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Minutes of Evidence
TAKEN BEFORE THE SELECT COMMITTEE ON ECONOMIC AFFAIRS

TUESDAY 13 OCTOBER 2009

Present Best, L Moonie, L
Eatwell, L Paul, L
Forsyth of Drumlean, L Tugendhat, L
Hamwee, B Vallance of Tummel, L
Kingsmill, B (Chairman)
MacGregor of Pulham Market, L

Memorandum by Dr Timothy Stone, KPMG LLP

1. I am pleased to submit this response, on behalf of KPMG LLP, to your call for evidence in relation to
Private Finance Projects and oV-balance sheet debt.

2. Private Finance Initiative (PFI) was introduced in November 1992. With over 600 projects having reached
financial close1 the UK has more experience of this form of procurement than any other country. There is a
considerable amount of data and research on the performance of PFI, though the information is not perfect
and in need of improvement in terms of quality. The availability of performance data does however compare
especially favourably with that on Public Finance projects for which data is scarce. The lack of good quality
data on Public Finance projects is a key inhibitor of comparative like-for-like analyses on the performance of
Private and Public Finance, something we believe should be addressed.

Q1a—How should the cost and benefits of Private Finance projects be assessed?

3. There are two discrete assessments of costs and benefits of a PFI project: one focuses on the underlying
project itself and the other focuses on the financing method (public vs private). We address the latter.

4. The main benefits of Private Finance arise from the improved management of risks transferred to the
private sector. The involvement of senior lenders should ensure that all risks are identified, mitigated and
managed resulting in a comparatively mature project before contract signature. The key costs of Private
Finance relate to the higher cost of borrowing and the inflexibility of project finance solutions to certain
changes.

5. Value for money (vfm) analysis, on how to finance a project (public or private), tends to focus on comparing
the costs of finance whilst accounting for the value of risk transfer. It is important to recognise that the
valuation of risks is in part evidence based and in part subjective and will always remain open to challenge.
HM Treasury2 provides guidance on the type of projects that are most likely to deliver vfm under Private
Finance.

Q1b—What discount rate should be used in comparing Private Finance with conventional public procurement?

6. The Government’s existing view is embedded in the Green Book.3 The academic debate on the
discounting rate is around whether to use actual cost of funds, the opportunity cost of capital, social time
preference or some combination of the three—with or without adjusting for the value of risks transferred. We
think that the Government’s position is essentially an arbitrary one, albeit with the justification which is
articulated in the Green Book. We believe that the discounting rate debate is drawing focus away from the
projects themselves and from realising the maximum benefit out of their implementation. This results in
compromised eYciency of public expenditure.
1 HM Treasury (2009) PFI Signed Projects List—April 2009.
2 HM Treasury (2006) Value for money assessment guidance.
3 HM Treasury (2003) The Green Book.
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Q1c—Are current procurement procedures satisfactory?

7. We believe the implementation of current procurement procedures to have room for improvement. Our
experience is that procurement times have increased after Competitive Dialogue was introduced, increasing
costs to both the public and private sectors. We believe that more time should be spent on preparing for the
Competitive Dialogue process. If the rules of engagement and items for dialogue, which the individual project
teams are responsible for, are clear in advance, then the process can be more eYcient.

Q1d—Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting value-

for-money?

8. The availability of information on Private Finance is good but both its quantity and quality can be
improved. It is vital to note that even less information is disclosed on Public Finance projects. The limited
amount of information available is of questionable quality and thus it is even harder to fully assess whether
the taxpayer is getting vfm through Public Finance projects.

Q2—How does the performance (eg, cost, delivery dates and service quality) of schools, hospitals, prisons, roads and

other projects operated under private finance compare to those which were traditionally procured?

9. We believe the following reports to contain the highest quality analyses on the performance of UK PFI:

— National Audit OYce (NAO) (2001) Managing the relationship to secure a successful partnership in
PFI projects. NAO, London.

— NAO (2003) PFI: Construction Performance. NAO, London.

— Partnerships UK (2006) Report on Operational PFI Projects. Partnerships UK, London.

— NAO (2007) Improving the PFI tendering process. NAO, London.

— Partnerships UK (2008) Investigating the performance of operational PFI contracts. Partnerships UK,
London.

— KPMG (2009) PFI in school building—does it influence educational outcomes?

10. We strongly believe that the Government should invest in systematically collecting and analysing hard
evidence on the comparative performance of Private Finance and Public Finance projects to facilitate more
informed decision making.

Q3—Is there significant risk transfer to the private sector or is it more apparent than real?

11. There is considerable risk transfer to the private sector, which in our view has been demonstrated to be
eVective. We are aware of a number of Private Finance projects where the private sector has faced diYculties
in delivering on its commitments to the public sector, but worked hard, at a cost, to overcome those diYculties.
This is evidence of risk transfer at work in an eVective manner.

12. The three Private Finance projects that in our estimation have categorically failed are the National Physics
Laboratory4 and the two Metronet London Underground Limited PPP projects.5 Our understanding is
that these failures occurred due to misallocation of risks to the private sector that it was unable to control,
manage and absorb. It is our view that a carefully considered risk allocation is a fundamental premise of a
successful Private Finance project.

Q4—How effective and costly has it been to monitor the private sector providers’ performance and quality of service in

Private Finance projects in comparison with traditional procurement?

13. The monitoring of traditionally procured projects, especially in the operational phase, is limited. If Public
Finance projects were scrutinised to the same degree as Private Finance projects it would be reasonable to
expect the eVectiveness and cost of monitoring to be similar.
4 NAO (2006) The Termination of the PFI Contract for the National Physical Laboratory.
5 NAO (2009) The Department for Transport: The failure of Metronet.
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Q5a—When the basis of a Private Finance contract needs to be altered post procurement because of changing client

needs—for example, a bigger jail is required due to a larger than expected prison population—has this proved

problematic compared to projects under traditional procurement?

14. There is a cost associated with changes in Private Finance due to inflexibility of project finance solutions.
However, the vast majority of the costs of changes also exist in traditional procurement but are easier to hide
where there is not a contract to renegotiate. The additional cost is a trade oV for transferring the risks for the
long term condition of the infrastructure.

Q5b—What has been the experience of PFI projects that have reverted to the public sector?

15. There are a small number of contracts that have been terminated before contract expiry. A common theme
is not immediately apparent. Skye Bridge and Croydon Tramlink are examples of such projects.

Q6a—How should future payments by the Government under existing Private Finance contracts be recorded in public

sector accounts?

16. As the public sector enters into Private Finance contracts it takes on liabilities. We believe these liabilities
should be transparent. Our view is that Private Finance should be used for vfm reasons, not reasons related
to recording them in public sector accounts.

17. The recent adoption of International Financial Reporting Standards (IFRS) as the basis of accounting
for PFI projects has resulted in the majority of infrastructure assets procured under PFI being brought on to
resource account balance sheets, together with the related liabilities.

18. This is not matched at national accounts level where the European System of Accounts 1995 (ESA 95)
and Part IV of the Manual on Government Deficit and Debt 1 (MGDD) apply, resulting in liabilities being
excluded from measures of net debt.

Q6b—Is risk transfer an appropriate test?

19. Government financial accounting rules require public sector bodies to recognise infrastructure assets and
the related liabilities provided under service concession arrangements, that are deemed to fall within the scope
of International Financial Reporting Interpretations Committee (IFRIC) 12 Service Concession
Arrangements. The relevant tests are those of control, not of risk transfer.

Q6c—Should all such liabilities be included in the national debt?

20. The public sector will be responsible for liabilities incurred under PFI. The application of ESA 95 means
that a significant proportion of these liabilities are not included in the national debt.

Q6d—Should they be accounted for separately from government debt?

21. We believe that, in the interests of transparency, liabilities under PFI contracts should be reported
separately from other forms of Government debt. This would allow for proper comparisons to be made
between countries preparing their national accounts under ESA 95.

Q6e—How much does the public sector accounting treatment of capital and revenue aspects of projects matter?

22. The way that the public accounts are operated does give a rise to a set of incentives that hinder the
implementation of optimal infrastructure strategies. A project that can be funded and delivered today from
tomorrow’s revenue will always be preferred to a project that requires capital to be delivered today, and to one
that must be deferred to be funded out of tomorrow’s capital.

Q7a—Would public sector investment in the last decade have been lower without Private Finance?

23. The last decade has seen a considerable amount of investment into public assets. Whether public sector
investment would have been lower without Private Finance would have depended on how the Government
had operated its fiscal rules. It is our view that public sector investment would have been lower in the absence
of Private Finance.
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Q7b—If so, by how much?

24. The Institute of Fiscal Studies6 estimated in October 2008 the liabilities arising from future payments
for signed PFI projects at £130 billion, or 9% of GDP. These liabilities do not appear in the headline figures
for UK debt. We believe that some of the related investments would not have been made without Private
Finance. One can only speculate whether the Government would have committed itself to this expenditure
were it not for the existence of PFI.

Q8a—How much impact has the financial crisis had on launching new Private Finance projects?

25. Arguably, the financial crisis started with Northern Rock’s troubles in October 2007. Our analysis of PFI
projects in procurement7 indicates that the financial turmoil has not had a marked impact on new projects
being advertised in the OYcial Journal of European Union. This might be because a project launched today
would typically be around 24 months from financial close and so the assumption would be that the current
financial climate should not prevent it from reaching contract signature.

Q8b—Is the crisis likely to have a permanent effect on the Private Finance market?

26. We see sponsors and funders staying focused on UK PFI and keen to continue to be involved in the
market. There are signs that increased liquidity is returning to the market with the rate at which projects reach
financial close increasing. We believe that the pricing of debt will remain higher than it was in mid-2007, but
also that it is likely to reduce from its current levels.

Q9a—Are there realistic alternative roles for private finance than the current PFI type private finance models?

27. The way that the Strategic Estate Development model is starting to emerge in the NHS is a good
example.8 Such models are expected to mix project finance and property finance as well as direct public
funding.

Q9b—Should the UK be aiming for more diversity in private finance models?

28. We consider that a number of public services (eg oVender management) cry out for infrastructure solutions
that are considerably more flexible than those allowed for by the PFI model.

Q9c—Would a national infrastructure bank (such as the proposed Dodd-Hagel NIB in the US) add any value in

the UK?

29. The UK has the bodies and processes in place to identify and scope, as well as procure, infrastructure
projects. It has also recently acquired a professional lending capability. The costs and benefits of integrating
these into a single organisation as envisaged in the Dodd-Hagel proposals would need to be assessed very
rigorously before any decision on implementation.

30. We believe that there could be a beneficial (but not necessarily critical) role for an infrastructure bank
funded by long term institutional investors, with a focus on refinancing operational projects. We think this
would increase liquidity and thus allow other banks to finance short-term infrastructure construction, which
is less attractive to institutional investors. We believe that this concept merits further investigation and
development.

Q9d—Should the public sector have a more hands-on role in financing and/or delivery?

31. The answer to this question comes down to the principle of allocating risks to the party best able to price,
control, manage and absorb them. There is definitely a need for the public sector to be stronger in the
procurement of projects. That does not mean that it should get involved in financing and/or delivery if the risks
sit more appropriately with the private sector.
6 Institute of Fiscal Studies (2009) The IFS Green Budget: January 2009.
7 HM Treasury (2009) PFI Projects in procurement—June 2009.
8 Department of Health (2009) Transforming Community Services: Enabling new patterns of provision.
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Q10a—Is there an optimal mix between conventional public procurement and Private Finance for public sector

investment?

32. It is possible to increase the use of Private Finance in public sector investments. However, to do so
significantly will require the introduction of new procurement models.

Q10b—What is the long run role of private finance in the delivery of infrastructure both in the UK and globally?

33. The Organisation for Economic Co-operation and Development9 (OECD) estimates that infrastructure
investment needs to be $71 trillion by 2030 across the globe. In the past 12 months KPMG has undertaken
two global surveys on infrastructure.10, 11 The message coming out of those surveys is loud and clear. On the
one hand, only a small minority of all senior executives believe that current infrastructure is “completely
adequate” in supporting their businesses. On the other hand, the providers of infrastructure are the most
concerned about governmental eVectiveness inhibiting the delivery of required infrastructure.

34. Going forward, governments are likely to be more indebted and have less ability to borrow, whereas
institutional investors have more funds and are likely to be interested in investing in assets such as
infrastructure, as they provide the returns that mach their long term liabilities. In short, there is a great demand
for infrastructure, but concerns over governments’ ability to deliver and finance it. We believe the private
sector will be able to respond to both challenges.

Timothy Stone, Chairman, Global Infrastructure

25 September 2009

Examination of Witness

Witness: Dr Timothy Stone, Chairman, Global Infrastructure, Corporate Finance, KPMG LLP, examined.

Q1 Chairman: Welcome to the Economic AVairs
Committee. This is the first public hearing on our new
inquiry into private finance projects, often known as
PFIs. Dr Stone, thank you very much for coming
along. I have to ask everyone if they will speak
reasonably clearly and slowly for the benefit of the
shorthand writer and the webcast. You have given us
some written evidence, for which many thanks. I do
not know if you want to say a few opening words or
would like to go straight to questions.
Dr Stone: Thank you, my Lord Chairman. If I may I
would like to say a few words to start with but just
make three points. Firstly, the views I express today
are mine. I wear many hats: I am a partner at KPMG,
amongst other things I am a non-exec member of the
board of the EIB and I am seconded part-time as an
adviser to ministers. The views I am going to oVer
today are entirely mine and reflect the logic and
philosophy I have used over the last 15 years working
in this area. The second thing I would like to say is
that overall from my perception PFI is about
behaviour modification of the public and private
sector partners. The private sector has been involved
all the way through throughout history, but neither
side in my view has ever been properly accountable.
One of the key changes is that PFI starts to drive
some sense of accountability for infrastructure and
public services. Around this public accounts, in my
view, are most unhelpful in planning or managing
infrastructure. When ministers and civil servants
make decisions they create obligations and
9 OECD (2007) Infrastructure to 2030 (Volume 2).
10 KPMG (2009) Bridging the Global Infrastructure Gap: Views from the Executive Suite.
11 KPMG (2009) The Changing Face of Infrastructure: Frontline Views from Private Sector Infrastructure Providers.

consequences that last for generations, but they are
not properly recorded and not properly managed.
The CO2 reduction targets that we have, that we have
to have, will drive massive changes in infrastructure
unlike anything we have seen since the Second World
War or the Industrial Revolution and we must sort
out how to deliver operational infrastructure
throughout its life quickly if we are to rise to that
challenge. That is my second bullet point. My third is
about data. There is very little useful data about
conventional procurement but PFI is now starting to
deliver some data about itself, so we now have a
debate which is more like the sound of one hand
clapping than anything else. We have had 12 years of
experimentation in a way of delivering public services
but there is very little data on the experiment or the
counterfactual. Almost all that current data is
opinion based, other than the work by my colleague,
Dr Rintala, on educational outcomes that both the
IPFA and CBI have cited in their evidence. As far as
I am aware, there are only two good university
departments properly engaged in this area: one at
Bristol looking at public services and the UCL team
looking at PFI. Both of them need decent data and
funding to inform that research. PFI is still a pilot
project, let us not forget, this is not some mature,
carefully thought through very elaborated design. It
has been running for a decade and a half but has not
yet been examined for what works and what does not
and we have not built PFI 2.0. Those are my starting
points, at which point I will hand over to you.
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Q2 Chairman: Thank you very much. In your
second point you underscored the point about
accountability as being extremely important, but
what do you see beyond accountability, or including
accountability, as the defining characteristics of
PFIs? How do they contribute to the success or
otherwise of the approach?
Dr Stone: I think there are probably six things to
consider here. The first one is that it is about managed
risk sharing. I am going to use the word “sharing”
rather than “transfer” throughout and if I
accidentally say “transfer” please correct the notes to
say “sharing”. The second thing is it is about the
specification of outputs and outcomes. When a
minister decides that he wants a new school or a road
or a hospital he does not want to pour concrete and
lay bricks, he wants to make people better, to teach
them better, to make economic activity happen.
Forcing the process to focus on those outcomes all
the way through is extremely important and starts to
produce better incentives, which we will come back to
later on I hope. The third thing is that we have a
payment mechanism in this which essentially does
two things. First of all, it aligns incentives better than
we had before, but most importantly it produces a
system with a negative feedback loop that controls
behaviour throughout. In my view, that systemic
aspect is extremely important. Fourthly, we are
integrating designing, building, financing and
operation into a single system and that integration is
vital because they are all elements which are
inevitable consequences of that initial decision. As
with any system, if you tweak any element of it the
system as a whole may behave diVerently from the
way you expect from your individual tweak because
of system eVects. We are now starting to treat the
delivery of services as an overall system. The fifth
point is that we are driving proper competitive
contracting for the long-term, for the whole life costs
of this. The final point that matters here is that with
the financing mechanisms that are in place one of the
side-eVects is that the bankers insist on the level of
due diligence before they lend the money that you
never, ever see in conventional deals. What that
means is before the deal starts the quality of
homework done on, “Will it work? Will it work on the
basis that has been planned for? Have you thought
through the risks?” is a much more rigorous system as
a consequence of the financing because ultimately
with the levels of debt in these deals the best thing
that a lender can do is to get his money back with his
interest, there is no upside for him. There is a huge
discipline that comes with this as a side-eVect. Those
are my six things.

Q3 Chairman: All of these six points are positive
ones. Are there any downsides?

Dr Stone: Yes. For me, the downside in this process is
that we are actually starting to change the way that
the system is accountable and what it is doing is
forcing a level of enquiry which we have not seen
before and some of those aspects of enquiry produce
a lot of noise in the system. One of your other
questions later on will come to this, I think, if we go
down that route. The understanding of this overall
process and the understanding of the fundamental
consequences of the conventional process are very
weak in the minds of many members of the
administration and many civil servants. There are
very few people in the system who actually
understand the whole life consequences of decisions.
This is starting to shine a light in many of these areas
and in some cases it produces very unpleasant side-
eVects. Do I think that there are big negatives to it? I
struggle, I suppose. I do not care what the answer is
in terms of how we do these things, but what I do care
about is that we deliver better public services for the
taxpayer at better value for money over time. Is this
in any way a retrograde step in that direction? I do
not think it is. I think there are some unpleasant
consequences around it but I am not aware of any
fundamental horrors in it. There are lots of things to
improve.

Q4 Lord Eatwell: I was going to ask you what you
saw as the main contribution of the private finance
initiative in the UK but presumably you cannot
answer that question because you just told us there is
no data.
Dr Stone: There is very little.

Q5 Lord Eatwell: I am very surprised that you made
all these positive statements when you tell us we have
no information on which to base any result.
Dr Stone: There is little data. If I said “no” I would
correct myself and say there is very little data
compared to the money that we are spending. There
is some data now on the performance of some of
these deals. There is virtually no data about the
performance of conventional deals. The experience I
have had in working on deals in the public sector over
the past 15 years has shown me that it is virtually
impossible to pull together all the things that an
economist or a finance guy would want to see around
the overall system. Individual bits you can, but the
whole system you cannot. What we are starting to get
out of PFI deals is first of all a very clear
understanding about the costs of building, the costs
of slippage on time and so on. You begin to get some
evidence of performance of the overall system.
Again, I would refer the Committee to the work of Dr
Rintala and I have brought some copies for you to
have a look at afterwards. What it is starting to do is
to drive an interest in transparency and
accountability and it is starting to make people ask
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questions. It is making you ask questions, it is making
journalists ask questions and it is making some
members of the public ask questions. It is making
visible the consequence of decisions, either the initial
one or, indeed, the decision to change a project or
service during its life. What it is also doing is making
it very diYcult now to neglect maintenance. On a PFI
deal you are eVectively giving up your right to neglect
maintenance. You are giving up your right to
apparent flexibility because that apparent flexibility
traditionally has never been costed. I am originally a
chemist and compared to the data I have about my
own science, compared to the data I have about
commercial deals as a banker, the data around public
services is shockingly poor. Most of the data that is
there does not qualify for me as data, it is mainly
about opinions. Those are interesting but they are
very thin grounds on which to do a proper
comparison.

Q6 Lord Eatwell: You are posing for this Committee
a very challenging issue in the sense that we are
attempting to evaluate whether for the UK as a whole
this change in public procurement has actually been
beneficial overall and whilst you are pointing to a
series of procedural activities which you deem to be
beneficial, and indeed they sound as if they are, you
cannot be sure whether the overall outcome, as you
quite rightly said in making people healthier or
educating them better or whatever it might be, has
been achieved.
Dr Stone: There are two levels of certainty here. One
is do I think there is something happening here that I
think is very eVective? Yes, I do. Can I prove it to the
levels of proof that you as an academic would
require? No, I cannot. I can certainly see in the midst
of data something here which I cannot see in the
conventional. What I am saying is in terms of the
level of certainty it is very poor, in terms of the signals
they are quite strong, but the most important thing as
you look, for example, at the NAO report is they
regularly say that the data is not suYcient to make
proper comparisons. Even in the most recent one
looking at conventional versus PFI deals they say
you cannot compare the data for the two because it
just simply is not good enough.

Q7 Lord Eatwell: This is really the second point of
your introduction, is it not, that what this is about is
behaviour modification and you feel that this is
behaviour modification in a desirable direction.
Dr Stone: I am absolutely certain it is. I am absolutely
certain it is because the people who operate the
services, who use the services as a client, as a provider,
have far more visible data for themselves and the way
they manage that service than ever they had before.
That is absolutely clear. What I cannot do is I cannot
stand back and say across the whole of healthcare I

am absolutely certain that there are very powerful
healthcare outcomes resulting from this. I can say
that I think there are some powerful outcomes but I
cannot prove it. The issue that you will face is that
you will be dealing with a much more qualitative
analysis than I would have hoped after 12 years of
experimentation.

Q8 Lord Paul: Much of the case for private finance
projects has been made on the basis of lack of
accountability, poor incentives, poor delivery and
low investment in the public sector, but since then a
lot of changes have taken place, the public sector has
become more eYcient, the private sector, especially
the private monopolies, have got much worse. Do
you share the view still that the original idea of the
public-private sector is still a good one?
Dr Stone: I do absolutely subscribe to the view that
there is something here, yes I do. What has happened
in the improvements in public procurement I would
describe as the polishing and refinement of an
imperfect process. Conventional public procurement
is treated as a stand alone entity. One of the problems
that I see conventionally is that there are very many
elements over the life of delivery of a public service
and they are not joined up, so what we have is the
perception that the pure procurement point can be
polished and that will fix any problems. You can
improve that but unless you have it properly
integrated to the rest of the overall process that will
not fix it. There have been some improvements and,
indeed, the recent NAO report suggests that those
improvements are getting better. I would certainly
argue that the challenge from the PFI deals is giving
a benchmark that the public sector can look at and
see how to improve but, again, I am going to come
back to my same point: without the data on
conventional procurement it is pretty hard to learn
quantitative lessons. There is something in this and
what has been very interesting is watching the
behaviours of these private sector partners in some of
these deals and their focus on the outcomes. It has
been interesting to watch that transition from firms
that conventionally have made their money by
conventional construction now becoming much more
interested in, for example, the eVects of operating a
prison. One of the side-eVects of some of these prison
deals has been that because they have been designed
to minimise the numbers of staV, because that is
clearly a cost to the system, the designs improve sight
lines, they improve the relationship between the
custodians and the prisoners, and the general sense
from people who work in that sector is that the
tensions within some of these prisons have become
lower simply because of the physical design. Coming
back to the issues about lack of accountability, in my
view there is still an appalling lack of accountability
conventionally. I have a big issue with the way public
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accounts work. I am not an accountant, I have no
benefit from accounting training, but as a scientist
and a banker the way public accounts work means
that you do not have the basis for careful
measurement and management of these services.
Again, one of the side-eVects of PFI deals is that the
basis around buying availability or buying outcomes
means you are starting to measure things which are
closer towards outcomes and conventionally you had
none of that. There is something here where we are
fixing incentives and visibility. Is it anything like
perfect? No, it absolutely is not, this is still very much
a pilot project and we are right at the beginning of the
process. I am interested as I go round the world to see
how other countries are learning from their
experiences in some respects better than we are.

Q9 Baroness Hamwee: I wonder if I can pick up
something you said in your evidence. You used the
phrase “senior lenders” and talked about the
involvement of senior lenders. One of the things
which is desperately frustrating in the public sector is
seeing good people—I should not put this so
pejoratively—going oV into the private sector where
they are earning more money. Are you suggesting that
there is a relationship between these two things and
that the people we have got in the public sector
dealing with big contracts, not necessarily at national
level, so local authority and hospitals, are frankly not
as good as they should be and we have lost good
people to the private sector and are suVering?
Dr Stone: I would like to take that back a little if I
may. I would like to compare and contrast the way
the public sector treats a professional in terms of their
managing risk. As a private sector individual, if I take
a risk and get it right I am rewarded, and I do not
necessarily mean financially, I mean somebody says,
“Thank you very much, well done. Do it again”. If I
get it wrong it is a counselling or training event until
I get it wrong consistently at which point somebody
finds me a new job, but there is a monotonic
relationship between risk and I will use the word
reward but I do not mean it in a financial sense. For
a public oYcial that relationship is completely
diVerent. As a public oYcial, if you take a risk and get
it right the odds are nobody will notice. If you take a
risk and get it wrong, and you are caught, because in
many cases people move around quite quickly, if you
are caught twice you will be in the Falklands counting
penguins. There is a very asymmetric response here.
In terms of the behaviours of the individuals we do
not reward people in the public sector who manage
and deliver anything like as well as we should do.
There have been transfers between public and private
sector that I wish had not happened, but conversely
there have been some very interesting transfers from
the private to the public sector, and I will use the Shell
executive as an example there, a really good

organisation that has benefited from that, but we do
not look at the job content, the responsibilities and
the consequences of those appointments. We do not
think about the fact that the system is almost
designed to destroy corporate memory. It is not about
the preservation of skills and knowledge, it is much
more about pure process. I do have a concern that we
are doing nothing like enough to build skills in the
public sector.
Baroness Hamwee: My Lord Chairman looks slightly
askance when one goes so far oV script but I thought
that was quite interesting generally as well as on this.
Chairman: That was a good one.

Q10 Baroness Hamwee: What I was supposed to ask
you about was the importance of risk transfer and
you have already said we really should be using the
term “risk sharing”. Would you like to say anything
more about that?
Dr Stone: Absolutely. Risk sharing is fundamental to
value. Risks have to be placed with organisations that
can manage and control them and absorb them, and
some risks simply cannot be transferred. Mrs
Thatcher could not privatise failure. You cannot
privatise failure. If public infrastructure goes wrong
the problem comes back to government. You have to
understand what risks both sides can and should
manage and control. To take an extreme example:
demand risk in transport is something which is
fundamentally not transferable in the long-term
because the two things that drive it are, first of all, the
big economy, about which the private sector can do
something, but the thing is transport policy and,
frankly, any private sector organisation that thinks
they can manage the risk of transport policy should
be locked up. We have the nonsense in some countries
that is very long dated toll concessions and you know
that organisation that is operating the concession will
either make out like a bandit or they will go bust in
the long run because you simply cannot manage
those risks. One of the great benefits of this process
over the last 12/15 years has been that we now talk
about this within the public sector in a much more
disciplined and organised way and there is an
understanding that risk management is extremely
important. Again it comes back to my point about
public accounts and public data. Because the data is
not there you cannot see the consequences of those
risks, the risks can be swept under the carpet when
they go wrong. There is no equity in a banker’s sense
in government; there is nothing that attracts failure
or success that can be measured. Risk sharing is an
extremely important part of this. It is the recognition
that risks matters that is the most important thing.

Q11 Lord Forsyth of Drumlean: I thought the whole
argument for paying a premium for the funds was
that the risk was transferred to the private sector. If
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you are saying that risk transfer is not about risk
transfer, it is about sharing, why are we paying such
a high premium for the finance?
Dr Stone: I need to clarify that. What I mean is it is
not about taking all the risks of delivering and just
saying, “There you are, it’s yours, sort it”, it is
actually saying, “What are all the risks involved.
There is a big chunk of them that somebody else can
manage better than the public sector can, transfer
those”, but across the whole spectrum you share
them. Some of them you keep and some of them you
transfer. It is about transferring those that make the
most rational sense to somebody who can manage
them. In the early days of the process there was very
much a sense of government having a large bulldozer
and simply moving the risk and it was a case of, “The
more you can transfer the better, that must be a good
thing”, but I am afraid it was not. There were some
risks transferred, the patronage in the Royal
Armouries, but you cannot deal with that in the long-
term and the dialogue was changed. When I say risk
sharing, I do not mean that we all keep a bit of each
risk but that some risks go across and some stay. That
balance is extremely important.

Q12 Lord Forsyth of Drumlean: Are you saying that
in the cases where there have been PFI projects of the
kind you have given where it was impossible to
transfer risk that the taxpayer did not get a decent
deal because they were paying a premium for
transferring the risk?
Dr Stone: Let me give you the most spectacular case
I can think of, and it is the National Physical
Laboratory. In that case two private sector
companies took on a request from government to
build the laboratory. The specification of that
laboratory was undeliverable. The original estimate
was it was going to cost about £45 million to build
and the organisations spent about another £40
million to try and make it work and eventually it
ended up with the bankruptcy and disappearance of
John Laing, the construction company, who tried
their best to fix it. That risk was actually transferred.
It should not have been in the first place because the
specification was simply undeliverable and the
homework that had been done by both sides before it
started was incomplete. That did teach lessons. It has
been very interesting watching even in the case of the
collapse of Jarvis, for example, that the risks that
were transferred in the contract stayed transferred
even when the deals were sorted out and the company
disappeared and successive companies came into
play. Have we transferred risks where the public
sector has paid over the odds and those risks have not
been transferred? I struggle to think of one where I
can see that we have not had something out of it. In
that case the government got a very good laboratory

for a fraction of the price they should have paid. The
risk was successfully transferred.

