: | am: | am South African. You should
be able to hear that in my accent. I am South African,
and | am classified as a non-dom.

Q19 Mr Bacon: You are a non-dom?

Q20 David Metter: But | work in the UK, and I
receive my dividends from UK companies, so | pay
tax on that.

Q21 Stella Creasy: What about your company?
David Metter: Sorry?

Q22 Stella Creasy: What percentage of the
shareholders in your company are registered in the
UK?

David Metter: Innisfree Ltd is a UK based company.

Q23 Stella Creasy: So it is not based in Guernsey?
David Metter: No.

Q24 Stella Creasy: You have no shareholders based
in Guernsey?

David Metter: We have shareholders based in
Guernsey. | am actually.

Q25 Stella Creasy: What percentage of the shares in
your company is based with people who are based in
Guernsey, or companies, or perhaps banks?

David Metter: 72%.

Q26 Stella Creasy: So 72% of the shareholders in
your company would not pay tax on UK dividends.
David Metter: They do: the only benefit you get for
holding these shares offshore—and there are not that
many these days—is a capital gains tax benefit. You
have no benefit on UK source income.

Q27 Stella Creasy: What would you estimate that
capital gains tax benefit for your shareholders to be?
David Metter: | can refer you the latest Finance Act;
they keep changing it every year. There are
complicated arrangements, which have to do with
capital gains tax and how capital gains tax is paid if |
personally was to dispose of my shares.

Q28 Stella Creasy: With respect, we are not talking
about your own shareholdings. We are talking about
your company, which obviously has a substantial
investment in the UK. As a result of PFI it is making
a lot of money, is it not? It is those shares, and what
capital gains tax is paid on them.

David Metter: There is a difference; there is me, who
is the shareholder in Innisfree, who is a non-dom. |
have said to you that any dividends—and you read
about them in the press—that are paid to the Innisfree
shareholders are subject to UK tax, because they are
UK income arising. Let me finish, let me get through
this. They are subject to inheritance tax. The only
benefits of holding these shares offshore are capital
gains tax dodges—they are not even that good any
more—and that is a concession made to non-doms by
Her Majesty’s Revenue and Customs.

Q29 Stella Creasy: What sum do you assess that
benefit to be?

David Metter: | would have to sell my shares in
Innisfree.
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Q30 Stella Creasy: But your company; | am not
talking about your own personal tax situation, I am
talking about your company’s tax situation.

David Metter: My company is based in the UK, so it
pays tax in the normal course. All our investments in
UK companies.

Q31 Matthew Hancock: Can | come back to the
question of value-for-money from PFI? You said
earlier that the average cost of the debt was 5.7%, was
that right? Could you tell me on what debt that figure
is based? Give me a bit more background about that
figure.

David Metter: About our sample?

Q32 Matthew Hancock: Yes, you have mentioned
that the cost of capital was 5.7%, and you said you
thought that was very good value given the difficulties
in the financial markets that we have seen in the last
couple of years.

David Metter: We did this on a sample of 20 projects.

Q33 Matthew Hancock: Past projects?
David Metter: We did this on 20 past projects, where
the project capital was £5 billion.

Q34 Matthew Hancock: Are these UK projects?
David Metter: All UK projects. The total equity
capital was £493 million, and the financial close for
these projects happened between 1997 and 2007. It
was a sample of 20 projects, and we have given this
information to the NAO as well—

Q35 Matthew Hancock: Sure.

David Metter: —over a 10 year period. And looking
at those projects, which were mostly large projects,
the weighted average cost of capital was 5.7%.

Q36 Matthew Hancock: What was the spread on
that?

David Metter: The spread was 2.2%. The reference
gilt was 3.5%.

Matthew Hancock: 2.2%.

Chair: This was pre-2008.

Matthew Hancock: This was before the financial
crisis, which pushed up your spreads. Of the financing
cost about a third is spread over gilts. You can work
out from that the amount of extra interest paid because
these were procured through a PFI route. Do you have
that figure?

David Metter: | would say 2.2% per annum is the
extra cost of the PFI project.

Q37 Matthew Hancock: Do you have that in a
nominal sum?

David Metter: Sorry?

Matthew Hancock: Do you have that in a pounds
figure?

David Metter: No, but it would be 2.2% of whatever
the number is. If the capital in the PFI programme is
£65 billion, it is 2.2% of £65 billion. Is that right,
Graham? Sorry, | have to ask Graham. It is 2.2% of
£65 billion, which | used to be able to work out.
Chair: It is £1.3 billion; we have worked it out here.

Matthew Hancock: £1.3 billion. Okay. In order for
you to make this argument for 5.7%, even before the
financial crisis, and a spread of 2.2% over gilts, you
have got to argue that that extra cost of financing, that
£1.2 billion extra in interest, is worth it in terms of
the extra value. Can you set that out?

David Metter: When | arrived in the UK back in 1974
my first job was on the Thames Flood Barrier project,
which not many people will remember here. That was
a classic example of what was going wrong with UK
procurement; the project was hundreds of millions of
pounds overdue, the procurement process was flawed,
the contractors spent most of their time filling in
claims forms. UK procurement was in the most
terrible state: there was very little trust between the
private sector and the public sector.

Q38 Matthew Hancock: £1.2 billion is a very high
price to pay to get some management ability.

David Metter: That is the judgment, whether the extra
costs of PFI, this extra 2.2%, is worth—

Q39 Chair: | keep saying this: it is not fair to say
2.2%. It was 2.2% pre-2008. We have got to look at
what the extra cost is today, and it is more than that.
It is 6% to 7%, which on £60 billion is a lot of money.
David Metter: People have to judge whether the trade-
off, where we are getting the private sector to manage
effectively the procurement process, more than offsets
the problems. Look at Edinburgh Trams: it would be
worth spending time evaluating that project, and
seeing the procurement failure on that project. It
would be worth looking at the Scottish Parliament.
These are not the Thames Barrier 25 years ago, or the
British Library 20 years ago: these are projects today.
The Edinburgh tramlink is an embarrassment to
everybody, and it is a procurement failure; equally the
Scottish Government building. This is what happens.
One can say the public sector ought to be able to do
this all well, and they ought to be able to have the
right kind of resource to do it, and intellectually there
is no reason why the public sector should not be able
to procure as well as the private sector, but the fact is
that experience shows it does not happen.

Q40 Mr Bacon: Can | take you up on that? Looking
at PFI, this is a problem | have been wrestling with
for the 10 years | have been on this Committee,
because, like you, I think intellectually one ought to
be able to do it. If you hire enough bright civil
engineers and quantity surveyors in the public sector
you ought to be able to get the job done. You are
absolutely right about the British Library. Portcullis
House was a conventional project we looked at on this
Committee years ago; | am told that it would have
been cheaper if they had clad the windows with
seven-series BMWs than what they did. | take your
point; there has been a lot of procurement failure with
conventional routes. | looked at a project in Northern
Ireland, two identical high schools, about £7.5 to £8
million each, same number of pupils, same socio-
economic profile of the catchment area; one was PFI
and one was not. The conventional one delivered
exactly what it was supposed to, the PFI one ended
up not doing so, because in order to accelerate the rate
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of return for the investors they used some of the land
that might have remained as playing fields for the
school, lopped it off, and built houses on it. | have
seen hospital projects in Northern Ireland where they
have managed to do it, on cost and on time, by having
the right people on the public sector staff. Why do
you think it is that so often that has not been the
experience?

David Metter: It goes to the heart of public sector
productivity. There are huge problems in public sector
productivity, which have to do with incentivisation. |
am no expert on this, but people coming into the civil
service do not choose to work in procurement. There
are other jobs in the civil service that are much more
interesting and much more attractive, perhaps, to high
fliers. Procurement in the past has not been the place
where your bright young fliers have arrived.

Q41 Chair: | am going to bring in Mr Doughty to
answer, because | feel conscious we have not heard
from him. Mr Doughty, what is your view on whether
or not we are getting a good deal? Mr Metter thinks
we are, do you?

Bill Doughty: You are getting a good deal: there have
been in excess of 700 projects done.

Q42 Chair: How do you measure a good deal? We
know how many have been done and how much they
cost; we want to know whether you are ripping us off,
or whether you are giving us good value for money?
Bill Doughty: The difficulty with these things is that
the measure of whether you are getting a good deal or
not is what risks you have avoided, and whether we
have managed to avoid those risks through procuring
through the private sector. If there were just a series
of private sector disasters, then you would probably
sit there and say, “Thank God we did not have that
visited upon us”. The fact that we have done it very
well means that all you can compare it against is your
track record in other forms of traditional procurement.
The aegis of PFI was because that record was not very
good in the past. The disciplines about the provision
of long-term infrastructure, its maintenance and its
upkeep, etc, in the past have been very poor. One of
the disciplines in PFI has been that people are forced
to maintain infrastructure assets so that they live out
their design lives.

Q43 Chair: To ask you two questions: the £74
million PFI that we had in NewSchools Cornwall had
to be terminated. There are failures in PFI just as
much as there are through the public sector.

David Metter: That was our project. | can give you
some information.

Q44 Chair: It had to be terminated.
David Metter: It was terminated, but it was—

Q45 Chair: It had to be terminated, just to get it
clear, with one headteacher saying they had to delay
the staff term by three days because the contractor had
not fixed the tiles on the roof properly. The council
estimated it had to spend £10 million putting things
right in the 28 schools affected. One school,
Rosemellin Primary School, was paying £52,000 for

cleaning, catering, and maintenance, but they failed to
fix a blocked drain for four years.

David Metter: Can | just give you a little bit of
general context on that, because it was one of our
projects, and we were very sorry to lose the money
we lost on that, because we did lose a lot of money.

Q46 Chair: Probably the public sector lost a lot of
value.

David Metter: That project was bid at a time when it
was very competitive. In order to win that project, we
had to agree with Cornwall that its direct service
people would provide the services to our service offer.
It was a complicated project, because their direct
service operation was effectively taken out of
Cornwall, and put into our services operation, so we
were sandwiched between ex-Cornwall workers plus
our PFI offer. It was always very difficult, because
Cornwall were not fully supportive of the PFI project.

Q47 Chair: It is always somebody else’s fault.
David Metter: No, no, no. We agreed to that, but the
point about it is it was not as simple as saying, “This
school was late”. We were in a very difficult position,
because we had to take on the local direct workforce,
and what’s more, when we came to try and fix the
project, the head of the Cornwall local authority
decided it would be better value for him to finish off
the PFI project. People have that choice: at any point
the Government can terminate PFI projects.

Q48 Mrs McGuire: Can | ask what the problem is
about taking on the local workforce? Surely if you
were going to manage the facilities on site you would
have had to recruit from the local labour pool?
David Metter: Very often it is better to have one’s
own labour pool, but if you are taking on the
incumbent workforce it is often very difficult to drive
efficiencies. This has happened in the NHS as well.
Often the deal to take on that local workforce is done
in order to win the project, so there were slight
problems that happened, and happened at that time. In
order to win that project we had to take on the local
direct workforce as part of our project.

Chair: So you estimated wrongly?

Q49 MrsMcGuire: As you entered into that contract
you were aware that there might be issues, as you say,
around driving efficiency?

David Metter: You go into these projects and you try
very hard to drive the efficiencies, and you take on
the workforce, often through TUPE, ancillary
workers; you try and do this and you take on the
services. Mostly it works, and sometimes it does not
work. It did not work in Cornwall. In Cornwall, the
ending was a happy ending for Cornwall, because they
determined that they were better off doing it
themselves.

Q50 Chair: The Wythenshawe Hospital is another of
yours. | understand the asset is worth £66 million, but
the cost to the taxpayer over 35 years will be £1.06
billion, 16 times the original capital value. Do you
think that is good value to us?
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David Metter: Adding up nominal numbers is not fair;
it is voodoo mathematics. One has to look at the
present value of these costs, not adding up.

Q51 Chair: That is such a gap.

David Metter: If you take the 1913 war loan of £1.3
billion, or whatever it was, if you add up the future
liabilities on that war loan, they exceed the entire
PFI programme.

Q52 Chair: £66 million to £1.06 billion?

David Metter: One has to look at that in present value
terms. With these very long projects, you are
escalating the nominal amounts, and that is what
happens: we constantly face this kind of mathematics,
where people are not looking at it in real or today’s
values.

Q53 Chair: Would you like to do a note to this
Committee justifying the £66 million to the £1.06
billion?

David Metter: | would be very happy; Wythenshawe
is one of our projects, we would be very happy to
explain it to you.

Q54 Chair: If you can do us a detailed note, which
shows a justification of that, we would be happy to
receive it. It seems to me, looking crudely at these
figures, they look potty. Have you agreed to do that?
Graham Beazley-Long: It is very simple. We will set
it out.

Q55 Chair: Right, thank you.

David Metter: Most of them are service costs, they
are not capital costs.

Amyas Morse: | just wanted to add to what you were
saying, David. First of all, of course you cannot
exclude time interval in these calculations; |
appreciate that. | just wanted to make sure | had
understood what you were saying earlier on: what |
think you were saying was that in order to get efficient
procurement, you need PFI deals, more or less. | am
not trying to put words in your mouth; I am trying to
understand that. Is it not the fact that you have got
contracts in place that mean you cannot change the
rules halfway through? That makes the difference, not
necessarily the full panoply of PFI? The fact you have
got outside private financing, and there are very strong
conditions on that financing, and those conditions
cannot be done away with without considerable
damage, keeps everybody honest, so to speak. Isn’t
that the benefit that keeps things where they should
be, rather than simply saying it is some miraculous
expertise about private management? Do we really
need to have the whole of PFI in order to achieve this
better procurement, or would you advise that it can be
achieved in other ways?

David Metter: This is all just opinion. We have 57
projects; we have asset managers that manage these
57 projects. They wake up in the morning, they go
and they look after these projects. Our customer
satisfaction across our projects is very high. If the
Government Departments were doing this, would they
be getting the same service? Would they be able to
solve the problems? We had huge problems in the

financial crisis with monolines going broke, and all
sorts of financial issues; we had problems with
contractors, we had problems with our public sector
customers. This all has to be managed, and | think we
do that very well. It is easy to test that by going back;
we have been doing this for 15 years, and that is a
long enough period to have a look. Go to all these
hospitals, schools, and railway lines, and ask them the
questions. Say, “Do you think these work?” Mostly
our public sector customers are very happy.

Amyas Morse: | was not trying to suggest that you do
not do a good job; | was on another matter, which is,
do you need these to do the job?

David Metter: Let somebody else do the job.

Amyas Morse: No, | was trying to ask you: do you
need the full panoply of the various elements that are
in a PFI deal in order to secure the rigour that comes
from being contractually bound with third parties? |
am not saying: are you doing a good job? I am saying:
is the only way to do this by having the full
complexity of a 25 or 30-year PFI deal? | would be
interested to hear what your advice is.

David Metter: | will tell you what’s happening in
Canada at the moment. They are changing the models,
and it is quite different. In Canada a lot of the debt
that is raised in the capital markets only lasts for the
construction period, and then after that the
Government comes in and replaces all the
construction finance. At that point it is left with the
equity and the public sector partner. We can be got rid
of, the service contracts can be changed. There is lots
of flexibility in changing the process as one goes
along.

Q56 Chair: Is it better? The model that has been
suggested is that the service and management contract
is not part of the PFI.

David Metter: In a lot of PFI projects there are no
soft services, so that takes out the food and cleaning.

Q57 Chair: “Is it better?” is the question you are
being asked, not “What is?” Is it better? Would we
get better value for us, the taxpayer; for you, as a
British taxpayer?

David Metter: If you took services out? Maybe. The
key challenge in PFI to date has been the construction
and delivery of the projects.

Q58 Chair: Yes, the capital cost.

David Metter: If you build a huge hospital project, it
is managing the construction, the commissioning, and
the operation. Now if you could say, “We will put a
whole lot of new managers in to manage the services
now”, maybe it could be done very well, | do not
know. All I know is that we have responded to
Government invitation to operate in those projects,
and that is what we do.

Q59 Chris Heaton-Harris: | have got three quick
questions | would like to pose to you both. Firstly, are
your companies co-operating with the new Treasury
code of conduct in these matters? Secondly, you are
often making savings by refinancing, and there is
always a pressure for making savings on these deals.
If you do make savings on these deals over time,
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would you think of offering to share some of these
savings with the taxpayer?

Austin Mitchell: Voluntarily, of course.

Chris Heaton-Harris: Thirdly, how big are the
savings that you could make over the course of a
contract? If you have got a 25-year contract, if you
refinance in 10 years’ time when interest rates are a
lot lower, you could make a decent sum of money |
would assume. What sort of money do you think you
would be able to save in the course of a contract?
Chair: Shall we go to Mr Doughty first?

Bill Doughty: In terms of the answer to the first
question, compliance with the code of conduct, the
answer to that is yes. In terms of sharing savings, the
question is how the savings arise. If we can work with
our public sector counterparts to look at the scope and
the usage of the asset and those types of things, and
there are savings to be made, then the benefit of that
should repair back to the public sector counterpart.
Where we are making efficiencies on things like
insurance under contracts—there are insurance
sharing mechanisms already in place—the number of
other opportunities for the equity owners and equity
managers of these projects to make savings outside
of the obvious one of refinancing, which you have
highlighted, and there is already a code of conduct
that covers that, is very limited.

There are many other facets in projects, for example,
life cycle and long-term maintenance of assets, where
there may be savings to be made in some projects, but
unfortunately you have to wait 30 years before you
work out whether you can do that. There are also
losses that we make along the way, and absent
currently is any mechanism where, if we are going to
share savings, we have reciprocity around losses. If
there is a matched or better bargain to be struck
around that then—

Q60 Chair: Can you give us an example of a project
you have lost money on?

Bill Doughty: I will express it in financial metrics,
because we have—

Q61 Chair: Can you just give me an example?
Bill Doughty: Of a project where we lost money?

Q62 Chair: Where you lost money.

Bill Doughty: In the past |1 was involved in the
National Physical Laboratory, and we lost a
substantial amount of money.

Q63 Chair: That was PFI?
Bill Doughty: That was a PFI project, yes.

Q64 Chair: And have you lost money on anything?
David Metter: Me? Cornwall. Also Dalmuir in
Scotland.

Q65 Chair: | was going to ask Mr Beazley-Long to
answer the questions that Chris Heaton-Harris put.
Graham Beazley-Long: All three, or just the
refinancing one that Bill hasn’t answered?

Chair: All three.

Graham Beazley-Long: | do not think the Treasury
has started consulting on its code of conduct, but we

will be very willing and open to discuss with them
whenever they are ready to do so.

Chair: So you are not abiding by it.

Matthew Hancock: I do not think that is true, I think
the code of conduct—

Stephen Barclay: The Treasury minutes of March
2011 refers to the further voluntary code of conduct
within the PFI industry, so what you are saying, as |
understand it, is the Treasury has not got round to
sharing that with you.

Q66 Chair: Paula, can you help us on that? Where
are we on it?

Paula Diggle: Are you talking about equity sharing?
Stephen Barclay: | was guessing you were referring
to the old code not the new?

Mr Bacon: The refinancing one is old hat.

Graham Beazley-Long: The refinancing code of
conduct we will of course follow, yes.

Paula Diggle: If you are talking about debt
refinancing, there is a code of conduct on that, yes,
certainly.

Q67 Chair: Are you complying with that?

Graham Beazley-Long: Yes. | thought you were
referring to the code of conduct that was mentioned
in a recent Treasury—

Q68 Stephen Barclay: It was. | can give you page
5, paragraph 4.2 of the March Treasury Minutes to
be precise.

Graham Beazley-Long: Yes, | would suggest you ask
the question to the gentlemen behind us. We would be
very willing to talk to them when they are ready. The
second question was on sharing; | would agree with
Mr Doughty about if we re-engineer a contract so that
there are operating cost savings—which is what has
happened on Romford and many other contracts. For
example, Innisfree is an investor in the MoD main
building contract where £1.1 million per annum of
cost savings have been engineered out of our costs.

Q69 Mr Bacon: Mr Beazley-Long, can I just clarify,
from what you were saying a moment ago, so far you
have not yet had discussions with the Treasury about
arrangements to share equity gains, although you
would be prepared to do so. Is that what you are
saying?

Graham Beazley-Long: | do not believe that code of
conduct talks about sharing equity gains.

Q70 Chair:
terrible.
Graham Beazley-Long: My understanding is | do not
believe that code of conduct talks about sharing
equity gains.

Say that louder: the acoustics are

Q71 Mr Bacon: | do not have it in front of me, but
I am looking at the article by my Parliamentary
colleague, Jesse Norman, in the Financial Times from
last year in which he says, “What we need now is a
new voluntary code promising a modest
across-the-board rebate. PFI consortia have played
their part in rebuilding Britain’s infrastructure, but
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they must play their part in rebuilding the nation’s
finances too.”

Paula Diggle: Mr Bacon, can | clarify? We are
thinking about what we can do about equity sharing.
We have not got to a stage in making proposals at this
point: we are very happy to work on this.

Q72 Mr Bacon: | took it that that was the case. May
I just finish by asking my question, which is, do you
accept that PFI consortia have a role to play in helping
restore the nation’s finances in the way that Jesse
Norman suggests, and that there is scope for PFI
consortia, such as your own and others, to make a
modest across-the-board contribution?

Graham Beazley-Long: Innisfree is a fund manager
that runs four funds; the investors in those funds are
predominantly UK pension funds. You as a
Government have the desire to continue to use UK
pension  fund, institutional money, in your
infrastructure programme. If we were to go back to
our investors and say that the UK Government wish
to renegotiate its contracts, such that their returns
would go down, | do not think that would be—
Chair: You are not prepared to share. As for the
third question—

Q73 Chris Heaton-Harris. There is a new code of
conduct that is coming out in July, and you have so
far been refusing, as far as | am aware, to engage with
the Treasury on that.

Graham Beazley-Long: That is completely untrue: we
would welcome engagement with the Treasury on it,
we have not yet been approached. They are taking
their consultations elsewhere.

Q74 Chris Heaton-Harris: | will check with
Andrew Rose later. On the soft services, you are
getting to about £1.2 billion of service or maintenance
contracts that you have renegotiated, or you had made
a saving, and you were getting to the point where you
were going to offer to share that with the taxpayer.
Graham Beazley-Long: 100% of that goes to the
taxpayer. We do not take any margin on any of the
savings that we make on any operational contracts, on
the operations, and they go 100% to the taxpayer, and
we have produced a list of those and sent them to
the Treasury.

Q75 Mr Bacon: Can | just make my point while |
am still on it? The point that you just made by way
of answer, Mr Beazley-Long, which is a fair objection,
was also made by Mr Norman in his article. He said,
“There is an obvious objection: these are private
companies with commercial contracts signed with
willing counterparties, so it should be no part of
Government policy to set aside, tear up, or rework
these contracts.” | understand that. Also it is
particularly clear that where contracts have been on-
sold, and institutions are investing in them and
expecting to pay a particular price in order to get a
particular return for a certain class of assets, there are
going to be problems, but that is not to say that a
modest contribution would be impossible on a
voluntary basis. Going forward, the NAO Report
suggests £200 billion worth of transport and energy

infrastructure projects that are coming down the
pipeline. There may be scope there to increase the
share that the taxpayer gets of any equity gains when
they come along. | am simply asking you: do you
think that it is reasonable for the Treasury and
Departments and authorities, on behalf of taxpayers,
to ask to share in equity gains, both ones going
forward, and perhaps, to some extent, ones going
backwards?

Graham Beazley-Long: On new deals going
forwards, you can set out the terms and conditions of
the transaction that you wish to do. The Treasury,
IUK, would have a view on whether that pushed up
the costs of capital, because of the equity sharing
mechanism or not.

Chair: | think we’re getting into negative noise. |
want to draw this to a close.

Mrs McGuire: | want to clarify the engagement
between the sector and the Treasury, because there is
some confusion here. In the Financial Times in
February it said that, “The Treasury is struggling to
get investors in private finance initiative projects to
give it a rebate on the £8 billion a year the public
sector spends on such deals in order to help with the
governments swingeing public spending cuts.” It also
goes on to say that, “After six months”—so this is in
February—*"of, so far, inconclusive talks, the Treasury
says it continues to seek a voluntary code of conduct”.
Could I ask you, Mr Doughty, have you had any
engagement with the Treasury to get involved in a
voluntary code to look at a rebate on the £8 billion
that is spent on PFI?

Bill Doughty: Yes.

Q76 MrsMcGuire: Innisfree?
Graham Beazey-Long: We have had plenty of
discussions about reducing costs.

Q77 Mrs McGuire: | am asking specifically about
this. Mr Doughty says that he has had an engagement
with the Treasury—

David Metter: We have had discussions, but we have
said no.

Stella Creasy: But you have said no, so you are
saying—

Q78 Mrs McGuire: You have said no, that you are
not going to get involved, as opposed to—

David Metter: Can | make a point, because it is really
very important: the PFI programme costs £130 billion
in today’s money. Half of that, £65 billion of it, is
service charges, which are paid as you go along. There
is lots of opportunity there to change and re-gear those
contracts, so there are opportunities for savings in that
package of services, which is ongoing, and we are
supporting that carefully. Of the other £65 billion,
which is the finance, this has been entered into
through long-term financial contracts by parties acting
in good faith in both sides. It is no different to an
investor buying a gilt: would you go to gilt investors
and say, “Can you take a little bit less interest to help
the British taxpayer?” If you do it is called a haircut,
and everybody is terrified of haircuts. If we go to
investors and say, “This rebate they are talking about
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is, in fact, a haircut, a rescheduling of your
investment”, it would be very bad for UK credibility.

Q79 Mrs McGuire: | am not asking whether or not
you are going in for a haircut, 1 am asking for
clarification.

David Metter: (I need a haircut.)

Mrs McGuire: (I think probably you and | share the
same hairdresser by the look of your hair.) Can | ask
Mr Beazley-Long to confirm what he said, because
unless | picked him up wrongly there was a strong
implication that there had been no engagement with
the Treasury on this voluntary code.

Graham Beazley-Long: We have lots of engagement
with Treasury, and lots of discussion.

Q80 MrsMcGuire: No, that is not what | am asking;
do not try to work around it.

Graham Beazey-Long: | do not believe we have had
a specific discussion about a piece of paper—

Q81 Mrs McGuire You have had a specific
discussion?

Graham Beazley-Long: | do not believe we have had
any specific discussions about a piece of paper called
a code of conduct.

Mrs McGuire: Right. Thank you.

Q82 James Wharton: | might be alone in this, but |
have a little bit of sympathy with you as private
contractors, because you have made a deal with
politicians, and it is always very difficult, because
when we realise that you might have got a good deal
out of it, we do not like it very much. That is what
we are starting to feel now; the state of the public
finances in particular is driving a desire to get a better
deal, both looking backwards and going forwards.
What | would like to explore and get your feeling
for is, if, looking at future contracts, the Government,
which is a monopoly buyer effectively with PFls, tries
to push for a more flexible deal, tries to push for
equity sharing and getting some of these benefits that
we are talking about that are being discussed, and
putting in forward-looking provisions for potentially
getting rebates, what impact do you think that would
have on actually driving up the base cost of PFI
anyway, and what impact do you think that would
have on yourselves as commercial operators who are
trying to deliver these programmes?

David Metter: All I can say is that we look at the
returns that come out of these projects when we are
asked to bid for them, and we have a certain return
range that we look for, because we know we can raise
funds to invest on that basis. Currently we need to get
about 8% to 10%. If the models are changed and we
find that extra deductions have to be added in, that
might drop us below our thresholds. That is the
negotiation: that is how PFI developed. It was a long
development and negotiation between quite
sophisticated parties about what trade-offs you have
to make to make this whole package work.

Q83 ChrisHeaton-Harris: Did Mr Doughty not just
say that he is willing to talk to the Treasury and look
at this in the future? So why not you?

David Metter: We talk to the Treasury all the time.
We have said we cannot go back to our lenders and
our equity investors and say, “Take a haircut”.

Q84 Chair: But you do not agree, Mr Doughty, do
you? You can.

Bill Doughty: What David is saying is—and he has
been quite precise and accurate in his answer—that
there are certain constituents where it is impossible to
go back. In our communication with the Treasury we
have identified those. They did not take much
identification, because the Treasury is fully aware of
those things. There are areas in these projects where
they are potentially perhaps over-scoped; services
providers are being remunerated for services that they
do not need to provide, or that the public sector does
not require. That is just a waste of money. Graham
has said that, in the circumstances where they
identified those, 100% of the benefits of that were
going back to the public sector counterpart.

There are other areas, but what you cannot do is to
say, “Let’s take an overarching view and everyone
puts their hand in their pocket for a percentage of the
return”. It does not work that way. You can look
specifically at each respective partnership and look to
see where there are savings that can be made, and
where those savings can be repatriated to the public
sector, we are very willing to do that.

When it comes down to equity returns, if you are
going to look at contracts in the future, and you
perceive, based on some of the information that has
been provided in reports, by us or otherwise, that the
private sector is making an unacceptable return, then
you must stipulate what you think the right return is;
and if you believe that there should be a threshold
above which you are entitled to a share then | am sure
there would be no embarrassment and no resistance to
that being incorporated into contracts. | have seen it
in other types of project financing where that exact
model occurs.

Chair: The incentive is not to reach the threshold.

Q85 JamesWharton: Mr Metter, you are saying that
in order for PFI to be viable commercially it needs to
provide 8% to 10% return roughly.

David Metter: Sorry, it needs to?

Q86 James Wharton: 8% to 10% return.
David Metter: That is what we have found; Bill might
be procured for less.

Q87 James Wharton: What | would like to
understand is, if the various deliveries of PFI schemes
have got this level of return, which of course they
have, which they need to deliver, then all of the
discussions we are having, all of the things the
Government are looking at to save money on future
PFI procurements will, unless they are driving
efficiencies, reduce that return which the private
sector—

David Metter: The service pack, at £65 billion, does
not impact upon our returns at all, it is a straight pass
through. These are revenues collected from
Government and paid straight out to service providers,
so that does not affect our returns at all.
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Q88 JamesWharton: What my concern is—and you
can tell me what you think the likelihood of this being
a danger is—that if the Government find ways to drive
efficiencies from future PFI contracts, all that will end
up happening is the market will react to that by
driving up the base costs, and everybody’s competing
bids will go up in price to reflect that change that the
Government has brought in, in the way the contracts
are structured. Overall the taxpayer will not save any
money at all. Therefore, we have got to decide: are
PFI’s about as efficient as they are going to get, in
which case, are they the way we want to do
procurement, rather than focusing all our energy on
debating the actual detail of PFI contracts as they exist
today or might exist in the future?

David Metter: One has to look at detail, but I can tell
you something: all this talk of rebates and haircuts
adds political risk into the whole equation. We have
investors who say, “Is this Government going to
honour the obligations of a previous Government?”
These are transactions you entered into in good faith.
We had a lot of problems raising money in the early
years of PFI because of this question mark about how
trustworthy is Government? We find that when people
talk about rebates, the people who have entered into
these contracts may think, “Hang on a minute, our
returns are going to be cut, arbitrarily, by our
customer”. | do not think that will ever happen; why
would the British Government ever do that? But the
fact is that people talk about it and articles are written
about it, so we are hammered about it. It gets into the
investor’s minds. We have investors who say, “Until
all this stuff calms down, we are not investing in
your funds”.

Q89 Austin Mitchell: 1 am sorry to hear that when
Government is telling us, “We are all in it together”,
you are not quite in it together. 1 wonder if | could
just put it to you, as an outside admirer, that you have
got a pretty good racket here, have you not? Here you
are with contracts at a guaranteed return over 25, 30
years, in which you are providing services, again, with
a guaranteed charging rate. At a time when
Government is examining every public service
through a microscope to see what they can cut and
who they can fire, your return rolls on, and your
money comes in whatever you do: it is guaranteed.
You have purchased that, and you are not prepared to
share it with anybody else retrospectively. This is an
insane situation, isn’t it? Here we have manufacturing,
which is looking to make a return of base rate plus a
couple of per cent, not much; you are on a return of
base rate plus 6%-8%—quite a high return—every
public service has been examined for cuts, yours are
not. The efficiency savings you make, and any savings
from scale you make, go into your back pocket, not
into the public purse. That is a pretty good racket.
David Metter: It is a nice story there, but the fact
is that the services which represent half the cost are
benchmarked and market tested every five years, and
the Government can take services out. This idea of
these long-term service contracts that last for 25 years
that can never be changed is just incorrect.

Q90 Austin Mitchell: Is that true of all your service
contracts?

David Metter: All the service contracts can be
adjusted. They are subject to market testing and
benchmarking.

Q91 Austin Mitchell: Huge returns on putting in a
light bulb are mythical?

David Metter: Imagine, if the private sector had been
asked to take those risks at the outset, how expensive
these projects would have been. They had to be reset
every five years, and that is what happens.

Q92 Austin Mitchell: But your management services
are not subject to—

David Metter: You come to the capital side: if you
borrow a mortgage for 25 years, and the Halifax gives
you a mortgage for 4% for the 25 years, that is what
you are buying up to. You can change your mind at a
later point, and maybe you can refinance that
mortgage, but that is how the finance is put in place.
The Government does not want to pay out £1 billion
of its own money to build a hospital: it wants the
private sector to do that, and finance over long-term.
That makes sense, because it is matching the
payments to the use of the resource.

Q93 Austin Mitchell: You are still a very happy
man.
David Metter: We work hard.

Q94 Stephen Barclay: Can | come back to your
evidence earlier, where you talked about pricing in the
management of risk? Are you not also pricing in the
knowledge that, but for yourselves, Government will
not fund certain projects that they have to do? There
is a regulatory imperative, as there was with the
Manchester incinerator, or there is a defence
imperative, as there was with the air tanker where the
discount rate was adjusted and the Treasury rate at the
time was not applied—an out-of-date rate was
applied. In other words, Government does not want to
fund things and so you are able to charge over the
odds, knowing that they have to do things which they
will not pay for?

David Metter: Can | say one thing? You cannot charge
over the odds, because these projects go out to
competition. There are lots of procurement rules, they
are not only governed by UK law, they are governed
by EU law. You cannot just go and get a project for a
big price; there is competition. There is keen
competition for all these kinds of infrastructure
projects. The public sector can be confident that they
are getting the right price; they are going to Tesco and
they are getting the price—

Stephen Barclay: | just wanted to clarify—

Mr Bacon: It is an oligopoly. Sorry, Stephen.
Stephen Barclay: | want to clarify: the earlier
exchange with Mr Hancock, that is purely on the
management of risk in terms of low fees? That is fine.
Can | ask about insurers, because insurers are not
active in this market? There are questions about
whether that is to do with regulation. Insurers would
add to competition.

David Metter: Graham is an expert on insurers.
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Q95 Stephen Barclay: | would welcome your
thoughts as to why in your view insurers are not active
in this PFI market.

Graham Beazley-Long: Insurers of what risks?

Q96 Stephen Barclay: Since Equitable Life, using
bonds: if one looks at the funding of the Channel
Tunnel—

Graham Beazey-Long: Why are
investors not buying the debt of projects?
Stephen Barclay: Yes.

Graham Beazley-Long: They do not like construction
risk. Up until about two years ago we had monoline
insurers who gave bonds a AAA guarantee, and the
investors felt that that gave them something and
enabled them to buy debt in riskier projects. The
investors buying debt bonds are very interested in
buying long-dated income flows. The Treasury Select
Committee discussed this yesterday, but once a project
is completed, raising bond finance at that point would
be quite easy. Raising it prior to construction at the
moment is proving quite difficult in the UK, although
as David said, just last week one of the projects in
Canada raised C$1.3 billion in that way, and a handful
of Canadian investors are prepared to spend the time
to understand construction risk and pricing, and are
buying those bonds when the deal closes.