Q13 Lord Best: I apologise, along with some of my
colleagues I thought the meeting was at 3.30. You
may have already touched on or answered something
in the question I am going to ask you and I apologise
if so. In your experience, do private finance projects
typically provide not only significant but objective
value for money? We know that at least reputedly
they come in on time more often and they come in on
budget more often but also that they cost more when
they do come in. If that is so one is really weighing up
diVerent factors and it becomes a subjective
judgment as to whether there really was value for
money. In your experience can we show objectivity
here?
Dr Stone: I would follow the line that the NAO takes
on this which is that if you compare and contrast the
best estimates you have of what the whole life would
have cost had it been done in the public sector versus
what the whole life will cost under the PFI contract
on the whole life basis you are getting a better cost, a
lower cost, including the risks. The danger of
investigating that too far is that the data around the
conventional is pretty thin, as I said earlier. There was
a period of time when there was a search for an
algebraic Holy Grail which I think Jeremy Colman,
the Assistant Auditor-General, referred to as
“pseudo-scientific mumbo-jumbo”. It is pretty hard
to prove with a micrometer that this thing is
absolutely spot-on. Do I think that there are
objective value for money benefits? Yes. The on time
and on budget point is quite important because one
of my complaints with the way we measure value for
money is we do not measure the value of the benefits.
The assumption is that however you deliver the
service the service and benefits to society will be
identical, but if you deliver a new hospital or a new
school earlier than would otherwise be the case I
would contend that there are social benefits from that
that matter and those are not measured. We assume
that the results are unvaried and I think that is plain
wrong, but I cannot measure it, I do not have
anything to do that. The operational certainty side is
quite important too. Because of this feedback loop
where literally on a month-by-month basis the
performance of the service delivery against standard
is monitored and there are financial consequences of
that performance that means there is a return to the
mean that you intended. That is much, much more
likely than you would ever get in a conventional case.
By delivering services to quality for longer, yes you
are getting better benefits. We do not measure the
consequences. I think David Miliband, when he
became Schools Minister, said 8% of the schools were
built before the telephone was invented. Those as
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institutions in which to deliver education are sub-
standard. We do not measure the cost of that to
society. The benefits that we have from these deals is
that the service level is maintained much more
consistently for much longer, that has to be
measured, so I do think there are objective measures
but objective in the sense that they are still relatively
qualitative from my point of view. I am quite clear
that they are there.

Q14 Baroness Kingsmill: PFI projects tend to get a
bad press, do they not? I am wondering quite why
there are rather more critics than there are advocates
of that process. Anticipating some of the things you
might say, as a second part of the question what do
you think one could do better other than PR?
Dr Stone: The starting point, if we go right back to
the mid-1990s, without realising what was happening
it turned not into a discussion about delivering better
public services, it turned into a discussion about the
survival of one or two particular unions. In the early
days when we transferred staV from the public sector
to the private sector without realising what was
happening we were threatening the very lifeblood of
some really quite large organised unions and that
turned immediately into a, “Don’t confuse me with
the facts, my mind’s made up” debate about, “This
process is simply about abusing workers” when it
absolutely is not. The big mistake we made was we
did not deal with the fact that if you are delivering
public services you cannot do it without a well-
trained, motivated and, in the broadest sense,
rewarded workforce, you cannot abuse the staV and
deliver high quality services, you have got to look
after them. It has been very interesting for me looking
at deals that have gone into operation after I had
been involved in the initial creation of them, talking
to the people who were originally part of the old
system and are now part of the new system where
delivery of service really matters. I have had a
number of people say to me, “For the first time I feel
valued. I now feel I have a career. I am not waiting for
dead men’s shoes because if I’m good at this I can do
it somewhere else in one of the other hospitals or one
of the other schools”. The first thing was that we
made a complete mess of the public presentation of
this. The second thing is this is not trivial, it is really
quite complicated. To explain the system as a whole
is not the sort of thing that the front page of a tabloid
will cover, let alone the twenty-second sound bite on
TV. It is quite complex. The number of times I have
heard conversations from very well educated people
about, “There must be a better solution because the
cost of the finance is far too high, the government can
borrow cheaper”, absolutely but irrelevant because
the cost of the finance comes with other benefits, it is
part of an overall system. If you take any one element
of that system out it is not a system any more. To try

and explain that to the public is always going to be
very diYcult and in the absence of really good data
about these deals and the counterfactual you cannot
produce nice simple stats that you can give to
Stephanie Flanders and the Newsnight team and put
stuV out that the public can understand, it is very
diYcult. As I said, we have two universities looking
at this, that is all. We have very few PhD students
looking at this—very few—therefore it is not
surprising the public cannot get it. Can we fix it? In
my view, the only way we will fix it is by showing that
it works or that these sorts of techniques work.
Again, I do not want to sound like a zealot because I
am not, I genuinely do not care how we do it, but until
we make the case with data that there are good things
happening and we make that case better in a way that
the public can understand it will continue to be
diYcult.

Q15 Baroness Kingsmill: There have been successful
projects.
Dr Stone: Lots.

Q16 Baroness Kingsmill: It is not beyond the bounds
of possibility to use case studies and to be able to put
across positives.
Dr Stone: You are right, but the problem is most of
the evidence that we produce ends up being opinions.
For example, I was asked to go on Channel 4 News on
the day that Jarvis went into administration. I went
on not as an apologist for Jarvis at all but as a
commentator. As it happened, a couple of days
earlier I had spoken to headmasters working in
schools that had been designed, built and run by
Jarvis and without any prompting they said these
were the best schools they had worked in in their
entire careers. That is useful and interesting but I
cannot produce hard numbers in most cases that
allow me to say, “On my quality tested numbers, that
is the answer”. At the moment it always comes down
to very subjective, very qualitative, very opinion-
based research. At the back of it a lot of people
believe that there is something very robust here but I
cannot prove it and because I cannot prove it, it
means it is a very easy target for people who do not
like it for whatever reason. Indeed, I have made
presentations at the end of which people have walked
up to me and said, “You should be ashamed of
yourself involving the private sector in delivering
public services, it is an immoral thing to do”. How do
I deal with that? I have no data.

Q17 Baroness Kingsmill: It does sound a bit like
magic, does it not, when you say, “It’s all very
wonderful but I cannot prove it. Believe me, it is
there”.
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Dr Stone: I am trying to be quite academically
accurate about the proof here. If you go and look at
the schools, the hospitals, the road deals that have
been done, the best analogy I can give you is it is a bit
like vice, you cannot define it but you know it when
you see it. There are enough people who I respect who
have looked at these deals and some people who have
been converted in terms of their scepticism that the
private sector is just going to make profit when
actually they are making a lot less profit than the
builders used to do when they built the thing and
disappeared the day after with no responsibility for
the consequences of what they had done. There is
bucket loads of anecdotal evidence. There is a lot of
opinion-based research which gives me anyway
pretty strong comfort that there is something there.

Q18 Baroness Kingsmill: Will greater transparency
help?
Dr Stone: The issue of transparency is on both sides:
we need transparency about what happens
conventionally and we need real visibility about the
way that public services are delivered irrespective of
how it is done. With that then we can have a really
good debate. I can promise you the grief that you go
through trying to dig out the data for the
conventional is quite spectacular. On one of the big
defence deals I was involved in for many years—it
took nine years from start to finish with this perishing
thing—we were trying to find all the current budgets
that paid for the existing service. I think the system
gave up when they found 270 separate budget lines
and they gave up not because the numbers were
coming to a plateau, they were still going up like that
but it was just getting too much like hard work to go
and find any more. To find the data about what it
currently cost would have taxed Sherlock Holmes, it
is buried away in lots of diVerent places.

Q19 Lord MacGregor of Pulham Market: Following
up on the common criticisms of PFIs can I ask you
about one. You referred earlier to the fact that there
was an appalling lack of accountability. It is the
accountability on the long-term financing side that I
would like to raise. One of the criticisms is that if the
scale of PFI really grows and it is oV-balance sheet
financing it is a little bit like the equivalent of a
company financing a whole lot of things oV-balance
sheet way beyond what it should be doing. I
understand your point entirely that projects are
delivered earlier, but should there be a better way of
dealing with that oV-balance sheet element so that
one understands the scale of the risks at any one time
that one is building up for the future?
Dr Stone: First of all can I say that I have absolutely
no sympathy whatever for the concept of a balance
sheet treatment in this context, it is irrational. I
cannot think of any other walk of life in which

something will flip from black to white with an
apparently minute change, it is quantum mechanics.
One of the things that worries me about it is that it is
a measurement and things that get measured get
managed. That does not help one little bit. I would be
delighted to see a consistent treatment where
something like a balance sheet treatment did not
come into it. Let us put that aside because I think that
is a completely spurious process. Many years ago
now Treasury made it quite clear that their only
interest in PFI was in terms of pure value for money:
does it deliver value for money yes or no, end of story.
They were not interested in balance sheet treatment.
We fixed some of the temptation to misbehave on
that. In terms of the long-term consequences I would
argue they are there in the first place. When you build
a school or a road or a hospital you have just
committed three, four or five generations to paying
for looking after the thing and that has not changed.
When Joseph Bazalgette built the sewers in 1860, we
are still dealing with those things. Your obligations
are there. Through public accounts we have this
presentation that says eventually, “I am paying for
the thing all on day one and I’ll forget about it after
that” and the result of that is behaviourally you do
forget about it. I can see I am causing some unease
here. The dangers around all this is that what we are
looking at is immense visibility on the one hand and
not on the other. Personally, I think there are some
strong benefits from having that long-term visibility
and long-term interest. One of the side-eVects of all
this is that while that debt is outstanding, which it
tends to be for a long time in the way that these deals
are structured, you have somebody month on month
who is watching the performance because if the
performance starts to drop then payment drops and
if payment drops the ability to service the debt drops.
The miserable credit person at the bank who is very
concerned about the performance of this deal is
actually part of the mechanism to keep the
performance back to standard and that is quite an
important part of the feedback process.

Q20 Lord Forsyth of Drumlean: If I could just follow
up on that point. You will have noticed that I was
twitching when you were talking about the financing.
Surely, given that it is so much more expensive to
finance the project because of the cost of the money
and if the government were borrowing the money
themselves it would be very much cheaper, is it not a
bit like deciding to buy your house on your credit
card rather than on a mortgage? To say that it is still
being financed in the long-term and covered by future
generations, the fact is these PFI projects are going to
be financed by more generations for longer because
they have been chosen to be funded in that way, is
that not correct?
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Dr Stone: First of all, so is the public debt. The public
debt you borrow in the first place to pay for the
alternative you are also going to be paying for in the
very long-term.

Q21 Lord Forsyth of Drumlean: It is much lower
interest rates.
Dr Stone: It is the margin, you are absolutely right. It
is what benefit you get for that margin. In my view,
you have to look at the overall cost of the deals and
this is why the comparison between the conventional
and PFI is so important. What matters is not whether
that brick is more expensive than that brick or that
piece of interest is more expensive than that piece of
interest but what does the service overall cost
throughout its life. The PFI deals overall cost less
than the conventional according to the NAO
otherwise they would not have been done. For me,
that is the test. If one element is more expensive but
by putting that expense in you are managing the risk
better and the cost of the risk is going down then there
is a trade here and what I would be very careful about
is that separating any one element of the thing
destroys the system.

Q22 Lord Forsyth of Drumlean: Having waded
through quite a lot of the evidence that we have had,
the suggestion is that PFI deals end up certainly being
more likely to be delivered on time and on budget but
they are more expensive. You are arguing they are
more expensive overall. You are arguing a value for
money case. You are saying for your bucks you get
more bang, is that right?
Dr Stone: First of all, I am not quite sure where the
measurement of more expensive comes from. If you
look at the present value of the whole life cost of
things, they are cheaper firstly. In some cases, indeed,
the capital spend may be greatly more expensive. If
we take the M40, for example, which was one of the
early deals, on that particular route the bidders were
asked to take responsibility for 25 years of operation.
I will check it is 25 and not 23, but we will assume 25.
One of them said, “Actually, if we build this road with
porous asphalt it will work better, it will be a low
maintenance cost and there are some great side-
eVects in terms of lower skid resistance and better
environmental noise absorption”. They spent more
money on that but they saved money on the
maintenance and in terms of the overall PV it was
cheaper. That was a very good deal and that came out
of creativity from the private sector in responding to,
“Please be responsible for 25 years”. The material
itself was developed by the Transport Research
Laboratory developed by the government but we
never used it because it was too expensive to lay in the
first place, but over time it is a good deal.

Q23 Lord Forsyth of Drumlean: I think the question
you were expecting to be asked was whether we could
improve the procurement measures for PFI projects
and what changes could be made, but as I am
listening to you I am thinking are you not actually
just saying the benefits, which you cannot quantify,
are about identifying flaws in the public procurement
process. We all know, or at least I think I know, that
government departments look at the Treasury if they
have got a particular project, they know that the
Treasury are going to try and trim it back so they will
put in a proposal which may not be the absolute
outside possibility of what will go wrong, so is it any
surprise that a lot of public sector projects, once they
are approved by the Treasury, turn out to cost more.
They always were going to cost more and we all know
that the Treasury has periods when there is
retrenchment or whatever which interrupts projects
and delays them, departments change priorities, but
that does not mean you have to go out and borrow
money very expensively in the market in order to
have a more innovative, creative procurement policy.
Would it not be smarter to have smarter public
procurement rather than go the whole hog of PFI?
Dr Stone: What matters is what works, I absolutely
agree. I do not care how it is done, what I care about
is that the public service that is being requested by
Parliament is delivered the best way it possibly can
be. I would love to see public procurement improved
to the point where it is oodles better but I shall be very
old and very withered by the time that happens
because the incentives in the system make it extremely
diYcult. Some elements of procurement have
undoubtedly improved a bit but the system within
which the public sector operates actually militates
against those sorts of behaviour. My point about risk
management is you actually have to deal with the
fundamental context of employment of public
oYcials and that is really quite diYcult. If you look
at the debates around public sector pay, I have had a
recent example of fighting a battle to get the nuclear
safety inspectors paid a decent wage so we can recruit
enough of them to deal with the future of nuclear in
this country. Fighting public sector pay is a serious
battle. While that issue maintains, producing the
right solution in the public sector is really hard. If we
can fix it, it would be wonderful. PFI as a process is
about a series of elements together. If the
government, for example, were to put the money into
these deals, which it could do, what it eVectively does
is it assumes credit responsibility for making sure that
feedback will happen, that when performance starts
to drop the lending part of government acts like the
credit department of a bank and forces behaviour
back again. That is not going to happen. Having that
sort of skill within government, I cannot imagine it
ever happening. If we could that would be great and
if you can find a way of changing public procurement
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so that it is as eVective in the long run and is as
accountable in the long run, bearing in mind as I said
earlier there is no equity in government to which you
can attract the failures of projects, it is quite hard to
drive the behaviour. If I can give a very quick little
example just to think about, and the economists
amongst you will immediately spot the flaws in this
but it is an interesting analogy. All the PFI deals that
are done transfer some of the risks to the private
sector. All those deals have ended up somewhere in
banking terms at the bottom end of the investment
grades, triple-B, triple-B plus. If you transferred all
the risk they would be junk. That is what the
government has in normal procurement. I fully
accept that the capital structures are diVerent but
what it says is something along the lines of, “The risk
that is borne by government conventionally is far
greater than people recognise. We don’t account for
it, we don’t manage it and we don’t adapt our systems
to recognise that”.

Q24 Lord MacGregor of Pulham Market: I would
just like to come back to the point about the scale of
the number of projects in any given year and the point
about oV-balance sheet financing because you
referred to public debt. Some critics would say that
one of the ways of getting round the level of control
over public debt in one year or another, and of course
we are very much in that situation at the moment, is
to put as many projects as possible into the PFI sector
where in the past it has been accounted for diVerently
in the national accounts, and thus you get this sudden
rush of schemes which ultimately we will all have to
pay for and there may be retrenchment in due course
because of that. That was the point I was trying to get
on oV-balance sheet financing. I fully accept a lot of
the points you make about the benefits of the process
but if it is allowed to go too far I wonder if you would
still feel there is a risk there and, therefore, the
accounting is quite important.
Dr Stone: With respect, I think the issue is with the
accounting for the conventional in the first place
completely. As I said, the minute you make that
decision you are committed for 50, 60, 70 years
depending on what the asset is. Unless and until we
have public accounts that actually recognise having
built that school that these are the cash costs today,
these are the cash costs over time and somebody is
responsible for those you will not manage it and you
will not actually deal with it properly. That is what
this is about. In my view, as they currently stand
public accounts are not fit for purpose as a tool to
manage infrastructure. It is not about today. Today is
almost an irrelevance in the life of a school, a road or
a sewerage system, it is about how do you manage
these things over the long-term and what is the
measure. The public debt is almost irrelevant, what
matters is the public obligation to deliver those

services. What do we have to do to keep this road
going? In the accounts of the Department for
Transport I would want to see for every road in the
country somewhere a line that says, “This is what you
have to do and in any year when somebody says you
are not going to do the maintenance this year because
we have not got the money” and it goes three years
forward and goes up by 50% because of dilapidations
and so on, that somebody is accountable for that. We
do not have that mechanism at all. The debate that
comes from accounting is a complete distortion in my
view, you are not measuring the right thing.

Q25 Lord MacGregor of Pulham Market: Can I ask
you if you believe that private finance is more
applicable in some public services than in others?
Dr Stone: It absolutely is. First of all, as I said, the
PFI process is a pilot project and it works pretty well
for those deals that can be very well-defined and are
relatively stable. By “relatively” I include the
hospitals where you might build an extra ward
because of changes in healthcare policy a couple of
years into the deal. That works fine. It works very
well for things like pilot training in simulators and so
on. It is a disaster for IT projects, and the reason it is a
disaster is that most IT projects are not fully specified
until the day you shut them down. One of the issues
for me in this is we have a mechanism which is a good
starting point for projects that are well-defined, but
we do not yet have anything which works for services
that change materially over time. One of the things
that we will face when we come down this route is
there is an assumption that the cost of changing your
mind is zero, and it is not. Over time I think we also
have to start to ask questions about—again I will use
IT as an example—the assumption, and my Lord
Chairman may object to this one, that IT services
have to be best in class at any point in time. The IT
service is there to deliver a deal, to deliver an
outcome, to deliver tax returns or passports or
whatever. If it does the job, it does the job, full stop.
The more we can start to get people to think about
why we are doing it in the first place, what are the
outcomes we are trying to deliver, we stand a better
chance of dealing with the need for change. The need
for change comes from a change perhaps in
legislation or safety regulation and so on and there is
a cost to that, and that is fine. If we can make it
transparent and build it in that is good, but we need
to think very carefully about how to manage those
changes and at the moment PFI does not give you
much of a base for that.

Q26 Chairman: Some observers think that the
current PFI model has had its day and that better
versions should be developed. Do you think it would
be beneficial to introduce additional models and, if
so, what form might they take?
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Dr Stone: I think it is absolutely essential. As I said,
the current form suits projects with very stable long-
term needs. The two examples I would point the
Committee to are the Military Flying Training
Services deal that the MoD has done where in eVect
what they have done is they have appointed
somebody to deliver trained flight deck crew but they
have no interest in the aircraft, the simulators, the
universities or anything else that goes into that; they
are simply focusing on the outcomes. That is an
interesting example. Earlier engagement of the
deliverer is something that has to be looked at very
carefully. We have had very little real
experimentation—I am not sure I should use that
word—very little development of the process. A few
years ago Treasury looked at a model which they
referred to as the project delivery organisation and
there has been very little development of these ideas. I
think it is absolutely vital and somebody somewhere,
whether it is Treasury or another department, should
be driving this today.

Q27 Lord Moonie: Dr Stone, is the UK approach in
deciding between private finance and traditional
public delivery reflected elsewhere in the world? Are
there better approaches in other countries?
Dr Stone: I think the UK approach is helpfully
pragmatic, sensible and easier to operate and we
focus on value for money which is a simplistic
definition because, as I said earlier, it does not include
the benefits of the services but is a consistent starting
point. I do not think the boundary conditions are well
thought through so, for example, when we come to
do hospitals whether or not pathology is included or
not can transform the way an outpatient unit works,
as UCL have done with a very clever pathology
service built in. We put artificial boundaries around
some of these deals and I do not think the choice of
what is in or out is necessarily always terribly
pragmatic and rational. There are other countries,
for example Australia, which are much more
hidebound by the process, much more focused on the
mechanistic process than even we are. There are
others, like France for example, where the
introduction of competitive dialogue has been taken
on a much more practical basis. Competitive
dialogue here has made life more complex, it has not
delivered the clarity that was intended because in my
view much of the implementation has been about the
mechanism and not about the outcomes that that
particular part of the procurement process was
designed to add. The EIB, from whom I think you
will be hearing after me,—

Q28 Baroness Kingsmill: I am sorry to interrupt you,
but I am not sure I understand what competitive
dialogue is.

Dr Stone: It is European procurement law and it is
one of the processes that you go through in running
a competition. In essence, once you have got into the
shortlist of bidders you do two things: you first of all
have a debate with each of the bidders in private
about their solution and then you talk about the
contractual basis on which they would then
implement that. It is intended to drive out more
clarity about the solutions early on. It is something
that came out of Brussels as a bright idea and has
been implemented diVerently by diVerent
jurisdictions. As is too often the case, we have turned
it into a machine and less into “What are we trying to
make happen”. EIB have produced a group, the
EPEC team, and they are looking at the sharing of
benefits and knowledge within the 27 Member States.
Are there better approaches in other countries? The
New Zealanders are (a) partly responsible for some of
the early thinking, but (b) now thinking quite hard
about how to make the process better. I think we do
need to learn from other countries and we need to be
more willing to look at the way that they deliver those
outcomes. I think we have done a pretty good job but
we have got a long way to go.

Q29 Lord Eatwell: The recent financial turmoil has
caused a whole series of funding models to be called
into question. Is there also a significant reappraisal of
the funding model that has been used in PFI
contracts or is there any other broader impact of
what we have learned over the last two years?
Dr Stone: That is very interesting. I do not think we
have anything like the right solution to financing
deals. I think we had an interesting first response.
What the crisis has done is to make a number of the
banks think very hard about how best to allocate
their capital and as Basel II is replaced by whatever
capital adequacy rules we come up with to produce
stability I think we will see some further changes. It
has established a small number of key banks which
are now committed to the UK market. The margin, ie
the price of risk, has gone from a frankly too low level
to probably a much too high level, and it is coming
down again so there will be some degree of stability
returning over the next 12-18 months. The issue for
me is that we are still missing the big trick. We started
to have the involvement of pension funds and
institutions principally through the use of monolines
to manage the risk. There is a wonderful symmetry
between infrastructure in general and the long-term
consequences of that and the needs of pension funds.
It has been very interesting to watch the diVerences in
diVerent countries. For example, in the US most of
these institutions have strong credit teams themselves
so they can assess opportunities without any help.
Here most of those institutions do not have strong
credit teams and have either conventionally invested
in things where somebody else has given a seal of
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good housekeeping on the credit quality or a
monoline has insured it for them.

Q30 Lord Eatwell: If I could just understand this.
Most of the risk is taken by monolines?
Dr Stone: On the deals that have involved
institutions, the monolines have interposed
themselves.

Q31 Lord Eatwell: Rather than through some
market mechanism like CDS?
Dr Stone: We will separate the institutionally funded
deals from the banking deals.

Q32 Lord Eatwell: The banking deals would be—
Dr Stone: Self-contained where there was some move
to include a monoline guarantee from those. With the
institutions the monoline has stood between them
and the market and it has been the monoline that has
taken and managed the risk. Indeed, the great skill of
the monolines, irrespective of the fact that they are a
regulatory arbitrage in the first place, the great skill
of the people there was in driving through that due
diligence in the initial deal and then monitoring and
managing the project.

Q33 Lord Eatwell: This has been one of the areas of
the market that has been in real trouble in the last
two years.
Dr Stone: Absolutely. It is certainly an artefactual
regulation and not a fundamental skill. That was
necessary because the institutions themselves did not
have the credit skills which they needed. What has
been interesting to me is to watch—again, I will use
New Zealand as an example—the public sector super
funds down there now starting to become much more
involved in financing infrastructure where they do
have some credit skills. If there is one thing that the
UK institutions could do to make a real diVerence
here, and this is infrastructure in general and not just
PFI, it is for those institutions to build those credit
skills and to become much savvier investors.

Q34 Lord Tugendhat: I apologise for being late.
Perhaps this is an appropriate question to end up on.
I think there is a general view that the global economy
needs more investment in infrastructure. On the other
hand, governments are rather ill-positioned to make
it. In your evidence you have suggested that private
finance has quite a role to play globally and I wonder
if you could explain how you think it might help to
close that circle.

Dr Stone: If we treat financing and funding as two
separate things, funding being who pays for it and
financing being the time shifting of those payments, I
do not think there is any question that over the next
30 years the infrastructure needs are such that
governments alone have not got a hope of footing the
bill and, frankly, nor should they because many of
these pieces of infrastructure are normal commercial,
rational economic activities. I think the challenge is
creating the mechanisms through which we can
attract the capital in the first place and to make sure
that the funding, ie payment mechanisms that go
with them, are rational. My personal view given the
energy consequences that 2050 implies is that we have
a scale and pace of change coming which will be
greater than anything we have seen since World War
II or the Industrial Revolution. Unless we find ways
of harnessing that private capital as part of delivering
overall services, and it does not matter where the
money comes from, what matters is that the services
are delivered. It does not matter who funds National
Grid, whether it is in the public or private sector,
what matters is that the Grid works; similarly for the
roads, the schools and the hospitals. It has been very
interesting that the adaptation of PFI globally has
been driven in many cases by the equivalent of the
Treasury looking at value for taxpayer money, “How
can we make the limited taxpayer money go further
and how can we bring in better skills to help maintain
that quality over time?” Globally it is not going to go
away. It is very interesting that some of the huge
pension funds in North America are looking very
intently at these forms of delivery and these forms of
investment. CalPERS, for example, is one of the
largest shareholders in Carlisle which created an
infrastructure fund almost specifically to look at just
how these deals can be made to work. We have to
make it work. There is no reason on earth why the
financing and the delivery of public services has to be
exclusively in the public sector. There should be a
debate about the best way to do it and whatever the
best way is should win. I hope that the learning that
we have had in the UK over the last 10 or 15 years
gives us the ability to take a strong role in that debate.
I think we have every right to do so and we will be
even better placed to do so with a bit more care on
understanding just what has happened.

Q35 Chairman: Dr Stone, that brings us to the end
of this session. On behalf of the Committee can I
thank you very much indeed not just for your written
submission but for your answers to our questions
which have been very helpful indeed.
Dr Stone: If there is anything else I can do during
your work please do not hesitate to ask.
Chairman: Thank you very much indeed.
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Memorandum by the European Investment Bank

Introduction

The European Investment Bank (EIB) is the financing institution of the European Union. The Bank, which
is owned by the EU’s 27 Member States, provides long term finance to eligible projects supporting EU policy
objectives such as the economic development of lagging regions, promoting sustainable and secure energy
supplies, developing transport infrastructure and others. The Bank finances its investments by raising large
amounts of funds on world capital markets; these funds are then on-lent to eligible projects on a “not-for-
profit” basis. The Bank’s financial value added to borrowers comes from its AAA status, its willingness to
share risks on projects with other lenders and the long maturities it can oVer in a variety of currencies. The
EIB is also known for the robust environmental, technical, economic and financial due diligence it applies to
projects; for this reason, EIB finance can act as a catalyst for other funders to participate in project financings.

EIB is Europe’s leading funder of PPP projects, providing over ƒ11 billion of funding to PPP projects since
2005, of which 34% was for UK PPP projects. Details of the Bank’s PPP lending in the UK from 2005 to 2009
are given in the Annex to this note. The financial crisis has increased the Bank’s attractiveness as a source of
funding for PPPs and the Bank has remained, therefore, an important source of lending to PPPs, committing
over ƒ1 billion to projects in the UK alone in 2009.

Notwithstanding the bank’s substantial financial commitment to PPP projects, the EIB is available to fund
eligible projects regardless of whether PPP or a conventional public sector funded procurement method is used
(provided such procurement complies with EU Directives). In this context EIB is a major funder of local
authorities and governments throughout the EU, and in the UK recently signed a £1 billion loan facility with
Transport for London to part fund the Crossrail project.

In late 2008, and in recognition of requests from its shareholders and its experience in the field, the Bank
established the European PPP Expertise Centre (EPEC) as a joint initiative with the European Commission
and Member States. EPEC, which now includes some 25 national or regional public sector PPP taskforces or
policy units, is designed to improve sharing of information, expertise and good practice across the public sector
in Europe.

PPP and Value for Money: EIB Evaluation of PPP and Conventionally Procured Projects

EIB finances large projects (greater than £100 million) in the education, health, waste and transport sectors.
Other sectors in which a large number of projects have been procured using PPPs, such as defence, prisons and
general accommodation are not eligible for EIB funding. EIB has also not participated in sectors where the
average size of the projects tends to be small (eg the NHS Lift Programme). Our comments below therefore
reflect our experience of performance of the first group of projects.

In 2005, the EIB’s Operations Evaluation Department, an independent function of the EIB reporting directly
to the Bank’s Board of Directors, reviewed the performance of the then operational portfolio of PPP projects
financed by the Bank. Amongst the key results from this Evaluation12 were:

— the PPP projects were largely completed on time, on budget and to specification. In contrast, an
analysis of conventionally procured infrastructure projects financed by the Bank revealed delays of
at least one year in more than half the cases;

— the PPP projects were completed to a standard at least as high as conventionally procured alternatives
and on some projects, the standard of works was better than would have been found in public
procurement;

— in terms of the Bank’s standard evaluation criteria, 80% of operational projects were “good” or
“satisfactory”. Some 20% were unsatisfactory in terms of their economic eYciency—these were non-
UK road projects suVering from lower than expected traYc demand; and

— in most cases, PPP enabled the public sector to accelerate the construction of key infrastructure.

These conclusions are consistent with an increasing amount of international evidence on the strong
performance of well structured and managed PPP projects.

The Operations Evaluation Department report further concluded that PPP projects funded by the EIB and
operational by 2005 demonstrated genuine sharing of risks between the public and private sectors. It is
sometimes argued that risk transfer is only fully tested when projects run into diYculties. Whilst this argument
has some merit, the superior on-time and on-budget performance of PPP vis-á-vis conventional procurement
is prima facie evidence of appropriate incentivisation (and as a corollary, risk sharing) in the construction phase
of PPP projects. This does not necessarily imply, however, that the risk transfer was cost eVective from the
12 The full report is available at http://www.eib.org/attachments/ev/ev ppp en.pdf
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public sector’s point of view. There is less evidence on operational performance (as relatively fewer projects
are in the operational phase) but, as noted above, that which exists is also generally positive in respect of PPP
performance.