Bill Doughty: It is not correct that they are not
involved. Organisations like AXA and Norwich Union
are substantial financiers and debt providers in PFI
projects, and the General Practice Finance
Corporation was originally backed by Norwich Union.
The way that the returns went pre-2008 was what saw
them exit the market. Whether they are still excited
about it, and whether now, if it carries on with slightly
better margins, they would come back in again, who
knows?

Graham Beazley-Long: Those three or four investors
that do understand it are doing it privately and they
are not public bonds.

institutional

Q97 Mr Bacon: Mr Metter, you said earlier that there
was a potential risk element to this, and your potential
investors are saying, “Can we rely on the Government
not to break its word or to come back for a haircut”,
so to speak. I suggest to you the reason why there is
the political risk is that people are hacked off with the
behaviour of the PFI sector. About seven or eight
years ago | met a securitisation expert in an
investment bank, who was involved in the PFI sector,
and he said, “I like PFI. It is a good source of income,
it is good for the business, but as a taxpayer it really
pisses me off.” That is when | first woke up to the
issues around PFIl. He said, “There are about 100
people in London making £1 million a year out of
this”. According to a newspaper—again, it is only a
newspaper, so it may be wrong—the Daily Telegraph
of 28 January reported you as getting pay and
dividends of £8.6 million last year. Is that correct?
David Metter: That is correct.

Q98 Mr Bacon: You are paid more than the chief
executive of the Royal Bank of Scotland, whom we
had here the other day. In an environment when the
whole country is going through a tough time, here are

you paid more than the chief executive of the Royal
Bank of Scotland—
David Metter: Can | respond to that?

Q99 Mr Bacon: I have not finished my question yet.
It speaks to your behaviour. The Norfolk and Norwich
Hospital, which is in my constituency now following
the boundary changes, is owned by Octagon
Healthcare, or was, in which you were a 25%
shareholder at the time of the refinancing. At the time
of the refinancing, the repayment period for the
hospital was extended, from 34 years to 39 years,
increasing the total cost to the taxpayer, and at the
same time the internal rate of return for the
shareholders—this was in a National Audit Office
Report at the time—went from 18.9% to over 60%. It
more than tripled. So costs to the taxpayer up, and the
internal rate of return for the shareholders up through
the stratosphere. That is what people do not like; that
is why people turn on you. I fully understand your
concerns and your discussions with investors. | find it
very difficult to see how you can get money out of a
project that has already been sold on, frankly. But the
reason people are pissed off is because of your
behaviour, frankly, and the behaviour of people like
you, and if you do not understand that then you should
go back to your investors and start talking to them
about why people think there is a political risk.
David Metter: Could I respond to some of that? The
first thing to say is Norfolk and Norwich is a very
successful hospital: there is a high degree of customer
satisfaction. People are very happy with the amenity
in Norfolk. It has actually transformed—

Q100 Mr Bacon: | go there a lot because it is in my
constituency, and my second child was born there. |
can tell you, one of the lifts was out of order for about
48 to 72 hours. | accept it is a good hospital, I do not
deny it for one minute.

David Metter: Okay, so the hospital is good. This
refinancing gain is like an urban legend, it keeps
coming back, but for every large refinancing gain that
was made at that time there were big losses, like the
National Physical Laboratory. We altogether, through
five projects, made financing gains, £55 million in
total. This was a time in the market when the cost of
finance got cheaper, and the reason why the cost of
finance got cheaper was that the investment
community and the investment market started saying,
“The British Government are good people to do
business with” and so the cost of doing the business
got cheaper.

Q101 Mr Bacon: And global interest rates were
falling. But my point was the nature of the deal was
to increase the cost to the taxpayer by lengthening the
repayment period, adding on debt to the project and
accelerating the return of the shareholders all at the
same time. Nice work if you can get it.

David Metter: There was a tension between the
Norfolk and Norwich Hospital and the Treasury at
the time.

Mr Bacon: Yes, | know.

David Metter: They wanted to keep the gains from
the refinancing, some of them, themselves. Actually,
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for our £55 million of gains, the public sector got
£65 million altogether, so it was not that the public
sector was not getting anything.

Q102 Mr Bacon: Sorry, can | just clarify, that was
because of the retroactive 30% voluntary
shareholding, was it? Is that right? Sorry, is that right,
when you say the taxpayer got £65 million?

David Metter: That was because of the refinancing
code of conduct.

Q103 Mr Bacon: That was because of the
subsequent retroactive code of conduct.
David Metter: | do not know if it was retroactive.

Q104 Mr Bacon: It was not at the time, it was
afterwards.

David Metter: | do not think it was retroactive. But
the point being was that Norfolk extended that
contract: they got something out of it by extending the
contract. It was a deal that was done between the
private sector and the public sector. If | can just say
one thing on your earlier comment, which is about
reading in the press and then hammering me about it.
Firstly, if you take Innisfree and its four funds—if
it were a corporate, Innisfree would be a FTSE 100
company. We are not a small organisation. We have
£1.1 billion of funds invested in UK and foreign
infrastructure across 57 projects. We are not some
small company. We are a lot more successful than
some of these banks that have lost people a lot of
money. We have not lost the taxpayers any money,
and we have done our job pretty well. The fact is that
we as a fund manager, one of 2,000 fund managers in
the City, earn reasonable revenues, and these are a
cost to our investors, they are not a cost to the
projects. If we were paid absolutely zero, if | never
got one ounce of dividend or one ounce of pay, it
would not change the price of the PFI project, because
that is won in competition. Our investors choose to
pay us what they want in order for us to manage their
money for them. And | can tell you something else:
what we charge our investors is in line with the fund
management market, and the fact that we are able to
earn such good revenues is because we manage quite
large amounts of money. Our investors can sack us
without cause any day they like. We have not got any
sinecure. Tomorrow our investors could pass a
resolution, saying “Thank you very much, we have
had enough of you, David Metter and your
colleagues.” This is how the capitalist system works.

Q105 Chair: I will draw it to a close, | just want to
know—very very quickly, because we have overrun—
what proportion of Innisfree’s business is not public
sector contracts?

David Metter: Can | include Canada and Sweden’s
public sector, and the Netherlands? They are all
public sector.

Q106 Chair: They are all public sector. The money
you earn comes out of the taxpayer—

David Metter: No, the money we earn comes from
our investors’ returns.

Q107 Chair: No, but the money in the end is funded
through tax. Can | just ask two other things? There is
a code on refinancing, which Mr Doughty said he
stands by; | am less clear about Innisfree. If there were
a code developed on the change of the asset value,
would you both say you would not be interested in
that?

Bill Doughty: Can I just clarify?

Q108 Chair: Just yes or no; the growth in the value
of the asset. If there was a code about sharing the
profits made in the increased value of the asset, would
you be willing to participate in that?

Bill Doughty: Subject to the detail
thresholds, yes.

and the

Q109 Chair: Would you, yes or no? Very quickly,
because we have really overrun.

David Metter: It is very difficult to say yes when we
do not know what we are talking about.

Q110 Chair: The asset goes up in value over time;
you benefit from that: are you willing to share some
of that benefit with the taxpayer?

David Metter: You mean if the shares are sold?

Q111 Chair: Yes.
David Metter: We would be unhappy to.

Q112 Chair: And the running of the building, any
efficiencies that you get out of that, would you be
willing to share that?

David Metter: Absolutely, we do that.

Q113 Chair: Would you both? Okay. Can | just ask
finally, are both of you engaged presently in
negotiating new PFI contracts?

David Metter: We are active in Canada.

Q114 Chair: In UK?
David Metter: Not in the UK.

Q115 Chair: Are you in the UK?

Bill Doughty: No, that is not the market we are in.
We are a secondary business, so we take—

David Metter: The UK market is getting too
expensive.

Q116 Chair: Are you both committed to a more
transparent system so that you can report your
experiences, good or bad, to help us assess value for
money?

David Metter: We have no problem declaring what
price we buy and sell assets at. We have never had a
problem with that. If the Treasury want to know that,
it is our pleasure. We do not sell things.

Q117 Chair: What about you Mr Doughty?
Bill Doughty: Absolutely.

Q118 Chair: Good. Thank you very much indeed.
We have overrun. Thanks for coming.
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Q119 Chair: Welcome Mr Hudson, Mr Pitchford and
Mr Rose, and apologies for keeping you waiting. The
Treasury has championed PFI over time in the past,
and | think some of us have some sympathy with the
purpose of it, which was to renew our infrastructure
when public finances were not freely available. Could
you have done more to stop the taxpayer getting as
ripped off as we feel we are?

Andrew Hudson: What we have done over time is to
strengthen our guidances. We have always been
committed to doing PFI when it is value for money.
That was the principle that we operated under the
policies of the previous Government, and since the
election we have intensified that drive for value for
money. Without accepting your accusation of being
ripped off, we have championed it on the basis that
people should go for PFI where it offers value for
money for the taxpayer, and we have sought to learn
the lessons as we go along and strengthen our
assessment of value for money so that has improved
over time, and we are continuing to do that.

Q120 Chair: Let me just put it to you, whether or
not you accept it, this is a cross-party view on whether
we have had value for money, it is not a partisan view,
and | think cross-party there is probably a recognition
that we may need a form of PFI as we go forward if
we are going to continue renewing our infrastructure.
There is a real interest in finding out what has worked,
what has not worked, to inform future policy. One of
the justifications, for example, has been transfer of
risk. That is one of the ways in which you have
attempted to assess value for money. To be absolutely
honest, if you are looking at a 30 to 40-year period
your ability to model that in a way that has any
validity is pretty questionable. You cannot really
assess the transfer of risk: am I not right in that? Does
not all the evidence we have on the profit that appears
to have been made by some of the companies
involved—or the cost of the service provided—
suggest that there has not really been a proper transfer
of risk?

Andrew Hudson: | think we have. Our business case
methodology does look very closely at transfer of risk.
As | have said, over time we have improved scrutiny
of business cases.

Q121 Chair: Do you really think you have done it?
Do you really, really, really think that the assessments
by Treasury properly reflect that transfer? | just think
that is a laugh.

Andrew Hudson: Yes, | do, because this is an intrinsic
part of the assessment. Some of the risks that have
been transferred have come out in the discussion
earlier on about what happens when something is not
done, when the hospital is not maintained properly.
Now, it is clear that that risk lies with the operator
under PFI: that is being transferred, that is part of the
deal. | remember in the late 1990s, when | was in
charge of the Health team in the Treasury going round
and visiting some hospitals where the maintenance

plainly had not been done and patients and staff were
suffering because of that. That is an example of where
PFI  deals—properly done, properly specified,
properly evaluated; | accept that this is absolutely
essential if the taxpayer is to get good value for money
out of this approach to procurement—have their place.

Q122 Nick Smith: Mr Metter was very bullish on
that. What he said was, “Customer satisfaction rates
are very high.” Is that your experience of all these PFI
projects across the country, then?

Andrew Hudson: Mr Metter is an operator; he will
know about his own business. | have not got data right
across the board. But the experience is that these deals
are now out there, they are happening and they are
working. They are delivering the services. We
certainly want to improve value for money wherever
we can, and we are looking for opportunities to do
that, for example the pilot that is going on in Romford
about operational savings at the moment. We are not
at all complacent about where things are, but we have
done an evaluation and we expect the standards that
have been set in those contracts to be delivered. If
they are not, then the private sector operator is on
the hook.

Q123 Nick Smith: How do you explain the
contradiction? When | go to Ebbw Vale High Street,
and like Mr Baker, | talk to people about PFI deals,
they all say “isn’t it just a big rip off?” That is what
we all think, but you are here saying that you think it
works; Mr Metter is very bullish. Explain this
contradiction to us.

Andrew Hudson: Your original question was about
whether the services are being delivered, and Mr
Bacon acknowledged a few minutes ago that the
Norfolk and Norwich was a good hospital, while
making his criticisms of the costs very plain. There
have been quite a lot of media stories about rip-offs,
and some high figures estimated. One of the points
that emerges from the NAO Report—which we are
working with them on, because we share their
concern, and we discussed this with the Committee in
October when we were last discussing PFI issues with
you—is the question of equity returns, which is the
topic that seems to attract most attention when people
are discussing “rip-offs”. We share the NAO’s concern
in the current Report that the information on this could
be better, and we are doing a joint piece of work with
the NAO to improve our understanding of that topic.

Q124 Chair: But if that is the case, why do you not
accept that people can FOI private sector companies
where they are involved in private sector contracts?
Why did you reject that? Why the hell do we not do
it now? | cannot see the reason for it. There is a public
interest in knowing whether or not we are getting
value for money out of these contracts that might sit
in the private sector but are financed through the
public purse. Why can’t we have FOIs on them?
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Andrew Hudson: | was not involved in that decision
personally, but I will answer the question. I think it is
that these are private deals, they are commercially
sensitive.

Q125 Chair: It is public money.
Andrew Hudson: | can understand,; it is public money;,
but I come back to the point that it is about the inner
workings of private sector companies, which are not
subject to FOI in other contexts.

Q126 Chair: There is a suspicion around that we are
not getting a good deal, and you think we are, and the
previous witnesses also thought we were. One of the
ways of Killing this whole argument is to actually
open up the books.

Andrew Hudson: If the issue is about greater
transparency generally, then |1 come back to the point
I was making, that with the NAO we are looking for
ways of getting better information on equity returns.

Q127 Chair: Why not FOI it? Why not allow the
FOI rules to apply? That gives you the transparency.
Andrew Hudson: For me, that opens up a wider range
of issues about the applicability to FOI.

Chair: Why?

Q128 Mr Bacon: Surely the issue is your answer
when the Chair asked that question first time around:
these are private companies. Her point | am sure
would be—as mine is—it is taxpayers’ money,
through the annual unitary charge, that is funding all
of this. My concern is not merely that you cannot
follow it all the way through and see what is going
on; we as a Committee cannot, and the National Audit
Office cannot, the authorities themselves cannot in the
deals. If you look at page 17 of the Report, figure 2,
“the Ministry of Defence identified the potential to
transfer risk to the contractor on the Future Strategic
Tanker Aircraft PFI contract. It had access to some
cost data but was unable to determine if it was paying
an appropriate margin for the aircraft, as it never
gained visibility of the subcontractor costs.” So even
inside these deals there is not sufficient transparency,
let alone a high degree of transparency further back
for committees like ours and for auditors. Where is
the upside in not having this transparency? | will tell
you where it is: it is for the people making the money
out of it, not for us as taxpayers.

Andrew Hudson: | think | am right in saying, in the
example you are talking about -certainly, the
procurement process began several years ago. One of
the changes that | talked about, and one of the
improvements we have made in the way we manage
and assess the PFI procurement process, is to improve
the transparency in deals. We have other initiatives
underway to try to do that. If it is about transparency,
then yes we do want to do more.

Mr Bacon: It is about transparency.

Chair: FOI is entirely about transparency. | was very
careful to say we should be able to open up the books
of these private companies where they are dealing
with public sector contracts. You are limited in that
way.

Andrew Hudson: As | say, we are pursuing the
transparency agenda in different ways which we feel
are more appropriate.

Q129 lan Swales: At our previous hearing |
remember speaking about the fact that these PFI deals
suffered from a degree of obfuscation, in the sense
that service contracts were wrapped up with capital
and construction costs typically. | think that still is one
of the problems, and as we heard from Mr Metter 20
minutes ago, he sees the provision of services as
entirely different from the flow of capital on the back
of the deals and is quite relaxed about how those
service contracts might be managed, changed or
whatever over the longer term. So | would first of all
question what the risks are that we thought we were
passing in the service contracts, but much more
importantly 1 now understand from Mr Beazley-
Long’s evidence that the capital side of it is also in
two parts. There is the risk associated with the
construction, then there is the risk-free long period of
capital receipt after that, and as he rightly said it is
very difficult to sell bonds in a speculative
construction project but it is very easy to sell bonds
in a certain flow of public money later. A lot of these
companies, like Innisfree, that have made a fortune
have made that fortune extremely quickly because the
value of a bond, for example, doubles if you halve the
rate of return you expect to get. This is what we have
seen. This is why these companies have made so
much money, because we thought we were selling the
risk over a long period, but actually we were only
selling the risk over a short period. Now that there are
certain flows of money coming in these bonds have
effectively massively increased in value. | think both
of those things, connecting service contracts with the
capital and not understanding at what point risk
occurs, are the reasons why we are sitting here having
this conversation today.

Andrew Hudson: | remember our previous exchange
about this. I will say something about the reasons
why—so far at least—these services have typically
been bundled in with the financing, and then | will
ask Andy Rose, if | may, as a career finance
professional, to talk about the financing aspect of your
question. The reason for bringing the long-term
maintenance and services in with the original
construction in the deal is because the way the
building is put together has implications for the cost
of the maintenance. If we do construction completely
separately from maintenance then there is less
incentive—arguably no incentive—on the people
designing and building the asset to do that in a way
that makes it easy and economical to maintain. | guess
to a lesser extent | accept the same would apply to
how easy it is going to be to clean and things like
that. But that is the reason. The thrust of PFI is to do
a long-term deal that is not about getting a building
but about getting a building that remains fit for
purpose over the lifetime of the deal with an incentive
on, as | say, the people designing and constructing the
thing to do that in a way that maximises the chances
and minimises the cost—
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Q130 lan Swales: Are you seriously suggesting that
by separating those things we would have had a whole
load of buildings that had blind corridors and things
that were impossible to maintain, that we could not
have designed that out, and there is not then a separate
market in the whole maintenance field?

Andrew Hudson: There are certainly separate
markets. | am not saying we could not; what | would
say is that we did not, all too often. I am coming back
to incentives: you are right, clearly it is not impossible
to put requirements on people building. In our public
sector procurement we are looking to sharpen up our
act, as we have been for some time, and there are
initiatives in play that David Pitchford may be able to
say more about, if the Committee would like, about
how we do a better job at specifying how we have
better skills available to do that. But if the incentive
is actually with the company that is doing the design
and construction, then they have a sharp financial
incentive to get that right up front. That is what |
am saying.

Q131 Chair: Andrew Rose.

Andrew Rose: This comes back, | think, to the first
question about whether there was actual risk transfer.
| think the reality is that risk can be transferred in a
number of ways in a PFl deal. One is the upfront
construction cost. | think there is plenty of evidence
where contractors have taken cost overrun and
protected the taxpayer from those cost overruns in the
PFI model. Two is the equity, and that is obviously
the topic that is being focused on today and we can
come back to. Three is the debt side of this, and I
think the reality is there a lot of banks who have
signed up to very long-term loans that they would now
say are below their own cost of funds. I think there has
been real risk transfer by locking in some long-term
margins. Four | think is the soft services, which we
are talking about here. Some PFI contracts now do not
have those in there, and they tend to be benchmarked
every five years or so, so there is a price reset
mechanism. Then the last one is—because PFI
bundles these all into one contract—is there benefit
by having the whole life cost of the asset priced
upfront or not? One of the things being discussed
earlier about the model that we heard in Canada is
that having the public sector pay down some of the
debt quite quickly after construction might be an
attractive alternative and maybe provide more
flexibility.

If I may, I’d like to maybe try to clear up a little bit
on the earlier discussion of the code of conduct. So
what have we done since the last PAC? One is we
have issued some operational guidance around how
public sector procurement authorities should try to get
best value from their contracts, and that is consistent
with the Cabinet Office initiative in a much wider
sense. We issued some guidance about that, and then
we floated a concept of a code of conduct, which we
fully expect to sign up with, with the private sector.
To be fair, | think there was some confusion. There
was an old financing code of conduct. We plan on
doing a new code of conduct once we have concluded
the operational savings. We are very close to
concluding. There is a pilot project in Romford where

we are doing a deep dive: this was something piloted
after Philip Green’s work with the Cabinet Office,
where four pilot projects were identified, PFI being
one of them. We are doing a deep dive into Romford,
two of my colleagues are out there today. When we
have analysed that, we will be giving advice to
Ministers about what we feel to be the best way for
the Government to engage with the private sector. At
the moment that advice, until we have concluded that,
has not taken place. We have not advised Ministers
yet, and that will be subject to Ministers” decisions. |
think why there is confusion around the code of
conduct is while we have discussed it with these
parties as a concept, and it is in the draft guidance
from January, we have not yet presented to the private
sector the code of conduct we expect them to sign
up to.

Q132 Chair: | am going to pick up, because it is my
local hospital, the Queen’s Hospital. On my
understanding of the way in which you are trying to
cut costs, if | can just raise a number of issues. One
is that there is a view that the standard on some of the
maintenance is too high, and you are looking at things
like cleaning contracts and whether it is too high. |
just have to tell you, as the local MP, when | went
into A&E and saw blood on the floor I do not think
that the maintenance contracts are too high, and if that
is the way you are cutting costs, it is going to make
questionable service even poorer.

Andrew Rose: | am not sure why that view is held.

Q133 Chair: The other thing | understand you are
looking at is, for example, taking the change of law
reserve; as | understand it, were there to be a change
of law, at the moment the risk of that happening is
met by the PFI contractor. You want to shift that on
to the hospital itself. My understanding is twofold:
one, the Trust tells me that negotiating that out would
cost them £200,000, and secondly the risk transfers to
them and they are already in financial schtuck. | do
not see the point of that either.

Andrew Rose: First of all, we have not yet provided
any recommendations to Ministers about what we are
going to recommend, so it is very hard for me to
speculate on what Ministers will say. But to be fair, if
there were a law reserve change, that would be money
coming back to the authority.

Q134 Chair: But you are not looking at lowering
maintenance standards and quality, are you?

Andrew Rose: Again, while | would like to go into
some of those things, | feel—and | hope the
Committee understands—that speculating on what
Ministers say in terms of engaging with the private
sector, some of which will be quite commercially
sensitive negotiations—

Q135 Chair: | hate to hide behind that. | have an
interest: my local hospital. 1 do not think Carillion
provided a good service. If part of the negotiation to
save money is a lowering of that already questionable
quality of service, 1 am concerned. | think | have a
completely legitimate interest in that.
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Andrew Rose: | have heard no one talk about wanting
to lower quality of cleanliness or anything like that.
So while I understand the sensitivity of it—it is very
difficult—however much it seems like hiding behind
giving advice to our Ministers and having our
Ministers articulate how they want to engage on this,
that is the current state of that pilot project.

Q136 Austin Mitchell: I cannot see why you are
sticking so obstinately to this claptrap Treasury line
that it is anything to do with value for money. PFI is
nothing to do with value for money: it was a means of
getting hospitals and schools and things on the ground
without having them on the public sector borrowing
requirement. It was off-balance sheet financing of a
kind that has brought such disaster in the neo-banking
sector. It never had anything to do with value for
money because the costs were inherently higher, the
private sector bodies were paying higher interest rates,
the civil service was not qualified to evaluate the
terms they were being asked to inspect, and inherently
it was going to be more expensive. So nothing to do
with value for money. You might say that in the
context of more expensive contracts, bad deals at an
excessive rate of profit for the private sector, you are
trying to get a little bit of value for money and
desperately running after it with a little begging bowl,
saying “Please give us something from the equity
gains,” pathetically, but value for money was never a
part of it.

Andrew Hudson: We evaluate the value for money in
every deal that goes forward. That is a key part of the
assessment process; it is a key responsibility of the
Departmental Accounting Officer. As you say, where
the financing cost will be higher, the point of the
evaluation is to look at the other factors, the risk
transfer and other things, to assess—

Q137 Austin Mitchell: What risks were transferred?
Andrew Hudson: —is this overall a better deal for the
taxpayer? And that is the process that we have been
going through from the start of PFI, and as | say we
have sharpened up the way we do it and learned
lessons over time.

Q138 Matthew Hancock: Can | just follow that
question up, because we heard earlier that under the
PFI contracts the interest costs are higher, and the
argument is that you then have to balance that against
the improved incentives and management ability of
the private sector to deliver the contracts, so |
understand that argument. Firstly, could you explain a
little bit about how you make an assessment of what
the costs would be under public sector direct
procurement?

Andrew Hudson: What we do is work out what we
call a public sector comparator.

So we look at the cost of delivering the service if it
were done purely by the public sector and compare
that with the bids that we get under the PFI deal.

Q139 Matthew Hancock: And has there ever been a
case where something has gone ahead as a PFI deal
when PFI came out as more expensive than the public
sector comparator? | am not asking on average is PFI

cheaper or more expensive, | am saying was there ever
a case?

Andrew Hudson: PFI deals only go ahead where they
are value for money for the taxpayer.

Chair: That does not answer the question.

Q140 Matthew Hancock: Sorry, could you answer
the question: are there cases where PFI deals have
happened when the public sector comparator was
cheaper?

Andrew Hudson: No, not aware of any.

Q141 Stephen Barclay: Can | just clarify on that: is
that not because, if one takes the Air Tanker in 2004,
the PFI project team advised that it would fail the
public comparator test. It is for that reason that the
comparator was adjusted with the discount rate, and
also—that is why | pick those two from the various
PFI contracts—if one looks at the Manchester
incinerator, aside from the political imperative given
the jobs in the north-west and the number of marginal
seats up there in 2009, from a financing point of view
that was done | think, from memory, at 350 basis
points as opposed to 300 basis points. We had an
exchange on it at one of our previous hearings.
Andrew Hudson: | will ask Andy to comment on
those details.

Andrew Rose: The FSTA one was done many years
ago, but my understanding is that the discount rate
applied for new procurements changed from 6% to
3.5% for those procurements already in place: for all
projects.

Q142 Stephen Barclay: At the time it was 3.5%, you
went to what it was at the start of the contract. You
changed your own guidance, in that sense.

Andrew Rose: My understanding—and again, this
was many years before | was involved—is that it was
consistent for projects that were being re-evaluated.
They used the discount rate that was applied at the
time the project procurement was evaluated, not the
updated.

Chair: Had they used the updated rate it would not
have been value for money. And because it took them
so long to negotiate it, it is ridiculous.

Q143 Stephen Barclay: The reality is, there was a
defence need to do it; that is why it was done.
Andrew Hudson: If | may say, while, as Andy Rose
explains, this is the reason why the higher discount
rate was used, | understand that VFM comparisons
were conducted later at both the 6% and the 3.5%
discount factor rate, and the NAO Report on the
subject made clear that the deal was favourable on all
but one of those value for money comparisons out of
the eight that were done.

Q144 Matthew Hancock: But when we had the
Department of Health in front of us they said that in
a number of cases, the quotation was “PFl was the
only game in town”; that is to say that the Treasury
would not allow the spending as standard capital
spending, so if they wanted hospitals they had to have
hospitals that were not as good value for money as if
they had been provided, directly procured. Now
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everybody knows that under PFI, or under direct
public provision, you still borrow the money: it is just
borrowed in a different way. However, the accusation
from officials at the Department of Health was that
the Treasury would not allow projects to go ahead if
it was not PFI. Now, this happens to coincidentally
fall into a political argument that PFI was used in
order to keep spending off the balance sheet, which |
am not asking you to comment on. But why do you
think Department of Health officials felt that PFI was
“the only game in town”, and direct, on-balance sheet
procurement would mean that they would not get
their hospital?

Andrew Hudson: There is always a constraint on
public sector capital at any time, and so it may be,
simply, that public sector capital is not available, in
which case people will look at PFI to see whether
that offers value for money for the public sector. The
Treasury’s role is to ensure that where the use of
private finance for the delivery of infrastructure
projects is proposed that it offers value for money for
the taxpayer.

Q145 Matthew Hancock: But PFI gives the public
sector a string of future liabilities, so it is a debt in
the same way, is it not?

Andrew Hudson: It is not a debt in the same way, in
that we are buying something different. Rather than
just buying a building, we are buying a stream of
services and we are transferring risk in a way that
does not happen under conventional procurement.

Q146 Matthew Hancock: Do you think that the
Department of Health officials were wrong to say that,
according to the Treasury, under the previous
Government, PFI was “the only game in town”?
Andrew Hudson: | would have to study what the
precise detail of that exchange was.

Q147 Matthew Hancock: The reason that they came
to say that was because they were having to defend
PFI hospitals that were shown to be more expensive
under PFI than under standard procurement, but done
under PFI anyway. Mr Rose, | warmly welcome the
fact that we have a career long finance expert on this
stuff. It is great news, the more the merrier. But you
said earlier that you had not come across any example
of where PFI was more expensive but it was still used.
Andrew Rose: | have not come across it, but to be fair
I have not been in this role for a great deal of time,
so | do not feel that is a terribly profound statement.

Q148 Chair: David Finlay can help us. Very quickly,
because we have a whole bunch of people.

David Finlay: We did, in one of our earlier reports on
PFI and roads, identify that one of the four projects
went ahead that was more expensive under PFI. The
rationale for it was to build up the market in roads at
that time.

Q149 Mr Bacon: | am slightly amazed we are having
this discussion, because it sounds slightly academic to
me, and | think it is not just a story on the back of the
Clapham omnibus that you heard from the passenger

sitting next to you. Everyone knows, for a long period
of time PFI was the “only game in town.”

Chair: And probably will be in the future.

Mr Bacon: And, by the way, just in parenthesis, |
remember the Chief Executive of the Norfolk and
Norwich Hospital sitting where you are sitting now,
saying he would have loved a refinancing clause in
the contract but he was told he could not have one by,
guess who: HM Treasury. | would like to move this
on a bit, because the Report says, “There is no clear
data to conclude whether the use of PFI has led to
demonstrably better or worse value for money than
other forms of procurement”, and you say you are
trying to sharpen up your act and get better at it. One
of the most obvious ways to make sure, to test which
route is better, is to create clusters of procurements
that are similar so you will be comparing apples with
apples a few years hence, whether it is a cluster of
primary schools, a cluster of high schools, very
similar hospitals, and to do some one way and to do
some the other way, and then one, three, five, eight,
11 years out to get somebody sensible like the
National Audit Office with a group of agreed metrics
that you agree at the start to apply to both of them,
and then to see what works best. What is staggering
about this is that after such a long period of time there
is still such poor data: there is such poor data about
the performance; there is such poor data about the
returns made by equity investors and so on. Do you
think that what | have suggested might form part of
the future approach, so that you have something to get
your teeth into and to work on a few years hence?
Andrew Hudson: We are certainly looking to improve
our evaluation processes, yes.

Q150 Mr Bacon: That was not my question. | am
talking about the performance audit after the event
of having done two different kinds of procurement in
parallel of similar clusters of activity.

Andrew Hudson: | understand where you are coming
from, and would not totally rule that out. At the
moment, given the scaling back, I think we would
have to be very careful that we had realistic baskets.
We are coming off a period where there has been a lot
of public sector procurements, some via conventional
procurement—big capital spending in the last few
years, when public sector capital spending has been
running at high levels—some under PFI. The National
Audit Office will speak for themselves, obviously, but
they, like us, also find it difficult to do this
comparison, and going forward, if we had a
sufficiently big basket that was genuinely comparable
then it would certainly be an interesting thing to do.
Since | think that may be tough, we are looking at
other ways of improving our evaluation.

Chair: | am conscious that David Pitchford has not
contributed, so unless people go for questions that he
can answer, then | will intervene again, but | am going
to try to keep the Committee going.

Q151 Mrs McGuire: | have two principal questions.
One is | would like clarification—you listened to my
guestions to the previous witnesses—about whether or
not there has in fact been a series of talks with the
industry regarding a voluntary code of practice. | hark
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back to the Financial Times, which indicated that the
Treasury said it “continues to seek a voluntary code ...
to ensure their positive engagement in reducing the
costs”, and | think there is still a lack of clarity about
whether or not those discussions are taking place,
have taken place; people are sticking their thumb in
their mouth and saying they do not want to play.
Andrew Rose: Basically, in February the Commercial
Secretary announced there would be this pilot project
that has previously been discussed. We have had very
active engagement with the private sector about a
voluntary code of conduct.

Q152 Mrs McGuire: Can | clarify, I am not talking
about the pilot project. That appears to be a different
issue from the comment from the Treasury that said,
after six months of inconclusive talks, they are not
getting any co-operation from the sector, so let us
leave Romford hospital to one side.

Andrew Rose: They are exactly the same; if | may, |
do not know who made that quote in Treasury. It
certainly was not me. We have actively engaged with
the private sector. What we have told the private
sector is that we would like to complete the Romford
pilot project; we would like then to get advice from
Ministers, and then we would like to come forward to
them for a voluntary code of conduct. That is the
sequence of events that we have articulated to the
private sector. We have had very active engagement,
both with individual contracting groups, investors and
representative groups like the CBI in talking to them
about this concept. I cannot tell you who made that
quote from Treasury, but it was not me.

Q153 Mrs McGuire Do
Innisfree?
Andrew Rose: Yes.

those talks include

Q154 Mrs McGuire: They have included Innisfree?
Andrew Rose: Yes.

Q155 MrsMcGuire: Right, fine, thanks. Could I just
go on to a slightly different tack: how many PFI
contracts have been signed in the last year? Give or
take one or two.

Andrew Rose: 30 projects with a capital value of
£2.1 billion up to 16 March 2011.

Q156 Mrs McGuire: How many are currently under
active consideration?

Andrew Rose: There are 61 projects in the pipeline,
with a capital value of £7 billion.

Andrew Hudson: Sorry, just to add, in 2011-2012 to
date, a further six projects have closed, so that is 30
up to March of this year, six in this financial year.

Q157 Mrs McGuire: Given the recommendations
that the National Audit Office have made in their
Report about the identification of data—however you
pronounce it—the skills that were needed to negotiate,
overseeing complex projects, setting expectations for
the service, etc, you know them, they are on pages 9
to 11, how many of those contracts that have been
signed since last year and are currently under
consideration are taking those recommendations into

account? In other words, are you doing it under a
different due diligence than some of the projects that
have been raised here today?

Andrew Hudson: As | said, we have improved the
rigour that we apply to PFI projects, and indeed
conventional procurement over time, and so there are
successive tranches of Treasury guidance that have
achieved that. For instance, in the 2007 iteration of
the guidance, term of art, SOPC 4 includes stricter
provisions on transparency, which will lead to better
data down the track. | think | am right in saying that
the NAO’s comments apply for the portfolio of PFI
projects over the years—is that fair?—rather than the
recent ones, and | would expect the recent ones based
on that guidance and the rigour in which we are
interpreting it to be stronger on those grounds. In
terms of the skills that are brought to bear, again there
has been a programme of upskilling. This is not the
first time that the NAO have drawn attention to it,
and we have taken heed of that. There are some fresh
initiatives coming into play now to go further, but I
would expect that the skills of the people working on
these recent deals would be stronger than, say, five
years previously.

Amyas Morse: I’d like to believe that.

Q158 Mrs McGuire: | was just wanting to be really
clear about whether or not the skills that you have in
place just now, dealing with the current batch of PFI
projects, and indeed the projects that have already
been approved over the past year, have taken into
account the differences that the NAO, over many
Reports, have highlighted to the Treasury that would
make a significant difference in value for money of
PFI projects, and 1 just get the impressions that you
are hedging your bets just a wee bit there—if a
Treasury man bets, that is.

Andrew Hudson: And the Comptroller and Auditor
General, his body language suggests—

Mrs McGuire: He is not impressed.

Andrew Hudson: That he is not impressed. As | say,
there were certain initiatives taken. What | do put
more faith in is that there is more push behind this
now, and David Pitchford may want to talk about
some of the things that the Efficiency and Reform
Group are pushing forward on that front.

Q159 Joseph Johnson: In paragraph 4.8 of the
Report it says that the Treasury has announced a pilot
review of a public sector hospital contract to identify
possible learnings for other projects. Can | just ask
which hospital contract you are doing?

Andrew Rose: That is the Romford one.