Funders play a key role in securing the generally superior performance of PPP projects. They scrutinise a
borrower’s obligations under PPP contracts to ensure that these can be fully met; and negotiate clauses and
other protections with the borrower and sub-contractors (eg penalties for delay) which are intended to
incentivise the on-time completion and good operation of projects. They will also monitor a project’s
performance during the construction and operational periods with the help of external technical advisors to
enable problems to be identified at an early stage and remedial action taken. Loan contracts also contain
provisions which enable banks to take pre-emptive action to deal with performance shortfalls which threaten
the ability of projects to meet financial obligations (and therefore put lenders’ debt at risk). This third party
scrutiny of projects, and the incentivisation of funders to ensure successful project implementation and
performance, represents arguably the single most important advantage of PPP structures.

Equivalent levels of monitoring should, in principle, apply in the case of conventionally procured projects. In
practice, similar disciplines and incentives do not apply where a project is conventionally funded or where the
debt is not exposed to project risks (for example where it is fully guaranteed by the public sector). In other
words, a key advantage of privately financed projects can be the additional incentivisation and monitoring
capacity required by lenders and that comes with the need to repay third-party debt.

The Financial Crisis and its Implications for the PPP Model

The main eVects of the financial crisis on the PPP funding markets can be summarized as follows:

— The financial crisis has substantially reduced the financing available for PPP projects.

— Project finance and PPP lending is competing for scarce regulatory capital and the opportunity cost
for banks and capital market investors of PPP lending has, therefore, increased.

— The bank syndicated loan market is not operating and deals are closing as “club” transactions (see
below).

— Bank margins have increased substantially from pre crisis levels, and senior debt tenors have reduced
(although the increase in rates is partially oVset by the reduction in base rates).

— There is a high degree of selectivity on the part of banks and a general lack of consistency in the terms
and conditions required by funders, making forward planning more diYcult for procurers.

— No viable capital market solution has emerged to replace the wrapped bond market which closed with
the demise of the monoline business.

Although there are signs of easing, there have been some fundamental changes in the PPP finance market.
Some banks have partially or wholly withdrawn for the project finance market. There is also evidence that
previously active international players have become more orientated to their domestic markets. As a
consequence, there has been a significant reduction in the number of deals that have reached financial close
since the onset of the crisis. There has also been an impact on the number of new projects initiated during
that period.

PPP Procurement and the Financial Crisis

Under EU and national legislation most PPP projects are required to be procured under the Competitive
Dialogue procurement procedure—see EU Procurement Directive (2004–18). Recent work of EPEC however,
has shown significant concern amongst EU Member States as to the applicability of these procedures in the
current market context. The reason for this is, as noted above, that the credit crisis has significantly impaired
the bank market for long term debt, impacting volumes, pricing and appetite for risk. One of the consequences
is that banks are currently unable (or unwilling) to provide firm financial commitments at tender stage.

This sits somewhat uneasily with the requirements of the Competitive Dialogue procurement procedure, in
which final oVers must contain “all elements required and necessary for the performance of the project” and
after submission of their final oVers, bidders may only be asked “to clarify aspects of the tender or confirm
commitments . . . provided this does not have the eVect of modifying substantial aspects of the tender”.

Current practice for major PPP projects now generally consists of selecting a preferred bidder on the basis of
conditional financial oVers, and proceeding to financial close by running a “book building” exercise (or other
form of funding competition) with the preferred bidder. Careful management of this process is required by
public authorities and their financial and other advisors to ensure that the requirements of the Competitive
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Dialogue or other procurement procedures are complied with and the public sector maximises competition
between funders. Additional guidance on this matter may be helpful.

The combined impact of the crisis on the supply of debt could, therefore, have a lasting impact on value for
money and aVordability of PPPs. For this reason, it may be particularly helpful to look at both the response
to the crisis, and the general approach to PPPs, in other European countries.

The European Context

Across Europe, PPP shares a number of common principles, notably the importance of eYcient risk allocation
and, through this, enhanced value for money for the public sector. However, there is no single organisational
model for PPP across Europe. The PPP model adopted by a given country will reflect that country’s particular
economic, political and legal context—and PPP has shown itself to be extremely flexible in responding to these
diVerent contexts. For this reason, the EIB avoids a dogmatic definition, recognising instead that the PPP can
embrace a wide range of arrangements for sharing risks and responsibilities between the public and private
sectors.

UK PPPs are distinct in important respects from the approaches adopted in other EU countries with major
PPP programmes. Key features of the UK context are, for example, its common law legal framework, the
sophistication of its financial markets (the UK is, for example, the only country in Europe to have drawn
extensively on the capital markets as a means of funding PPP), the experience of the public sector in PPP
procurement, but also the relative weakness (in terms of balance sheet strength) of much of its contractor
sector. Caution should be exercised, therefore, in any attempt to transplant the models of other countries.

Notwithstanding the challenges of the current financing market, the financial crisis has led to a renewed
interest in PPP models. This reflects not only an appreciation of the role that eYcient infrastructure investment
can play in promoting economic growth but also the reduced capacity of governments to finance these
investments directly due to their increased indebtedness. This has resulted in a new emphasis from the
Commission on PPPs as a component of its anti-crisis strategy and the Commission is expected to publish
shortly proposals on mobilising private finance and PPP in the context of the European Economic
Recovery Plan.

PPP Developments

Any developments in the UK PPP model should, above all, endeavour to maintain the main benefits of the
current model, namely:

— improvements to the way public projects are procured. PPP has acted to impose new disciplines on
public procurement teams and encouraged a focus on investment objectives rather than the means by
which they can be achieved;

— a “life-cycle” approach to capital investment, where an investment is considered on its complete cost
over time, including long term maintenance and performance, rather than on the original capital
expenditure only;

— eYcient incentives and the alignment of the interests of the public and the private sectors through risk
sharing and appropriate contractual arrangements; and

— the engagement of third party funders. This brings robust external scrutiny to projects. Equally
important, funders are incentivised to ensure the long term performance meets the public sector’s
specification.

Given the significance of long term, third party finance for PPP transactions, the current diYculties in securing
long term debt on aVordable terms represents a considerable challenge for the PPP model and a number of
Member states have introduced measures aimed at increasing the available funding. Some of the following
options are currently in place or being considered elsewhere in Europe are:

— Direct guarantees to the private sector. Direct guarantees are state guarantees oVered to lenders
outside the provisions of project agreements. These are being used in France and Portugal, and are
under consideration in Slovakia, principally in the case of large projects where banks need to limit
their exposure. Typically, these are structured to leave a residual risk to lenders.

— Indirect guarantees to the private sector. Indirect guarantees are typically applied through specific
provisions of project agreements. These may range from favourable compensation on termination
provisions which have applied, for example, in Spain to direct irrevocable payments from the public
sector to lenders after project completion—examples are the German Forfeiting model or the French
Cession de Créances.
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— Refinancing guarantees. Some European authorities have proposed forms of refinancing guarantee to
address the uncertainties related to short term debt tenors (so called “mini-perm” structures).

— Public sector co-lending facilities for PPPs. The UK, of course, already has experience of the Treasury
Infrastructure Funding Unit (TIFU).

— Public sector liquidity guaranteed by the private sector. In practice, this usually involves commercial
guarantees for debt provided public sector promotional banks.

A key attraction for the public sector of these each models is that they should reduce the cost of finance for
PPP projects. On the other hand, and to put the issue quite starkly, each of these models result in, to a greater
or lesser degree, lower risk for private sector lenders. In assessing these models, it is important to recognise the
key risk management role performed by equity and third party debt in PPP transactions. Indeed, it is arguable
that the role of third party equity and debt finance in scrutinising the economic and financial performance of
projects is the principal reason for the superior ‘time and cost’ performance of PPP vis a vis conventional
procurement.

To state the issue clearly, the more debt is de-risked, the greater the probability that the public sector will,
eventually, be called upon to pay out on its guarantees. This underlines the importance of a clear analysis on
the part of the public sector of reasons for de-risking debt. There is a significant diVerence between guarantees
on the one hand for poorly structured projects with weak economics which could not otherwise be bankable
and, on the other, guarantees which address reasonable lender risk aversion on the very largest deals.

The Long run Role of Private Finance in the Delivery of Infrastructure

The EIB recognises that issue of the choice between public and private finance for the delivery of infrastructure
lies with its shareholders and customers. From a European perspective, however, it is clear that the economic
crisis (and resulting increase in public sector indebtedness) has significantly reduced the capacity of EU
Member States to finance investment from budgetary resources.

The value of investment finance required remains very significant. By way of example, meeting the European
Commission’s commitments for the trans-European transport network alone will require finance in excess of
ƒ20 billion during the period 2007–13. Significant additional funds will be needed to meet commitments for
energy and the environment, to help lagging regions and implement the knowledge economy.

This suggests that increasing recourse to private finance will be essential if European governments are to meet
their economic commitments. As noted above, this is now being explicitly recognised by the European
Commission which is committed to addressing some of the legislative and administrative barriers to PPPs.
However, the balance between public and private finance should be determined above all by the role private
finance plays in securing value for money from these investment programmes.

It is clear that, as a result of the financial crisis and diYculties suVered by the banking market, the price of risk
has increased and is unlikely in the foreseeable future to return to pre-crisis levels. Against this background,
it will be more challenging for PPP projects to meet the value for money test. There are alternative means of
engaging the private sector in the delivery of public infrastructure. It is clear, however, that the project financed
PPPs in which the risks taken on by the private sector are underpinned by a mix of equity and third party debt
is a tried and tested model, as well as the only sustainable means of matching the private sector’s commitment
to asset maintenance and service delivery to the economic lifetime of the infrastructure required.

Looking to the future, a focus on service delivery can be expected to be increasingly important. In other words,
the contribution of the private sector to innovation in the delivery of strategic public services should be an
important issue in assessing the long run role of private finance. In this respect of focus on service delivery, it
is clear the UK has led the European market. In most of Europe, the focus remains predominantly on PPP as
a means of delivering hard infrastructure. In the post crisis financial environment, the role that PPP can play
in modernisation of public service delivery will be an increasingly important part of the value for money case
for private finance.
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Annex

UK PPP Projects Financed by the EIB 2005–09

Year Project ƒm

2005 Newcastle Hospitals 167
DLR Woolwich Arsenal Extension 148
North Lanarkshire Schools 103
Argyll and Bute Schools 81

499

2006 M1 Westlink and M2 90
Highland Schools 88
Royal London and Barts Hospitals 359
Northern Ireland Water 85
St Helens and Knowsley Hospitals 218
Birmingham Hospital 364
Cornwall Waste 120

1,324

2007 Forth Valley Acute Hospital 190
North Staffordshire Hospitals 227
Wakefield Hospitals 221
Newcastle Schools 79
A1 and A4 Upgrade 169

887

2008 Dumfries and Galloway Schools 79
Belfast Schools 71

150

2009 M80 Motorway 157
Manchester Waste—TPSCO 88
Manchester Waste—VLSPV 107
M25 Widening Tranche A 241
M25 Widening Tranche B 207
NI Health Investment Programme 137
Barnsley BSF 46
Bradford BSF 95

1,079

Total 3,938

Examination of Witnesses

Witnesses: Mr Simon Brooks, Vice President, Mr Thomas Barrett, Director, and Mrs Cheryl Fisher,
Associate Director, European Investment Bank, examined.

Q36 Chairman: Welcome to the Economic AVairs
Committee, Mr Brooks, we are delighted to have you
here. Thank you for your written submission.
Perhaps you could introduce your colleagues at the
time they are going to speak. I always have to ask if
you could speak as clearly as possible for the benefit
of the shorthand writer and the webcast. Do you
want to make an opening statement or would you like
to go straight into questions?
Mr Brooks: I would like to make one very short
opening statement because Mr Sinton has mentioned
to me that you have a rather out of date CV for me,

which still has me down as a Treasury civil servant. To
put the matter beyond doubt I should record that I
am not a British civil servant and have not been for
three and a half years. I spend all my time in the
service of the European Investment Bank.

Q37 Chairman: Thank you very much. Perhaps I can
start oV with a question on terminology. PFI, PPP
and Private Participation in Infrastructure are all
terms that are used but what do you mean by PPP in
the European Investment Bank? How, if at all, does
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that diVer from any other terms or acronyms I have
mentioned or any other usage?
Mr Brooks: Lord Chairman, you are right to say there
are a number of confusing acronyms in this area. We
do not find it particularly helpful to draw any
particular distinctions between the various bits of
alphabet soup. When we talk about PPP we are
referring to a wide range of arrangements under
which the private sector is engaged in delivering
strategic public services, normally through
participation in investment in infrastructure. The
main driver, in our view, for adopting this sort of
arrangement should be simply value for money and
the ability to blend the private skills in the delivery of
public policy objectives with the public sector skills in
defining those objectives. For us, this complex of
initials is about service delivery with the risks shared
between the public and private sectors in a way that
we hope benefits everyone.

Q38 Chairman: You in the EIB finance not just risk
sharing arrangements but also direct public
procurement, is that not right?
Mr Brooks: Indeed.
Chairman: I think we will come back to that later.
That is quite useful.

Q39 Lord MacGregor of Pulham Market: This is a
very broad question to begin with, particularly since
you have referred to “a wide range of arrangements”.
In your view, what are the key characteristics that
contribute to the success or otherwise of the
approach? I realise with a wide range of
arrangements that is a diYcult one, but in particular
if we take the UK context and the way in which it has
developed in the UK for example.
Mr Brooks: We have a lot of experience in doing PPP-
type arrangements across Europe and certainly in the
UK, as you saw from the annex to our submission,
including, I must say, some quite complicated ones
which we will no doubt talk about later. And for us
the key thing is that successful PPPs have to have a
good focus on what the outputs required are and
concentrate, in particular, on delivering those
outputs rather than focusing too much on particular
inputs. For us, it follows from this that to have a
successful PPP you really need a project where the
desired outputs are capable of being well-specified
and determined at the beginning so that people know
exactly what they are getting into and know the
various risks that are to be shared amongst the
parties. I think that is the key for a successful
potential PPP project. Then, in the execution of this,
to ensure that the project is actually successful, I
think it is desirable, and perhaps necessary, that the
public sector’s requirements are well-specified and
thought out in advance so that there can be a good
discussion with the potential providers about exactly

what is to be provided, without the project evolving
during the course of the competition. The next point
I would draw to your attention to is that part of the
theory behind the PPP process is to engage the
private sector financiers as guardians, if you like, of
the project and to incentivise them—by putting their
money at risk—to take a particular interest in the
way the project is specified. It seems to me that three
factors are key: can you specify suYciently well what
the project is to enable a proper contract to be drawn
up; can you identify the risks in that process so that
financiers and the project promoters can price it
appropriately; and is there whole of life
consideration? I think this last issue is also very
important. One of the advantages of the PPP is that
we see an ability to keep the infrastructure intact
throughout the lifetime of the project rather than, as
has so often happened (all over the world frankly)
huge expenditure upfront and no attention to the
maintenance thereafter and the need for another
major change 20 years down the track. So a
commitment from the public sector to ensure that the
maintenance of the assets is attended to over the life
of the project is important. That is what we look for
when we get into a project: is it well-specified, can the
risks be established and priced, are our financing
partners adequately incentivised to scrutinise the
project and pay attention to it throughout its life, and
is there suYcient attention being paid to the whole
life of the project and not just the initial construction
phase of the project.

Q40 Lord Forsyth of Drumlean: Mr Brooks, Dr
Stone indicated to us earlier that one of the
advantages of PFI was that very careful diligence
would be done and very careful preparation would be
done in the tender process and so on. You have
emphasised value for money but value for money for
me implies competition. I wonder if there is suYcient
competition given the costs involved in preparing the
tenders and also whether you think that there are
enough players in the game? I am pretty conscious of
the recent OFT investigation in putting that thought
to you.
Mr Brooks: I think you are right that there has to be
competition for it to work. The idea is to find the best
project specification so that we always have some
competition to drive that out. There is competition at
a number of diVerent levels. You want some
competition between the contractors who are going
to build it and you want some competition between
the financiers who are going to finance it. After all,
there are two aspects here. Clearly most recently the
competition at the financing stage has been less than
it used to be, and no doubt we will be discussing that
during the course of the afternoon. I think the UK
has a very open process in looking for suitable
contractors and amongst the European countries I
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would say it has been very open in that respect. Some
of the contractors are perhaps not as strong as
elsewhere, which may aVect the project, but I think
this is a good time for me to introduce Mrs Cheryl
Fisher who has dealt with the actual delivery of many
of the UK PPP projects that the EIB has been
involved in financing, both, for example, the
extremely complicated and large Manchester Waste
project which closed recently, but also the Building
Schools for the Future programme, which we are
part-financing and which is an entirely diVerent sort
of PPP. I think it would be helpful to take her views
on her knowledge of these projects and whether she
views the competition as adequate.
Mrs Fisher: I would echo what Simon said. I work not
only in the UK but also for the French and the
Benelux and the Irish markets, and I would say that
the UK market is the most open PPP market of all the
countries in which I work, by which I mean that you
find many more bidders competing for these projects
from other countries in the UK than I find when I
look at French projects where there are fewer
overseas companies bidding. From that perspective I
think the UK market does benefit from quite a high
level of competition amongst contractors, so for
example you will find Scanska from Sweden, you will
have Vinci from France and you will have Spanish
contractors as well, so I think there is quite a good
international mix of contractors quite active in the
UK market that I do not see everywhere. I would
start by making that point. Anecdotally there is a
suggestion that the introduction of the Competitive
Dialogue has reduced the number of contractors who
are interested in bidding for some of the smaller
projects in particular because of the high level of bid
costs that they are now incurring as a result of having
to put in fully priced bids at the final stage. I do not
have hard evidence for that, as I say it is primarily
anecdotal conversations with contractors who are
saying they are not so active any more, but,
nevertheless, I think we are still seeing among the
projects in which we are involved good competition
on the contractors’ side, by which I mean at least
three contracting companies who are actively looking
to win a contract. I would say that the EIB is in the
very unique position of seeing all bids for a project
because EIB supports a project and does not support
an individual contractor when it oVers finance for the
projects, so we are able to see across all of those oVers
that are going in and I think again based on that view
of the projects we see quite a lot of competition and
bidders are quite active in trying to get the best price,
both from their funders and also honing their price as
they come up to the final bidding stages. Again as
Simon says, I think the competition for the financing
is reducing in the UK, there are fewer funders
available. In the smaller-sized projects that is less of
an issue, there are still funders available for them but

for the larger projects where we no longer have
capital market funding I think that we have seen a
substantive reduction in the level of competition
amongst funders. That has had an impact. I think the
thing that has had an impact however is less about the
competition which has led to an increase in risk
pricing but the fact that all funders have had an
increase in liquidity costs, essentially as a result of the
credit crisis, and I think that is what has driven the
pricing up and the lack of funders has let to a
slowness in delivery and a decrease in the speed with
which projects close rather than a massive change in
the sorts of financing terms that are actually being
oVered as a result of lack of competition. It is more
the liquidity issues that banks have at the moment
which have increased their cost of funding rather
than the actual lack of competition has increased the
cost of funding for various projects.

Q41 Baroness Kingsmill: Governments tend to be
able to borrow funds more cheaply than the private
sector, so what is your view of the relative benefits of
funding from the private or the public sector?
Mr Brooks: It is certainly the case that governments
can on average borrow cheaper, certainly in the UK.
I think it is important in this connection to be clear
what borrowing you are comparing with what. The
government, in eVect, has access to the entire
resources of the British taxpayer. When we are
dealing with PPP as a project vehicle the level of risk
is much higher because the project only has recourse
to its own assets.

Q42 Baroness Kingsmill: Indeed.
Mr Brooks: So when comparing the two levels of
pricing it is important to compare like with like. I
think one of the benefits of the PPP system is precisely
that it reveals the inherent riskiness of the project and
in eVect puts a price on that, which is related to the
diVerence between the gilts rate and the price of funds
that the product itself can attract. A large part of that
is in the risk pricing. That extra risk has to be covered
however the project is financed.

Q43 Baroness Kingsmill: But is it worth it?
Mr Brooks: I think this is an area where we have to
rely quite a lot at present on the diVerent structures.
The idea behind the PPP structure is precisely to
brigade the private sector to make the projects work
more eYciently than they would do otherwise. The
diYculty here is that one does not do the same project
both ways so you never have an exact comparison.

Q44 Baroness Kingsmill: And the private sector has
to have some skin in the game to do this.
Mr Brooks: Indeed. But the intention is that this
benefit the private sector gets is oVset in the public
sector by the extra eYciency that is brought to the
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prosecution of the project in the first place, which is
the intention behind it. I think that there is work to
be done on trying to hone down the margin that in the
end should accrue from PPPs. I think where there are
many rather similar projects being done, perhaps
schools or something like that, where they might be
procured by PPPs or by the conventional manner,
then you could in principle start to assemble data
and, by averaging over the large numbers of projects,
start to form a view about what the pay-oV was. I
think the diYculty that we must recognise in some of
the larger projects in which we have been involved is
that they are all one-oVs. It is very diYcult to separate
out particular features from a large project such as, as
I mentioned earlier, Manchester Waste or the
widening of the M25. It is diYcult to separate out
precisely what would have happened had this project
been procured another way. It is just a very diYcult
thing to do. I look forward to more research being
done on the smaller projects where they are
reasonably homogenous. As for the larger projects, it
is going to remain very diYcult in any particular case
to know how big the margin is. I think on this the
EPEC has started to do some work, so if I may
introduce Tom Barrett who was a major force behind
the establishment of the European PPP Expertise
Centre which is a consortium of interested parties—
public sectors promoters—working on PPPs in
Europe, and which is trying to spread best practice.
Amongst its work the EPEC Centre has started to
look at this very question about whether you can
establish how big the cost margin is and the
advantages you get from this method.
Mr Barrett: Thank you. I think it is clear both in the
United Kingdom as well as in many other Member
States that there is a considerable repository of good
data, even if it has to be fully mined as yet, in the
national audit oYces and these have in fact focused
very specifically on PPP projects as a new area of
public procurement and therefore one that was
worthy of particular scrutiny as it developed. What
became evident as Member States sought to exchange
their notions of good practice was that in fact there
was not really a common database, there was not a
common dialogue. So with the encouragement of the
Member States we took a simple initiative of in eVect
of creating an expertise centre which really is in fact a
group at the moment of 10 or so people coming from
diVerent Member States and coming from the Bank
with good information, good insights into how the
PPP systems work in diVerent Member States. We
have thought it worthwhile to actually set up this
particular study and it will focus particularly on
achieving and measuring value for money, but in
general we are working on the data provided by the
Member State national audit oYce systems
themselves and therefore it is evidence, I trust, that
will be readily accessible and readily verifiable by all

of those who wish to look behind the summary of
conclusions.

Q45 Chairman: When do you think it will be ready?
Mr Barrett: If we look at the track record of the
National Audit OYce in the UK it is quite
considerable. If we look at the most recent data there
are some very broad pictures. Where we look for
example at the Dutch, the Spanish and the Germans,
we have reasonably strong audit systems that have
been relatively thorough in their examination, so I
would hope within a 12-month period, as this is the
beginning of the project evaluation, we will have
something which we will then submit to all of the
Member States, because the membership of this
European PPP Expertise Centre is comprised of EIB
and the Member States and in fact 26 out of the 27,
which rather reflects the degree of interest in the
problem, as well as the European Commission.

Q46 Baroness Kingsmill: It is going to have to be
fairly significant to justify the diVerence in the cost of
the capital, is it not, relatively speaking?
Mr Barrett: As Simon has said in one of his particular
comments, value for money is a fundamental of the
PPP system, but it is not the only method of counting,
even if it is an essential part. I think when we look at
the investment requirements and procurement
requirements across the Union we are looking at a
number of Member State some of whom are
obviously significantly less well-developed
economically in terms of social infrastructure than
the UK is. We are looking at challenges about
improvement of infrastructure for the purpose of
competitiveness so indeed when it comes to a final
calculation of what are the pluses and minuses of the
total picture, value for money is a necessary
element—and it cannot be justified without that—
but there will be other elements on the table as well.

Q47 Baroness Kingsmill: I suppose what I am getting
at is the conventional procurement package could be
one way of getting theses sort of infrastructure
projects oV the ground, could it not, with the capital
provided by the governments? The PPP and PFI
projects are a particular form of that and one is just
trying to get some sense not necessarily of value for
money but to get some sense of how big the benefits
are to justify what would look on the surface to be
greater cost.
Mr Barrett: Fully accepting your point, I think many
Member States have looked at this question of
utilisation of PPPs from a number of additional
perspectives, one for example being the introduction
of additional construction capacity. That for example
in the United Kingdom was a rather pertinent
concern at one particular stage. A second has been
the ability to find export markets for national
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contractors. That too has been relevant; the ability of
contractors to put capital behind some of these
investments, and indeed to undertake a change in
their own infrastructure. Certain of the contracting
industries within the Union are noted for what we call
strength of capital. They have the capacity to take
risk, to do research and development and to innovate
in the type of projects they do. Other countries have
been more marked by very thin capital support. So
perhaps I am in a sense enlarging your question in
saying that while value for money is part of the vital
oxygen, it is not the only issue and that therefore
when we look, as we do, at the medium to long-term
requirements in certain areas where private capital
can be engaged, we have say well is this a useful
addition tool. The words I am using rather carefully
are “additional tool”, not a substitute for public
procurement, and therefore the whole debate turns
around whether or not it has been used appropriately
in the circumstances. If one refers to, for example,
some of the significant environmental investments
that are foreseen in this country alone, one has to say
that that must come within a public policy
framework and therefore how are we to achieve that
type of investment scale, which is considerably
greater if these estimates are true, than anything we
have previously undertaken.

Q48 Lord Forsyth of Drumlean: May I take up a very
small point that Mr Brooks made. Perhaps I
misunderstood you but when Baroness Kingsmill
asked about why pay the premium on interest charges
that comes from funding it privately as opposed to
directly by government, I thought you said that an
advantage of the process was that it would make
people assess the risks more carefully, but is that not
a bit like saying to someone, “Actually you can take
out your mortgage on the basis of a lower credit
rating and it will be a very much more expensive
mortgage but it will make you appreciate what a risk
you are taking in buying this house”? It seems a
perverse argument. Perhaps I have misunderstood or
I have characterised what you were saying wrongly.
Mr Brooks: It was not my intention to say quite that.
What I wanted to refer to is that when one compares
the price of funding through gilts, which is a general
charge on government resources and which is not tied
to a particular project, with the price of funding a
particular project where the funders have recourse
only to the assets of that project, the diVerence in
price largely reflects the diVerence in risk. If, for
example, it were to be the case that the public sector
were to guarantee this individual project so that the
credit risk then became the risk of the public sector,
then of course the price of this project would collapse
to be the same price as gilts. It is important to bear in
mind that the diVerence in price you see reflects the
very real diVerence in risk that the funders face and to

reflect on the fact that you want the funders to be at
risk in the PPPs because it is their concern to get their
money back that makes them manage the project
properly from their perspective. I think that this is a
key diVerence in the two ways of procurement. If one
were fully confident that the public sector was just as
expert as everybody else in specifying a project, not
allowing mission creep, identifying the risks, drawing
up the contracts—suppose those two things were
entirely equivalent—the incentive on the funders,
such as ourselves, to monitor and watch over the
project is rather diVerent when it is a sovereign risk
from what it is if the risk is entirely concerned with the
project in a free-standing way. I think a key bit of
getting value out of PPPs is to brigade people like us
to follow the project very carefully.

Q49 Lord Eatwell: Could I just follow up on that. I
am getting very puzzled here. I can see the issue
whereby PPPs may bring resources into the transition
countries of Eastern Europe who do not have the
resources available to do so, but that issue does not
apply to the UK.
Mr Brooks: Indeed.

Q50 Lord Eatwell: I can also see that it might bring
management skills in that context which may or may
not apply in the UK in terms of procurement
management. The third item which is addressed is
this issue of risk transfer, that somehow risk is
transferred from the public sector to the private
sector which is taking the risk. I do not understand
this at all. If you have got a prison, the prison has got
to stay there. If the private contractor goes bust or in
another way defaults on their charge, their activity,
the public sector has got to pick it up, it has got to run
it. If it is supplying water, the public sector has to
guarantee that supply of water because these are
public services, and so I think this notion of transfer
of risk to the private sector is a complete myth, is it
not?
Mr Brooks: It does not feel like that because it is our
money at risk.
Mrs Fisher: Yes.
Mr Brooks: And if you think about the situation we
are in, when one of these projects fails we take, and
therefore our shareholders take, a real loss. I would
argue that it is the fear of that loss that forces us—

Q51 Lord Eatwell: Hang on a second, you may take
a loss but suppose it has failed, the public sector has
to take over the project and make it work and
therefore the public sector has not lost the risk.
Mr Brooks: What I was going to go on to say was that
the fact that we stand to take a loss improves the
attention we pay to the specification of the project in
the first place.
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Q52 Lord Eatwell: Yes, but that goes back to
resources and management, that is your number one
and number two. The issue is this risk transfer. I can
see that you are taking a risk if you are starting it, that
is fair enough, but actually what is interesting then is
that the social risk is really increased because the
public risk has not diminished and risk has been
added on your side. This seems to me to be a
fantastically ineYcient system.
Mr Brooks: I would argue that the public sector risk
has been diminished.

Q53 Lord Eatwell: How has it been diminished?
Mr Brooks: Because we and our funding colleagues
and the contractors have been incentivised to come
up with a project that is less likely to fail and delivers
a better level of service.

Q54 Lord Eatwell: That is going back to number one
and number two. I accepted the argument there may
be resources, I accepted the argument that there
would be better management skills and highly
incentivised management skills. The issue I am trying
to focus on is whether there is any risk transfer. I can
see that you are incentivised but is there any risk
transfer if the public sector is committed, say, to
maintaining a prison and making sure the prison is
there to look after the prisoners?
Mr Brooks: I think there is in the short term. When we
consider the way the project has been undertaken,
there is definitely risk transfer at that point because
the lenders face risks that they would not have faced
if this project had been procured in the conventional
manner. So there is clearly a risk transfer during the
life of the project. And I would argue a risk
diminution for the public sector, because of your
items one and two from the operation, so there is a
risk transfer during the life of the project and an
overall risk diminution. But I cannot but agree with
you that, at the end of the day, if it is a vital public
service then somehow the public sector will have to
provide that. What I believe should be the case, and
what I think is the case, is that well-specified and well-
run PPPs can give the public sector better value for
money.