Q160 Joseph Johnson: Terrific. Can | ask you to
include in your pilot review the South London
Healthcare Trust, which is lumbered with two massive
PFI contracts on the PRU and on Queen Elizabeth
Woolwich? | raise this because, as readers of the
Financial Times will have learnt in recent days, the
presence of two large PFI contracts within the South
London Healthcare Trust is having incredible
unintended consequences on the un-PFI encumbered
hospitals within the Trust, severely impacting on the
operational flexibility of the Chief Executive of the
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South London Healthcare Trust to organise himself in
a remotely rational way. What is happening is he is
having to carve to pieces the non-PFI hospitals within
the Trust because he is prevented from reorganising
the PFI hospitals. What is happening is financial
interests are taking a clear precedence over patient
interests, and how he would, in a normal world, want
to organise himself. Clearly, that cannot be right.
What | really want to get a sense of from you is one,
please can you review the South London Healthcare
Trust PFI contracts and two, going forward, do you
really think it is appropriate for PFI—long term, rigid,
inflexible PFI contracts—to be applied to hospitals?
Andrew Rose: If | may, again, the pilot came out of
the work that Philip Green did with the Cabinet Office
identifying PFI as an area. From a resource point of
view, we had to select one. The whole purpose of
picking a pilot is to roll it out across the whole
programme. Subject to this Minister’s advice, we will
be updating our guidance because we actually want
all procuring authorities to learn the lesson from this
and apply it to their own contracts. The idea of
running a pilot is so that we can give advice to all
procuring authorities; it is all about the initiative from
Government to make sure its suppliers are giving it
the best deal, and we are very keen that it is rolled out
to all contracts, and that is—

Chair: | have to interrupt you there. All I am telling
you is that I know what is coming out of there, and
you are not getting much that is going to enable you
to cut the costs unless you cut the service, bluntly.

Q161 Joseph Johnson: Can we get some answers to
the points | was making about the suitability of PFI
for hospitals?

Andrew Rose: Again, | think it is really a decision for
the Department of Health, how they want to proceed
with their hospital programme. | think there are some
interesting comments that have been made about
different types of models that can apply different
levels of flexibility, but I think it is a decision for the
Department of Health, how they procure their
hospitals.

Q162 Stella Creasy: How many of those PFI
projects that you have in current process involve
hospitals? How many of the ones that you are
currently negotiating?
Andrew Rose: There only is one pilot at the moment
that is for a hospital.

Q163 Stella Creasy: No, sorry, of the PFIs that you
are currently negotiating—I think you were talking
about 19 of 61 projects.

Andrew Rose: | believe it is eight.

Stella Creasy: Eight; so there are eight that fit Jo’s
model.

Q164 Joseph Johnson: Mr Hudson, you were going
to come in and make some points.

Andrew Hudson: | was going to come back on your
point about flexibility. If 1 might ask—I am afraid |
am not familiar with the detail of the South London
case—these two are both reasonably new hospitals,
are they?

Q165 Joseph Johnson: Yes, but it has the biggest
deficit of any Trust in the country, so it should be very
high up on your priority list of things to look at in
terms of where PFI is going wrong.

Andrew Hudson: The point | want to explore is about
decisions and where the costs come, in that | accept
that PFI is less flexible than others, and I explained in
earlier answers as to why that is. | think we all
understand that. Are they new hospitals, Mr Johnson?

Q166 Joseph Johnson: The PRU is about 10 years
old.

Andrew Hudson: If two hospitals have been built
within the last 10 years then one of the decisions
maybe that led to this was to go that far and have
that big an investment in that area. | am sure they are
valuable to the patients, but that in itself creates a cost,
whether or not you do it through PFI, although | am
not denying that PFI makes things less flexible and
harder to move around. What | would say going
forward is that one of the things that the Treasury
looks hard at in our scrutiny of business cases is the
strategic case for new investment, and whether we can
build more flexibility into the deals | think is an
interesting challenge.

Q167 Mr Bacon: Is this not at the absolute heart of
it? The thing | have always found difficult about this
is: the historic criticism of PFI is you cannot possibly
write a deal that is flexible enough to take account of
what will happen over the next 25 to 35—

Chair: 35 to 40.

Mr Bacon: —or 60 years or whatever it is. You
cannot do it. So you try to build in all the risks. | have
often thought this about hospitals in particular: the
Royal Institute of British Architects sat where you are
sitting and told us that the average cost of bidding for
a PFI hospital was £11 million—that was some years
ago—because it is so expensive. So you try to analyse
all these risks and get them sorted ahead of time,
which substantially raises your costs at the start, but
nonetheless, you cannot actually do it. You cannot
write a contract that is flexible enough. So what
happens is that over a period of years, guess what,
changes arise. After you build a flagship hospital
suddenly the flavour of the month—or flavour of the
year—is we are going to do much more at a primary
level. Then the contractors, quite rightly—because
they try to identify and price all the risks—turn around
and say we want what the Report calls in paragraph
14 “high margins on the changes in asset usage which
are likely to occur over a long contract.” From the
private sector’s point of view, you can hardly blame
them: they signed a contract for one thing and then
you want to do something else. But what you end up
with, to go back to this article in the Daily Telegraph,
and this is actually an Innisfree case, is: “It owns four-
fifths of the PFI school in Clacton which has now
closed—but for which taxpayers must still pay it
£1.4 million a year, Innisfree’s share of the deal, until
2035”7, and there are various other examples. You just
described getting more flexibility as a “challenge”;
now, Mr Metter gave some interesting examples from
Canada of how you might be able to strip out some
of the risks, in terms of things like services. But
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fundamentally there is a base level of rigidity below
which you cannot go isn’t there? Isn’t that the
fundamental problem?

Andrew Hudson: The question for me is how we have
the necessary flexibility in the infrastructure we are
using for things like health care, because if we put up
a building that is publicly funded as a district general
hospital as we know them at the moment that has
some inflexibilities as well. The question is, what
methods—whether it is PFI as we understand it at the
moment or some other ways of procuring—give us
the best possible chance of a value for money way of
having more flexibility in our asset base to cope with
precisely the sort of changes in care?

Q168 Chair: So can you? Can you? Answer the
question: can you?

Mr Bacon: Is it not the case that either the taxpayer
gets screwed at the beginning when you have a
dreadful project like the Scottish Parliament or
Portcullis House, or you get screwed later? Is that not
really the choice?

Andrew Hudson: | think we should—as we go
forward—Ilook to find ways of—

Mr Bacon: Not being screwed.

Andrew Hudson:—doing it better, not being screwed
start, middle or end.

Q169 Stephen Barclay: A lot of weight is being
placed on the Romford pilot. The Treasury Minute
says the pilot project will hopefully provide data
which trusts can use to challenge the costs of PFI.
How are you going to ensure that the pilot is adopted
by what are independent foundation trusts, and how
are you going to report that back to this Committee?
Andrew Rose: | do not think we can ensure. | think
what we can do is inform and guide and help. So can
we ensure and impose? No, because there are sensitive
discussions about how you might achieve those
savings. | do not think it is our mandate. Hopefully
what we will discover is immensely helpful and
procuring authorities, whether they be health or
elsewhere, see the advantages of what we have learnt
from this exercise to save money.

Q170 Stephen Barclay: Sure, but the point | am
driving at is—whether we have a good contract is
open to debate—even a good contract is only good if
it is managed effectively.

Andrew Rose: Totally agree.

Q171 Stephen Barclay: | contrast what we know
from the Department of Health with the previous
witnesses, Innisfree, who, | understand, have acquired
interest in 24 hospital PFls. On the one side you have
consolidation and a consolidation of expertise. On the
other side we know from the Department of Health
that 40% of Trusts do not routinely engage with their
guidance, which to me raises questions over how
effective the Romford pilot will be in rolling that out.
And we know at a time when they have to achieve the
Nicholson £20 billion efficiency challenge—so they
are under staff pressure—that 36% of trusts have less
than one FTE managing these contracts and 12% have
no one managing these contracts. So on the one hand

you have the private sector expertise—often far better
paid—and on the other hand you have some hospitals
where no one is managing this at all, and where your
solution to this Committee is to say, “Do not worry,
guys, we have this Romford pilot”, but | cannot really
see what reliance can be placed on that. Could you
perhaps just update us: of all those trusts now—that
12% that was flagged a good six months ago—is that
12% down to zero? Could you at least confirm to the
Committee that all hospitals have someone managing
these contracts?

Andrew Rose: | cannot.

Andrew Hudson: | do not have that information. It is
clearly in their interests to find ways of managing
these contracts effectively. | appreciate that in some
trusts resources will be thin on the ground, but—

Q172 Stephen Barclay: But does it not cut across?
You are saying that we are doing a pilot in Romford:
if we cannot even get to a point where hospitals have
allocated someone to manage their contract, surely
that is the starting point, is it not? This was flagged in
an NAO Report, we had a hearing on it, it is in the
Treasury Minutes. Why are we not even at base camp?
Andrew Hudson: Driving through savings depends on
active contract management. That must be right.

Q173 Stephen Barclay: What | am driving at is how
do we as a Committee get sight as to whether that is
improving? Is that the Treasury? Are you going to
ensure that the Department of Health write to us? We
have contracts here which we know are not being
managed. That clearly is a value for money issue. On
the other side we have consolidation, where there is
growing expertise. How as a Committee are we going
to address this issue? How are we going to get
visibility on that moving forward? Are you going to
write to us in six months, 12 months? What is the
solution?

Andrew Hudson: | am happy to update the
Committee on how that is moving forward: | just do
not have the information at the moment, | am afraid.

Q174 Stephen Barclay: | know work has gone on
from some of the lessons in terms of the delays around
contracts and some of the increased costs, so perhaps
Mr Pitchford could give us insight as someone
independently coming in and looking at this: what are
the lessons learnt, and perhaps how in terms of your
reporting, how you are going to report to this
Committee moving forward.

David Pitchford: In relation to PFI specifically?
Stephen Barclay: Yes please.

David Pitchford: Thanks Madam Chair, | thought |
was going to get away with it.

Chair: You’re not, I’m afraid. There are quite a
number of questions we want to ask you. It’s just we
are going to take longer than we thought.

David Pitchford: Mr Barclay, | need to preface the
answer to your question with an explanation of what
I am dealing with at the moment, and the focus, as
this Report finds, of the MPA activities is not PFI
projects per se. The definition that we are working
on—the working definition—is if the project is
outside the Departmental expenditure limit, or is of
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specific interest to the Government because of
contention or otherwise, then it goes onto the
Government major portfolio itself, but not because it
is PFI but because it is a high value or a high risk
project. We have only started doing this since 1 April,
but we are not specifically targeting PFI projects. We
are looking at the large scale projects because they are
high risk, high value and because we have to focus on
that. The answer to your question, | am afraid, is
going to be inadequate, because where | am at the
moment | do not have carriage of where PFI projects
are at. My focus is on setting up the assurance
approvals, intervention and oversight and control
mechanism to look at the major projects that meet the
definition that | have.

Q175 lan Swales: Can | just add a clarification
question? We heard that 61 projects, value £7 billion,
are currently under review. How many of those are
you involved with?

David Pitchford: At this stage, none.

Q176 lan Swales. None? So they are not regarded as
high value or high risk?

David Pitchford: No, my focus, as | say, is on what
might be called the conventional projects base, which
is about 90% of where the major projects dwell, and
my task is to set up an organisation that can control
and oversee those. Within that definition that |
explained before, Mr Swales, there are a small number
of PFIs on our Government Major Projects Portfolio,
but they are there because they are specifically high
risk, high value in terms of how the Government is
looking at Central Government funded and delivered
projects. That is my space at the moment: Central
Government funded and delivered projects.

Q177 Stephen Barclay: Just coming back, would it
be possible to have a note, whether it is from you or
from the Treasury, firstly on how many people at the
centre are managing PFI projects? | understand there
were only four people in the Department of Health
central team; | think there were even questions over
that. |1 am sure there are resource challenges within
the Treasury. It would be very good just to have some
data on exactly how many people are providing that
centre of expertise to perhaps offset the expertise on
the private sector, and within that, how many are
working on policy in order to advise, how many are
on monitoring to pick up on the poor data within
hospitals, which is so often an issue, and how you are
going to report that back to us and what the intervals
are so we can start to assess, not just in hospitals but
in other contracts, how that is being managed. But
within the reporting from your area, will you be
reporting quarterly to this Committee?

David Pitchford: I could appear quarterly; my task is
to report to Ministers quarterly and to the Efficiency
and Reform Group board, and of course to my own
board, the Major Projects Authority board, and | have
a task under the mandate issued by the Prime Minister
in January to report directly to Number 10 and to the
Government by exception where we discover a project
that has moved—

Q178 Stephen Barclay: But if something goes
wrong in January it is a long time for us to wait, either
for the NAO to look at it or for it to come round in
your annual report at the end of the year.

David Pitchford: The Government Major Projects
Portfolio is really the process that will inform this.
This will be in quarterly reporting tranches. We are
building the Government Major Projects Portfolio list
as we speak. On the portfolio aspect—Madam Chair,
| believe I am coming along next week to describe
more fully about this process, so | will just sketch
these now, if that is alright?

Q179 Chair: | think let us deal with that next week.
What | was going to ask you in relation to today is:
Mr Metter said public sector procurement is
lamentable, and the only way is to lock in private
sector expertise through PFI deals. Do you agree
with that?

David Pitchford: No, | do not. | think that there are
good people within the Civil Service here, and | come
from outside so | have a good window to look
through. There are obvious things that can be done
differently and better across the board. This is true in
my own jurisdiction and certainly where | was before
| came here, in Dubai. The issue is about skills, or
lack of it, and whilst we can talk here about the
processes, what fundamentally needs to happen is that
this skill base needs to be lifted up.

Q180 Chair: Then the other question | was going to
ask you, which is relevant today—I am just conscious
that you are coming back to us—is that if there is all
this expertise, it will always be constrained within the
public sector, and that tends to suggest that the PFI
oversight and control should be managed from the
centre, or more managed from the centre rather than
left to individual Trusts or schools or whatever. There
is a tension there between the localism agenda and the
value for money that one could get out of PFI. Do you
recognise that, and how do you intend to approach it
with your role in charge of major projects? Just on
PFI.

David Pitchford: | understand the tension—believe
me, with a capital T. The reality of life here is that |
started off in the area that | explained to Mr Barclay
because of the central Government focus that | have
been given by Ministers, but because of the localism
issue, about 90% of these PFIs have delivered locally
and it is outside of my jurisdiction. But what we are
doing—if it is news to you I hope it will be good
news—is to look at how we can do this across the
board differently. When | first came here there was no
tie-up between major projects, between procurement,
between ICT projects, and we are moving to bring
those three together, and the partnership with Treasury
itself is a major step forward on that. The work that
is going on in relation to procurement, not only in
terms of the successor to the OGC collaborative
procurement, but some really major steps like the
appointment of crown representatives to handle
procurement across the board with certain suppliers,
is a major step forward. We are working together on
how to cross over that to make certain that major
projects that have huge procurements as part of them
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work—and as we have talked before a lot or some of
these major programmes are 100% procurements, like
some of the health major programmes. | know Andy
wants to speak and | will talk more about this last
week—next week, rather: it would be good if I could
do it last week.

Chair: It would.

David Pitchford: We need to focus much, much more
on the start-up of the project, and certainly before they
get underway.

Q181 Chair: So you will intervene more from the
centre in the start-up?
David Pitchford: Much, much more in the centre.

Q182 Chair: Even if it is a hospital trust that is
highly independent?

David Pitchford: If I can be perfectly clear, | am not
talking there, Madam Chair, about PFls at this point.
I am talking about projects that are on the Government
Major Projects Portfolio. We are in discussion with
Treasury and a range of other stakeholders to look at
where this all should sit, and at this point there is no
definition to that yet. Is that fair, Andy?

Andrew Hudson: Yes. We are working on that. If |
could add, Madam Chair, on the point about localism,
| think having local decision making on these things
does not necessarily mean that the local body has to
do all the work itself and is not able to tap into other
sources of expertise, be that the Department of Health
private finance expertise or to collaborate across local
areas. Going back some while, in my last job but one
I was Deputy Chief Executive of Essex County
Council, we were working with the district councils
in Essex to share procurement both in terms of bulk
buying, but also ready to use the expertise that we had
as a big council if they wanted to talk to us about how
best to do things, so | think there is scope for that sort
of thing all in the spirit of making the best use of
taxpayers’ money.

Q183 Stella Creasy: One of the things | am slightly
concerned about when we are making decisions—you
say you have 61 projects that you are still in train
on—is what is changing, and in particular the
assessment between the decision to move towards PFI
and the decision to use another form of procurement,
and | am quite interested by what you are saying, Mr
Pitchford, that you are not looking at PFI per se at the
moment, you are looking at other forms of
procurement. What | am particularly interested in with
PFI is one of the assessments that is made is a
construct about the amount of tax that will be
recouped or returned to the taxpayer in a general sense
by working with the private sector within the UK.
With that in mind, then, are you troubled by the
widespread evidence of the numbers of PFI deals that
now involve offshore tax havens? | will give you one
very good example: we know that HSBC set up an
investment firm called HICL, which in the last six
months made more than £38 million profit from 33
PFI schemes and paid £100,000 in UK tax. Even
taking Mr Metter’s assessment that your return is
about 8% to 10% for your dividend, £100,000 does
seem rather low. Do you think we have it wrong when

we assess the financial viability and the value for
money of PFI and we look at the tax component of it?
Andrew Hudson: We have clear guidance on the
appraisals stage which says, to quote the Green Book,
“where publicly financed options are compared to PFI
options, taxation differences should be considered and
adjustments explicitly made if not doing so would
materially distort the decision.”

Q184 Stella Creasy: Do you take into account the
idea that a lot of this money will be moved offshore?
Andrew Hudson: | do not want to comment on
specific cases but that is our overall guidance.

Q185 Stella Creasy: So do you have an assessment
of how much public taxpayer money we have not got
back that we thought we would get back when moving
towards a PFI because the money has been moved
into offshore tax havens?

Andrew Hudson: What | can say is that in assessing
these—

Chair: I think it is a yes or no, Mr Hudson.

Q186 Stella Creasy: Yes;
assessment of this?