Q55 Lord Moonie: I am obviously denser than the
rest of my colleagues! Are there three parties here we
are talking about: the contractors building it, you,
and the person that it is ultimately being built for, the
state or government. Who picks the second party, the
contractor?

Q56 Lord Moonie: The funders—the state or you?
Mr Brooks: The public sector, the procurer.

Q57 Lord Moonie: The procurer so it is the risk of
their incompetence in picking a builder that you are
insuring against by charging a higher premium, is it?
Mr Brooks: I would not put it quite like that.

Q58 Lord Moonie: How would you put it? I am
trying to get it clear in my own mind.
Mr Brooks: When we approach a project we do a full
appraisal of both the value for money and our view
of the ability of the contractor to actually deliver. It
is not in our interests to tie ourselves up to somebody
who is going to fail, so, if we are faced with the
situation in which a contractor has been selected,
then clearly our evaluation will take into account not
only the professional abilities of the contractor but
also the myriad of contractual terms—these
contracts are very complicated—that share out the
risk amongst the three parties.

Q59 Chairman: Can I just play on it in a slightly
diVerent way. If it is straight public procurement
obviously all of the risk lies with the public sector. If
it is a PFI then things may go wrong in the contract
which cost and there is a distinct possibility that a
contractor has to bear that cost without going bust.
If it goes bust obviously the whole lot falls back to the
public sector, but there is an area in between where
the cost of things going on will be borne by the
contractor, and in that area the risk will have been
transferred from the public sector to the contractors.
Mr Brooks: If I may say so, Lord Chairman, that is an
excellent summary of the position.
Chairman: In which case perhaps we can move on to
the next question.

Q60 Lord Best: I think this next question follows this
same train of thought. It is about the capital cost and
the fact that PFI projects do tend to come in on time
and to budget and that that has a value, but of course
the research seems to indicate that they cost more and
one is putting one against the other. I asked Dr Stone
about this and he stressed the advantage of things
coming in on time. If you get the product earlier that
is a value-for-money ingredient. He did not say very
much about it coming in to budget. I think that here
we are talking about that gap between when the
public sector is placing its contracts and doing all the
procurement itself, things never coming in on budget,
and this gap opening up between the two and where
in a PFI contract, because of the way it is structured,
things do come in on budget. I would like a little bit
more about that and about the advantages of that
which oVset the fact that the actual price on day one
looks to be higher than the price on day one with
traditional methods. Can you talk a bit about that
area of saving that is achieved through the PFI
contractual methods that represents extra value for
money and benefit?
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Mr Brooks: Well, of course this issue of whether PFI/
PPP projects come in on time and on budget has been
a long running issue of interest in the industry. We
talked a little earlier about the need for more
statistical analysis and work on this. The evidence we
have from our own evaluations, which we have
referenced in our document to you, is that indeed the
PPP projects that we have been involved in have had
a good record of coming in on time and on budget.

Q61 Lord Best: Can you contrast that with the
figures that relate to where the procurement has been
directed by the public body?
Mr Brooks: I would have to be honest and say that I
have to be cautious here because, as I said in some of
my earlier responses, and as Mr Barrett indicated,
this is still an area of work. We are familiar with a
number of spectacular failures in public procurement
in the UK. We know of a few significant failures on
the PPP side. At this stage I would be very cautious
to be too sweeping on this. What I am confident in
saying is that the PPPs we have done have on the
whole come in on time and on budget, and that being
on time has a real payoV. What I am a little less
confident in saying is that, comparing like with like,
the PPPs have been more successful than what would
have happened had they been procured in a diVerent
way. My view is that the PPP system has contributed
to that but I cannot give an absolute cast-iron yes
on that.

Q62 Baroness Hamwee: Do you want to say any
more about procurement arrangements and whether
they are satisfactory or can be improved or have we
covered it?
Mr Brooks: I think on the procurement side there are
two areas that could be of interest to the Committee.
One is what is practised across Europe and what are
the variations in that practice. In a moment, if you
agree, I will ask Mr Barrett to answer. The other is
whether the current procurement arrangements and
the details of the procurement process need any
adjustment in the light of the current financial crisis,
and whether the Competitive Dialogue system is
working as well as it could. On that I would like in a
moment to ask Mrs Fisher to give her views. On the
European side, Mr Barrett.
Mr Barrett: Perhaps the simplest way to
communicate a rather complex picture is to refer
back to an exercise carried out by the Member States
in collaboration with the Commission about two
years ago when they looked at the overall PPP
arrangements and in particular whether in fact they
were too complex, too mind-bending, and too
diYcult for reasonable people to engage in. The
answer they came up with was two-fold. They say
that largely speaking the system works well. The
evidence for that is that Member States in general are

expanding the programmes for PPP, so the
perception from within the public service was that
these types of procurement programmes are capable
of delivering more than they previously had available
and, secondly, that they are learning from each
other’s successes as well as errors of the past. There
was one significant twist which was to say in
particular that it would be useful to develop
additional procedures, notably the Competitive
Dialogue procedures, which limited the way in which
the public sector and bidders could speak to one
another and indeed the evolution of bids after bids
had been submitted. So the broad view of the
Member States of the Union was to say that this does
work, it is worth expanding further and they
strengthened it and tightened it to some degree, so
there was that sense of satisfaction. If you wish to see
which countries have taken distinct steps to develop
PPPs in the interim it is first of all France, secondly
Germany. There have been further steps by Italy, by
Poland and as a potential candidate member by
Turkey, each of whom have set a broad procurement
programme that is comparable in size in terms of
proportion of GDP to that applicable in the UK.

Q63 Lord Tugendhat: First of all, Chairman, may I
say what a pleasure it is to see Mr Barrett whose
experience in these matters I have had firsthand
experience of over a number of years. It has been
suggested, or rather it was hoped when PFI began,
that it would not only be more eYcient in terms of
delivering on time and on cost but it might also yield
innovations in terms of delivery. I wonder if you feel
that those aspirations have been fulfilled or whether
basically things have remained much the same
whether one has had private or public in terms of the
delivery?
Mr Brooks: I think this is a very good question and I
would refer back to an earlier answer I gave right at
the beginning about what makes a good PPP—when
we talked very much about the need to have a clear
idea of what the outputs were, a clear idea of how
they were to be delivered and, in general, a good
degree of precision so that everybody knew what they
were getting into. I think it would probably be fair to
say that these desiderata have tended not to drive out
innovation but to favour relatively standard
approaches. I think there has been innovation on the
financing side, where diVerent approaches have been
taken to the funding and that innovation has
developed according to the situation in the market. I
think it would be fair to say that, with a few
exceptions, on the whole we have not seen that much
innovation on PPPs, but I would just like to ask Mrs
Fisher if she thinks I am being too negative about it.
Mrs Fisher: I do not think you are, Simon. Whilst
there have been some great examples of wonderful
buildings delivered under the PFI initiative, I think it
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is very diYcult to know whether or not those same
buildings would have been delivered with
conventional procurement or with PFI, so I think it is
very diYcult to prove the hypothesis in this case. My
experience primarily in terms of innovation is around
the financing side and there I would echo what Simon
said: I think we have seen significant developments in
finance which have benefited wider areas of the
economy as a result of the PPP initiative. For
example, the provision of index linked funding to
projects was first done on some early PPP projects
and the use of capital markets on some of these PPP
projects has provided a way in which pension funds
can provide long-term funding for some of these
assets as well, so there have been some innovations
which have been generally beneficial but it is very
diYcult to prove that on the design side we have got
real innovation.

Q64 Lord Tugendhat: Could I ask one other
question unrelated to this. We had a very interesting
paper from the Foreign OYce which have had only
one experience of PFI and that was the Berlin
Embassy and they spoke very warmly of how the
Berlin Embassy had been done, but they also pointed
out that they been hammered by the exchange rate. I
wondered whether you would feel that the Foreign
OYce experience of the Berlin Embassy suggests that
it is not wise to do PFI in a currency other than the
currency of the country, a bit like private people
taking out mortgages in another currency where one
has seen problems in Eastern Europe?
Mr Brooks: I think I should point that one at Mr
Barrett!
Mr Barrett: I think, Lord Tugendhat, commonsense
has brought you to the obvious answer: It is not
something one would normally expect to do, but I
presume those who had those decisions had
particular reasons or rulings or procedures which
brought them to that point. If I may perhaps refer to
the earlier part of the question, as the Chairman said
in starting this discussion, there is such a mix of
terminology that occasionally one loses sight of the
wood for the trees. There has been in the Community
over recent years a very distinct attempt to harness
public and private resources together and it tends to
fall into a rough terminology of risk sharing or
partnership or terminology like that. There have been
in one or two key areas significant moves, both in the
research development and innovation side as
programmes across the Community but also in
strategic energy technologies, to bring public and
private together, so because we are speaking here very
much in the context of the programmes that are well-
established in the UK this would seem to fall outside
the terms of reference of this discussion, but in fact
there is a rather significant programme that is
addressing these other issues, whether they are for

example things under the FP7 Programme for
research and development, et cetera, so there are
indeed other innovations, but the point being made
by my colleagues is that it is still very central. If you
wish to roll it out systematically as a standard
programme for all finance houses in the market for all
promoters, an essential criterion is that it must
become simple, it must become repeatable and it
must become low cost to administer. What we are
seeing at Community level at the moment is very
much an exploration of what is possible in these
areas.

Q65 Lord Eatwell: On simplicity I wonder if we
could address the wonderfully named optimism bias
uplift which is used in UK discussions. Do you think
it is really reasonable to include a measure of cost
overrun in the public sector comparator for a PFI
evaluation?
Mr Brooks: I think that there are some grounds for
thinking that some allowance would be appropriate.
One of the things that PPPs deliver is cost certainty.
That is, in a sense, one of the things that PPPs are
aimed at. The evidence is that PPPs have been
delivered on time and on budget. There may well be
a tendency, and I would guess that historical record
tends to bear this out, for some optimism on the part
of the internal promoters of projects. I think that if—
in the UK for example—the historical record were to
bear that out, then it would be appropriate to make
an allowance for it in the public comparator. Having
said that, I have to say that the details of the public
sector comparator are not a matter that is of concern
to the European Investment Bank because clearly we
are not involved in that case. But my general view is
that a priori it is quite likely that some sort of
allowance would be appropriate.

Q66 Chairman: Do you think that having such an
allowance might have an eVect on the best estimates
in the first place? If one was giving a best estimate and
you knew that you were going to have an uplift would
that not possibly aVect the best estimate?
Mr Brooks: I think certainly it could, Lord Chairman.
I think here one is trusting the integrity of the civil
servants who are doing the estimates in the first place.
Chairman: But of course. Lord Moonie?

Q67 Lord Moonie: Given the Bank’s AAA status is
it the case that the EIB tends to fund the most viable
and promising PPP schemes anyway?
Mr Brooks: As I said earlier, we always look at PPPs
in terms of their economic, technical and financial
viability, so we always want to fund projects that are
worth doing, that are going to work, and that are
going to pay back the loans. After that, we are able to
select from projects that meet the policy aims which
our governors, the EU finance ministers, have set us.
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So in that sense I would say that we do finance the
most promising and interesting schemes. If, on the
other hand, you mean ‘do we just stick to the easy
ones’, then I have to say we do not. My colleague Mrs
Fisher has spent many nights on some very diYcult
projects, trying to bring them to close. I have
mentioned the M25 and Manchester Waste already,
both of these very big UK projects, very diYcult to
close, and very complex, so not straightforward in
that sense. But I would say promising, good projects.

Q68 Baroness Hamwee: Mrs Fisher was going to say
something about the Competitive Dialogue and I
wondered whether we might have a word on that or
perhaps ask our witnesses if they could give us
something in writing.
Mrs Fisher: Just very briefly on the finance side, I
highlighted earlier some of the concerns that some of
the contractors have around the competitive dialogue
on cost but I think it is certainly the case at the
moment that because there are fewer funders
available to fund projects the public sector is not able
to require contractors to have committed financing
prior to the bids being submitted. A key issue then for
the public sector in the current market is making sure
that it obtains best value financing that is available in
the market and I think it is something that will be
useful for the Treasury guidance to develop further, in
particular how the public sector should bring
financing into the funding of these projects, and at
what stage to ensure that it gets the best oVers
available given the smaller number of funders that
are available to finance these projects, so it is more
about adapting some of the procedures that we have
been using in the past to take account of the current
situation that we are in.

Q69 Chairman: This is not a direct EIB question but
I will ask it anyway: do you have a view as to whether
risk transfer should determine whether private
finance liabilities appear in national debt?
Mr Brooks: Lord Chairman, you are right, it is not
directly a matter for us. But I would oVer one thought
on this: the intention and the aim of PPPs is to get the
right method of procuring particular projects and it
is important that that method is selected on the basis
of the characteristics of the project. I think that how
the project is ultimately scored in the various
accounts is not a consideration that should really
relate to project design, if I can put it like that.

Q70 Chairman: So, in your view, of these various
projects that pass through the EIB you would not
have any feeling that governments might like the idea
of PFIs because they were oV balance sheet?
Mr Brooks: We are aware of the fact that sometimes
they may be tempted. But it is not our view that they
should really give in to this temptation, if I can put it

like that. The appropriate procurement method
depends on the project.

Q71 Chairman: Is there a diVerence of approach
between diVerent European countries as to whether
the liabilities appear on national debt or not?
Mr Brooks: I think there has been convergence in the
way that these projects are scored in the various
accounts across Europe, so I do not think that is a
significant issue.

Q72 Lord Best: How are they scored then usually?
Convergence has led us to where?
Mr Brooks: We are now in a position where most of
them are on balance sheet, though in terms of the
ESA 95 criterion, which is what is used for the
National Accounts in the UK and elsewhere
throughout the Union, the classification is diVerent,
so it is possible to be on balance sheet but oV in terms
of the ESA 95 accounts. That is the system we have.

Q73 Lord MacGregor of Pulham Market: When you
say for the rest there is a convergence for on balance
sheet, how is the risk transfer assessed? Are there
variations depending on the degree of consideration
of risk?
Mr Brooks: I think you are getting beyond my
knowledge of this particular issue because it is not
one that we have to concern ourselves with.
Chairman: Fair enough. Lord MacGregor?

Q74 Lord MacGregor of Pulham Market: On the one
hand the credit crunch may have long-term
implications for PPP projects but it also appears that
within Europe there is a desire to accelerate
infrastructure investment without raising
government borrowing and that slightly goes back to
the point we have just been discussing. How do you
see these two aspects panning out in the future?
Mr Brooks: I think you are right, Lord MacGregor,
that there are forces going in opposite directions here.
The credit crunch is, on the one hand, making it more
diYcult to bring projects to a close. On the other
hand, the desire to improve the infrastructure,
particularly I would say of Eastern European
countries, is leading them to investigate ways of
drawing in more resources from the private sector
and is therefore increasing the demand for PPPs.
Again these two things are in opposition. PPPs are
still a new technique in most of Eastern Europe. I
think they are still “learning by doing”. I think we will
see more PPPs in Eastern Europe, but they will be
diYcult to close. Mr Barrett is the expert on this and
I would like to ask him if he has anything to add.
Mr Barrett: As you have summarised, Lord
MacGregor, the position is clear. Member States in
general, including the biggest economies within the
Union, have set forward in many diVerent sectors
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very substantial investment programmes, partially to
respond to competitiveness issues, partially to
respond to the standards that in fact the public wish
to see achieved and partially towards the
modernisation of the economy and the development
of regional aid, and the development of regional
areas, et cetera, so the programmes have been
identified as particularly substantial. Against that
background the current diYculties, particularly in
the banking market, have added an additional, very
significant twist. Therefore, if you pick up perhaps
some of the thoughts that have been leavened
through what we have said this afternoon, Member
States have been looking at a series of measures that
do not simply come under the category PPP. The
measures are far too important to be caught in a
single financial instrument. They are looking, for
example, at measures that will restore the health of
the banking sector and therefore, amongst many
other things, facilitate the ability of the banks to re-
enter markets such as PPPs. We are looking at the
need to develop the utilisation of the capital markets
in Europe, the long-term financial institutions, the
pension funds and various others, who to date have
not participated particularly in investment in public
infrastructure throughout the Union. It has been a
relative small part of their portfolio investment
strategy. This is not the case for example in the United
States market where such institutions have played a
much more significant role. Indeed, if one looks at the
United Kingdom one sees that the use of capital
market institutions has been much greater here than
it has been elsewhere on the Continent. One of the
issues and challenges that the public authorities are
facing in general is how to reconcile the diVerent
needs. Some of the thoughts that we have reflected
here this afternoon, the idea of increasing capacity
for example to find that many of the participants in
the construction sector in Eastern Europe are not
from Eastern Europe, that is perhaps relatively
obvious to people, but their ability to bring both
financial capacity and managerial capacity to such
markets is quite considerable and PPP is one of the
vehicles by which it is delivered. Likewise when we see
some of the big public transport schemes such as rail
we see that even entities—if I can put it that way and
I should perhaps rephrase it—including RFF have
begun to use PPP approaches in terms of delivering
TGV programmes within France, so we are seeing a
variety of responses which simply say the need as
identified is considered to be strategic and important,
therefore existing practices have to be reviewed both
in terms of capacity to deliver through industry, the
financing mechanisms used, the depth to which we
use capital markets for example, so there is a whole
series of things that are being done almost
simultaneously which should, amongst other things,
oVer a particular role to PPPs without necessarily

making PPP the purpose of such programmes.
Corporate financing will be equally important for the
transfer of responsibilities. If we want talk about
future developments in, for example waste-to-energy,
carbon capture and storage, and things like this, we
obviously see technology leaders from industry as
being a core part, but it will be within the programme
or the framework, with or without financial support,
defined by diVerent authorities in diVerent countries,
so I think it is this general approach of utilising the
various proven means that are available by public
authorities that is the hallmark of what is being done
to try to achieve these broader ambitious
programmes. There is very clearly the same attitude
in Member States that says if programme
instruments like PPPs can deliver a useful result, that
is good. If it has to be a diVerent instrument, well that
is good. There is no preference for the type of
mousetrap other than that it should work.

Q75 Lord Forsyth of Drumlean: On the subject of
mousetraps, some people have suggested to us that
there is a case, given the current situation, for
countries introducing national infrastructure banks.
What do you think about that? That is not my idea!
Mr Brooks: Of course, Lord Chairman, there is a very
simple answer to this question, which is a ‘house’
answer, which is that nobody in Europe needs to
introduce a national infrastructure bank because
they have got us! So that is one answer.
Lord Forsyth of Drumlean: I am not advocating it.

Q76 Chairman: Defence, prisons and various bits
and pieces.
Mr Brooks: That is one of the points I was going to
make. I think in the UK’s case—and, in a sense, it is
not my place to advise the UK—in these discussions
we should talk about the issue for countries in
general—it is important to try and work out what
such an institution would be designed to fix, what is
the problem that it is supposed to be addressing. Are
you looking at capital market imperfections and a
lack of access to capital? If it is a crisis response you
are looking for, it would be a strange thing to set up a
new institution to deal with something that one hopes
will sort itself out relatively quickly. On the other
hand, it could be that (even after the crisis) there
would remain a more established capital market
imperfection, with projects still struggling to attract
large amounts of money and very long maturities,
and with PPPs not functioning as well as they have
done in the past. After all, there has been a role for
institutions like the EIB to do this sort of thing. So I
would say the argument here is about what it is you
are trying to achieve. I think with these sorts of
schemes such as a national infrastructure bank,
particularly when we are talking about PPPs, having
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a separate institution really implies that the
institution should be doing something diVerent from
what can be done by ordinary central procurement.
So what is that diVerent thing that you might want it
to do? I think the discussion we have had about PPPs
and the sort of three-way discussion between the
contractors on the one hand, the public sector
procurers on the other hand and the funders on the
third hand (if I may be permitted) says that a role for
an institution such as a national infrastructure bank
is to take on some of the risks, to give an independent

view of the underlying usefulness of the project, and
also to be, as I have said before, brigaded into the
process of monitoring and managing the project.
Proponents of this sort of idea need to have a very
clear idea about what it is they are trying to fix and
whether such an institutional development would
really do the job in the context in which it is being
proposed.
Chairman: Thank you very much. I think that brings
our session to an end. Thank you for answering our
questions so clearly and for your written submission.
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Examination of Witnesses

Witnesses: Councillor Richard Kemp, Deputy Chair and Mr Richard Buxton, Interim Chief Executive of
Local Partnerships, Local Government Association, examined.

Q77 Chairman: Welcome to the Economic AVairs
Committee. This is the second public hearing of our
inquiry into private finance projects. Copies of the
Members interests or their entries into the Register of
Interests showing interests which have been declared
are available for the public and witnesses. It is the big
tome there on the table if you wish to take a look at
that. Councillor Kemp and Mr Buxton, thank you
very much for coming. We would be very grateful if
you could speak as clearly as you can for the benefit
of the webcast and the shorthand writer. Do either of
you want to make any opening statements or would
you prefer it if we went straight into questions?
Councillor Kemp: We are quite happy to answer ques-
tions, my Lord.

Q78 Chairman: On the questions side, you do not
both need to answer.
Councillor Kemp: I think we have decided that if it is
technical the oYcer will answer.

Q79 Chairman: Perhaps I can make a start by asking
you what are the main areas where local authorities
engage in private finance projects? How important
are they compared to other areas of local authority
activity?
Mr Buxton: I think by far and away the largest area
of activity for local authority PFI projects is in rela-
tion to education where there has been a major pro-
gramme specifically to build or refurbish schools.
Other areas include housing, transport, social care.
An important point is that actually the local autho-
rity PFI expenditure amounts to a relatively small
proportion of total local authority capital invest-
ment. Over the course of the last five years we are loo-
king at figures of in the range of 10–15% of local
authority capital investment. I think it is important to
see PFI very much in the context of an overall
approach to local authority capital investment and
not to regard it as, in a sense, the most burning and
critical issue relating to local authority investment.

Q80 Chairman: You said then that PFIs are a mino-
rity sport, as it were, but how do local authorities

decide whether to use the private finance route or
some other route?
Councillor Kemp: This is one of our concerns, that
there is not necessarily flexibility to enable us to
choose PFI or prudential borrowing or standard rou-
tes, we are more or less guided into a particular pro-
ject by the government finance being made available
for PFI. One of the things that we do think we need is
more flexibility so that we can choose the appropriate
financing route for the appropriate project.

Q81 Chairman: So you have a budget, as it were,
for PFI?
Mr Buxton: What happens is that the government
makes available PFI credits for certain types of pro-
jects. For example, there are PFI credits specifically
set aside for an investment in building new schools. If
a local authority wants to build a school and to
receive a subsidy for building the school, then in a
sense it does not have a choice, it can only use the PFI
route because there is no conventional capital subsidy
available for building a school. The only route is
through the PFI credits and that means that the local
authority is forced to use those credits if it wants to
take advantage of the capital subsidy. I think what we
are suggesting is that if there were a level playing field
the capital subsidy element would potentially be avai-
lable for a range of alternative funding mechanisms
and not just for a PFI mechanism.

Q82 Lord Eatwell: That is intriguing because I was
about to ask you about the main contribution that
private finance has made to local authority delivery
and it sounds to me as if the main contribution is that
it gives you the chance of capturing a subsidy. Is that
fair or is there some other wider contribution than the
fact that you can capture a subsidy in this particular
way?
Mr Buxton: Let us assume that there was capital sub-
sidy available, or no capital subsidy available equally
for conventional procurement and for a private
finance initiative. If we start with that assumption
and then we say given the level playing ground does
PFI oVer certain advantages, I think the answer to
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that question would be, yes, it oVers certain advanta-
ges but it also has certain drawbacks and, therefore,
you actually need to look at each project on a case by
case basis. The main advantage of a PFI project is
that it gives you a higher degree of certainty over
build costs and subsequent maintenance costs on a
classic PFI scheme and that is where the concept of
risk transfer comes in. We are not talking about a
transfer of the whole risk. We are not talking, for
example, about the contractor taking on the risk that
all the children will or will not all get five GCSEs.
What we are talking about is the construction cost
risk and the subsequent maintenance cost risk
because those are priced in at the beginning of the
contract on a relatively fixed and determined basis.

Q83 Lord Eatwell: That is the biggest advantage and
you said that we have to balance this against the
disadvantages. What is the biggest disadvantage?
Mr Buxton: The disadvantage is that obviously you
are tied into a commitment over that period of time.
For example, if we take something like school main-
tenance, historically a local authority would have
been able to take a decision about whether or not to
spend money on school maintenance. At any particu-
lar year it could have decided not to invest in school
maintenance but actually to spend some money on
some other form of service provision. The disadvan-
tage of that is that might lead to under maintained
schools which over a long period of time would
require further investment. So there is a slight loss of
flexibility but, as I say, there are benefits. The other
factor is that in the pricing mechanism for PFI
contracts at the moment a private contractor who is
borrowing to finance will probably be paying slightly
more than a typical local authority for borrowing.
Therefore, you need to weigh up the benefits and the
disadvantages on an individual project basis.

Q84 Lord Eatwell: So in capital terms the project is
more expensive?
Mr Buxton: Not necessarily.

Q85 Lord Eatwell: From your point of view it is
less flexible.
Mr Buxton: It may not be more expensive, that
depends on the potential cost overrun issue. Histori-
cally public sector projects have had large cost over-
runs. The information collected by the National
Audit OYce suggests that private finance projects are
actually more disciplined in terms of the financial
angle and, therefore, there is a trade-oV.

Q86 Chairman: Would it be possible to set aside the
source of funds issue and have exactly the same
contractual arrangement, possibly with the same
company, for the whole life contract which might

have been a PFI or might be an ordinary public sec-
tor one?
Councillor Kemp: I think it is important that we reco-
gnise, particularly as it is only 10% of the funding,
that PFI is a way to create a particular relationship
between the public and private sectors. There has
always been that relationship. For example, we have
never built our own schools, we have always contrac-
ted to buy a school. What we need to be more imagi-
native about is how to create those relationships and,
if I can put it further, how to create the partnerships
within which the public and private sectors can work
to the best advantage. If we can create eVective
partnerships in a long-term relationship then some of
those problems with rigidity and lack of flexibility
might disappear. We are very keen on partnerships
and have the contract second. One of the problems is
that PFI methodology leads you straight to the
contract before you develop the relationship.

Q87 Lord Levene of Portsoken: I am sorry to labour
this point, but having been involved in one of the
early iterations of this whole programme, which was
called Competing for Quality, which Lord MacGre-
gor may remember, the whole object of the exercise
was to have this element of competition. In other
words, you had the in-house team who could do this
and you would have outside providers, PFI or PPP, to
do so. Are you saying that there are projects now
where that choice is lost to you, that you do not have
the ability to choose between the public sector doing
the job itself and the private sector doing it as an
alternative and you are just dictated to as to which
way you have to go?
Mr Buxton: I think some of those decisions have
actually been taken at a programme level. For exam-
ple, if you take the schools programme that has been
subject to a very thorough value for money review at
the whole of the programme level and, therefore,
individual projects are financed within the context of
that programme. Individual projects still have to
demonstrate that they meet the value for money crite-
ria, but at the moment if you are seeking to build a
new school then if you want the capital subsidy that
goes with that eVectively that requires a PFI
approach.

Q88 Lord Levene of Portsoken: Can I ask you a
diVerent question, if I may? Is there suYcient
understanding within local authorities and a suY-
cient level of expertise to be able to manage the pro-
ject of that nature when it is not being carried out in-
house but is being carried out by a private sector
contractor or consortium?
Councillor Kemp: In my view there is. In a large autho-
rity like my own—I am a Liverpool City Council-
lor—we are regularly procuring big contracts in a
variety of ways and we have in-house knowledge. For



Processed: 10-03-2010 21:51:49 Page Layout: LOENEW [O] PPSysB Job: 441058 Unit: PAG1

33private finance projects and off-balance sheet debt: evidence

20 October 2009 Councillor Richard Kemp and Mr Richard Buxton

smaller councils and very high specialist projects we
have traditionally had 4ps, an agency, which is partly
paid for by the government and partly paid for by the
user and we have now linked up with Partnerships
UK to create a new organisation in the Local
Partnerships, so that expertise is available across the
piece. To follow up partly on your last question,
things have moved on in the last 12 to 15 years and
very few councils, for example, now have their own
architects’ department in the way that they used to. It
is a question of where we procure the private sector in
to help us and in what format rather than we do it in-
house or externally.
Mr Buxton: If I may add to that. I think that if a local
authority is going to be building a new school the
skills that it requires are going to be very similar
regardless of which contractual route it chooses to go
down. For example, if you are planning a new school
you need to be able to think about long-term time
horizons and scenario planning. You need to engage
with the service users, the teaching community. You
need to think about the diVerent types of things that
you want the school to do and its links with the rest of
community infrastructure. All of those issues I would
argue have to be considered whether you are using a
conventional procurement route or a PFI route and,
therefore, actually the issue for me is not so much do
local authorities have the skills to do PFI but do local
authorities have the skills to do large-scale procure-
ment, which is a slightly broader question. I would
entirely endorse what Councillor Kemp has said. I
think the major authorities will have that expertise in-
house and some of the smaller local authorities will
need to rely on some external expertise, which is
where an organisation such as Local Partnerships,
which is partly owned by the Local Government
Association, has been deliberately set up to provide
that support to those authorities who do not have
that expertise in-house.

Q89 Lord Paul: In your experience have the private
finance projects delivered value for money?
Mr Buxton: I think in general that the answer has to
be yes. I think the National Audit OYce have them-
selves done a number of studies of the delivery of pri-
vate financial projects. They have, for example,
shown that private finance projects do deliver to time
slightly better than conventional procurement. They
have also found that private finance projects deliver
on budget slightly better than conventional procure-
ment. I would, however, have to stress that the diVe-
rences between private finance projects and conven-
tionally procured projects is not enormous, so we are
not saying that this is an absolutely one-sided argu-
ment, that private finance projects always deliver on
time and on budget because there are a percentage
that do not, but it is a slightly higher percentage than
we find with conventionally procured projects. I

think on balance, looking at the trends over the last
few years, we can say that private finance projects
have delivered what they were expected to deliver.
Clearly the critical issue, and this again applies as
much to conventional procurement as to PFI procu-
rement, is if the local authority does not really
understand and have a clear vision for what it is see-
king to procure, the limitations are going to be in that
initial conceptualisation. Do you want a school that
simply sits there and is used by students during school
hours or do you want a school that is part of the com-
munity infrastructure? That is the critical issue from
my perspective. Again, when you are thinking about
a school and we are building something that has to be
there for 25, 30 years or longer, do we understand
what we are going to require out of the school in 25 or
30 years’ time? I think those are some of the complex
issues, but I would argue that they are the same issues
for conventional procurement as for PFI procure-
ment.

Q90 Chairman: Can I push that slightly further back
to my earlier question and that is in principle at any
rate the nature of the contract, whether it is a PFI
contract or a conventional public contract, could be
precisely the same and the only diVerence would be
the sources of funds, so wherein lies the benefit from
a diVerent source of funds if both sources were
unconstrained? Obviously if one is constrained and
the other is not—
Councillor Kemp: It is not necessarily a diVerent
source of funds, it is a diVerent route to funds possi-
bly from the same source. If we went for a prudential
borrowing route it would cut out one element of that
process. Not a very large part of the process because,
as Richard says, the importance for the local autho-
rity is to understand what it wants to procure, so a lot
of the checks that go into a PFI route would be done
by a local authority choosing any route. It would
make things a little easier. For example, we can bor-
row money more cheaply than a private sector orga-
nisation can, but so can other partners. For example,
I chair a housing association and we can also borrow
more cheaply than the standard private sector. We
have a £100 million fund to invest and in one part of
the northwest we are building a health centre. There
is no reason why we could not build a school taking
advantage of the lower rates in a community which
we understand because we control the housing there
to which we could add on our housing association
head oYce for the area, to which we could add on
other facilities which we know the local community
wants, but those are very diYcult to do because if you
go through the health route you have a LIFT scheme;
if you go through the education route they have bulk
bought from a series of providers. It does take out to
some extent that local originality and our ability to
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find savings by being small because the assumption is
that you find savings by being big.
Mr Buxton: If I could add, Chairman, typically with
a private finance scheme the local authority is only
paying when the scheme is delivered, so there is that
element of risk transfer. Arguably you could set up
forms of slightly diVerent procurement which would
rely more on local authority borrowing which could
actually come up with a mechanism which would
transfer, but essentially the essence of the private
finance project is that it is payment on delivery and it
is that extra security that the local authority is given
that is the key advantage of the private finance
contract.

Q91 Lord Paul: Out of the two, if you had to choose
in the first reference, which one would you choose?
Mr Buxton: I would not. I see that conventional pro-
curement and PFI have advantages and disadvanta-
ges and it depends what your priority is as a local
authority. If you want slightly more flexibility then
you do not want to tie yourself to a longer contract.
On the other hand, if you want greater price certainty
then you may well wish to enter into a PFI contract.
It really depends on the nature of what you are trying
to deliver. It also depends on the risks that you are
trying to avoid. For example, if you are building a lei-
sure centre then actually the private sector is very
capable of taking on the whole risk of the occupancy
or use of the leisure centre. On the other hand, if you
are building a prison what private sector contractor
is going to take an occupancy risk on a prison?
Clearly they are not. Therefore, this issue of risk
transfer, yes there is always an element of risk transfer
but it is not the whole risk associated with the entire
life of the project. I think sometimes the public per-
ception is that PFI transfers the whole risk. No, most
PFI projects concentrate on transferring the
construction cost risk and the operational mainte-
nance risk. Some projects can transfer more than that
but actually the core risk transfer is around the capi-
tal construction cost and the maintenance cost risk. It
is not a case of better or worse and I think that is why
what we would be arguing for is as neutral and level
a playing field as possible so that local authorities can
make their own decisions as to the appropriate nature
and use of PFI projects. For certain types of projects
that is absolutely not the right thing to do.

Q92 Baroness Hamwee: To extend that slightly, as
well as asking us, as I assume you are, to back your
call for the level playing field, presumably you would
like us to say that the greatest flexibility in the type of
project would be helpful when government is issuing
credits, putting it in rather straightforward terms.
Councillor Kemp: Any local authority has a variety of
needs. We deal with things on a themed basis because
that is the way ministries do it. We need, in capital as

well as revenue projects, to be able to assemble what
our communities need and there is often in that
context more conflict between local government and
Central government delivering mechanisms than
there is about our particular route for financing any
particular set of circumstances.

Q93 Baroness Hamwee: Can I ask about the longer
term impacts using PFI, whether there is any diVe-
rence between PFI and conventional projects. We
have had some evidence from I think it was SheYeld
where they say that an emerging issue is that PFI
contracts with fixed price or inflation-linked
contracts in the public sector funding environment
where standstills or even cuts are going to be possible,
non-PFI arrangements may be easier to manage
down in such an environment.
Mr Buxton: If we take the schools example. Let us say
that you go through conventional procurement and
you build a school, you expect to maintain it. A
school has costs that you have to pay. The issue with
conventional procurement is that you can in a bad
year choose not to do the same degree of maintenance
on the school and, therefore, you have a slightly grea-
ter degree of flexibility. Whether it is a good thing not
to do the maintenance on the school I would have to
put a question mark there. On one level you can say
that the local authority should have the flexibility not
to maintain its schools; on the other hand, as a parent
I might be saying, “Actually I would prefer a situa-
tion where the local authority was really committed
to maintaining the school during the life of it because
arguably a poorly maintained school is not a condu-
cive environment for learning”. We are not arguing
PFI is wonderful or PFI is awful, there is a balanced
approach to be taken to this and there are arguments
for and against. I would accept that one of the chal-
lenges, if you have a long term contract, is that your
payments are fixed.

Q94 Lord Tugendhat: You have made some very
interesting points in answer to a lot of questions
within other questions, as it were, but coming back to
the point that you have just made, do you believe that
some private finance projects are more successful in
some public services than others? In other words, are
some projects more suitable for PFI than others?
Councillor Kemp: Quite clearly those that are best are
ones that you know are going to be there for a long
time. You build a road; you build a school, things like
that. They are solid, they are going to exist. There
might be some questions around the edges about
what a school will be doing precisely in 25 years, but
those are good long-term things on which we can see
the eVects. It should not be used for things like IT
which change so rapidly. By the time you have
actually gone through the process the specification
will have moved on. That is where you go for a more
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flexible partnership. For example, a lot of councils
now have set up Joint Venture Companies with their
IT provider and that is another way of bringing in
finance, of bringing in appropriate private sector
expertise in a way that is very readily adaptable to
meet continually changing circumstances.

Q95 Lord Tugendhat: I realise that this is not your
direct responsibility, but would you feel, therefore,
that hospitals are perhaps a less appropriate kind of
project because of the very high IT involvement?
Councillor Kemp: It comes back to your view on whe-
ther we have hospitals in their current form. In my
own city the Health Service is dispensing with its big
hospital that was going to last 100 years and creating
community facilities around. It is a question of how
you would evaluate the risk because you could well
have a contract for building and then a diVerent set
of contracts in relation to what goes in it. So you have
to make a decision on what you think the Health Ser-
vice is going to be doing in 25 years and say, “Do I
want to procure a hospital through that route?”

Q96 Lord Tugendhat: The distinction you have just
made is one that could also be made for schools.
Councillor Kemp: Absolutely.
Mr Buxton: That is absolutely the critical point, that
PFI for a hospital could be everything from simply
doing the building and maintaining the building, all
the way ultimately through to actually running all the
medical staV. The issue is where do you draw the line
if you are going down that route? Do you include all
the medical equipment; do you include ancillary staV;
do you include medical staV? What is the limit? There
is scope. This is an area where it is possible to make
diVerent decisions and it is not a case of there has to
be one answer. Clearly there will be some government
programmes where they will choose a particular stra-
tegic direction, but PFI does not force you to choose,
within that spectrum you can actually make choices.

Q97 Lord Tugendhat: One final question. Within
your association is it your experience that diVerent
local authorities have made a range of very diVerent
choices on the same issue or is there, broadly spea-
king, a mainstream view?
Councillor Kemp: I would rather turn that slightly on
its head. I would find it diYcult to discern whether
Lib-Dem, Labour or Tory authorities went one way,
or urban or rural authorities. By and large most local
authorities are extremely pragmatic and that is why
we are looking for the level playing field. We have to
have a relationship with the private sector for a lot of
these activities. As I said before, we have never built
a school. Although we have said it is a council pro-
perty we have never built it. So the question is how do
we enter that relationship. I think we would find it
very diYcult to come up with an authoritative answer

to your question because I have never seen such
diVerences as I go around the country.

Q98 Baroness Kingsmill: I am stuck with the boring
question, actually! That is, could you elaborate on
the accounting treatment of private finance projects?
Mr Buxton: I think from a local authority perspective
the critical issue for a local authority is the impact on
the council tax. That is the real issue. The reality is
that it does not make a great deal of diVerence whe-
ther you go down a PFI route or a conventional pro-
curement route. If you have built a school the school
is going to need to be paid for. You are either going
to be borrowing money to build the school and be
paying that money back, or you are going to be
paying a private contractor a unitary charge for the
use of that school. The impact on the council tax is
broadly neutral, and I think that is the issue from the
local authority perspective: is there going to be a
significance diVerence in impact on the council tax
and the answer is broadly speaking it does not make
a great deal of diVerence which route you go down in
terms of the impact on the council tax because the
council tax is about what you are actually spending
rather than a set of relatively arcane accounting rules
about whether something is or is not on balance
sheet. The question for local authorities is what is the
impact on the council tax and not what does the
balance sheet look like.

Q99 Baroness Kingsmill: I am delighted to hear that!
So how prepared do you think local authorities are
for IFRS?
Mr Buxton: I think the National Audit OYce is
actually doing a piece of work on this at the moment
and it is proposing to come out in the New Year with
a statement. My understanding talking to colleagues
in local government is that no major problems at this
stage are anticipated. That is my broad indication,
although I have to say that that is based on a relati-
vely limited sample of discussions with colleagues at
the Local Government Association. As I say, I think
the National Audit OYce will be coming out with
more definitive guidance on this topic either at the
end of this year or early next year.
Councillor Kemp: It is interesting for me to compare
what I do as a Housing Association Chair, which is in
my view a public sector body, where I am acutely
aware of the balance sheet because I use the balance
sheet as a tool to borrow more money and do more
things, and the concept of a balance sheet in local
government. I do not have a clue what the net assets
of Liverpool City Council are because I only look at
the revenue consequences. If we moved further into
the field of prudential borrowing then that would
have to change. Perhaps that is one of the things that
the changes will make us more aware of. If I have got
assets how can I best use them to use more money in
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the way that the private sector does? So I think those
changes are useful. How or where councillors are
aware of these issues I am not sure, but we have
always had oYcers to guide us.

Q100 Baroness Kingsmill: What about the credit
crunch, has that impacted?
Mr Buxton: The evidence at the moment is that the
interest rates that we are having to pay on some of the
major schemes that have closed recently are slightly
higher than the interest rates that we had perhaps a
year or two ago. I think long-term I would expect the
interest rate gap to diminish, but at the moment sche-
mes are working out slightly more expensive than
they were so, yes, there has been an impact. Secondly,
for some of the most complex schemes we have to rely
on some additional funding sources and the Treasury
is now actually making funding available and the
European Investment Bank. Schemes that would
have relied 100% on finance from the commercial
banks for some of the most complex schemes, and I
am thinking, for example, of the Manchester Waste
Project, has had to rely on Treasury and European
Investment Bank funding. Clearly that funding has
to be repaid, it is not a grant, it is investment.
Actually just securing the level of investment on the
very biggest of the projects has in the last year or so
been more diYcult. On the other hand, the latest evi-
dence suggests that in the course of the last three or
four months, compared with this time last year, a
significantly higher proportion of schemes are closing
and, therefore, the situation does appear to be easing.
Yes, there has been an issue and still is a little bit of
an issue but I would expect the situation to continue
to improve over the course of the next year or two.

Q101 Lord GriYths of Fforestfach: My Lord Chair-
man, before asking a question I would like to declare
an interest as the chairman of what at the time I think
was the largest PFI project, namely Trillium, which
was the outsourcing property services to the DHSS
and then to the DWP and its successor, namely Land
Securities Trillium, and at present as an advisor to
Telereal Trillium. My question is do you see any bene-
fit in developing alternatives to the current private
finance models and, if you do, what would they
look like?
Councillor Kemp: The answer is yes and the second
answer is we are not sure. We are very clear that in the
face of the recession, which is hitting council public
sector finances in a variety of ways, we have to form
new relationships between the public, private and
third sectors. What we are trying to do, and I would
be happy to invite one of your Lordships to this, is on
16 November we have some leading members of
those three sectors coming together. What we are
trying to do is to look again, as I have said before, at
partnerships and relationships to make things work.

Traditionally the three sectors relate to each other in
one way or another purely on a contractual basis. If
we can find more flexible ways of creating long term
partnerships which will play to the strengths of the
three sectors, that will be very strong. At the moment
though we tend to create contracts which appeal to
the worst aspects of those because we do not trust
each other, so we build in certainty instead of origina-
lity and flexibility. We are acutely aware of the need
to change, but certainly for most of us it is work in
progress which we would be happy to report back to
you if those relationships developed that we can
define better the new ways.
Mr Buxton: I think it is fair to say that there are
already a range of diVerent models that can be used.
You have your traditional vanilla-flavoured PFI,
clearly the further alternative is conventional local
authority procurement. That exists and may well be
appropriate under certain circumstances. You then
have some of the major government schemes, such as
the local education partnerships and LIFT, which are
designed at a broader programme level to deliver
things. Other ways of doing things might include
local authorities entering into some sort of Joint Ven-
ture Company and actually directing investing. It
may be the local authority giving a session. It may be
a local authority doing some form of outsourcing of
services. I think there is a range of models and it
comes back to the point that Councillor Kemp and I
were both making in the beginning that if the playing
field is neutral in the sense that if there are subsidies
available then potentially any of the existing models
might be appropriate depending on the circumstan-
ces of the individual project and what you are seeking
to achieve. I think increasingly partnerships with
third sector organisations and so on are going to be
important and how does that fit into some of the pro-
grammes that we have at the moment? It is about
trying to provide that flexibility.

Q102 Lord Best: I would like to look ahead a bit
because we are still in the early years of all these PFI
contracts and to draw you a bit on the inflexibility of
being boxed into a contract that lasts 25 or 30 years.
Although everything comes in on time or on budget
on day one—great and there are the gains—is it not
likely that almost every public service we can think of
will change very dramatically in a much shorter
timescale than 25 or longer years? I am familiar with
the world of residential care homes and I cannot
believe that the same home, even though there is a
wonderful contract to maintain it for 25 years, will be
required for the same purpose 25 years from now. We
are going to do all kinds of things diVerently. How
wise is it? Even schools—and you were mentioning
schools as the shining example—can you be sure that
we will teach our children in the same way of going
to classes and maintaining as is. Is it not going to be
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fantastically expensive to buy your way out of those
contracts later on as a local authority if you do not
like what you have got then?
Mr Buxton: I think those are very valid points. It is
important to recognise that local authorities enter
into 20-year contracts outside what we would regard
as a PFI framework. I am familiar with a local autho-
rity that sold its residential care homes and gave the
contractor who purchased the residential care homes
a 20-year contract guaranteeing occupancy of the
residential care homes. That happened completely
outside this traditional PFI and that was an outsour-
cing transaction. Was the local authority right to do
that? No, I think they were completely wrong. At a
time when we are seeking to encourage more people
to remain in their own homes a 20-year guaranteed
occupancy contract for residential care homes would
seem to be a major mistake, regardless of whether
you do it by an outsourcing deal or a PFI deal.
Schools are a very interesting example. Remember, if
we did not have PFI and we would be only be going
down conventional procurement we would still be
building the school. In other words, you would still
end up with that building. The very valid question is
what we would require in 25 years’ time. I have heard
the suggestion—and I am not saying whether this is
right or wrong, I am not entirely sure—that what we
are doing at the moment with schools, regardless of
whether it is PFI or not, is that we are simply building
new versions of old schools. So we are simply buil-
ding something that looks modern, it has new techno-
logy but essentially it is the basic fundamental
concept that we have had for a very long period of
time, which is a place to which a large number of
young people go where they are detained during the
day time and fed knowledge, information, learning
and so on. As a parent I am not uncomfortable with
that but if we were to say what is education going to
be like in 25 years’ time, if we judge by what has been
happening in oYces—in my own organisation most
of my staV are home-based, they travel around to
where they need to be, they are linked up electroni-
cally in various ways—does this mean that in 25 years
we will not need the same type of buildings but we will
have a much more networked education? I do not
know the answer to that. It is the same question whe-
ther or not we are going down a conventional procu-
rement route or a PFI procurement route. We still
have to make that decision as to whether we are buil-
ding a set of buildings. Therefore, I do not actually
think the critical issue there is around PFI. I think
you are absolutely right to raise the issue but that is
why I am saying the same skills are needed whether
we go down conventional or PFI procurement
because they are skills about scenario planning. What
is the educational world going to look like over a lon-
ger period of time? The diVerence is, yes, we are com-
mitted to the maintenance aspect but actually that is

a relatively minor aspect of the overall contract and
one on which most of the contractors do not expect
to make a significant profit margin, therefore I see the
issue as being broader than just PFI.
Councillor Kemp: If you were to look at it in the long-
term, that is one of the reasons I am really in favour
of local flexibility. If you can imagine a school which
capital asset was controlled by a local organisation
which knew the patch it was responsive to, it still ends
up with a school, but if you can build the other things
in then the ability to move it around and make it more
flexible would be much enhanced. As someone who
has gone round and tried to convert old schools into
other uses, because we have lots of them in Liverpool
that are listed buildings, one of the problems is that
once you build something with classrooms designed
for people to move around every three-quarters of an
hour, you have designed a particular type of building
and they do not convert very well to anything else,
even if they are lovely listed buildings.

Q103 Lord MacGregor of Pulham Market: It has
been suggested that private finance models have not
been overly successful in providing innovation and
delivery. Would you like to comment on that general
view in relation to local authority PFIs?
Councillor Kemp: First of all, I think we should set
this against what I believe is a massive change in local
government over the last 12 to 15 years. I have been
a councillor a long time and in my view local govern-
ment is now operating at as high a level as I have ever
known it. The importance of that to your question is
that that also means that local government is more
imaginative, innovative and more pragmatic than it
has ever been before. That means that when it goes to
providers, whichever route—and we are fairly neutral
about this—it is coming up with a more innovative
specification where it is able to. Where it is not able
to then we will just procure a school, as we have dis-
cussed before. So I think that local government is
engaging with the private sector in ways that we
would not have dreamed of 12 years go, and it is that
coming together, that bringing together the best skills
of both, which I think is feeding innovation, but not
a PFI route per se.
Mr Buxton: Again, I think it comes back in part to the
more general issue around procurement and in part
the creativity and skills of the team that is leading the
procurement process. PFI can produce innovation, as
can conventional procurement, but it actually needs
a leadership that wants to challenge and develop. To
give you a specific example, I think in the waste sector
at the moment some of the waste PFI projects are
actually very innovative. Specifically, the recent
example is Manchester Waste, which is a £640 million
project and they are actually using waste to produce
solid fuel and the solid fuel is then used to actually



Processed: 10-03-2010 21:51:49 Page Layout: LOENEW [E] PPSysB Job: 441058 Unit: PAG1

38 private finance projects and off-balance sheet debt: evidence

20 October 2009 Councillor Richard Kemp and Mr Richard Buxton

produce energy. This is something that has been deve-
loped through the PFI process. In waste we have got
contractors who are looking at biofuels coming out
of waste and so on. So I think that there is real inno-
vation going on there. We can point to a number of
community type projects where you actually have
health facilities and libraries and CABs and youth
clubs in the same centre. Yes, you could probably
have produced the same innovation with conventio-
nal procurement but the skill is in the team that sits
behind that and says, “Yes, we want to make this a
community project. Yes, we understand the needs of
our community. Yes, our elected members are fully
engaged. Yes, we have teams of people who are wor-
king with the community to get their input.” I think
if you do that then you can actually generate innova-
tion both with PFI and conventional procurement.

Q104 Lord MacGregor of Pulham Market: Yes,
because the example you have given on biofuels, bio-
mass and bioenergy and so on could happen within
the conventional field as well because the innovation
and inventiveness is in relation to the project rather
than the financing.
Mr Buxton: I think that is right.

Q105 Lord MacGregor of Pulham Market: Just liste-
ning to you in the whole of this session it seems to me
to some extent that the whole PFI issue is diVerent for
local authorities compared with Central Govern-
ment. There have been criticisms that PFI has been
used in Central Government to get projects moving
faster than the old conventional arrangements—oV
balance sheet financing, if you like, and so on. That
does not seem to apply in the local authority area, not
least because of the constraint and impact on council
tax. You are really saying that it is just one model
among a number that should be used but it does not
have an eVect on big capital projects going ahead fas-
ter than they would otherwise.
Mr Buxton: Except to the extent that Central
Government determines that certain types of projects
may only proceed through the PFI credit mechanism.
I am sure that was understood in your question.

Q106 Lord MacGregor of Pulham Market: Yes, it
was.
Mr Buxton: I just wanted to make that clear for the
record.

Q107 Lord MacGregor of Pulham Market: If that
was not there, all the school projects were PFI, then
you would want the level playing field.
Mr Buxton: Absolutely.

Q108 Lord MacGregor of Pulham Market: That is
really the message you are trying to convey.

Mr Buxton: Yes, indeed.

Q109 Chairman: Let me ask it in a slightly diVerent
way to be absolutely clear. If the hidden hand of the
Treasury said that rather than having 10 or 15% of
the local authority expenditure in this area being PFI
you could double it if you wanted to, would that
make any diVerence?
Councillor Kemp: It would depend on the types of pro-
jects, as we said before, that any council was dealing
with at any one time because there are some types of
projects that we do not think that would apply to. In
general terms it could increase or go down but as long
as we could relate it to what was particularly needed
in our own individual circumstances.

Q110 Chairman: I was not suggesting that they man-
dated you should, but if you had the freedom to dou-
ble it would that make any diVerence to your invest-
ment programme?
Councillor Kemp: No, I do not think it would.

Q111 Lord MacGregor of Pulham Market: Why
then do you think that you have this constraint in
terms of school building? Why is that linked entirely
to PFI?
Mr Buxton: How are you going to build a school
without the capital subsidy? That is the issue for a
local authority. A local authority cannot aVord to go
around building schools without some form of sub-
sidy.

Q112 Lord MacGregor of Pulham Market: I
understand that but why do you think that the Cen-
tral Government is insisting on that?
Mr Buxton: Central Government has done a pro-
gramme level value for money study and concluded
that at a programme level PFI is value for money for
the delivery of schools.
Councillor Kemp: Because it is looking at the savings
of bigness, whereas as we said before we can also
make savings through smallness. We are not getting
the benefits of local knowledge, the full application of
local services and opportunities into what is eVecti-
vely a national programme delivered locally.
Mr Buxton: We should also recognise that most
school refurbishment is not taking place through
PFI. It is much more eVective for new build than for
refurbishment and the Government fully
understands and recognises it, which is why if you
look at capital spend on education it is not a case of
saying all capital spend on education is PFI, that sim-
ply is not the case.

Q113 Lord Eatwell: It seems to me that the crucial
diVerence with respect to your financing is the
constraints that you are placing on the future, and
where the future is unknown, such as how technology
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20 October 2009 Councillor Richard Kemp and Mr Richard Buxton

might change with respect to teaching, or population
structures might change, you are stuck. That seems to
me to be a major issue, that by having a PFI contract
you have committed a set of funds contractually over
the future to the delivery of a particular building or
services of that building or other services which you
may, in 10 years’ time, not need, but you have it, you
are stuck.
Mr Buxton: If you are building a road you are putting
in street lighting and the chances are that level of cer-
tainty—

Q114 Lord Eatwell: No, let us stick with the school.
You have a school building and you get a big popula-
tion shift. As a local authority you might want to say,
“Okay, we will take half those buildings and we will
use them for something completely diVerent.”
Mr Buxton: Absolutely.

Q115 Lord Eatwell: You have a contract to have
those things maintained in a particular way, services
provided in a particular way, which may be comple-
tely irrelevant for the purpose that you want in 10
years’ time, but you are stuck.
Councillor Kemp: Basically you are right, but we
would end up with that constraint if we build a tradi-
tional school now and we would still be saying in 10
years’ time, “What are we going to do with that
school?” That comes to the relationship that you
have with your contractor because at the end of the
day it is in no one’s interests to be paying out for a
building that is empty, so what will local authority
come up with in private sector circumstances about
using the half of the building that you no longer need.
I am not trying to underrate what you say because
clearly if you are in a contract it is more diYcult to get
out of than if it is your own building which you enti-
rely own or whatever. There are some constraints but
I would not overplay that because it is in everyone’s
interests to make these buildings work, including the
private sector.

Q116 Lord Levene of Portsoken: When PFIs and
PPPs were first introduced the rationale was that
both Central Government and local government had
a pretty poor record of managing large-scale projects,
particularly construction projects, so it was felt that
by giving these to the private sector they would have
a better chance of delivering them on cost and on time
and their own overheads would still make the whole

project cheaper. This has been going on for the best
part of 20 years now. I do not want to ask you about
Central Government, but has local government now
learnt enough from this, from overseeing these pro-
jects, that they can now do it themselves eYciently as
one would hope they would have been able to do in
the first place?
Councillor Kemp: A lot of the pre-work, of course, is
done within the local authority now. In any big pro-
ject the local authority, being an excellent client, kno-
wing what it wants, being able to deliver its part of
it—for example, you can have a PFI project which
needs the local authority to deliver the road system
diVerently to meet it—is up for the major challenges
that it faces. Local government has moved on tre-
mendously both managerially and politically in the
last 10 to 12 years so I think they are capable of mana-
ging it using all the routes.

Q117 Lord Levene of Portsoken: So if a decision was
to made to say, “Here is a pilot project, let us give it
back to local authority X and see if they can do the
whole thing themselves”, they might make quite a
good fist of it?
Councillor Kemp: We are doing it already because, as
we said, PFI is only 10% anyway, so for the other 90%
we are already doing it. There is no evidence that we
have on which of the procurement routes you use for
the money, if I can put it that way, changes your abi-
lity to deliver things quickly or slowly, eYciently or
ineYciently. I think that we are good enough clients
to be able to cope with any of the financial routes
which would enable us to use capital.

Q118 Lord Levene of Portsoken: If that is true, and I
have no reason to doubt what you say, then it would
infer that Central Government ought to look very
carefully at this because if the local authorities are
now so good at it that they can do it themselves, so
why not leave it with them? Somebody presumably
ought to have a look at that.
Councillor Kemp: We would be happy to look for the
evidence. Our general feeling is—and this is a Trea-
sury quote not mine—that local government is the
most eYcient part of the public sector. I would not
necessarily let the PCTs run the same way!
Chairman: On that note, Councillor Kemp, we can
draw a close! Thank you very much to you, Council-
lor, and to Mr Buxton for your time and for answe-
ring our questions.
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Memorandum by the Office for National Statistics

Introduction

This memorandum sets out the way ONS handles Private Finance Initiative (PFI) projects in respect of the
National Accounts and public finance statistics. It relates primarily to the issues raised in Question 6 of the
inquiry:

— “How should future payments by the Government under existing Private Finance contracts be recor-
ded in public sector accounts?

— Is risk transfer an appropriate test? Should all such liabilities be included in the national debt? Should
they be accounted for separately from government debt? How much does the public sector accounting
treatment of capital and revenue aspects of projects matter?”

2. ONS Treatment of PFI Payments, Assets and Liabilities in National Statistics

The UK National Accounts are produced according to international statistical guidance laid out in the Euro-
pean System of Accounts (ESA95) which itself is based on the international System of National Accounts
(SNA93). ESA95 is supplemented by further guidance on the treatment of PFI contracts within Eurostat’s
Manual on Government Deficit and Debt (MGDD). The public finances statistics include Public Sector Net
Debt (PSND), and are constructed consistently with the National Accounts.

The international statistical guidance and the accounting guidance on PFI contracts followed to date by
departments and public bodies are broadly similar. This has enabled ONS to make use of the independently-
audited accounts of public bodies, and of relevant private corporations, in the compilation of the National
Accounts and public finance statistics: The MGDD confirms that the ONS approach of making use of public
sector accounting data for PFI reporting purposes is generally in line with its guidance, stating that “There
are rules based on Generally Accepted Accounting Practice (GAAP) and on other International Standards,
applied by private business to some of these arrangements. These seem to be quite consistent with the
substance of ESA95 and, apart from borderline cases, they are likely to give similar results as regards the classi-
fication of assets”.

In 2006, public sector finance lease liabilities relating to PFI contracts were first included in PSND. This increa-
sed the total by around £5 billion. One development that has required attention is the adoption of Internatio-
nal Financial Reporting Standard (IFRS) in the accounts of public bodies from 1 April 2009. This requires
accounting practice that is both diVerent to previous UK GAAP and to the required National Accounts treat-
ment. In September 2009, following consultation with ONS, the Treasury provided technical guidance to
departments requiring them, from 1 April 2009, to report on both an IFRS and an MGDD basis for PFI
contracts where the public sector’s recording of PFIs under each of these accounting bases would diVer. This
should give ONS the appropriate data sources to record PFI payments, assets and liabilities in government
current and capital expenditure, and in balance sheets. ONS will keep the adequacy of this approach under
review.

ONS has recently published an article “Government financial liabilities beyond public sector net debt” (see
3.iii below) which includes a number of recommendations, including proposals for production of an expanded
explanation of public sector liabilities. As part of this work, ONS will further address the issue of PFIs in statis-
tical publications.

3. Published Articles

The issue of Private Finance Initiative (PFI) schemes, as they aVect published oYcial statistics, has been the
subject of a number of ONS published articles. Recent articles can be found at the following locations:

(i) Nov 2006 Economic Trends article, “Including finance lease liabilities in public sector net debt: PFI
and other”, by Adrian Chesson and Fenella Maitland-Smith.
http://www.statistics.gov.uk/articles/economic trends/ET636Chesson&MaitlandSmith.pdf

(ii) May 2008, Economic & Labour Market Review article, “Private finance initiative and public debt”,
by Martin Kellaway:
http://www.statistics.gov.uk/ELMR/05 08/downloads/ELMR May08 Kellaway.pdf

(iii) July 2009, Economic & Labour Market Review article, “Government financial liabilities beyond
public sector net debt”:
http://www.statistics.gov.uk/statbase/Product.asp7vlnks14692
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Examination of Witnesses

Witnesses: Ms Jil Matheson, National Statistician and Mr Joe Grice, Chief Economist, Office for National
Statistics, and Professor Geoffrey Whittington, University of Cambridge, examined.