Andrew Hudson: | do not have an aggregate figure, |
do not know whether Andy has any?

have you made an

Q187 Mr Bacon: This is quite important; | think
Stella Creasy is not so much asking for a specific case
as the generic point, and of course we know the
famous case of HMRC'’s tax offices across the country
ending up owned by a company in Bermuda.

Stella Creasy: It is not just one overseas tax haven,
is it? There are lot of the firms involved.

Mr Bacon: There is a lot of it going on; but you
are saying you do not analyse it, you do not take it
into account?

Andrew Hudson: | am saying that we analyse what
happens in deciding whether the deal should go
through or not—

Chair: That is at the start; that is at the start, but it is
the monitoring.

Q188 Stella Creasy: Yes; at the start you make an
assessment of the generic amount of tax that you
would return by working with the private sector.
Andrew Hudson: After that, as with other
procurements, these are then private companies who
are conducting their business.

Q189 Stella Creasy: So Mr Pitchford, are you
looking at whether the loophole should be closed to
stop this?

David Pitchford: No, |
described—

am not, because as |

Q190 Stella Creasy: If there is money being lost to
the taxpayer as part of this process that we thought
we would get in as part of PFI, do you think you
should be?

David Pitchford: Perhaps |1 come back and explain
from the other end, Dr Creasy: my role is to look
at the major projects, not the procurement vehicle at
this point.
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Q191 Stella Creasy: Okay, so sorry, that is not
something you are looking at. What about you, Mr
Rose or Mr Hudson? Are you looking at closing this
tax loophole, or are you looking at setting conditions
for the contractors that you work with about the
amount of work they do in the UK and looking at
their returns, for example, before you commit to
them?

Andrew Rose: | think there are two levels. One is the
up-front analysis, which I think Andrew has talked
about. At the moment we do not look at PFI
differently from any other form of contracting with
Government and how individual private companies
arrange their tax affairs. The answer as of today is we
do not have a different assessment for—

Q192 Stella Creasy: But you do take an assessment
when you decide to go with PFI that tax return will
be part of that assessment about the value for money
for the taxpayer, do you not?

Andrew Rose: There is an evaluation up front, but at
the moment there is not—

Q193 lan Swales. To clarify that point, are you now
assuming that most of these deals will end up in a
secondary market with most of the capital return
moved offshore? Is that now part of your assessment,
because that is actually the experience, isn’t it?

Mr Bacon: You are shrugging—it is the experience.

Andrew Rose: No, | am afraid it is not part of the
assessment, no.

Q194 lan Swales: You do not take any account of
what happens past the primary market, then. Given
the massive secondary market that now exists in PFI,
you are not taking any account of that in your
assessment; you assume that the PFI deal will remain
with the first person that you deal with in your
assessment. Is that the case?

Chair: They only assess at the start.

Stella Creasy: How do you have any confidence in
the assessment that you make of the money that we
are going to get back in tax returned when you make
the decision to go with PFI?

Q195 lan Swales: Exactly; surely the working
assumption now should be that this will end up in
an offshore deal, because just by experience that is
happening in a lot of cases, so that should be the
assessment that you make, shouldn’t it?

Andrew Hudson: There are a number of things about
how companies organise themselves once a deal is
done, which we could look into, but we would be
starting to speculate as to how they organise
themselves.

Q196 Chair: Hang on a minute, let’s just stick to the
actual issue. The issue is, when you make an
assessment of whether to go down the PFI route you
include in that assessment some assessment, again, of
the tax revenue that comes into Government from a
company, a UK based company, during the deal.
However, if you are making that assessment there,
why aren’t you monitoring later on whether in fact
that is right; or why aren’t you changing your

assessment rules to have regard of the fact that most
of them go offshore? We all know that private
companies can do what they want, but it is from the
point of view of protecting the interest of the taxpayer
that Stella is putting these questions.

Andrew Hudson: | understand the issue, but it is not
part of our work programme at the moment.

Q197 Stella Creasy: So | am clear then that there are
91 PFI projects that are currently in secondary market
infrastructure funds that are located overseas, and that
is not a problem for the Treasury in terms of the tax
take. That is not something that you are actively
thinking about when you are looking at public
spending and the money that we need to get back in
to be able to pay for all these is not something you
are considering.

Andrew Hudson: We do a rigorous assessment of the
value for money of the deal—

Stella Creasy: Which includes the tax.

Andrew Hudson:—based on the information that is
available to us at the time, including, as | say, an
assessment of the tax consequences.

Q198 Mr Bacon: Can I just clarify, when you say it
is an assessment of the tax consequences you mean
an assessment of the likely tax revenue from that
company after the deal is done, assuming it continues
to be based in the UK. Is that what you are saying?

Andrew Hudson: | would return to the words in the
Green Book that I quoted, which I can quote again if
that would help, but I think it is already on the record.
That is the guidance; that is what we ask people to
look at. That is the return, and that is what our
assessment of the deal for the taxpayer is based on.

Q199 Matthew Hancock: Just briefly, looking at the
same question from the other end of the telescope, we
have just heard from Mr Pitchford how he is trying to
drive down costs and get a handle on all of the major
projects in Government, and we look forward to the
presentation in more detail next week on how you are
going to do that. In terms of this judgment that you
have to make on whether PFI or standard procurement
is better value for money—and where we have already
heard that in some cases PFI went ahead despite the
fact that it was not better value for money—nhow are
you going to reassess the traditional procurement
route costs given the improvements that the Cabinet
Office are aiming to achieve?

Andrew Hudson: | would expect that to arise through
the progressively better skills that we are able to bring
to bear, not just in negotiations, but as David Pitchford
said in setting the specification at the upfront stages.

Q200 Matthew Hancock: And how are you going to
drive those into the relative cost judgment that you
have to make to ensure that you get best value for
money for how you procure something?

Andrew Hudson: The primary method for driving
value for money should be competition, and part of
success—

Matthew Hancock: No, no, that is not my question.
You were talking earlier about how you have your
public sector comparator when you are choosing
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whether to go PFI or not. We have just heard how
hopefully Mr Pitchford and others are going to drive
down the cost of the public sector comparator. How
are you going to get that into your calculations so that
you can go for the best value deal rather than just go
for PFI as you did in the past?

Andrew Rose: If | may, one of the things we are going
to do is completely update the value for money
guidance with specific reference to private finance,
and we are also going to factor in to that an ex post
project, or value and benefits realisation assessment.
Matthew Hancock: Aha.

Andrew Rose: So one of the things we have already
articulated we are going to do this autumn, as | say,
is one, improve that approach to value for money
specifically for private finance, and secondly, as | say,
it is a benefits realisations assessment, and we will
reflect on a lot of the discussions that have taken place
in this meeting.

Q201 Matthew Hancock: As part of that benefit
realisation assessment, do you think you could do a
note to the Committee—simply a factual note—on all
of the PFI projects that have been completed, on what
was the relative PFI and public sector comparator at
the moment of the decision, on the basis, at the time?
It would be very useful to find out.

Andrew Rose: As | say, can we take that away?
Matthew Hancock: Just provide a note, say, in the
next week.

Stella Creasy: With that note, could we also have
what tax expectations you had at the time as part of
that decision, so what you were expecting to get in
tax returns from that.

Chair: You are going to have to do it on a sample.
We have a vote at six, so | am going to try to close it
before then.

Q202 Jackie Doyle-Price: | will try to be quick, but
I think really 1 want to come back to this issue of
skills again, because to be honest | am detecting a bit
too much complacency about the skills deficit that we
have across Government, and | think that occurs for
two reasons. Mr Metter pointed out that procurement
in the public sector does not attract the best brains,
partly because we cannot actually pay them enough
from the private sector, and also because, although Mr
Pitchford is right when he says that our civil servants
are very intelligent, they are attracted to policy roles
rather than procurement roles. | know you said earlier
in response to Mrs McGuire that you thought we had
upskilled quite a lot. Perhaps you could say a little bit
more just to give me more confidence.

Andrew Hudson: What | was thinking of in terms of
how we have upskilled—and | am sorry if | sounded
complacent, because | am not; | think that the work
that David Pitchford and his colleagues in ERG are
doing on this is really important—is that the Office of
Government Commerce, as then was, ran a series of
procurement capability reviews in each of the big
Departments about two or three years ago. | am not
sure whether they covered all of them. That made a
series of recommendations which Departments will be
following through. I am not complacent, and | note
that the NAO Report | think uses the phrase that since

they pointed out this issue in a 2009 Report certain
actions have been taken. We do not have a very warm
endorsement from them on this. | think of the sort of
things that David Pitchford has talked about in general
terms, and can explain more either now or later, in
terms of having a greater interchange with industry,
having better accreditation, and making better use of
the skills that we have, because while it is not easy to
attract people in, we do nonetheless manage to get
some extremely capable people—I am glad to say—
and we want to make maximum use of their skills.

Q203 Nick Smith: Very quickly; | was really quite
impressed with the health PFI people that came here,
and | was reasonably assured that the hospital
contracts they set up were good value for money, and
I saw lots of new hospitals around the country. | know
there are problems in lots of places, but in the round
that is what | came away thinking. However, the
Report pointed to these risks for long-term value for
money and | want to return to the point that Mr
Barclay was making about this management of the tail
of these contracts, and | just do not feel sufficiently
confident in the answers that you have given us this
afternoon about managing the tail of these PFI
contracts and all the risks and expense of it.

Andrew Hudson: As | think | said to Mr Barclay, |
will happily look into that with the Department of
Health in more detail as to these problems that he
referred to of shortage of people available to manage
these contracts, because one of the things in the
guidance that we have already put out about
operational savings is about active contract
management as a fundamental point, so it is important
and, rather than say any more now, let me work with
the Department of Health and come back to you on
that.

Chair: Austin very quickly, then Richard, and then |
think we will probably have a vote.

Q204 Austin Mitchell: | am glad you brought Mr
Pitchford, because | wanted to ask how many more
millions the Palm Jumeirah would have cost if it had
been done on a PFI basis, but my question is local, it
is to Mr Hudson; it does not demand an answer now,
but perhaps you could tell us. We have in Grimsby—
David Pitchford: It was done as a PFI but with
someone else’s money.

Q205 Austin Mitchell: That was not the answer |
wanted, but thank you. Grimsby’s Heritage House is
part of the PFI deal between Treasury and Mapeley
STEPS. It was built to give a home to public services,
to bring them to Grimsby, and we need the diversity
of employment that they provide. It is a brilliant idea,
and it is also conveniently placed for the best fish and
chip shop in Grimsby. But the public services which
were brought there are now all leaving, including your
own Valuation Office agency, including HMRC,
including the Crown Prosecution Service and Work
and Pensions; they are all leaving because the rents
are too high, and they are going to Lincoln and Hull.
Grimsby is the kind of place where it is cheaper than
the real world: we could provide a lovely home for
public services, and should do. Is this a consequence
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of the prices charged under a PFI deal being too high
for the Departments to pay? Perhaps you could give
us a note on it.

Andrew Hudson: | will happily look into it. I
remember visiting that office in Grimsby and wishing
I had more time to look around the heritage site,
which I did not at the time.

Q206 Mr Bacon: Mr Hudson, we all wish we could
spend more time in Grimsby, but it is just not possible.
Mr Pitchford, could I just return to this whole question
of skills and your efforts to increase them. One of the
other things that really comes out of the Report is this
whole deficit of experience capacity, lack of the right
challenges, and it is hugely encouraging to see that
you are in a position, doing the job that you are doing,
trying to do something about it. I met one or two of
your guys already and they seem very impressive. We
will hear more about this next week, | am sure, but
some of this is directly relevant to PFIl. You said
something rather worrying, which is you do not really
have a locus here, it is all local. The Report talks in
paragraph 2.9 about joint procurement by district
councils, a large team of PFI specialists at Leeds
County Council, regular forums of NHS Trusts and all
the rest of it, and | hope you are going to say you can
do something more, despite the limitations and the
ghastly phrase “spreading best practice”, because that
is what the OGC was trying to do for the last 10 years,
and frankly it did not get us very far.

David Pitchford: If we start at the back end of that
question, certainly the best practice thing, | have
another role that is concurrent with mine; it used to
be called Head of Professions but it changed to Head
of Function for exactly that reason, to try to move this
away from the academic-type application into what is
this function all about, how is it best done, how can
we roll it out so it is in the wider public sector, but
by showing them what we have done in the central
Government sector, rather than me attempting to do it
across the piece? There certainly is a plan there, and
I am working in relation to that. But in relation to the
other skills thing—and if it is okay with you Mr
Bacon | will be much fuller about this next week and
just give you a sketch about where we are at—the
environment here is pretty fraught. As Ms Doyle-Price
said, | do have a great view about the capability of
people, but it is the organisation and the thrust of
where they are at, what they have been exposed to
and how we can enhance and deliver that much better,
and we are in an environment where you cannot buy
in. As you quite rightly said, you cannot buy in people
through salary boost, you cannot hire consultants
under this operational construct at the moment, so we
have to get innovative about it. The areas that we are
looking at to apply this innovation is with a genuine
commercial exchange with suppliers that we engage
with in procurement to come into the space and
provide people to help us who provide additional
commercial and particularly contract management
capability. Several of you have been talking about
contract management, particularly Mr Barclay and Mr
Hancock. This is fundamental. One of the critical
failings, in general terms, as Mr Morse will tell you,
in projects across the Civil Service is lack of contract

capability in order to be able to draw up the contract
and then manage it so the Government is the best
advantaged party. The second one is commercial
understanding of what you are trying to do in putting
the deal together. That is what we are trying to do. We
are also looking to get much more participation from
the Civil Service at the higher level in review of
projects by going to places that we have never gone
before, and that is to seek out at the Director General
and Director level in departments those people who
have specific capabilities. | am also looking—this is a
new area as well, I have not got it quite set yet so |
will not tell you the service | am using as a pilot—at
those trading functions that are abroad in the public
sector where there are people who are commercially
100% oriented, and | have struck up a pilot, which |
hope will be struck off on Tuesday of next week,
where we will get 12 people to come and start to
educate operational capability into the piece.

Q207 Chair: | know you have a long list, but I am
really conscious we are about to have a vote. In that
whole context you are talking about major projects in
general. Has PFI got a role? This is a PFI inquiry we
are looking at, at the moment.

David Pitchford: Yes, | know. | have to go back to
where | am operating at the moment, and that is in
relation to major projects per se, as we work
through—

Q208 Chair: Is your view that it has or it has not, or
have you not got a view?

David Pitchford: The operational skill requirement is
applicable right across the piece. 1 am looking at
projects from what they are and where they are at.
PFIs are a particular procurement instrument, and
there are others, but my focus is on the projects that
are high risk, high value and if there are more PFI
ones that come into our patch because they are in that
category, then the answer is yes. But the skills we are
talking about here are applicable particularly at the
outset of projects.

Q209 Chair: Okay. | think we are going to be called
in, so could we also have a note setting out who owns
the PFI contracts that have been sold in the secondary
market, and particularly my understanding is that
there might also be some North Korean and Iranian
companies who own them. | do not know if you are
aware of that.

Andrew Hudson: We can let you have a note on the
information. Information on ownership is already on
the Treasury website, but we will let you have a note
on that, yes.

Chair: It is the entire secondary market.

Stella Creasy: Yes, 91 projects.

Chair: Okay. | think we are there.

Q210 lan Swales: Can | just ask one more on the
secondary market? We have heard about the
secondary market, and really | would just like to know
how the taxpayer can get more value from the money
that is created in the secondary market effectively by
people aggregating public sector cash flows, creating
what is in effect a Government bond with a very high
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rate of return. As we heard from Mr Bacon, even if a
school closes, the money still keeps flowing and those
aggregators can pay their Chief Executive—he has
gone now—over £8 million a year. How can we get
more of that money, which is in the end public money,
back into the taxpayer?

Chair: lan, a division has been called.

Andrew Rose: The answer is quite a complicated
question, so | am happy to tell you, but it is quite a
long answer.

Q211 Chair: Go on, very quick.

Andrew Rose: Very quickly, if the private sector
aggregates and does a bond off the back of their
portfolio that will create a refinancing gain that the

Government shares in. If they did aggregate their cash
flows and issued a bond against those cash flows, that
would be a refinancing gain where the Government
would get a gain share.

Q212 Stephen Barclay: Was that the 50/50?
Andrew Rose: It is, so it is 50/50—but that is at a
project level. At a portfolio level we would have to
consider that.

lan Swales: Okay, thank you.

Chair: Thank you so much. Sorry it is a bit chaotic,
but we had a very full Committee and we are
constrained on time. We probably spent more time
than we should with the secondary market operators
in the first instance.

Written evidence from Innisfree
WYTHENSHAWE HOSPITAL

The Wythenshawe Hospital PFI transaction was financed by Bank Debt of £79.4 million and shareholder
investment of £6.9 million which was used to finance the construction and development cost of £83.4 million
(of which the construction cost was £64.6 million, design and fees of £6.2 million and interest and finance
costs built up during construction of £12.6 million) and funding reserves required by the Lenders. The bank
debt will be fully repaid by 2023 after which the annual Trust PFI payment reduces.

Set out below is a table produced from the 12 August 1998 Financial Close model for the South Manchester
Hospital PFI deal. The Trust PFI payments are linked to RPI (All Items) which was assumed to be 3%
throughout the concession life (to 11 August 2033). The net present values shown use a discount rate of 6%
with cashflows discounted to the date of signing of the concession agreement.

£ million over Nominal paymentsy  as a percentage of NPV of payments  as a percentage of

concession life expenditure  Trust PFI payment expenditure  Trust PFI payment
Trust PFI payment 892 342

Used to pay for the following services which would otherwise have been paid for directly by the Trust..

Soft services 403 45% 147 42%
Maintenance 169 19% 63 18%
Insurance and 33 4% 12 4%
management costs

Sub-Total 605 68% 222 64%
..with the remainder of the payment to fund the financing..

Senior Debt 160 17% 81 23%
Interest received on (12) -1% -4 -1%
deposits

Equity Return 87 10% 28 9%
Sub-total 236 26% 105 31%
...and tax

Tax 51 6% 15 5%

The total development cost of the hospital of £83 million should be compared to the £105 million discounted
cost of the financing, a 1.25 times multiple, rather than the £892 million of nominal payments the Trust will
make which includes payments for services. Using a 6% discount rate the return to equity over a 35 year
concession period gives a four times multiple (invest seven, return 28) or a simple 8.5% return each year
earned over 35 years.

In 2010 the Trust PFI payment was £28.9 million, under 9% of total Trust Revenues. Soft services and Hard
FM are regularly value tested with 100% of the savings being passed through to the Trust. No margin is
charged by the PFI Company on soft or hard FM services. Lifecycle replacement is a PFI Company risk.

The PFI Company (South Manchester Healthcare Limited) is a UK company subject to UK tax.
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Ignoring the time value of money can lead to misleading figures. For example on an undiscounted basis the
“cost” of a £100 million 30 year 5% gilt is £250 million.

June 2011

Written evidence from Dexter Whitfield
SALE ofF Equiry IN PFI CoMPANIES

Dexter Whitfield, Director, European Services Strategy Unit, and Adjunct Associate Professor, Australian
Institute for Social Research, University of Adelaide.

Sourcks of Prorits IN PFI
1. An average rate of return of 13%-15% is built into PFI projects before they are signed.

2. Additional profits may be obtained if a project is refinanced. Once a project is operational, it may be
refinanced with gains shared on a 50%/50% basis between the public and private sectors.

3. The special purpose company for each PFI project reports profits and losses annually like any other
company. The financing of PFI projects is complex. A John Laing example illustrates how equity invested in
2005 and is repaid at the end of the contract in 2034. Significant loan stock invested in 2007 is repaid between
2008 and 2024. Loan stock interest commences in 2008 and reduces up to 2023. Dividends commence in 2024
and continue until 2034 with a significant dividend in the final year (Cashflow to Shareholders, John Laing)
http://www.laing.com/top/industry_information/financial_aspects/shareholder_returns.html

4. Additional profits are obtained from the sale of equity in PFI special purpose companies. Secondary
market equity sales became established in 2003 (see Table 1).

5. The termination or construction/operational problems of some PFI projects may result in financial losses,
but to date they small compared to speculative profits obtained from the sale of equity in the secondary market.

6. The sale of equity is significantly higher than that the sales identified in the HM Treasury PFI database,
the Partnerships UK database or estimated by the National Audit Office. None report on profits/losses. The
ESSU PPP Equity Database identifies:

— 240 PPP equity transactions involved 1,229 PFI projects (including multiple sale of some projects)
valued at £10.0 billion.

— Average profit was 50.6% (compared to average operating profits in PFI construction companies
of 1.5% between 2003-09).

— £517.9 million profit from a sample of 154 PFI projects. If the same level of profit were maintained
for the 622 PPP project equity transactions the total profit would be £2.2 billion.

— Profits could be as high as £4.2 billion if the same level of profits is obtained by the sale of
secondary funds as in the direct sale of equity in PFI companies.

— Two sectors had higher than average profits, health (66.7%) and criminal justice (54.9%) with
transport (47.1%) and education (34.1%) below average.

— An increasing number of PFI projects are registered in tax havens.

SALE oF PFI EQuiTy AND GROWTH OF THE SECONDARY MARKET

7. There are basically two types of PFI equity transactions. Firstly, SPV shareholders selling equity in
individual projects or in a group of projects. Secondly, the sale of secondary market infrastructure funds that
have a portfolio of PFI equity stakes in SPVs. In both cases the partial or full ownership of equity in the SPV
transfers to a new owner. Four trends are evident in the secondary market: portfolio building by some
construction companies; recycling and profit-taking by other construction companies; the growth of joint
ventures between PFI construction companies and banks, infrastructure funds and pension funds; and the
growth of secondary market infrastructure funds (listed and unlisted).

GOVERNMENT ADOPTS “HANDS-OFF” ATTITUDE

8. Although public sector consent and profit sharing is required when PFI projects are refinanced, there are
no requirements when the equity of PFI companies is sold. The Treasury has regarded the sale of PFI equity
as a transaction solely between private companies in which the government has no involvement. It argues that
a change in the equity ownership of the project is part of the normal takeover or merger of companies and is
different from refinancing projects.

NEW DATABASE

9. The ESSU Database was compiled from Stock Exchange Regulatory News Service and Company Notices
and Press Releases; Company Interim and Annual Reports & Accounts; UK Companies Houses filings;
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Infrastructure fund share prospectuses; Construction and PFI company websites; HM Treasury PFI equity
holders database; Partnerships UK Database; Securities & Exchange Commission 8K filings for US stock
exchange companies; and financial, construction and infrastructure journals and web sites.

10. There are significant problems regarding access to, and the quality, of equity transactions in PFI
companies. Many publicly listed companies will issue a Regulatory Notice or Stock Exchange announcement
disclosing the acquisition or disposal of PFI equity, but in some cases companies consider the transaction is
not of material financial interest. Privately-owned companies and private equity funds have no comparable
disclosure requirements. A company may report the details of an equity sale or acquisition in their interim or
annual report, but may not indicate the price, level of profit nor to whom they sold their shareholding. There
is no common practice or standard requirement.

11. The SPV shareholders usually have pre-emption rights, which allow them the right to acquire the shares
of other shareholders who want to sell their equity.

GrowTtH oF PFI EqQuity SALEs 1998-2010

12. The Database records 222 UK equity transactions between 1998-2010 covering 622 PFI projects. The
annual rate of PFI equity transactions, not surprisingly, increased rapidly between 2000-04 during the formative
years of the secondary market. There are inevitably variations in the number, and the total value, of transactions
on an annual basis, reflecting the completion of PFI projects, recycling decisions of PFI contractors depending
on their contract win-rates and secondary market funds seeking to expand their portfolios. The financial crisis
appears to have had a minimal effect on PFI equity transactions.

Table 1
ANNUAL RATE AND VALUE OF UK PFI DIRECT EQUITY SALES

No. of PFI projects

No. of (includes those Value of equity sold Estimated total

equity with multiple equity (Em) value based on
Year transactions sales) (No of transactions) average (Em)
1998 1 1 3.4 (1) 3.4
1999 1 1 n/a n/a
2000 5 6 n/a n/a
2001 5 15 117.4 (4) 146.7
2002 3 3 n/a n/a
2003 16 30 135.6 (8) 271.2
2004 33 95 190.6 (14) 449.3
2005 38 59 306.3 (16) 7275
2006 35 127 1,431.7 (24) 2,087.9
2007 21 66 401.8 (16) 527.4
2008 16 92 333.0 (8) 666.0
2009 29 60 370.4 (20) 537.1
2010 19 67 586.7 (14) 796.2
Total 228 622 3,876.9 6,212.7

Sources: ESSU PPP Equity Database, 2011

SECTOR DIFFERENCES

13. Health and Education PFI projects account for half of individual PFI equity project sales between
1998-2010—see Table 2. Transport, primarily roads and motorways, public transport and street lighting
projects account for just over 10% followed by criminal justice—prisons, courts, remand centres—with 9%.

Table 2
INDIVIDUAL PFI EQUITY TRANSACTIONS BY SECTOR 1998-2010

No. of PFI projectsin

Sector equity transactions %
Health—hospitals and health centres 166 26.7
Education—schools & collages 148 23.8
Transport—public transport, roads & street lighting 65 10.5
Criminal Justice—prisons, courts, remand centres 57 9.2
Waste/Water 17 2.7
Defence 14 2.2
Housing—rehab of council estates & MoD housing 10 1.6
Leisure 10 1.6

Misc 35 5.6
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No. of PFI projectsin

Sector equity transactions %
Unknown 100 16.1
Total 622 100.0

Source: ESSU PPP Equity Database, 2011

PFI Prosects SoLb MULTIPLE TIMES

14. The ESSU PPP Equity Database records 370 PPP projects in which equity in the SPV has been sold.
For example, the equity in the Barnet Hospital PFI project was subject to five transactions as HSBC
Infrastructure increased its equity from 30% to 100%. The Calderdale Hospital PFI company was involved in

nine equity transactions between 2002-10 (Whitfield, 2011).
Table 3
PFI PROJECTS IN MULTIPLE SALE OF EQUITY

No. of PFI projects No. of transactions
267 1
59 2
24 3
10 4
4 5
3 6
1 7
1 8
1 9

Source: ESSU PPP Equity Database, 2011

SALE OF SECONDARY FUNDS

15. Thirteen sales of secondary market funds between 2003-10 had a total value of £3.1 billion and involved

an additional 607 PPP projects (Table 4).
Table 4
SECONDARY FUND EQUITY SALES IN UK

No. of
PFI
Owner Sold to projects Price £m
Grosvenor House Group plc (2003) n/a 5 4.0
(estimate)
Babcock Brown and Abbey Star Capital Partners, Bank of Scotland and 23 n/a
National (2003) AMP Capital Investors
Infrastructure Investors LP 3i Group 31 150.0
(Barclays, Societe Generale and 3i)
(2005)
HSBC Infrastructure Ltd and HSBC Infrastructure Company (HICL). PFI 15 250.0
HSBC Infrastructure Fund (2006)  assets transferred to new listed company.
Investors in the Community Ltd Trillium (Land Securities) 16 7.4
(2007)
PFI Infrastructure Company (2007) Infrastructure Investors LP 22 156.0
(Barclays, Societe Generale and 3i)
Star Capital Partners, Halifax Bank Trillium (Land Securities) 79 927.0
of Scotland, AMP Capital Investors
(2007)
Land Securities plc (2008) Land Securities launches Trillium 100 n/a
Investment Partners, a PPP Joint Venture (estimate)
3i Group plc (2009) Placed in market n/a 60.8
Land Securities (2009) Telereal 108 750.0
Telereal (2009) Victorian Funds Management Corporation 108 n/a

(Australia) and Transport for London
Pension Fund
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No. of
PFI
Owner Sold to projects Price £m
Infrastructure Investors LP— Barclay Private Equity Integrated 84 558.6
Barclays acquire Societe Generale  Infrastructure Fund
(31.7%), 3i (31.7%) and Fleming
(4.9%) (2009)
John Laing (2010) John Laing Infrastructure Fund (John Laing 16 242.3
has 23% stake)

Total (13 transactions) 607 3,106.1

(10
transactions)

Source: ESSU PPP Equity Database, 2011

16. When the sale of equity in individual and group transactions is combined with the transfer of ownership
when infrastructure funds are sold, the total number of equity transactions increases to 240 involving 1,229
PFI projects, including multiple transactions of some projects (Table 5).

Table 5

TOTAL OF PFI EQUITY AND SECONDARY FUND EQUITY SALES
No. of PFI Estimated total
projects value based on
(includes Value of equity average
No. of multiple sold (Em) transaction
Year transactions sales) (No of transactions) (Em)
Sale of PFI equity 228 622 3,876.9 6,212.7
Sale of secondary funds 12 607 3,106.1 3,727.3
Total 240 1,229 6,983.0 9,940.0

Source: ESSU PPP Equity Database, 2011

17. Joint ventures between PFI companies and infrastructure funds accounted for about 10% of equity sales.
The sale of secondary funds accounted for only 5% of transactions but nearly half (49%) of PFI project
equity sales.

Prorits FroM PFI EqQuity SALES

18. The ESSU Database contains 63 transactions involving 154 PFI projects, where the sale price and profit
from the equity transaction, are identified from reliable sources. The total value of equity sold was £1,026.6
million with £517.9 million declared profit (50.6%). The transactions were spread across the 2003-10 period
with a diversity of construction companies and infrastructure funds, types of project, geographic location and
size of project (Whitfield, 2011).

19. There are wide differences in the average profit rates between sectors with the average profit being
50.6%. Two sectors have higher than average profits, health (66.7%) and criminal justice (54.9%) with transport
(47.1%) and education (34.1%) below average. The “multiple” category in Table 6 includes transactions
covering a number of different types of assets and where the total profit was stated for a group of projects.

Table 6
PROFIT ON SALE OF PFI EQUITY IN UK (INCLUDES MULTIPLE EXAMPLES)
Value of

No. of PFI No. of PFI equity sold Total Profit Average %
Sector transactions projects (Em) (Em) profit
Health 14 18 129.3 86.3 66.7
Education 6 8 47.8 16.3 34.1
Transport 8 12 101.8 48.0 47.1
Criminal Justice 6 15 122.4 67.2 54.9
Housing 1 1 5.2 4.2 80.8
Waste/Water 1 1 12.0 8.0 66.7
Leisure 1 5 6.5 5.6 86.2
Defence 2 2 9.3 12.5 134.4
Multiple 24 93 587.7 269.0 45.8
Total 63 154 1,022.0 517.1 50.6

Source: ESSU PPP Equity Database, 2011
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20. If the same profit level of the sample of PFI projects were maintained for the 622 PFI projects involved
in equity transactions, the total profit would be £2.2 billion.

21. Similarly, if the same rate of profit was achieved in the sale of secondary funds, the profit from PFI
equity sales would be a further £2.0 billion, giving a total profit of £4.2billion.

22. The rate of profit achieved by PFI construction companies is exceedingly high with two companies
achieving over 70% (Lend Lease Corporation and Balfour Beatty) and four companies over 50% (John Laing,
Interserve, Kajima Partnerships and Kier Group). Table 7 includes only the PFI equity transactions where profit
information was available (none declared a loss) and does not reflect the full performance of PFI equity
investment by these companies.

Table 7
MAJOR SELLERS OF PFI EQUITY IN UK BETWEEN 1998-2010 (BASED ON TABLE 5)
Sale
No. of PFI value Profit
Company projects (Em) (Em) %
Carillion plc 24 278.8 114.1 40.9
John Laing 22 170.3 100.6 59.1
Interserve plc 15 70.3 37.9 53.9
Lend Lease Corporation 11 14.7 115 78.2
Costain Group plc 8 37.1 16.2 42.9
Serco Group plc 7 79.9 16.0 20.0
Balfour Beatty plc 5 37.8 27.0 71.4
Kajima Partnerships 6 30.2 18.0 59.6
Kier Group plc 4 26.1 14.7 56.3

Source: ESSU PPP Equity Database, 2011

23. The profits in PFI projects contrast sharply with construction operating profit rates of the same
contractors. These have remained low throughout the last decade. The average operating profit in UK
construction/building activities for four major PFI construction companies (Balfour Beatty plc, Carillion plc,
Costain plc and Kier Group plc) was 1.5% between 2003-09 (Company Annual Reports).

USsE oF Tax HaveNs IN PFI EQuiTty TRANSACTIONS

24. The equity in 91 PFI projects is owned by secondary market infrastructure funds located in tax havens
(Table 8).

Table 8
PPP INFRASTRUCTURE FUNDS LOCATED IN TAX HAVENS
No. of
Tax PFI
Company haven assets PFI projects
HSBC Infrastructure Guernsey 33 Substantial stakes in hospitals, schools, police
stations, Home Office Headquarters, London.
John Laing Infrastructure Fund  Guernsey 19 Range of schools, social housing, hospitals, courts,
police stations and street lighting projects.
3i Infrastructure Fund (3i Groups Jersey 18 Norfolk & Norwich University Hospital (26.0),
owns 33.2%) Alpha Schools, Highland (50.0), Elgin Infrastructure
Fund (joint venture with Robertson Group)
International Public Partnerships Guernsey 14 100% shareholding in schools and criminal justice
(formerly Babcock Brown Public PPP companies.
Partnerships)
GCP Infrastructure Fund Ltd—  Jersey 7 4 investments in Grosvenor PFI Holdings and 3 in
Gravis Capital Partners Investment in Leisure Infrastructure Investors Ltd
Total 91

Source: ESSU PPP Equity Database, 2011

TrRANSFER OF PFI EqQuity ASSETS To CONTRACTOR’S PENSION FUNDS

25. At least five companies, Interserve, Amec, John Laing, Costain and Vinci, transferred PFI equity to their
pension funds in lieu of cash payments or the transfer of other assets. The pension funds records ownership of
the asset in its accounts and receives future dividends (Whitfield, 2011).
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LoNGER-TERM CONSEQUENCES

26. The focus on profits masks other important issues about the potential effects of the sale of PPP equity
and the growth of secondary market infrastructure funds.

27. Firstly, the scale of profits indicate significant overpayment for risk transfer and could invalidate the
original value for money assessment at the procurement stage. This can only be addressed by a new
comprehensive and rigorous assessment framework.

28. Secondly, the privatisation of gains from publicly financed investment and development must be reversed,
so that the public sector has a 50% share in any profit above a specified level.

29. Thirdly, new transparency and disclosure requirements should be introduced as a matter of urgency to
require full public notification of equity sales.

30. Fourthly, the public sector can only effectively access benefits from operational efficiencies at five or
seven year periods when facilities management contracts are reviewed either via benchmarking or competitive
tendering of the services.

31. Finally, PFI equity sales and the growth of a secondary market results in further erosion of democratic
control. As infrastructure funds increase their offshore portfolios of PFI assets, they will use their power to
influence decisions affecting the future management and provision of key public facilities (Whitfield, 2010).

32. The NAO recognises that the risk of the consolidation of PFI equity could lead to “...disproportionate
market power, and particular asymmetry of power over small public authorities tendering and managing single
PFI contracts. We would be concerned if we started to see a few consolidated owners dictating contract and
commercial terms. We do not have evidence that this is happening” (ibid). It concedes “ ...the lack of visibility
over the secondary market it is difficult to ascertain the effects that the secondary market has had to date”
(ibid).

RECOMMENDATIONS

1. The standard PFI contract should be re-written to include a ceiling imposed on the level of profits that
can be extracted from PFI equity together with a requirement that the public sector should have a 50% share
in any profit above a specified level.

2. A new value for money methodology should be devised to take account of the profiteering in PFI equity
transactions and the other flaws in the current evaluation methodology.

3. New transparency and disclosure requirements should be introduced as a matter of urgency requiring more
expansive notification about equity sales.

4. The Treasury PFI database should be significantly extended to include historic and future PFI equity sales,
be publicly available and regularly updated.