Q119 Chairman: Ms Matheson, Mr Grice and Pro-
fessor Whittington, welcome. If I can please ask you
to speak reasonably slowly and clearly that will be
helpful both for the webcast and for the shorthand
writer. I do not know whether any of you would like
to make an opening statement or whether you would
like to move straight into questions.
Ms Matheson: Maybe I can just say a few words,
thank you. I just wanted to say thank you for the
opportunity to explain and discuss the statistical
treatment of PFI projects both in the national
accounts and in other oYcial statistics. A key part of
what we do is to follow international standards
governing statistical accounts—the UN system of
national accounts and the European system of
accounts—and we have got a legal basis for com-
pliance with those. Statistical guidance and accoun-
ting guidance has, up until now, been similar in the
relevant respects, so we have been able to use the
audited accounts of public bodies to use in the natio-
nal accounts. The introduction of the new Internatio-
nal Financial Reporting Standards this year may
have some impact but public bodies are still being
required to produce accounts on the old basis as well,
so we can continue to fulfil our legal obligations.
Finally, of course, our obligations go beyond that,
and we are conscious of the need to meet public needs
for transparency of statistical information. So we
have work under way looking at the presentation of
additional information—for example, on public sec-
tor liabilities. It is a complex area but we are
publishing and have already published a series of arti-
cles to help us and our users understand the issues,
and we would be very happy to try and explain that
today.

Q120 Chairman: Just before we move on to the
accounting and statistics side, can I ask you one gene-
ral question, which is to ask you what you see as the
defining characteristics of private finance projects?
Ms Matheson: Can I start, just from the statistical
point of view, because that is what I can talk about?
Following the international standards that I referred
to, it is about risk, and the assessment of where the
risk lies. Is it with the public sector or the private sec-
tor partner in the arrangement? The European sys-
tem of accounts and the international standards are
quite clear about that. So, as far as we are concerned,
we take the audited accounts which themselves have
assessed where risk lies. Where the bulk of the risk is
judged by the professional accountants to be in the
public sector then they are on the public sector
balance sheet; where it is in the private sector then
they are not. So that is the defining characteristic in

terms of how we, as statisticians, interpret the
accounting rules.

Q121 Lord Eatwell: I would just like to follow up
from that. What I did not understand from the
memorandum you sent us, also indeed from what you
have just said, is the relationship between what you
think would be an appropriate accounting standard
and the accounting standard which is being imposed
upon you by others. Your memorandum consisted
entirely of referring to other accounting institu-
tions—to the IFRS standards, and so on and so
forth—it did not say at all whether you thought they
were satisfactory (if you like, fit for purpose) for the
UK assessment of risk in PFI projects. I wonder if
you could comment on that.
Ms Matheson: I will start and then perhaps I can ask
my colleague to add on to that. I think it depends on
what is the purpose. If you think about our purpose
with national accounts, then we are looking at the
economy as a whole, and the important (and, I men-
tioned that we have a legal obligation) obligation as
well is to make sure that what we do is consistent with
the treatment of other countries. So the international
standards are important in that they are the ones that
we stick by, but they are important because they are
an important way of looking at the economy across
countries.

Q122 Lord Eatwell: I can see that if everybody wants
to get their national income accounting straight then
they will get the national income accounting straight,
but we are trying to understand the value to the
public purse of these procedures. We all know, for
example, in the national accounts, if you employ a
housekeeper it is part of the GDP and if you marry
her and do not pay her it is not part of the GDP. We
all know that. So if we are looking at social welfare,
the national accounts are not representing social wel-
fare in those terms. If you are interested in social wel-
fare we would not look to the national accounts. So
I think that this international comparison is a com-
plete red herring; the issue is: are these accounting
procedures appropriate for us to understand the wel-
fare contribution to the UK of these particular pro-
jects?
Ms Matheson: Let me, in one sentence, reply, and then
I will hand it on. As I said, it depends on what the
purpose is, and the assessment of value for money or
any of those other considerations are not considera-
tions for me or for the Statistics OYce; that is not
what we are here to do; that is a matter for the NAO
or for others. What we do have a responsibility to do
is be transparent about what we are measuring and
how we are measuring it.
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Professor Whittington: Could I make an observation,
please? I did not want to make an initial statement
but the initial statement did actually say something
that I believe to be incorrect (I am sure it was a mis-
take, not deliberate), namely, that this balancing of
risks that is done by the internationally accepted
methods of national accounting is not the same as
the current UK standard FRS 5 and the application
note to that or even the Treasury’s guidance to that,
which has widely been interpreted as allowing every-
thing to go oV balance sheet but was not intended,
I hope, for that purpose. The big thing that gets mis-
sed out of the assessment of risks under FRS 5, and
is included by the national accounts and was alluded
to by the local authority representative just now, is
construction risk. Obviously, we all know—anybody
who has dealt with builders knows—that construc-
tion is a horrible process to go through. Construc-
tion contracts carry enormous risk, but that risk
occurs irrespective of whether I buy an asset or whe-
ther I lease it or whether I get it under a PFI
contract. That is something that happens before the
asset is created. Once the asset is created, as an
accountant within current accounting standards, I
have to ask myself: “Should that asset which has
now been created be on the balance sheet?” In other
words, who do all the subsequent risks and rewards
(or however I care to evaluate it) lie with? Do I sit
in this position that an owner of the asset sits in, or
am I really just renting it from a provider of servi-
ces? That has to be done once the construction is
over. I think the potential conflict with national
accounts (the ECOFIN system) lies in the fact that
they only identify three areas of risk, much narrower
than FRS 5, and one of those areas is construction
risk. That means that most PFI contracts will say:
“Well, the construction risk lies with the constructor
because the price is usually fixed under contract”;
hence it is oV balance-sheet. Under FRS 5 that
would not happen. That is a serious problem now
because we have a new international interpretation,
IFRIC 12, which has been adopted by the Treasury
and is going to be used in resource accounting.
IFRIC 12 is based on control but I think we can
bypass that—control of risk and rewards are not so
diVerent as you might think, but I do not want to
get into technicalities—and IFRIC 12 will bring on
to the balance sheet a lot of things, it is widely belie-
ved. However, these things will not be brought on
to the balance sheet by the internationally accepted
method of doing national accounts. Not only does
that apply to the national accounts but I understand
the Treasury is applying this same standard to bud-
getary procedures by departments, so that for bud-
getary purposes they will be leaving things oV
balance sheet and for ex-post accounting they will
bring them on balance sheet, which I find quite
extraordinary. So there is a conflict between the way
national accounts are done, and the way business

accounts are done and the way they are being inter-
preted by the Treasury for the accounts of
departments. This is not the fault of the national
statistical oYce but it is a matter of government
policy; I guess it has to do with international agree-
ments on borrowing requirements, and so on. It is,
nevertheless, a practical problem.

Q123 Chairman: Is this a conflict which can or has
to be resolved, or is it a paradox you just have to
live with?
Professor Whittington: We get back to the issue Lord
Eatwell was discussing before, of what all this is for.
I believe, because I like to think accounting is useful,
that accounting is telling us what our obligations are
when it is recording liabilities. I was very struck by
the discussion you have just had with the local
authorities which indicated that a PFI contract
binds future generations. In fact, because of the fact
that it suppresses what economists call “real
options” it actually, in some way, is more burden-
some than a conventional purchase of an asset. The
fact that future generations, or future taxpayers, are
bound—hence the scope for allocating revenue in
the future is constrained—is a very important thing
that people should know; they should know how
much they have borrowed, how much the Govern-
ment is in debt—in the economic sense as well as in
the legal or technical sense. I do think that is very
important information from a policy point of view
and an ex-post appraisal point of view. It gets sup-
pressed if we do not put these things on balance
sheet.

Q124 Lord Levene of Portsoken: Just on the basis
of what Professor Whittington said, if I heard you
correctly, you said the same risk was there whether
the building was bought or leased. Surely, it depends
on who is doing the buying and leasing, because if
the Government or a local authority buys a building
they are at risk throughout the process, but if they
are leasing it it is the owner/contractor who is going
to do the leasing who is at risk, and the local autho-
rity or the Government only has a problem once
they have taken it on. Is that not right?
Professor Whittington: I was thinking of a long-term
lease. I was thinking in terms of finance leases; in
short-term leases or rental, clearly, the landlord is
responsible. The longer the lease, usually, as you
know, the more responsibility the tenant takes on.
If I have a 999-year lease, then it is pretty well mine.
I understand that one of the Cambridge colleges is
actually owned by an Oxford college (or, at least,
the ground is) but it is 999 years so nobody talks
about that and they repair their premises as if they
own it.

Q125 Lord MacGregor of Pulham Market: I think,
like others, I may be having some diYculty in get-
ting back on track! Can I ask the question which I
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hope will help do that. Could you elaborate more
to justify having liabilities treated diVerently in the
departmental resource funds and the Treasury natio-
nal balance sheets, and indicate more of the conse-
quences of that?
Mr Grice: I think a lot of this comes back to what are
the purposes for which these accounts are used. I can
imagine it would be safest, I suppose, if there was one
set of accounts which will give you the answer to eve-
rything. So far as we are concerned, we have at least
three objectives, as Jil mentioned at the outset. One is
we do have international obligations to compile
national accounts according to international conven-
tions. The overriding convention existing on national
accounts is voluntary, the United Nations System of
National Accounts, but the European System of
Accounts, which is essentially derived from that, is a
statutory obligation; it is an obligation in European
regulation and those procedures we have to abide by
in order to produce gross domestic product figures
and other national accounting information accor-
ding to the European standard. For that purpose, the
information provided by, essentially, as I understand
it, UK generally accepted accounting practice (which
is largely on which the resource accounts are based) is
appropriate for making those calculations. We
believe it is appropriate and so, too, do the European
authorities. A second purpose is actually to produce
the public finance figures where, again, we have legal
requirements under European regulation in connec-
tion with the Stability and Growth Pact and the
Excessive Deficit procedures. Again, for that purpose
the resource estimates that the Treasury produces and
uses in its budgeting, we have access to and, essen-
tially, take on board, is appropriate. We believe that
and, again, so do the European authorities. Then
again, this is not the only purpose; this is not the only
information one would want to look at in analysing
these kinds of situations, and while it is certainly not
our job as the statistics oYce to make assessments of
value for money in PFI deals, or anything of this
kind, it is our job, we see, to produce a range of infor-
mation about public finances in general which will
indicate the transparency and enable such judgments
to be made. In that connection, it may be the IFRS,
the new accounting standard, is something we need to
look at, and indeed we have started to do that. I am
not sure that is a direct answer to your question but
that is the position we are at, at the moment.

Q126 Chairman: We are talking about IFRIC 12 or
IFRS thing, which is what we are about. Would it be
a practical problem for the ONS to, as it were, sum
what is on the various local authorities and other
government departments IFRIC 12 data to produce
a separate national figure? Not to supplant the Euro-
pean approach but as a supplement to see it from a
diVerent view. Would that be a problem?

Ms Matheson: I do not think it would be a problem.
What we would need to do is be very clear about what
it was that it was measuring and what part of the ove-
rall picture is that about. Again, our role, as you say,
is to aggregate and we do that based on audited
accounts; we are not responsible for the standards
against which those are audited. So if there was some
great user demand for us to do that and if those data
were available and audited, then adding them up—

Q127 Chairman:—would be a fairly simple thing. I
am sorry to be simplistic but let me push it a bit
further. If it was analogous to a business and that
business had a whole string of subsidiary companies,
which may be local authorities or government
departments or whatever it is, then in summing the
consolidated accounts of that business you take all
the subsidiaries and you add them all up and you
would know what you had got, at the end of the day,
because the two would be the same. Here we have an
anomaly whereby, at the moment, the sum, which we
do not know, of the equivalent of the subsidiaries in
the public sector does not match what should be the
consolidated accounts at national level. All right, you
are caught by diVerent standards—and we
understand why that has happened—but I would
have thought that it might shed a little bit more light
if, in addition to the European approach, you
actually summed what we have got in our various
national subsidiaries. Am I being too simple? Perhaps
I should ask an accountant. Professor Whittington,
does that make any sense?
Professor Whittington: It makes sense to me but I am
not a national accountant. I was over-awed by being
here with two of them.
Ms Matheson: It would not be a national account is
the point.

Q128 Chairman: Absolutely, but it might shed some
light on national liabilities.
Mr Grice: We are very open to the idea that national
accounts are not the only information that is useful in
this area. Indeed we did, over the summer, publish a
series of papers on ways in which more transparency
and wider information about the public finances
might be produced. In that light, I would certainly
regard the proposal as being one which merits further
examination, but we would have to look at the feasi-
bility, exactly what it measured, and so on.

Q129 Lord MacGregor of Pulham Market: That is
actually what I meant by the consequences in my
question. You described the situation from your
point of view, which I think most of the general public
do not understand at all, but there is a widespread
concern, for example, in terms of national liabilities
and national debt, that some of the PFI projects and
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other things are not appearing in the national debt
figures and that this is, somehow or other, because of
the way in which the statistics are drawn up. I wonder
if you could comment on that.
Professor Whittington: I will comment on it, if you like,
because they are reluctant. Can I just briefly com-
ment because I think what you said is exactly correct?
I can understand the international standards for
national accounts but I think they are behind the
times, as it were. Accounting has moved on a lot in
the last 30 years and the way people do business has;
complex contracts with PFIs have emerged and they
are a bit behind the game, if you like, and that is why
they have not thought it out and they have got
construction risk in there and missing lots of others
out. It also, of course, suits, no doubt, many national
governments that they do their national income
accounts that way because they are under a bit of
pressure from borrowing. People use these very naı̈ve
numbers—Public Sector Borrowing Requirements
and things. So, naturally, I imagine, there is a reluc-
tance by many governments to change this system.
Then, of course, we have the question: should the UK
change and then be blamed for borrowing more than
anybody else, when it is purely an illusion? I think
there is a serious problem. That is as an outside obser-
ver.

Q130 Lord MacGregor of Pulham Market: You
mean an illusion that we are borrowing more than
anybody or an illusion that if we changed the system
our figures would look larger than they actually are
compared to others?
Professor Whittington: The illusion is not in absolute
terms. If you mean: “Are they telling the truth?” I
would say they are telling the truth if they did proper
accounting, as I put it. They are not telling the rela-
tive truth, and countries and currencies are often
measured in relative terms. If they have all got this
little bit of buVer called the PFI there and we make
ours hang out as if it is borrowing and the others do
not, it makes the UK look worse than it ought, and
is not doing the country a favour—I can see that.
That is a problem of the emerging practice on natio-
nal accounting. In the future, I think, there is a great
deal of hope because international standards are
developing very rapidly; IFRIC 12 comes from the
private sector International Standards Board, there is
a Public Sector International Standards Board as
well which has been working on IFRIC 12-type inter-
pretations for government, and I am sure that these
bodies, eventually, will persuade international orga-
nisations like the World Bank and the IMF, that are
backing them. I think practice will improve in the
future. At the moment we have an anomaly because
they are catching up.
Ms Matheson: There is a dialogue between the two
anyway; so these things do take time to evolve—that
is certainly true. On your first point about transpa-
rency, of course, as we have said, the national

accounts are the national accounts, and we are inter-
ested in improving transparency outside the national
accounts framework to help public understanding of
the nature of public debt or other aspects. So that is
absolutely consistent with the direction that we are
going. It is just not easy to do, and I am never sure
that we are quite going to be in a position very quickly
to get to the point where the public do understand all
the complexities of this. That is the challenge.

Q131 Lord Best: Improving public understanding—
and mine too, I think—does get pretty diYcult. I
guess that governments of all persuasions are going
to want to try to find ways in the future of spending
money that does not show up in the national debt. If
the basis really comes down to where the risk lies, my
question is about how you determine the risk transfer
between the public body and a private company, or a
special purpose vehicle. Let us try this from a kind of
public perception and understanding of these things.
At one level we now know from the collapse of the
banks that the government has to pick up the bill at
the end of the day; the risk, ultimately, with these
organisations that are too large to fail, and so on,
rests with government. We have not transferred risk
even in the banking system out of the hands of
government, at the end of the day. If things go bust,
government picks up the bill. In the world of PFI, of
course, the school, if it is half-built, if the PFI com-
pany goes out of business and this whole thing falls
apart, the public sector has to pick up the bill. It falls
back on the taxpayer—local or national taxpayer—
because we need the public services. To say that the
risk is transferred to a private sector body, at one
level, must be a bit of an illusion, to use Professor
Whittington’s words. Is it that the medium-sized
risks are transferred allowing a change of definition
that governments will grasp if they can? The medium
term risk—not that the contractor goes bust but sim-
ply that it costs a lot more than they expected and
they have to take the hit; it is the small-scale things
that go wrong which do fall to the private sector orga-
nisation, the contractor, to pick up the pieces because
that is what the contract says, even though the big
risks do, ultimately, still remain a public sector acti-
vity with the public sector. Have I mystified you even
with the question?
Ms Matheson: You are right in the sense that, of
course, ultimately, where is risk, and that is one of the
issues about how do you define and decide the point
at which risk becomes a liability and at what point
should it be included in whatever accounting stan-
dard. That is one of the real measurement diYculties
with any system that you have. I am not quite sure
what the question is that that leads to.

Q132 Lord Best: Let me put the formal question
here, about the transfer of risk between a public body
and a private company. How do you set about deter-
mining the risk transfer between the two, the public
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body and the private company, or special purpose
vehicle?
Ms Matheson: The short answer is we do not; that risk
is the risk as it appears in the audited accounts. So, as
statisticians, we do not do that.

Q133 Chairman: Perhaps we can address it to Pro-
fessor Whittington.
Professor Whittington: I will try and answer that, if
you like. Under the FRS 5 approach, which is the one
that has historically been used in the UK and is
widely used abroad as well—Australia and New Zea-
land and other places—you, first of all, as I said,
would strip out the construction risk, to start with,
because somebody bears that anyway, in creating an
asset. The PFI contract is for the use of the asset for
a service once the asset is constructed. You would
also look at the end of the contract and look at who
gets the asset at the end, because that is usually very
informative with PFI contracts; they are often for less
than the life of the useful asset, despite the discussion
we had earlier. If it reverts to the government then, of
course, the government is bearing the residual value
risk that is stated at the end. You would then analyse
in detail and make a judgment on the terms of the
contract itself. Of course, we talk about PFI—one of
the diYculties is there are so many diVerent contracts
with so many diVerent terms; who covers what risk
within a contract; do you give a fixed price, do you
have a variable price; do you have toll roads, do you
have shadow tolls—it goes on forever. You have to
analyse the contract and make a judgment. That is
where, I am afraid, FRS 5 really was let down or let
itself down because these interpretations done by
people who have incentives to keep things oV balance
sheet, inevitably, lead to things going oV balance
sheet. It is unfortunate that is the way it is. That is
why the new IFRS approach is becoming predomi-
nant because that emphasises control rather than
risk, although, in fact, as I hinted earlier, it is another
way of expressing it, because the risk transfer was
never solely what FRS 5 was about. What we were
trying to do on the ASB in those distant days when we
concocted FRS 5 was to deal with oV balance sheet
financing by private companies. That is often done by
what are called “auto pilot vehicles” which run them-
selves, so there is not any control; they run themsel-
ves, so you cannot look at control and you have to
say: “Well, whoever, at the end, gets the variable
returns must surely be the person in control”, because
unless they are very stupid they will have put some-
thing in place, even if it is not visible, that makes sure
they can avoid the worst happening if possible. So
that is why FRS 5 was there. There was always an ele-
ment in it of: “Well, who gets the benefit? Who
controls or manages the thing?” The IFRS view of
control is that it has two wings; one is power, which
we normally think of as the power to direct in some
way—the power to determine the public sector ser-
vice: the quality, the price—but the other is that the

power has to be directed for the benefit of the person
exercising power. In the case of government, obviou-
sly, that means they have to be able to direct it
towards their ends, and that, if you like, is a risk or
rewards approach because you are saying: “Who gets
the benefits; who bears the risk, in the end, of ser-
vice?” So the two approaches are not so diVerent, but
the way IFRIC 12 has been drawn up, the rather
stark way it is drawn up, puts people on notice that
there is really, almost, a rebuttable presumption that
things are on balance sheet, and I think that probably
counteracts the temptations leading to poor judg-
ment.

Q134 Lord GriYths of Fforestfach: My Lord Chair-
man, I wonder if I can ask Mr Grice a question,
because I have only been involved in one major PFI
contract, which is the outsourcing of property servi-
ces to the DHSS, then the Department of Employ-
ment, now the DWPP—a 20-year contract—when
we, in winning the tender, took on tremendous risk,
namely, that we had thousands of properties, some of
which the Department said: “We will never want to
get out of”; some of which they said: “We want to get
out of now” and some of which they said: “We may
want to get out of”. For those properties we took the
risk that if they got out we would be able to re-let
them on terms which were reasonable, and we took
on other risks. My understanding was that when this
was set up the Treasury, in agreeing to a PFI project,
said: “One of the key criteria for something to be a
PFI project” (regardless of accounting, for a minute)
“was that there has to be a material transfer of risk
from the public body to the private body. Is my
understanding correct?
Mr Grice: It is a little while ago since I was directly
involved with PFI schemes, but the basic proposition
was that the risks should be borne by the party best
placed to bear the risk—that would be the way to get
the maximum welfare for the country. That, I pre-
sume, is still the underlying presumption. We use the
accountancy rules simply to give us a judgment based
on the professional accountant’s judgment, rather
than our own, as to whether that risk transfer has
taken place or not. That determines the position that
we reach.

Q135 Lord GriYths of Fforestfach: Can I ask you: is
the professional accountant the best person to give
you that judgment?
Mr Grice: The professional accountants, we will
expect, will be the people who will go through and
analyse where the risks were borne and how the
mechanism had applied. I think we would not feel
that we could add value, as statisticians certainly, in
second-guessing in all 800 schemes, or whatever.
There is one other point in this discussion, if I might,
and that is, really, to put these numbers in context.
The figures that we have are that there are approxi-
mately 800 or so PFI/PPP schemes in being, and the
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capital value is something of the order of £64 billion.
Of those, under the rules which Professor Whitting-
ton has doubts about but which, nevertheless, are the
ones we use for national accounting purposes and
public finance purposes, approximately £25 billion or
so are actually on balance sheet under those rules. As
it happens, some of the larger schemes which would
not be caught by those rules—London Underground
schemes—are ones where we judge, in any case, that
the PFI counterpart is part of the public sector
because of the control. Again, that leaves us, when we
take that into account, with something of the order of
£5 or £7 billion of schemes at issue. Now, £5 or £7
billion is, obviously, a large amount of money, but
that compares with the public sector net debt (and we
published a new figure this morning), and that was
£825 billion. So the amounts we are talking about
here, in relation to the overall public finance, are not
negligible, of course, but they are actually not that
large in relation to the totals of the public finances
that we are talking about.
Chairman: Material, but only just.

Q136 Lord Tugendhat: This is a very technical dis-
cussion and I must say I am having some diYculty in
following a great deal of it. I would like to ask one of
the simpler questions on this list, and that is how does
the UK treatment of these liabilities compare with
elsewhere in the world? I do not mean in Europe
because that point has already arisen, but looking
beyond Europe but within the OECD area.
Ms Matheson: They, too, follow the system of natio-
nal accounts—the UN system of national accounts
that the European system is based on. So although
the UN system is voluntary, the expectation is that
that is what countries will follow.

Q137 Lord MacGregor of Pulham Market: Can I just
go back to Mr Grice’s figures, in that supplementary
point you made? You told us where £32 billion were,
and the overall figure was £64 billion. The gap
between the two, the other £32 billion, how is that
accounted for?
Mr Grice: On my figures something in the region of
£25 billion would be accounted for—that is actually
on balance sheet of the total—and something of the
order of £18 or £20 billion would be accounted for by
the London Underground schemes, and it is the rest
which is really at issue.
Lord MacGregor of Pulham Market: Thirty-six, but
not £5–£7 billion.
Chairman: Twenty billion. If you could give us a little
note on that, that would help.

Q138 Baroness Hamwee: I am very relieved by what
Lord Tugendhat confessed, because I feel much the
same! This, I think, is a political question rather than
a statistical one. If liabilities appear on the national
balance sheet as a matter of fact, depending on how
each is treated but regardless of how much risk is

transferred, is there a risk of missing important infor-
mation?
Ms Matheson: Again, I think I have to go back and
say it depends on the purpose and what is the infor-
mation that you are trying to establish.

Q139 Baroness Hamwee: Let me put it a diVerent
way. Is there a diYculty in interpretation, then? I can
absolutely follow what you are saying about it
depends on the purpose, but are we in a situation
where we are making life diYcult for ourselves in pro-
ducing information which does not facilitate analysis
and interpretation?
Ms Matheson: Again, I will ask Joe to come in but I
refer back; there are the national accounts and we dis-
cussed the national accounts framework and what we
are obliged to do. There is additional information in
order to be able to understand public debt, and I
think this falls into: “What is the additional informa-
tion that the public needs in order to have transpa-
rency about what is actually happening”, which is an
important principle. There are real diYculties in mea-
suring, interpreting, understanding and classifying
what the range of information should be, but that is
why we have been looking to see what additional
information ought to be made available and could,
practically, be made available. We have talked just
about the PFI schemes, and 800 schemes—a lot of
them very, very complex—each of them having their
own separate arrangements, so just understanding
what is happening there is a mammoth undertaking.
Going beyond that, the diYculties of interpreting do
not disappear just because you have something on
balance sheet or oV balance sheet.
Professor Whittington: That is a very good question
you put, really, because people do tend to take num-
bers in accounts rather literally and they are usually
first estimates that lead to further analysis. Just think
of all the credit crisis, bad debts and the way people
split them up into tranches and say they have diVe-
rent qualities, when you add them all up they show a
total of liabilities. That is superficial, in a sense, but it
is a start. People crave simplicity; they have got to
start with something they can get their minds round,
but it is certainly true that you do need to dig deeper
into accounts. The problem there is (I have no doubt
the national statisticians find the same problem) that
if you do lots of notes people say: “You know, this is
far too complicated—look how fat the accounts are”.
Unfortunately, that is the truth; the truth is complica-
ted. So they are doing their best, their honest best, to
give you a start.
Baroness Hamwee: I was not suggesting otherwise!

Q140 Lord Eatwell: Listening to all this, I would like
to come back to the issue which I raised at the begin-
ning, which is in looking at the PFI, the whole pro-
gramme, what we are trying to understand is if this
whole programme has been a useful strategy for the
public sector, and useful is essentially defined in value
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for money and, over a period of time, including the
restrictions that may be placed on you by contracts,
of doing a particular projects one way or doing them
another way. What we would like the accountants to
help us do (always understanding there are various
qualitative issues along the way) is to provide us with
a framework to help answer that question. It is: are
these things, in the words of 1066 and All That, a
Good Thing or a Bad Thing? That is what we are
trying to get at. If one laid down a set of criteria which
said: “We want projects to cost the least for a com-
mon service with common flexibility”, or whatever,
and said: “Okay, would you provide us with an
accounting framework which would help us to look
at projects and judge on that basis”—is that utopian?
Ms Matheson: I defer to the accountant.
Professor Whittington: What you are talking about is
very much in even the other direction from me—not
the national accounts—it is not even at the entity
level; it is really at the project level where you can
really evaluate PFI projects. There have been acade-
mic studies done of PFI projects, mostly critical,
about the diYculty of getting information about
them, and it really is at that level. After all, you have
just had the local authorities giving evidence; I am
sure there are a lot of people in local communities
who are interested in, “Why did they build that
school there? How much did it cost? Was it value for
money?” and I think they do have diYculty in getting
information about the projects. However, it is really
at the micro level that you can tell whether it is value
for money; whether it is on balance sheet or oV
balance sheet or what the total looks like, we are back
to the question that we—

Q141 Lord Eatwell: Let us take the evidence that the
local authorities gave us, which is that they get their
capital subsidy on PFI schemes and not on others, so
they are strongly pushed by a policy decision to pur-
sue the PFI route—which they were not very happy
about, actually; they said: “We would rather be able
to choose ourselves”. So, clearly, there has been a
policy decision and if that policy decision were to
have been driven by the issue of value for money (in
the rather broad sense that I put to you, which inclu-
des risk in the future, and so on), then could I have
an accounting scheme which would help me to assess
whether that had been successful. The other
underlying story has been this decision has been enti-
rely to put stuV oV balance sheet and it is actually a
way of fiddling the national accounts—not with
respect to you fiddling the national accounts as statis-
ticians, Ms Matheson, but the way in which informa-
tion is sent to you as a statistician is to fiddle the
national accounts. Let us leave that fiddle aside and
concentrate on whether these are really value for
money. Is there a framework or is this just one project
by single project and, in fact, the answer is nobody
really knows?

Professor Whittington: I think it is project by project,
because all these other things are aggregated, and you
cannot just, in aggregate, say: “This is value for
money” or “It is not”; you can look at aspects of it
and say: “Yes, these are distorted decisions if the
government has given subsidies”, then the govern-
ment will say: “We did this study of schools and this
showed that this policy of large schools (or whatever
it was) was a good thing”; you might say: “Where is
the report that said that; let the public see it and criti-
cise it”. However, I find it very diYcult to see, on a
macro level, how you can say “All good” or “All
bad”, because the truth will always be, of course,
some of it is good and some of it is bad; it is a matter
of weighing one against the other. It seems to me that
it is at the micro level that this has to be addressed; so
it has to be information about projects, ex-ante, how
they were negotiated, how the tendering process
went, what was promised at the time, and, ex-post,
how it turned out and why it did not turn out as
expected—and projects never turn out as expected.
That sort of information, I think, is not widely availa-
ble on PFI projects, and more disclosure or more
availability to the public probably would help,
because they are projects that people are really inter-
ested in as users.