5. The National Audit Office and Treasury should research the longer-term effects of the growing
secondary market.

6. Ultimately, the negative effects of the PFI equity secondary market can only be solved by the termination
of the PFI programme combined with new regulatory controls on existing projects.
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Written evidence from Infrastructure UK, HM Treasury

Q205: Austin Mitchell: Grimsby's Heritage House is part of the PFI deal between Treasury and Mapeley
STEPS....... But the public services which were brought there are now all leaving ...... because the rents are
too high.....Grimsby is the kind of place where it is cheaper than the real world: we could provide a lovely
home for public services, and should do. Is this a consequence of the prices charged under a PFI deal being
too high for the Departments to pay?

REsPoNSE FRoM HMRC

Heritage House was included in the 2001 Strategic Transfer of the Estate to the Private Sector (STEPS)
outsourcing contract with Mapeley. The contract comprised the transfer of around 600 freehold and leasehold
properties to Mapeley for a £220 million upfront payment and £150 million in reduced payments over the
contract term. Under the contract, Mapeley provides serviced accommodation and bears associated property
risks in return for a monthly payment.

The monthly payment, or unitary charge, was fixed in 2001 and although it is property specific the quantum
of charge was set in the context of the overall pricing of a national contract covering an extensive range of
services. The unitary charge is uplifted on an annual basis by indexation and has no link to market terms in
the specific location.

HMRC cannot comment on other government departments’ vacation decisions. HMRC’s decision to vacate
Heritage House was taken in December 2008 as part of its transformation to ensure it operates in the most
efficient and cost effective way and makes best use of its estate as a whole.

Supplementary written evidence from Infrastructure UK, HM Treasury

NATIONAL AUDIT OFFICE—THE PERFORMANCE AND MANAGEMENT OF HospPITAL PFI CoNTRACTS 17 JUNE
2010

1. I am writing to you following your request for updated information arising from the above-mentioned
NAO report. This was requested at the 15 June 2011 Public Accounts Committee hearing.

2. In paragraph 13 of the Summary of the NAQO’s report it stated that nine of the contracts had no-one
assigned to contract management.

13 Some Trusts are not, however, devoting sufficient resources to contract management. Many Trusts have
recently increased the resources they devote to the management of their PFI contracts. These Trusts
realised that managing the contracts was a greater challenge than they had at first thought. However,
nine of the 76 PFI contracts (12%) have no one assigned to contract management.

However in paragraph 3.6 of the main body of the report, the NAO state that the nine contracts have less
than 0.2 Full Time Equivalent (“FTE”) staff managing the contract.

3.6 But some Trust teams are too small to cover the basic list of tasks necessary to protect value for
money. We consider that the minimum requirement to run even a small PFI contract effectively is one
contract manager spending the majority of his or her time managing the contract. Twenty-seven Trusts
(36%) have less than one full time person managing their contract. A further nine (12%) do not have
anyone spending a day a week managing their PFI contract (Figure 12 overleaf).

I asked the NAO to clarify this and their position remains that a resource of less than 0.2 FTE is equivalent
to “no one assigned to contract management”.

3. | wrote to the Chief Executives of all of the Trusts that previously reported less than 0.2 FTE contract
management resource to confirm the level of contract management resource now available, and reminded them
of the NAO’s recommendation. In response,

2 Trusts previously reported less than 0.2 FTE now report 1 or more FTE contract management resource.

1 Trust previously reported less than 0.2 FTE now reports 5.5 FTE contract management resource across
their six PFI projects.

2 Trusts previously reported less than 0.2 FTE now report 0.25 FTE contract management resource. Both
PFI projects are hard FM only.

2 Trusts previously reported less than 0.2 FTE now report 0.2 FTE contract management resource. Both
PFI projects are Hard FM only.

1 Trust previously reported less than 0.2 FTE is currently reorganising its project management resource
with a view to combining their resource with a neighbouring Trust which has existing PFls.
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1 Trust previously reported less than 0.2FTE continues to report less than 0.2 FTE contract management
resource. This is hard and soft fm but is a small project with an annual service payment of £2.4 million.

Written evidence from Infrastructure UK, HM Treasury

At the PAC hearing Lessons from PFI and other projects the Committee asked HM Treasury for a factual note
on the relative value for money of the PFI option compared to the public sector comparator at moment of the
decision, and on the tax expectations held at the time.

RESPONSE FROM HM TREASURY

The attached document provides the information held by HM Treasury on the PFI projects which were
approved or conditionally approved by the Project Review Group. These records cover the period from January
2005 to March 2010. The Project Review Group was a cross-departmental body, chaired by the Treasury,
responsible for approving PFI Credit funding provided by departments to local authorities. The attached data
is at the date of the Outline Business Case for each project. No new centrally funded local authority projects
have been approved since March 2010. The funding arrangements for local PFI projects were changed at last
year’s spending review and the functions of the PRG since have been transferred into the central Treasury

approval process.

The information shows the percentage by which the value for money of the privately financed option
exceeded that of the public sector comparator.

The data held for these projects is at the time of the Outline Business Case. The final project documentation,
including information about tax expectations, is not held by Treasury and therefore cannot be provided.

Date of PRG Meeting  Department  Local Authority Project VM of PFI vs. PSC
18-Mar-10 Home Office WYPA WYPA Operation 3.51%
and Training
Accommodation
Project
18-Mar-10 Home Office  Avon and Avon & Somerset 3.56%
Somerset Police  Police
Authority Accommodation
Project
16-Mar-10 CLG Staffordshire Fire  Staffordshire Fire and 4.73%
and Rescue Rescue Service PFI 2
16-Mar-10 DfT Birmingham City  Birmingham 16.41%
Council Highways
Management and
Maintenance PFI
Project (Additional
Credits)
16-Mar-10 DEFRA North London Residual Waste and Waste services, 7.2%,
Waste Authority ~ Fuel Use Project Fuel Use 5.8%
16-Feb-10 CLG Stoke-on-Trent Extra Care Housing 4.14%
City Council PFI
16-Feb-10 DfT Isle of Wight Isle of Wight 13.68%
council highways
Maintainence
16-Feb-10 DH Leeds City Holt Park Wellbeing 4.14%
Council Centre
17-Nov-09 DFT London Borough  Hounslow Highways 9.37%
of Hounslow Maintainence
20-Oct-09 DEFRA Essex County Essex Waste 7.50%
Council and Management
Southend-on-Sea  Partnership PFI
Borough Council
21-Jul-09 DfT Nottingham City  Nottingham Express 10.40%
Council Transit (Phase 2)
21-Jul-09 CLG Kent County Kent Excellent 5.00%
Council Homes for All
19-May-09 DEFRA Solihull MBC, Project Transform 9.60%
Coventry City
Council and

Warwickshire
County Council
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Date of PRG Meeting  Department ~ Local Authority — Project VIM of PFI vs. PSC
19-May-09 CLG London Fire & London Fire Brigade 6.00%
Emergency Property PFI Project
Planning
Authority
31-Mar-09 DfT Sheffield City Sheffield Highways 12.40%
Council Maintenance
17-Mar-09 DEFRA Norfolk County Norfolk County 6.94%
Council Council Residual
Waste Treatment
Project (Contract B)
17-Mar-09 DEFRA Hertfordshire Hertfordshire 14.70%
County Council Primary Waste
Project (PWP)
17-Mar-09 DEFRA London Boroughs South London Waste 14.39%
of Croydon, Partnership
Merton, Sutton
and Royal
Borough of
Kingston
17-Feb-09 DEFRA Greater Greater Manchester 18.44%
Manchester Waste Disposal
Authority
17-Feb-09 DEFRA Kingston Upon Hull & East Riding 14.20%
Hull & East of Yorkshire Waste
Riding of PFI
Yorkshire
Councils
18-Nov-08 Home Office  Gloucestershire Gloucestershire 3.25%
Police Authority  Police Divisional
Headquarters
18-Nov-08 Defra Milton Keynes Joint Residual Waste 14.80%
Council & Management Project
Northamptonshire
County Council
21-Oct-08 Defra Gloucestershire Gloucestershire 20.00%
County Council ~ Waste Project
21-Oct-08 CLG London Borough  Brent non-HRA 2.60%
(Housing) of Brent Housing and Social
Care PFI Project
21-Oct-08 CLG Salford City Pendleton HRA 9.43%
(Housing) Council Housing PFI Scheme
30-Sep-08 DfT Harrow Council ~ Harrow Street 16.80%
Lighting Project
16-Sep-08 Defra Leicestershire Leceistershire Waste 11.45%
County Council
16-Sep-08 Defra Plymouth City South West Devon 8.60%
Council, Torbay  Waste Partnership
Council, Devon
County Council
15-Jul-08 DfT Cambridgeshire Cambridgeshire and Capital Expenditure:
County Council Northamptonshire Cambs: 8.25%,
(CCC) and Street lighting PFI Northants 6.97%;
Northamptonshire Project Lifecycle: Cambs:
County Council 8.26% and Northants:
(NCC) 3.82%; Operating Costs:
Cambs: 9.82% and
Northants: 7.38%.
15-Jul-08 DEFRA Staffordshire Staffs Waste (W2R) 22.97%

County Council
(sco)
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Date of PRG Meeting  Department ~ Local Authority — Project VIM of PFI vs. PSC
15-Jul-08 DEFRA Collaboration South Tyne & Wear 25.11%
between Waste PFI
Gateshead
Council, South
Tyneside Council,
Sunderland City
Council
17-Jun-08 CLG Collaboration North West Fire & 4.70%
between Cumbria, Rescue Services PFI
Lancashire & Project
Merseyside
Fire & Rescue
Authorities
17-Jun-08 CLG North Tyneside Older People Homes 7.34%
for the Future (HRA)
20-May-08 CLG Suffolk County Suffolk Fire and 8.18%
Council Rescue
25-Mar-08 DEFRA Leeds Waste 12.30%
25-Mar-08 DfT Knowsley Street Lighting 5.47%
25-Mar-08 DEFRA Bradford Waste 21.75%
25-Mar-08 DEFRA Suffolk County Waste 7.95%
Council
18-Mar-08 CLG Woking Housing 5.05%
18-Mar-08 CLG Leeds Housing 12.00%
18-Mar-08 DEFRA Barnsley, Waste 19.93%
Doncaster &
Rotherham
18-Mar-08 CLG Gloucester Fire 8.30%
18-Dec-07 DfT Coventry City Coventry Street 9.37%
Council Lighting
18-Dec-07 DfT Croydon and Croydon and 18.80%
Lewisham Lewisham Street
Lighting
18-Dec-07 CLG Manchester City ~ Manchester 7.23%
Council Collyhurst HRA
Housing
18-Dec-07 DfT Hampshire South Coast Street 14.20%
County, Lighting
Southampton City
and West Sussex
County Councils
18-Sep-07 DIT Blackpool Council Blackpool 10.50%
Streetlighting
18-Sep-07 DfT Sheffield City Sheffield 10.10%
Council Streetlighting
18-Sep-07 DfT Nottingham City  Nottingham 15.90%
Council Streetlighting
18-Sep-07 DfT Birmingham City  Birmingham 16.41%
Council Highways
Maintenance
18-Sep-07 DfT Rochdale Rochdale and 4.55% (Oldham) and
Metropolitan Oldham 7.56% (Rochdale)
Borough Council  Streetlighting
and Oldham
Metropolitan
Borough Council
23-Jul-07 DCSF Sandwell Sandwell Building 3.80%
Metropolitan Schools for the
Borough Council  Future—Phase 1
(BSF Wave 3)
23-Jul-07 DEFRA North Yorkshire  York and North 10.10%

County Council
and City of York
Council

Yorkshire Waste PFI
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Date of PRG Meeting  Department ~ Local Authority — Project VIM of PFI vs. PSC
23-Jul-07 DCSF Derbyshire Derbyshire Building 3.50%
County Council Schools for the
Future (BSF Wave 3)
23-Jul-07 CLG Nottingham City ~ Bulwell Joint Service 10.33%
Council Centre
15-May-07 CLG Manchester City ~ Manchester 10.20%
Council Brunswick HRA
Housing PFI
17-Apr-07 DEFRA Merseyside Waste Waste Management 13.10%
Disposal Project
Authority
17-Apr-07 CLG Stoke on Trent & Community Fire 10.43%
Staffordshire Fire Stations
Rescue Authority
17-Apr-07 DfT Cumbria County  Carlisle Northern 8.50%
Council Development Relief
Route
20-Mar-07 DH East Eussex East Sussex Age 12.00%
Well Project
20-Mar-07 CLG Oldham Oldham Gateways 6.10%
Metropolitan HRA Housing
Borough Council  Project
16-Jan-07 DCLG Wigan Borough ~ Wigan Joint Service 7.20%
Council Centre
16-Jan-07 DCSF Birmingham City BSF Wave 2 8.90%
Council
21-Nov-06 DIT TfL Thames Gateway 7.00%
Bridge
21-Nov-06 DCMS Bristol City Hengrove Park 20.00%
Council Leisure PFI
21-Nov-06 DCLG Leeds City Leeds Little London 10.32%
Council HRA Housing PFI
17-Oct-06 DfES (now City of BSF. First Phase. 3.60%
DCSF) Nottingham
19-Sep-06 DfES (now Kent County BSF. First Phase. 6.00%
DCSF) Council
19-Sep-06 DCMS Liverpool City Liverpool Central 11.96%
Council Library and Archive
15-Aug-06 DCLG London Borough  Forest Gate HRA 7.76%
of Newham PFI project.
20-Jul-06 DFES (Now  London Borough  Newham BSF 5.00%
DCSF) of Newham BSF
20-Jul-06 DCLG North East Fire Accommodation PFI 6.40%
and Rescue project
Authority
(NEFRA)
20-Jul-06 DEFRA Cornwall County  Integrated waste 7.43%
Council management project.
16-May-06 DfES (now South Tyneside BSF. First phase of 4.17%
DCSF) and Gateshead STaG project
16-May-06 DEFRA Cheshire Waste PFI 17.63%
18-Apr-06 DfES (now Islington BC BSF—~Phase 1, Wave 10.94%
DCSF) 2.
24-Mar-06 ODPM Derby City Non HRA Housing 11.00%
Council PFI
20-Mar-06 ODPM Lambeth Council Myatts Field North 9.36%
HRA Housing PFI
20-Mar-06 ODPM West Wiltshire Non HRA Housing 14.30%
District Council PFI
21-Feb-06 ODPM London Borough  Lewisham HRA 12.50%
of Lewisham Brockley PFI Project
17-Jan-06 ODPM Oldham Council  Sheltered Housing 16.00%
PFI Project
20-Dec-05 DCMS Newcastle City Newcastle Libraries 13.70%

Council

PFI
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Date of PRG Meeting  Department ~ Local Authority — Project VIM of PFI vs. PSC
20-Dec-05 ODPM Manchester City ~ 2nd Round Housing 3.30%
Council (HRA) PFI
Scheme—Miles
Platting
Neighbourhood
15-Nov-05 ODPM / DoH Leeds City Independent Living 8.50%
Council Project
16-Aug-05 DFES Waltham Forest BSF—Phase 1 8.40%
16-Aug-05 ODPM Kirklees Council  Housing PFI—Round 11.26%
3
19-Jul-05 DfT Norfolk County Street Lighting 9.00%
Council
19-Jul-05 Home Office  Norfolk Three Counties 7.30%
Constabulary Police Investigation
Centre Project
06-May-05 DFES Leicester Council BSF—Phase 1 10.00%
06-May-05 DFES Leeds City BSF—Phase 1 5.88%
Council
06-May-05 DFES Newcastle BSF—Phase 1 8.10%
Council
06-May-05 ODPM Cheshire County ~ Extra Care Housing 14.00%
Council PFI
06-May-05 ODPM Kent County Non-HRA Housing 6.30%
Council PFI
15-Mar-05 DFES Knowsley MBC  BSF Phase 1 4.74%
15-Feb-05 DFES London Borough  BSF Phase 1 4.62%
of Lewisham
15-Feb-05 DFES Lancashire BSF Phase 1 2.11%
County Council
18-Jan-05 DFES London Borough  BSF Phase 1 4.80%
of Greenwich
18-Jan-05 DEFRA Cambridgeshire Waste PFI Project 15.44%
County Council
18-Jan-05 DEFRA London Borough  Waste Management 21.07%
of Southwark PFI
18-Jan-05 DEFRA Greater Post Collection 14.00%
Manchester Waste Waste Services PFI
Disposal
Authority

Supplementary written evidence from Infrastructure UK, HM Treasury

At the PAC hearing Lessons from PFI and other projects the Committee asked HM Treasury for a note on who
owns the PFI contracts that have been sold in the secondary market.

REsPONSE FROM HM TREASURY

The attached table sets out information extracted from the PFI database published on the Treasury website.
This database is compiled twice a year from information provided by departments and local authorities. On the
basis of this information, the table shows the current ownership of the 81 projects for which the equity of one
or more of the primary investors has been sold to secondary investors.

We are not aware of any North Korean or Iranian companies amongst the current equity owners of these

projects.

The standardised PFI contract requires the private sector contractor to notify the public sector authority of

changes of ownership, and gives the authority a right to restrict equity transfers when entering into the contract
where there are particular change of ownership risks (for example to restrict equity transfers before completion
of construction of the asset, or where there may be a national security or other interest in restricting ownership
transfer to unsuitable parties).
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Committee of Public Accounts: Evidence Ev 41
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Ev 48 Committee of Public Accounts: Evidence

Written evidence from Infrastructure, HM Treasury

At the PAC hearing Lessons from PFI and other projects the Committee asked HM Treasury for a note on how
many people at the centre are managing PFI projects.

REsPONSE FROM HM TREASURY

At Treasury there are six people in the PPP Policy team. Their role is maintain and develop PPP policy, to
coordinate this across other central departments, to collect data about projects that is published on the Treasury
website twice yearly and to respond to enquiries about PPP policy. In addition there is around one FTE dealing
with derogations from the standard form contract as part of the Treasury’s approval process. Staff involved in
the assurance and approval of projects work across a broad range of projects and issues, not just PFI, and so
it is not possible to identify FTE engaged on PFI.
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