Q142 Chairman: Coming back to what Lord Eatwell
called “a fiddle” (but I will take that with a pinch of
salt), do you think that the ability to take certain lia-
bilities oV balance sheet, whether we are talking
about the national balance sheet or whether we are
talking about departmental or local authorities’
balance sheets—or, indeed, whether we are talking
about the UK—has encouraged investment in infra-
structure that might not otherwise have taken place?
Ms Matheson: Again, from my point of view (and
Professor Whittington may be able to say more) the
answer is very similar to the answer to the last one,
which is we do not have the data to be able to answer
that question. What we do not have is the counterfac-
tual; it is hypothetical. So “I do not know”, is the
answer.

Q143 Chairman: Do you have a gut feel? I know you
have not got the data. Fair enough.
Professor Whittington: I was struck, again, when the
local authority people said that they got PFI credits
for having things oV balance sheet. That was cer-
tainly true. I think, at one time, some areas of govern-
ment were told they could only get their PFI credit if
it was oV balance sheet. Whether this is material in
the national accounts, I do not know. However, that
is a slight distortion, I think, that probably led to peo-
ple worrying too much about features of projects that
would get them oV balance sheet, and not focusing on
whether the hospital delivered the services to patients
quite so much. That may be unfortunate. Clearly, if
the Government felt constrained to such an extent
that it could only allow oV balance sheet projects to
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be funded, it would have allowed more expenditure
as a result; if the PFI option had not been there, pre-
sumably they would have been constrained. There is
certainly a possibility that there was more expendi-
ture. I do not know—I am giving you opinions.
Lord Best: I think we would be much helped if Mr
Grice could give us those statistics to show whether
or not, really, very much of it has ended up oV balance
sheet. If it is nearly all on balance sheet then all of the
complexities and all of the hassles involved in all of
this looks to be rather less worth a can.

Q144 Chairman: I should probably have explained
to our witnesses that our last report was on banking
supervision and regulation, and therefore we are just
a little bit sceptical about the motives for having
things oV balance sheet!
Ms Matheson: We will do a note, but our estimate is
that it is about 40% on balance sheet—40% of capital
value on balance sheet.

Q145 Lord MacGregor of Pulham Market: It would
be helpful if your note could actually specify defini-
tions, and so on, and it is not just figures, so that we
fully understand what it means.
Professor Whittington: I have a bit of diYculty with
this because I have not seen these figures, obviously.
The only thing that puzzles me is that I do not
know—and I do not think anybody knows—how
much of these things “ought” to be on balance sheet,
if FRS 5 had been applied rigorously. Therefore, I do
not know what the total is, you see, that this is a pro-
portion of. I just do not know the full potential

Supplementary memorandum by the Office for National Statistics

1. At the hearing on 20 October 2009, the Chairman asked ONS to provide a supplementary note setting out
the relevant figures relating to the balance sheet treatment of PFI contracts. (Q137 and Q146 refer)

2. The notes below set out the relationship between the total capital value of private finance schemes and the
related finance lease liabilities included within Public Sector Net Debt (PSND).

(a) HM Treasury’s PFI statistics [1] indicate that, at April 2009, the total capital value of all signed
schemes was around £64 billion, including London Underground public-private partnerships (PPPs).
Of these, the value of those currently operational or under construction is about £51 billion.

(b) About £25 billion of this total are designated as on-balance sheet schemes, for the purposes of the
accounts of the public sector bodies concerned.

(c) As set out in an article in September 2007 [2], the companies involved in the London Underground
PPP schemes are now classified by ONS as within the public sector. Accordingly, the finance lease
liabilities and assets relating to these PPPs consolidate out within the public sector. The London
Underground schemes have a total capital value of around £18 billion. Consequently, adjusting the
total capital value of on-balance sheet schemes to reflect this consolidation eVect, leaves a capital
value of around £7 billion.

(d) This compares with estimated public sector finance lease liabilities of about £5 billion at end-March
2009. Under the international conventions to which ONS works, these are included in PSND.

magnitude of the PFI projects. I did read a paper by
some people in the ONS trying to estimate the liabili-
ties arising from leases that were recognised under the
PFI, and they have done a huge amount of work and
come up with very large numbers, but with a great
deal of error around it. So I am not really convinced
by the precision of figures like this; I wonder what is
hidden under the iceberg and below the sea.

Q146 Chairman: It would be quite useful, therefore,
if, in your note, you could put the total value of the
PFI contracts and that proportion which you think,
presumably, is the equivalent of the capital value, and
then what is oV balance sheet and what is on balance
sheet. That would set it into context.
Mr Grice: It might also be useful, Chairman, given
your reference to your past report, just to point out
we will later this week be publishing a thick paper on
some of the consequences to the balance sheet and,
indeed, to the classification of some of those bank
interventions.
Chairman: We will read that with interest.
Lord MacGregor of Pulham Market: I was a little dis-
turbed to hear Professor Whittington’s last com-
ments about what he did not know; given that these
issues are issues of great political debate and political
controversy, it is worrying if Professor Whittington
cannot guide us to the reality of what the figures are.
Chairman: Are there any other questions that Mem-
bers of the Committee would like to ask? Are there
any points that the witnesses would have liked to
have made? If not, may I thank you very much indeed
for your time and for answering our questions? We
look forward to the supplementary note.
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3. The remaining diVerence between the £7 billion capital value of schemes and the £5 billion public sector
finance lease liabilities is caused by a number of factors, explained in a 2006 article [3]. These factors include:

— Finance lease debt and capital value are not the same thing. The capital value of assets for signed
projects includes forecasts of future asset values, where the work may be incomplete or not yet started.
These liabilities are contingent therefore on the construction or improvement being completed
satisfactorily. Consistent with the international conventions, contingent liabilities are not included
in PSND.

— Timing of recording—where the accountants and auditors judge the asset should be on the public
sector balance sheet, the transfer of economic ownership, and so the recognition of the liability, will
usually occur only when all of the construction is completed and the asset becomes operational.

— The finance lease liabilities initially recorded will reduce over time as repayments are made.

4. To give some context for these figures, Public Sector Net Debt is now some £825 billion [4]. ONS has
estimated that the overall eVect of the financial crisis interventions will be to add a further £1.0 to £1.5 trillion
to this total [5]. Work is underway to yield more precise estimates.

OYce for National Statistics

November 2009
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Memorandum by the CBI

Private finance projects benefit from a range of structural and governance features that enable them to deliver
best value in a way that traditional procurement has not achieved, focusing on outcomes to bring real
improvements in public services.

Introduction

1. Private finance has helped to deliver a broad range of modern, fit-for-purpose assets that include high-
quality services and maintenance activities to ensure that the investment retains its value and that services meet
public demand over the long term. Without this long-term investment, the UK would not have the
infrastructure required to support our economy, nor the public services that are needed.

2. This response argues that private finance projects are delivering value and quality in public services and
that despite the credit crisis, PFI is still a strong investment vehicle, with deals continuing to close and market
confidence resurging. PFI has delivered policy outcomes that benefit both individual service users and the
wider community, and has oVered greater value for money over a project’s lifetime than traditionally procured
services. The attributes of PFI have also been captured by other models that can be applied to meet diVerent
types of asset and service needs.

3. The CBI believes that for PFI to continue delivering quality and value in public services, the government
needs to have a more strategic and coordinated approach to their public service investment, ensure that public
sector procurers are suYciently skilled and capable of managing complex projects, and undertake robust
quantitative analysis between privately-financed and traditionally-procured projects in order to illustrate the
value for money credentials of each.

4. The introduction of the Private Finance Initiative (PFI) model brought a step-change in the way public
services were financed, designed, built and operated. Many aspects distinguish it from conventional
procurement, making it attractive for commissioners seeking to deliver high-quality, financially-sound
investment. These aspects include:

— Integration of project design and service delivery.

— EVective risk sharing between partners.

— Increased transparency and accountability.

— Greater focus on long-term value and sustainability.

— Flexible enough to allow changes to services.

5. The UK public private partnership (PPP) market has since evolved, demonstrating its ability to meet new
public service investment and delivery challenges, and the CBI has played an important role facilitating
dialogue between lenders, providers and procuring authorities, which has produced tangible improvements to
projects on the ground. Regardless of whether projects are on or oV balance sheet, PFI ensures genuine
financial transparency in all aspects of the service in a way that in-house provision prohibits.

6. As financial and service level complexities have increased, requiring more flexible models, the PFI has been
modified to meet these needs while retaining its fundamental benefits. Private finance projects continue to be
a reliable and eYcient means of improving outcomes for users whilst delivering value for money to the
public sector.
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Many of the aspects of PFI that distinguish it from traditional procurement ensure that it maximises value for money

for the taxpayer

7. The structural features of PFI mean that value for money is secured from private finance projects in a
number of ways, and that PFI has delivered on complex public sector investment where traditional forms of
procurement have failed.

8. One of the reasons for this is that the PFI integrates project design and service delivery, so service providers
are responsible not simply for building infrastructure but for maintaining it, running the services and
upgrading them as required. This encourages rigorous early planning and ongoing innovation over the course
of the contract. Also, as the private sector partner is responsible for all service delivery, there is an in-built
incentive for them to strive for design innovation.

9. Under traditional processes, infrastructure and assets were procured and designed separately from the
services they were built to support, resulting in uncoordinated projects that failed to deliver on public policy
objectives. Additions were at times made in a piecemeal fashion that raised costs and failed to meet user need,
and maintenance was often omitted from plans. Suitability for purpose was at times overlooked, such as in
hospitals whose corridors were too narrow to accommodate patient trolleys properly.

10. PFI overcomes this problem by adopting a strategic approach to the investment, establishing from the
beginning how project outcomes can most eVectively and eYciently be achieved. Collaborative planning and
knowledge-sharing between the public authority and the private sector partner provides opportunities to agree
on specifications that are technically optimal and can deliver the services that are needed in the most cost-
eVective way. Small changes to measurements or spatial planning have produced tangible improvements, such
as in PFI hospitals where changes to the distance between wards and corridor width raised productivity
amongst hospital staV.

11. The development of a joint project plan also enhances the feasibility of a project and provides a long-term
blueprint to guide the project, from procurement, to construction, to service operation and any required
modifications over time, through to contract management. External assessment, for example through the
Treasury’s Project Review Group, ensures projects have a valid business case and can achieve their objectives
within the stated budget.

12. In addition, PFI transfers financial and operational risk to the private sector, which embeds rigour and
accountability in project planning and delivery. Traditionally procured projects have been poor at identifying,
quantifying and transferring risk, and as a result many projects were subject to an optimism bias that failed
to take account of the many variables that impact on time, cost and outcomes. PFI allows the public sector
to dispose of risk management functions that are not within its core capabilities and instead concentrate on
strategic policymaking and performance management of the providers.

13. The financial risk borne by lenders when committing private capital to projects ensures that greater due
diligence is applied to projects. The risk to debt finance is asymmetrical in that it does not share in project
returns, but does suVer losses; therefore debt is particularly motivated to ensure that risk management is
eVective. As the reward to equity providers comes at the end of the project, they too are encouraged to address
and manage risk from the project’s beginning until its completion.

14. Operational risk is also transferred to the private sector under the PFI model, due to the private sector’s
proven experience and expertise in delivering public services that meet public policy goals. By staggering
payments on the basis of agreed contractual milestones, the governance mechanisms embedded in PFI force
the contractor to deliver on time and to budget and to constantly ensure that services are meeting the needs
of citizens. As greater risks emerge as a result of the recession, particularly in the construction sector, the risk
transfer feature becomes an important buVer against public sector loss.

15. PFI increases accountability and transparency in both financial and operational terms. By drawing a clear
distinction between the purchaser of services and the service provider, both parties are incentivised to prioritise
high-quality public service outcomes and taxpayer value.

16. Service failure is seldom quantified or penalised in traditionally procured, publicly funded services. The
absence of rigorous evaluation systems limits the public sector’s ability to assess the benefits of their
investment in a number of areas, including how outcomes were achieved, whether benefits outweighed costs
and if users were satisfied.
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17. Contractual features such as key performance indicators (KPIs) embedded in PFI contracts provide a
means of assessing performance. This enhances provider accountability as payments often depend on the
achievement of these indicators. For example in prison PFIs, incidences such as prisoner escapes, drugs or
assaults are explicitly linked to KPIs and can result in financial penalties if the provider underperforms. As
the market has developed, these performance measurements have become more robust and challenging for
providers, with contractual payment often depending on evidence of their attainment.

18. Partnerships UK found that whilst high performance levels have meant that financial deductions have
generally been of low value, almost all projects that incurred a deduction reported high levels of service
following the (72% reported good or very good performance).1 In most cases, the deductions tended to be
highest in the first year of operation and generally reduced in the following years,2 showing their utility as a
means of encouraging providers to meet KPIs.

19. The whole-of-life approach in PFI, which commits providers to a 25 to 30 year programme of work, brings
long-term value and sustainability by focusing attention on what will bring savings over the life of the service,
rather than what would be the cheapest option in the short run.

20. Traditional procurement methods widely failed to quantify a project’s true costs over its lifetime, and did
not include costs such as wage inflation, energy cost fluctuation, on-going maintenance, equipment
replacement and eventual re-tendering/decommissioning of the service. And while other procurement routes
have successfully adopted this approach at design and build stage, such as the prime contractor model, PFI
extends whole-life costing to the service delivery period.

21. In PFI, the private provider is incentivised to ensure that the investment remains suitable to users in the
future, as they are responsible for service delivery over the longer term. Full cost projections are calculated at
the outset of the procurement, including for future changes such as technology upgrades for schools, structural
additions to hospitals, or clinical needs in primary health care. This increases transparency and gives the public
sector greater value for money.

22. Operating costs can also be optimised by a partner who is involved over the life of the project, and a focus
on outcomes enables providers to innovate, delivering cost savings that can be shared between the public
authority and the provider. Funds are often ring fenced for the latter stages of the contract to ensure that the
asset and services will be maintained; this ensures users continue to get the standard of service that was
originally envisaged, and saves funds by attending to maintenance needs as they arise and not when the asset
has depreciated.

23. In addition, PFI can support variations to project specifications to ensure changing service needs can be
met. As PFI contracts are long term, it is inevitable that over time changes will be needed to the services and
assets provided. PFI contracts can enable this, and around 90% of contract managers surveyed were satisfied
or very satisfied with contract changes.3 Furthermore, it was found that the timescales for agreement and
completion of large changes to contracts (which constitute over 90% of changes) compare well with
conventionally outsourced refurbishment or upgrade work in the public sector.4

24. At least half of PFI projects have contractual provisions requiring the value of certain services, such as
catering or cleaning, to be tested at intervals, typically every five to seven years. This gives both the public and
private sectors the opportunity to renegotiate the prices of the services tested in line with market rates. In an
NAO study detailing three such market testing exercises, it was found that all had been run competitively and
had identifiable benefits.5

25. Recent changes to accounting practice in the public sector have resulted in the inclusion of privately-
financed projects on departmental balance sheets. The CBI supports this move as a way of ensuring
government is transparent about its spending decisions, and that decisions about project design and delivery
are not influenced by accounting treatment, but only by what delivers the best value for the taxpayer.

The PFI model is delivering value for money by providing high-quality, innovative services to the public

26. To assess the benefits that privately financed projects bring to public services, it is necessary to look beyond
the cash price and evaluate the value a project brings both to the service user and the wider community.
1 Partnerships UK op cit
2 “The operational performance of PFI prisons,” National Audit OYce, June 2003
3 “Making changes in operational PFI projects,” National Audit OYce, Jan 2008
4 Ibid
5 “Benchmarking and market testing the ongoing services component of PFI projects,” National Audit OYce, 2007
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27. Obtaining a quantitative measure of the broader value of providing a public service can be challenging,
regardless of the delivery method used. In addition, it is diYcult to directly compare the costs of traditional
procurement and the PFI model, as traditional methods failed to account for all project costs. However,
research from a range of sources indicates that PFI is achieving the performance expected in world-class
public services.

28. In a survey on user satisfaction with PFI services, 92% of respondents stated that expected standards were
always or almost always being delivered.6 A study from 4ps also emphasised that “users and stakeholders
are especially delighted with the new facilities and services now being provided.”7

29. An Ipsos MORI study from 2008 found that 73% of project managers rated their project’s overall
performance as either good or very good, and 94% reported that projects were achieving agreed service levels
either always or almost always.8 A study on local government PFI also indicated that “service providers are
in the main delivering the contracted services on time, to budget and within the specification”.9

30. The focus that PFI places on innovation means that small design changes can impact positively on both
those individuals who use the services and also the wider community in which they operate. For example an
innovation in prison design adopted the use of long, wide corridors; this has enabled better use of CCTV which
improves safety levels for prison staV and inmates and contributes to a more positive working environment.10

In hospitals also, design changes have enabled a more optimal means of transporting patients along corridors,
improving their quality of life whilst in hospital. The use of robots to move food, linen and other goods around
the buildings has freed up staV to concentrate on patients.11

31. Communities are also benefiting from the innovation private finance can bring to projects; investment up
front for the best possible solutions and technology becomes aVordable due to the length of the contract. In
education, ultra-modern IT facilities are being integrated into learning environments, helping to equip
students with the skills needed for an electronic-based workplace. Stakeholders involved in this investment
programme believe the new facilities will deliver real benefits for teaching and learning.12

32. In street lighting facilities, the contract payment structures in PFI allow for investment in new technology,
the benefits of which are immediately available to communities but which the Council repays over time.
Transport Minister Sadiq Khan recently announced new PFI funding in this sector saying: “Good quality
street lighting improves road safety and reduces crime and the fear of crime. This funding will help to create
safer and healthier local communities by promoting social inclusion and more sustainable patterns of
transport such as cycling and walking.”13

New public private partnership models that build on the benefits of PFI are being used to meet new service delivery

challenges

33. The underlying principles of PFI have been adopted in new models of public private partnership (PPP)
that have been created to meet specific policy challenges, and are even more flexible in the way they deliver
public services. These models include those used in the Local Improvement Finance Trust (LIFT) programme
in the health sector and the Building Schools for the Future (BSF) programme.

34. The Treasury has acknowledged the evolution in the private finance market and the benefits the new
models can bring to public service delivery.14 The CBI has also urged greater use of the range of models
available in public service delivery,15 all of which retain the benefits of PFI while supplementing them with
new features to deliver greater value for money and more responsive public services.

35. These models often involve joint ventures, which enables strategic planning and procurement decisions to
be taken by all project partners. This gives more strategic direction to the project and as the private sector is
given greater involvement in planning for implementation, the feasibility of all stages of the project is ensured.

36. Like PFI, risk is still spread over a long contract period. Often the risk is spread over a number of projects,
allowing the public and private sector partners to gain experience of working together as a joint venture
company and also of working with their supply chain partners over time. The benefits of this momentum are
evident in the Brent, Harrow and Hillingdon (BHH) LIFT company, whose success in earlier projects from
6 “Investigating the performance of operational PFI contracts,” Ipsos MORI, 2008
7 “Review of operational PFI and PPP projects,” 4ps, 2005
8 Ipsos MORI op cit
9 4ps op cit
10 “Building on success: the way forward for PFI,” CBI 2007
11 Ibid
12 “Evaluation of Building Schools for the Future, second annual report,” PricewaterhouseCoopers, January 2009
13 http://www.nce.co.uk/news/business/440m-pfi-deals-for-street-lighting/5205824.article
14 “PFI: strengthening long-term partnerships,” Treasury, 2006
15 “Building on success: The way forward for PFI,” CBI, 2007



Processed: 10-03-2010 21:53:52 Page Layout: LOENEW [E] PPSysB Job: 441061 Unit: PAG1

54 private finance projects and off-balance sheet debt: evidence

2004 onwards gave them the necessary confidence and experience to design a more complex scheme in 2008.16

In addition, procurement times are shorter for these models which results in savings for the procuring
authority.17

37. The prime contracting model also employs crucial elements of PFI such as supply chain management and
whole-life costing that help to deliver better outcomes and value for money, but using public sector finance.
This has worked well for projects in which high levels of uncertainty make them unsuitable to PFI such as for
the defence sector.

Better structures and skills are needed for the full benefits of private finance projects to be achieved

38. The government needs to take a more strategic and streamlined approach to managing PPP projects. Too
many agencies have responsibility for large-scale service investment decisions, and providers are often deterred
by the fragmented approach to partnership that prevails.

39. CBI believes there should be one body of PPP expertise to coordinate all private investment activity and
allow for a stronger line of accountability for both taxpayers and providers, whose involvement depends on
a high-quality management structure that is absent in many markets. It would also reduce the costs incurred
by duplicating activity in each department.

40. Projects using private finance to deliver public services have at times been hampered by poor leadership
in government, which has added to the time and cost of projects.18 In addition, the private sector has had to
learn how best to operate within the complex matrix of multiple policy objectives. Clearer commitments are
needed from both local authorities and central departments to indicate the direction of long-term investment
decisions in all public service markets.

41. Complex procurement requires complex skill sets, and PFI is no exception. Specific skills and experience
are needed at all stages, from initial needs analysis and service design, to procurement and contract initiation,
to performance management of suppliers and decommissioning/retendering of services.

42. Public sector skills in a range of areas including project management, commissioning, procurement, and
contract management need to improve to allow projects involving private finance to deliver the outcomes that
they are capable of. The creation of a hub of expertise for complex projects would help ensure the skills and
experience needed to close crucial deals are at the required level.

43. The government should also commit to conducting a robust and quantitative evaluation of public service
outcomes in privately financed projects compared with those procured through the traditional route. In this
way, genuine comparisons would be possible and policymakers could ascertain which delivery models provide
greatest value for money across the range of sectors.

Continuing to deliver: a strong role for private finance projects in the future of UK public services

44. The financial crisis has had an impact on the short-term aVordability of private finance and led to
speculation about the long-term role of this source of funding in public service projects.

45. However, despite the credit crisis, deals have continued to close. This has been enabled by club deals
involving many more banks than before and the presence of the European Investment Bank in the UK projects
market, as well as the establishment of the Treasury Infrastructure Finance Unit (TIFU).

46. It is important that measures involving public funds are only temporary, and do not replace the role of the
capital market in the longer term. Creating a national infrastructure bank would negate the positive impact
of risk transfer that is achieved by involving private finance in projects, and remove the due diligence that has
been applied to many successful projects.

47. Private finance models should embrace new and innovative features to ensure a continued focus on
outcomes and value for money in public services. For example, a greater usage of payment by results in
contracts could incentivise providers to join now-riskier markets and generate new PPP projects whose driving
force is continuous innovation and improvement.

September 2009

16 BHHLIFT Company’s new schemewas the first to utilise full PFI credits from theDepartment ofHealth and required the development
of a Land Retained Agreement (LRA) as the sites to be developed belonged to the council. These complexities were overcome due to
strong experience and good relations between all stakeholders.

17 “Department of Health innovation in the NHS: Local Improvement Finance Trusts,” National Audit OYce, 2005
18 “Understanding the Public Services Industry: How big, how good, where next?” De Anne Julius Review, BERR, July 2008
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Examination of Witnesses

Witnesses: Ms Susan Anderson, CBI; Mr Dougie Sutherland, Interserve Investments and Mr Ian Rylatt,
Balfour Beatty Capital, both on behalf of CBI, examined.

Q147 Chairman: Welcome to the Economic AVairs
Committee. This is the third public hearing of our
inquiry into private finance projects. Copies of the
Members’ entries in the register of interests and of
interests declared as relevant to this inquiry are
available for thepublic andwitnesses. I shoulddeclare
an interest as a member of the supervisory board of
SiemensAG.SiemensBusinessServices entered into a
partnership with National Savings & Investments in
1999. Ms Anderson, Mr Sutherland and Mr Rylatt,
thankyou for coming to give evidenceonbehalf of the
CBI and thank you for your written evidence in
advance. I have to ask you if you could speak
reasonably clearly and slowly, both for the benefit of
the shorthand writer and for the webcast. Do any of
you wish to make any opening statements or shall we
go straight into questions?
Ms Anderson: We would just like to introduce
ourselves and perhaps if I could make a few brief
opening remarks?

Q148 Chairman: Of course.
Mr Rylatt: Good afternoon. My name is Ian Rylatt
andIammanagingdirectorofBalfourBeattyCapital,
which is the investment part ofBalfourBeattyGroup,
which manages all of their PFI investments. We
currently have 30 investments around the UK in a
range of projects, with schools, hospitals, roads and
infrastructure projects. We manage something like
120 schools, just to give you an idea of one of the
sectors in which we operate. We employ about 6,500
people in our PFI activities and in a typical year
probably about a million members of the general
public will probably use one of our facilities that we
manage, just to give you an indication of the scale of
the business.
Mr Sutherland: Dougie Sutherland; I am managing
director of Interserve Investments—a very similar
business as to that which Ian set out. We have done
work within the schools, health and prison sector and
we have about 33 investments in those sectors. I
started doing this about 15 years ago when I was with
thePrivateFinancePanel and theTreasuryTaskforce,
which were Treasury quangoes originally and then
changed their name to taskforce about 15 years ago;
andIhavebeen intheprivatesector forabout10years.
MrSutherland: IamSusanAnderson; IamDirectorof
Public Services at CBI. In the CBI we have a strong
interest in ensuring that we have high quality public
services. As you see, we have members who are
responsible for delivering public services, both in the
private sector and in the third sector. The thing that I
would want to emphasise is that we think that the
public, the private and the voluntary sectors all have
something to contribute in terms of providing high

quality public services. We think that there has been a
strong history in the UK of having successful private/
public partnerships, and I think this has helped
successive governments to secure good quality
outcomes and indeed value for money. There are
always new partnerships developing and I think we
have got better in terms of our collaborative
partnerships over the last years. I do think that PFI
has been a cornerstone of successive governments’
policies and strategy to improve and update the
country’s infrastructure, whether it is our roads, our
hospitals or our schools, and I thinkwehavedelivered
really successful outcomes. The Treasury in the past
has described PFIs as small but important—it is only
around 10%, 15% of gross public investment each
year. It ismaturingbut the thing thatwewouldwant to
emphasise is that it is certainly not the only way to
deliver good infrastructure and good services but it
has had considerable success over the years and we
think that there aremany aspects, which we are happy
to elucidate, that distinguish it from conventional
procurement and to ensure and mean that it is an
eYcient mechanism in order to deliver improved
outcomes but also value for the taxpayer.We do think
it is appropriate to consider the evidence, so that is
why we were very happy to provide written evidence
and why we are very happy, with some degree of
trepidation, to answer any questions that you might
care to throw at us today. Thank you.

Q149 Chairman: Thank you very much. Perhaps we
can start with that part of your evidence. You suggest
there that the bundling of investment and
infrastructure and service delivery as being one of the
most important, if not the most important feature of
PFI. Could that not be achieved under conventional
procurement, i.e. bundling of delivery of, say, a
building and the maintenance of that building?
Ms Anderson: If Imightfirst say Idonot thinkwe think
it is the only benefit—we think it is one of the key
benefits. So if we take it in the round the thing that I
would want to emphasise is that it is about long term
value and sustainability. If you are focusing attention
on the whole life of the contract, looking at the best
value over that whole life, then I think PFI is really an
eYcient way of delivering that. For example, in
schools, having a biomass boiler that might be more
expensive in theshort termbutprovidebettervalue for
money and indeed more eYcient outcomes over the
longer term; or whether it is a health centre that you
can factor in redesignover the longer termthat is a real
benefit. Sharing the costs is really important; and
sharing risks in order to succeed is important. I do
think that the whole increasing accountability and
transparency are really important aspects of PFI. But
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in terms of integration of design and delivery, I think
the fact that you are bringing together the partners at
a very early stage in the planning for a project, that
you are setting very clear and coherent goals at the
beginning of that project—goals that are in fact based
on achieving desired outcomes—is important; and
the collaboration that you get around service delivery
and maintenance and indeed de-commissioning, and
the fact that all those things are planned in from the
start ensure that PFI is a good model. If we compare
it to conventional procurement, if I particularly look
at the example of schools, what tended to happen in
the past is that local authorities would cut back on
maintenance when the going got tough, and the fact
that you are factoring in maintenance and cleaning
sustainability from the start ensures that that is going
to be maintained over the lifetime of that school. And
the same could be said for hospitals. The opportunity
to also factor in soft services, such as staV training,
curriculum re-development, all those things are also
an important aspect, and again, I would come back
to say being focused on the outcomes, which after all
is better education, better educational outcomes. So
I am not saying that those cannot be taken into
account in a conventional procurement but I think
what PFI does enables us to lock in some of those
benefits from the start.

Q150 Chairman: What we are fishing for is what is
truly attributable to the fact that the funding is
private rather than public? In some areas you can see
what that might be; you can see some transfer of
financial risk but not necessarily of operational risk,
and you can imagine that there might be some
additional due diligence by having third parties who
are bringing the finance to the table. But it is not clear,
for example in terms of the bundling or indeed many
of the operational activities, that you could not
procure in a public environment to achieve many of
the same results as can be achieved from the PFI. So
can you make a clear distinction between what is
attributable to private funding as distinct from public
funding?
Mr Rylatt: I think I can because for both Interserve
and Balfour Beatty we deliver projects through
conventional means as well as PFIs, so we are
experienced in delivering through both routes. Really
it is the choice for the customer which route they want
to take because there are benefits associated with one
and there are benefits associated with the other. For
me the fundamental diVerence is that the PFI requires
us to take very much a whole life cost approach to an
asset—it is not just about the construction, the design
and the price of the construction, it also about the
facilities management and the maintenance. It is
much more about the total through life cost in
designing a building not just that is going to work day
one but which is going to work in 30 years’ time,

where the maintenance cost of that building is
optimised with the construction cost; and asks the
private sector to take the risk on that, which really
says almost, “Put your money where your mouth is.
If you say you can deliver a building and design a
building with the lowest overall cost which meets
over the performance requirements I need and also
ask us to invest in it and take a risk on delivering that
outcome over a 30-year period”, and I think it is quite
a fundamental diVerence.
Mr Sutherland: Behaviourally, if you go out to the
more traditional approach there is no question of
behaviour and people are tempted to buy the lowest
capital project because of cash constraints. That is
probably one of the real diVerences—you are actually
asking a slightly diVerent question and you are not
being constrained in your decision-making by the
short term budgeting problem that you would face.
So if you went out without the finance when it came
to making a decision it is likely that a department
would choose one with the lowest capital and then
worry about the ongoing costs which happen after its
triennial later. In PFI you take that decision away
actually, so you generally make a decision—you have
to make a decision on what is the best over the life.
Chairman: Perhaps we may come back to this when
we talk about the possibly of a National
Infrastructure Bank.

Q151 Lord Forsyth of Drumlean: May I just ask Mr
Rylatt, when you are taking a view over what will
happen over the 30-year life of a project that is a very
diYcult thing to do. You have shareholders so
presumably you must build in a huge cushion to
allow for uncertainty. Does that not result in a
substantial additional cost being borne by the
taxpayer upfront?
Mr Rylatt: I wish I could build a huge cushion. The
reality of the competitive environment we are in is
that I cannot and, if anything, what I have to do is to
take on much more risk. I can draw it down to quite
simple examples, even things like back doors: if I am
putting a door into a hospital I have to take a pretty
accurate view of how long is that door going to last;
how robust does that door need to be? The kind of
trade-oV I need to do is, do I spend X on a door now
which will probably have a life of five years? Do I
spend 2X on a door which will give me a life of eight
years but may have diVerent maintenance costs, and
which route do I take to deliver the best solution? In
the competitive environment in which we are the
people who are winning are the people who are
optimising that to the finest degree.

Q152 Lord Forsyth of Drumlean: Forgive me, it is
easier to take a 30-year view on the life of a door than
it is on what the community is going to be like, what
the demands in the hospital are going to be and
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whether it is going to do the job, and you were
implying that you would do that and you took this
risk and you took this risk from the taxpayer. But if
I were asked to do that I would be building in a huge
cushion and, yes, you would be taking some risk but
surely it must mean, if you are being responsible to
your shareholders, that there will be additional cost?
Mr Rylatt: I can only answer from my own
experience and really repeat that it is a very
competitive environment; I wish I had the luxury of
being able to do that. I just cannot. We do have to
look at increasing flexibility of buildings and clients
are now demanding, “Yes, here is my design today
but in five years’ time I will want to deliver clinical
care in a very diVerent model; how can I adapt your
building? How flexible is the oVering that you are
going to provide? How are you going to be able to
deal with variations that come through?” All those
now are very much a part and parcel of the
competitive process that we have to go through.
Mr Sutherland: Can I answer that in a slightly
diVerent way actually because I think it is pertinent to
everything else? If you go and look around the
government today—and I suppose I have been doing
that since the mid-80s and I am sure that people can
go back even longer than me—it is quite a shabby
estate. The reason it is a shabby estate is because once
things are built people do not invest on an ongoing
basis and the failure to invest in your assets, in a sense
I think is the other way around—it builds up a
liability for the future. We all know that a stitch in
time saves nine yet our behaviour in government is
always to cut back on the maintenance, the life cycle
in the short term, and we just do not do it. I would
recommend anybody to go around and have a look at
some of the assets in the estate—the traditionally
procured assets and some of the PFI assets, which
might be seven or eight years old, and you will see a
stark diVerence because you are forced—you have to
continue to invest. Often it comes as a criticism
against PFI and says that it is inflexible. The
inflexibility people generally talk about is they cannot
take away that investment in the asset and put on
other things—they have to have a long term
investment into the estate; and it does force a very
diVerent behaviour in what one is doing. I am with
you—we are in a very, very competitive market out
there so of course we want to make a return for our
shareholders and we will try our best to do that; but
we also have to win in competition. I do look at the
estate and I think how much is this costing our future
generation, never mind what is it like for someone to
work in a school or a hospital in which no one is
investing? What does that mean for the output? What
is it for people who work in oYce accommodation—
and they are awful when you walk around. I was in
Ireland last week—we were at the CCMS, which is
the Catholic maintained schools department and we

have done a lot of PFI—and we were chatting away
and they said, “Our Minister does not really like
PFI,” but he said, “What I asked them to do is to go
and have a look at a school in North Belfast which
has been designed by a particular architect; it is eight
years into operation, and I say to them go and look
at the other schools in another part of Northern
Ireland—exactly the same architect—and it is chalk
and cheese. One school has a budget that has been
cut, it has not invested and the other one has. Which
one would you rather our kids were in?” I think that
is a big point for PFI.

Q153 Lord Levene of Portsoken: We have heard the
word “procurement” a lot this afternoon. Clearly
there is a need for this to be carried out eVectively and
professionally. It seems in a way we are really asking
the wrong side of the fence because you represent at
the vendors rather than the purchasers, but do you
none the less see any improvements in the way in
which government and local authority departments
are exercising their skills in procurement; are they
better trained in running these contracts because a lot
of them are a lot of money and you cannot just get
anybody to pick them up and run with them?
Mr Rylatt: I can only speak from personal
experience. We have seen quite a dramatic
improvement. I have been involved in the industry
from the outset and the competency of the people we
negotiate with and we bid to is leaps and bounds from
what it was before. I think there are a number of
reasons for that. First of all, the public sector is better
trained and has procured quite a lot of projects now
and often we deal with people who have been two or
three procurements themselves and therefore have
experienced the procurement process. I think there
has also been much more support from central
government to say that the local authorities or NHS
Trusts were reinventing the wheel on procurement, so
they understand the process much more and have
much better support. It would also be fair to say that
there has been quite a movement of staV from the
private sector to the public sector who have taken a
lot of the resourcing and procurement skills with
them in making that transfer. So we find now that the
process is benefiting quite dramatically because of
that—things are much smoother than they were
before and we do not need to go over old ground.
Mr Sutherland: Am I allowed to disagree on this? I do
have a slightly diVerent perspective because I actually
look at it and think from a macro point of view it is
one thing, but I look at individual transactions and I
find it amazing that we are still finding people on the
public sector side who are doing it for the first time.
When I look across the deals that we get involved in
I think that there are some really excellent teams and
there are some very poor teams. Where I see the best,
personally, is where there has been an element of
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centralisation, where people have been able to build
a team and retain that intellectual property within a
team, and I can look at a number of places where that
has been very successful. Where we find one-oV
projects I think we still struggle on the public sector
side. If you look at how much it is costing us to bid
and how long it takes us to bid I do not think that has
got any shorter or any less expensive since I have been
bidding these projects. So I think there are pockets of
excellence and I think there are some that are quite
poor in the government’s field.

Q154 Lord Eatwell: I was intrigued by your
introduction where you talk about the diVerent
methodologies—one methodology over others—and
I think you would agree that there is no particular
methodology that is going to be entirely perfect. So
could you sketch out for me what you regard is the
major weakness of PFI?
Ms Anderson: I think our whole philosophy on this is
that it is horses for courses and therefore one of the
things that we have found as a benefit of PFI, because
it is capable of dealing with very complex projects
where you need a complex set of procurement skills
and having had that experience and having goodwill
on both sides, it has led to PFI being particularly
successful when we have had to deal with complex
procurements. If you look at the evidence the
evidence is that PFI has delivered.

Q155 Lord Eatwell: What is an unsuccessful one?
Ms Anderson: I would say that we are not suggesting
it is necessary in every case and that is why I started
oV my remarks by saying that PFI is about 10% of
the market.

Q156 Lord Eatwell: Could you give me some
examples where you think it would be inappropriate?
Mr Rylatt: If we could assist with that because we
deliver both commercial and PFI. PFI has a very
diVerent establishment and set up cost. The bidding
periods on PFI tend to be longer; there is much more
cost in procuring and developing because you are
developing a much more complex design as part of
the procurement process. Because of that PFI does
not suit small projects; it does not suit projects that
have very little risk associated with them. It is much
better suited to projects that are more complex. If you
have a project that is £50 million, a relatively
straightforward building, that is much more easily
procured through conventional procurement. So it is
not a panacea for everything; it definitely has
weaknesses, as all methods of procurement have
weaknesses. Conventional procurement I think is
quite poor for large complex projects, and that is
what you find used in diVerent areas. The challenge
for us as an industry is to address the weakness of
PFI; to try and reduce the period, to try and get bid

costs down so that the overall project can be procured
more cheaply.

Q157 Lord Eatwell: Complex projects like the Tube,
perhaps?
Mr Rylatt: The Tube was quite a unique project, but
the Tube was a complex project. There are some quite
diVerent features of the Tube relative to a
conventional PFI.

Q158 Lord Eatwell: I wanted to focus on one aspect
of projects in general, which is project manager
satisfaction. Usually project manager satisfaction is
cited as one of the advantages of PFI. Is there any
evidence for this? I did read the CBI’s rather rosy
document but I wonder if there is really any evidence
to back this up? Is there any data, any surveys other
than anecdotal evidence? Do you have any real
evidence?
Ms Anderson: We have quite a lot of data. If you
looked at the 2008 Ipsos MORI survey, which was of
project managers, 92% of them said that the expected
standards of service of PFI projects were always or
almost always being delivered. Three-quarters of
them said that the overall performance was either
very good or good; 94% agreed that projects were
delivering the agreed service levels either always or
almost always. I think that those are pretty good
assessments.

Q159 Lord Eatwell: Were they comparative? Were
they compared with traditional because, after all,
what we need to know is what the diVerence between
the two is?
Mr Sutherland: You come back to the point I made
earlier, which is it is quite diYcult to compare
something because they are very diVerent. I am not
quite sure what “traditional” means in this sense
because there is a whole gamut of—

Q160 Lord Eatwell: Conventional.
Mr Sutherland: . . . traditional types of
procurements. If you are going to compare services
within a PFI hospital, for example, with how it is
traditionally procured, quite often they procured
cleaning separately from maintenance—it is all
procured very separately. As I have said, if you go to
a traditional project quite often they are cut back. So
if you are asking somebody who works in a
hospital—and quite often that would be extreme—
“Do you want a working environment where there is
a level of investment constantly within your building
or one where actually you are under fire every three
years to cut back?” in a sense you almost do not need
evidence to be able to say that quite clearly you are
going to have a happier person; that there is a cost
issue which is separate to that but you are going to
have a happier person in an environment where the
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services are guaranteed and paid for on performance
not on just the delivery.
Mr Rylatt: Let me try to build on that. As a
construction company who delivers both
conventional and PFI I would be hugely surprised if
there was any diVerence, to be honest, between a
project manager receiving either of those methods of
procurement which to us are equally important. To
me the question is much more about the stakeholders
who are involved in the projects because the kinds of
conversations I have, particularly with
schoolteachers when we are three or four years into a
project, the first thing they say to me is, “This is
wonderful.” Not because of the building they are in,
which is a lovely building but could have been
conventionally procured; they say, “It is wonderful
because I can teach. I am here to teach. This building
allows me to concentrate on teaching. I do not have
to worry about the lights not working; I do not have
to worry about the heating not working, somebody
else does that for me. I do not have to worry about a
budget for maintaining the building; I can focus on
the teaching because all that has been taken care of.”
That for us is a great job satisfaction in what we do,
in hearing that from the stakeholders in the buildings
because that is just wonderful.

Q161 Baroness Kingsmill: Can I just build on that a
moment? I am still slightly slipping from the
diVerence. Why is large and complex more suited to
this than something else?
Mr Rylatt: It is because a lot of the set-up costs are
fixed or tend to be generally fixed. If you are
negotiating a contract the legal fees of negotiating a
contract, whether it is for a £50 million hospital or a
£200 million hospital, tend to be the same. Therefore,
simply the cost, spreading that cost over something
like £200 million, the impact of that on the overall
value for money when the potential for that £200
million scheme to go wrong, for costs to overrun is so
much greater, makes the whole economics work
much better. We can deliver a better whole life cost
service to a building where we can establish a team on
site with the prerequisite skills. If we looked at a £10
million building in isolation it is very diYcult to
provide the level of dedicated service that PFI really
requires to an isolated building. So it is as much an
economies of scale question.

Q162 Lord Forsyth of Drumlean: I am struggling
with this too. Mr Sutherland, perhaps I am putting
this too simply but what you seem to be saying to us is
that PFI is a good idea because you get this fantastic
school and you do not get a lot of bureaucrats cutting
the maintenance costs and the thing falling down
because they are trying to save the ship for a hapor’th
of tar. It does seem rather extraordinary that you
have to pay a lot more upfront with all these costs in

order to avoid people making false economies along
the route. Surely you do not have to have a PFI
apparatus to achieve that. What you are really
describing is that the public procurement process is
deficient. It is not actually an argument for PFI, is it?
Mr Sutherland: You could say that. In truth, if you
look across the estate that is what happens.

Q163 Lord Forsyth of Drumlean: I can think of
cheaper ways of fixing that than this.
Mr Sutherland: I think we should consider all
options. What I struggle with, I suppose—and I do
that with a number of hats when I go around these
schools—the problem is that people do do it cheaper,
and that is exactly the attitude people have, and they
cut back on the maintenance—they do not invest in
the schools. If you can find a mechanic where you can
change the behaviour of departments so that they do
commit to a long term investment and invest in what
they are going to do, that is the challenge in a sense.
What is coming out of the evidence is that that
behaviour works within PFI. Can we make that
behaviour work through diVerent procurement
methods? My experience tells me that so far we have
failed to do that. It might be very frustrating for
everybody—and indeed when we build our financial
models in the public sector to say does the private
sector do it better or cheaper than the public sector,
all the financial models assume that a government is
going to behave in a way which will invest and I do
find that again curious because my experience tells
me that it just does not work like that.

Q164 Lord Forsyth of Drumlean: I do not want to go
on unnecessarily but it is quite an important point. If
you look at the independent sector who are driven by
schools I can think of independent schools which
have not had any proper maintenance since the 19th

century but they do actually turn out kids who are
well educated, and are we not missing the point here?
Mr Sutherland: I think that is a very diVerent
question, is it not, whether you spend your money on
teachers or on buildings? I am not qualified to
answer that.

Q165 Lord Forsyth of Drumlean: In order to get
around the procurement process you have less to
spend.
Mr Sutherland: I suppose what I am saying is that if
you enter into a building and you then decide not to
invest into it because you want to spend the money
elsewhere, that is a flexibility you have less of in PFI,
I agree with that. The consequences of making those
decisions will have a negative impact on the future
and the cost of that building, and it will be more than
if you continued to invest. Would you get more
benefit by not doing that and spending it on
something else within the teachers’ budget? I am sure
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that that is a decision which someone can take, but I
am saying that if you do that it is going to cost you
more in the long run in the building.
Ms Anderson: Can I show you an analogy where the
public school really works? I am a governor of a
school that was built in the 1920s that has
Portakabins outside; that is in quite a leafy, green
borough but attracts children from quite a wide
catchment area. No money has been invested in that
school over the years; it was a poorly designed
building in the first place. Kids are in Portakabins.
The per capita spending on each child is much less
than the private school that is three-quarters of a mile
away. I have to say that at a particular school at
which I am a governor there has been nothing
invested in its infrastructure. It has not been re-
furbished probably since the 1960s and it is a bog
standard building but we aspire to have great
educational outcomes, so I am not sure that I buy the
parallel with the public sector.
Chairman: I want to bring us back. Lord MacGregor.

Q166 Lord MacGregor of Pulham Market: I can see
the arguments that you are putting in terms of whole
of life maintenance and all the benefits you have been
describing but is there a budgetary control problem
the other way? If in very good times of low interest
rates, and so on, benign public expenditure increasing
all the time, you start a huge number of PFI projects
and then we move into a much more recessionary
period is there not a risk that the number of projects
in future years will be much curtailed as a result of
that?
Mr Rylatt: I think, again because we deliver both
conventional and PFI, we are relatively indiVerent as
to which route the client chooses to go. We are happy
to bid both—it is what we do as a business. I think
probably the contra to your argument, or the case
that you make, would be that because we are locked
into that spend programme we are eVectively
reserving the money for the future in terms of
maintenance costs.

Q167 Lord MacGregor of Pulham Market: For the
projects that are there.
Mr Rylatt: For the projects that are there, so that in
times when perhaps money is short—and it goes back
to Dougie’s point—actually we will come out of a 30-
year life with a building which is still in pretty much
the same condition it was when it went in, which I
think has to be a better outcome. We are locking in
the financing from the front so there is no cost
escalation risk in what the public sector are looking
at; they have largely passed that risk to us and we
have to look after labour inflation, indexation on raw
materials, indexation on the diVerent components
that we are putting into building. That is all passed to

us and we are only going to be successful if we
manage that risk successfully. So there are obviously
contras either way but I would not want you to think
it was one side; I think there are definite benefits.
Chairman: Baroness Hamwee, thank you for your
patience.

Q168 Baroness Hamwee: I might try yours,
Chairman, by asking if I could ask a very brief
question which is in this area arising from our
witnesses’ written evidence. There is reference in it to
the momentum that has been achieved by the Brent,
Harrow and Hillingdon LIFT company and the
health sector, I take it. Can I understand a little better
why you think that has succeeded? Is it simply that
the same group of people are getting experience
under their belts, undertaking a number of projects
or what?
Ms Anderson: It is partly that. I think the LIFT
experience is an interesting one but I would also say
that the whole Building Schools for the Future
initiative has been one where because you have a
group of people who have learned from experience,
who are benchmarking themselves and helping
transfer good practice—and I would commend
Partnerships for Schools in this instance as an
organisation that has been open to constructive
criticism and in fact the CBI has been pretty critical
over the years but we have had a dialogue with them
in order to improve what was at one stage a pretty
cumbersome process. So we are not saying either
LIFT or indeed Building Schools for the Future are
perfect, but I think what they have demonstrated,
because they have had experience that they have been
able to improve policies and processes, is they have
been able to cut down, for example, on procurement
times and they have been able to share good
experience. What I would say in terms of some of the
LIFT schemes that I have seen—and I, for example,
went up to Brierley Hill to see a health centre project
that was being delivered by Carillion—was that they
had factored in very much this flexibility to respond
to changing needs.

Q169 Baroness Hamwee: I do not mean to be rude,
but we have heard that sort of benefit. What I am
trying to get at is why there is a diVerence here
between PFI and the traditional public sector
because reading these paragraphs in your written
evidence it seemed to me that this was experience
being gained among people who were working in the
traditional public sector. I cannot see where the
distinction is.
Ms Anderson: It was a PFI initiative so clearly the
skills of the public sector employees are about how do
we deliver diYcult projects in areas of high social
deprivation where health needs are changing, so it is
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a complex procurement where you do have eVective
collaboration between the private and the public
sectors as part of a PFI initiative.

Q170 Baroness Hamwee: Perhaps I have too much
local authority experience and loyalty. I want to go
on to the question about renegotiation of contracts.
You have said in your evidence that PFI can support
variations to project specifications, and this rather
takes up the point I think that Lord Forsyth was
making. How is it that it is more amenable to that
without the sort of cushion to which he referred?
Mr Sutherland: Do you mean in renegotiations
because there is trouble or renegotiations because
you want to add something to a variation to a
project?
Baroness Hamwee: Your evidence is about variations
but one would be interested in both.

Q171 Lord GriYths of Fforestfach: Or because you
put a price in which you know is the lowest price you
could possibly put in and you were dicing it with the
fact that you might have to renegotiate.
Mr Sutherland: I think when you are looking for a
variation they are always quite tricky because there is
a bit of a view sometimes that a PFI is quite diYcult.
What is diYcult is having the capital in the first place
to do the variation and that tends to be the diYculty.
So when someone decides that they want to put an
extra wing on a prison, for example, then whether
you are convention or PFI you have to agree with
that party how much that is going to cost. PFI gives
you an option; either you pay for that as you would
traditionally, which you could do through the PFI
mechanic, or you have that funded and paid over
time against a performance output. So you have a
choice in a sense. If you do it traditionally you still
have in many ways the same negotiation you are
going to have with your private sector partners to
how much the wing of the prison is going to cost. I am
not quite sure why there might necessarily be a
diVerence. There may well be more legal costs. If you
choose to go through the funded routes then it tends
to be more parties involved in negotiating that and so
there will be cost involved in that, there is no
question.

Q172 Baroness Kingsmill: Often with big
construction projects you do get the situation when
there are overruns and things like that—that there is
a lot of hostility and often litigation.
Mr Sutherland: Yes, professionally.
Mr Rylatt: If you compare the two, both
conventional procurement and PFI, under
conventional procurement you are transferring less
delivery risk. With the PFI you are transferring
much, much more delivery risk. Therefore, through
conventional procurements there is more potential

for variations to come through from the client
because they may not have quite got what they
wanted and therefore they changed their minds and
therefore there is a variation and therefore there are
often costs associated with that. In PFI because you
are delivering against an output specification, which
is more about I want this particular service
delivered—I am less bothered about the type of
building it is, I am less bothered about how you do it,
I just want that delivered, then I am going to pay you
on the quality of service you provide—there is much,
much less opportunity in PFI for variations and we
are held much more accountable for what we have to
deliver. Going back to the point I made at the
beginning, we also have to invest equity in that
project as well, so if we cannot deliver the service our
equity is at risk in delivering that service. So the
whole framework is actually quite diVerent between
the two.

Q173 Lord MacGregor of Pulham Market: Are there
any examples at the moment where a project has run
into diYculties for other reasons, i.e. it was mispriced
in the first place and the provider is in real financial
diYculties? Are there any examples where a
renegotiation has taken place for that reason and, if
so, what has been the outcome?
Mr Rylatt: Not that I am experiencing at the
moment; at the moment I am experiencing more
circumstances where the client is saying, “I know I
asked you to deliver the service in this type of way but
because of a change in need I would like it delivered
like this, and therefore let us look at how we can
change the service that you want.” Much more of the
negotiations we are having are around a win-win for
both sides. How can you get the service you want;
how can I deliver it in a way which benefits me as well
in being more seamless in the way I deliver the service.
So usually what we are negotiating are win-wins that
we see for both parties.
Mr Sutherland: In the extreme if something goes
horribly wrong the one thing that government cannot
do is pass on political risks, so you have to keep the
school going, you have to keep the hospital going and
you will end up in negotiation. But that is true of PFI
or any other way it has been procured. What is
slightly diVerent with PFIs, because you have passed
oV the whole build and maintenance, quite often you
get into debate post-construction as to whether there
is a defect here or was that because it was badly built
or was that because it was badly maintained? Those
negotiations go on in the background intra the
consortium that is delivering the services.
Traditionally those negotiations would be going on
with the public sector: was it because the builder did
not build it properly or was it because it was not
properly maintained? The PFI protects the public
sector from a lot of what we might call the normal
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construction services type negotiations, which are
going on in the background but the government is
not taking what you might call that contractual
interface risk because all of those interfaces sit with
the private sector. So, on an operational level it is very
diVerent.

Q174 Lord GriYths of Fforestfach: I am still trying
to get at the point that you were asked at the
beginning. From my personal experience I would say
that the real advantage of PFI is first of all the
outsourcing of FM because you have brought in
much more specialist people than were employed
previously. Secondly, the fact that you have
responsibility for life cycle maintenance. Would you
comment on that?
Mr Rylatt: We bring a lot of learning to a client
because our experience base—and I talked about the
number of schools that we are maintain, 150, 180
schools and we have an awful lot of learning that we
are able to bring in to how you do it more eYciently,
how we procure behind that because we are not just
procuring for one school we are procuring for 180
schools, and the fact that we are able to have centres
of excellence, particularly in hospitals. For us a key
issue in maintaining the performance of a hospital is
the power supply, so we have an engineering team
servicing all of our acute hospitals simply looking at
the reliability of the power supply that we are
providing and how we engineer that solution, which
could not be provided by somebody just with a
single project.

Q175 Lord Moonie: You have provided us with a few
examples of innovation under PFI contracts and you
say that innovation is common and can you give us
real examples of it, and is PFI in fact a real driver of
innovation, or is it just pure chance?
Ms Anderson: It has been very helpful in terms of
driving innovative approaches and new approaches.
I am not saying that none of that can be transferred
into more conventional procurement and, again, if
we look at the example of Building Schools for the
Future some of the new projects are being delivered
by more conventional procurement methods and
some of them are still PFI. But if you go and visit
those hospitals and those prisons, as I have done, and
you talk to the teachers and you talk to prison
governors and the prison oYcers in a private prison
they will tell you how they have factored in
innovations, which maybe they are not rocket science
but they have made a diVerence. I went around
Fazakerley Prison, for example, and when we were
going around the facility and on the wings they have
designed it, so that there are not blind spots so that
the prison oYcers can have things happening behind
their backs, they have good lines of sight. That is not
rocket science but that is the private sector adding

value in terms of new ways of doing things that
actually lead to benefits because you need less prison
oYcers on a wing supervising those prisoners. But
similarly if you are looking into the service aspects of
those prisons the fact that that prison is judged by
KPIs that include, for example, drug taking, prison
assaults, prison safety that are factored into that PFI
deal, means that there are innovative ways of
delivering the service element, not just the service
design. I think that is a good example of where you
have had the private sector involved and you have
had better outcomes in terms of what happens to
those prisoners in prison—and they have wonderful
training facilities there as well—as well as actually
having a safer environment. I think PFI has done that
and part of the PFI approach has led to those prisons
that are run by the public sector becoming more
eYcient and delivering better outcomes because of
the power of competition.
Mr Rylatt: If I could just add to that? We innovate in
traditional procurement, we innovate in PFI. The
area of diVerence is in whole life costing because the
PFI allows us to innovate in that arena, which in
conventional procurement it is diYcult to because
there will be a constriction on the contract, an FM
contract. It is diYcult to get the linkages between the
two. With PFI it is automatic and that is the
fundamental diVerence. There is no diVerence in the
innovation that sits in the design or in the FM service
between conventional and PFI; it is the fact that PFI
links the two together.

Q176 Baroness Kingsmill: Can I declare an interest
here? I was until 2005 the Chair of the Advisory
Board of Laing O’Rourke, who has recently been
involved in PFI contracts but I did not advise on any
particular one—just in general terms. Before I get on
to my assigned question I want to ask you, brutally
frankly, which kind of procurement do you prefer and
which do you make the most money in?
Mr Rylatt: We are indiVerent to which one; there are
pluses and minuses to both. Commercial
procurement is fantastic; it does not tie up as much
resource, it does not tie up as much capital; it means
that within the business we can use that capital to do
acquisitions and we can run the business. The PFI ties
up capital, which is a negative thing for the business.
Therefore, within the business the PFI element that I
manage has to make its way, but it is only going to
make its way by managing the risks it has because if
you do not manage the risk I do not make a return.
So I have to be able to justify within our own business
that I make a return associated with that capital
resource constraint that I have which is diVerent to
traditional; so I do have to make, I will say, generally
more money over here because the company is
investing more—not just in capital but in people. So
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the two have to work as a balance between the two;
has that answered your question?

Q177 Baroness Kingsmill: You make more money on
the PFI.
Mr Rylatt: Overall the company makes more money
on the PFI, I would say, because we are successful in
the way that we manage risks. There have been other
companies who have made an awful lot less on PFI
because they were not capable of doing it. It requires
a level of skill over and above traditional
procurement, which without that you would not
make that additional money.
Mr Sutherland: I would completely agree with that; I
have nothing to add.

Q178 Baroness Kingsmill: Would you say that
having one body of PPP expertise to coordinate all
private investment sits well with the concept of a
partnership to meet the specific requirements of the
user?
Ms Anderson: I do not think that those are mutually
exclusive concepts. We do think that having expertise
at the centre providing information, advice and
guidance, sharing good practice and to an extent
coordinating activity is good in itself. And we think
that particularly a hub of expertise for these complex
projects does help to ensure that the skills and
experience that are needed are available at the right
level. But of course we also recognise, particularly at
the sectoral level, again there has been some really
good practice that has developed and I would there
cite Defra with its infrastructure development
programme, and I would also say Partnership for
Schools, which has had its diYculties, but again has
provided that hub of expertise that really has helped
drive forward delivery of better outcomes.
Mr Sutherland: It is not just in the delivery of it,
actually having something more centralised is quite
useful as we make our investment decisions. So if we
have a body that we can go to and we can see and
forecast five, six years’ worth of capital procurement
the way that we behave is that we will invest in people
and teams and intellect to actually compete for those
projects. So they add that to it as well. If I look at my
own business and look at where we invest most of our
money, it is probably in the school sector because it
has coordinated the requirement for government and
we can see that and have an element of confidence in
that. So we invest quite heavily into our teams for
those opportunities. So I think in those areas there is
a real benefit for the end user because it is going to get
a lot of competition—it is going to get better
resources because we will do that.
Mr Rylatt: I think where it works really well is having
that kind of body that shares information and
learning between diVerent bodies. What cannot be
eYcient is for us to continually reinvent the wheel,

and if you have somebody saying, “We learn that on
that project, this is the right way to do it” it definitely
improves the whole process and I think it adds to the
partnering because there is less to talk about. There is
much more in terms of the standard form contracts or
the problems have been solved before, and it allows
you to move on to the real issue, which is delivering
the project—not talking about it but delivering it.

Q179 Baroness Kingsmill: It does seem in some
senses that the PPI does address some of the failings
of the conventional procurement process. Do you
think that there is an alternative to that? Do you
think that you could improve the traditional
procurement process without using a PFI? In a sense,
have you learned from the PFI process to improve
traditional procurement?
Mr Rylatt: I think we have, yes; I think our
traditional procurement is better because of PFI and,
to be honest, we are selling some of the skills. What
we have now learned about—going back to my
example of the door, we now know much more about
doors. I took that as a very, very simple example
because I could apply it to almost everything. Now
when we bid a traditional procurement we are
bidding that kind of knowledge to our clients. So
definitely there is knowledge transferred between the
one or the other. Could conventional procurement
ever replace PFI? I think you would fundamentally
struggle because of that linkage requiring us to look
at everything from a whole life costing perspective
and managing an asset from cradle to grave, which is
very, very diYcult to duplicate conventionally, and it
would cost you a lot of money to do it. I think even
then a lot would fall between the cracks because the
interface risk of making it all stitch together would
rest with the public sector, which may not be best
placed to manage it.
Mr Sutherland: In an odd sense our personal view of
it that if you have good people you can do most
things, but the problem of course is having a really
high quality procurer on all the projects and you do
not really get that across government—the best
people go into policy, they do not go into procuring
things. In a strange way what PFI does is almost
outsourcing the procurement—you find what you
want and then you let the private sector go and do the
procurement, the construction, the cleaning, the
catering and all of that. So there are clearly teams that
can do that within the public sector but they are few
and far between. You just need really good people to
be able to do that.

Q180 Lord GriYths of Fforestfach: What happens if
some of the private partners go bust? What happens
to the delivery? Secondly, the costs of bidding are
really quite high. I would like to ask you in your own
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businesses what percentage of success do you have
relative to the total amount of bids you put in.
Mr Sutherland: On the first one, if you go out and buy
a traditional construction project and half way
through your construction your provider becomes
insolvent you have a problem, and that would be
directly with the public sector. You will have found
up to that point that there will have been stage
payments to that provider and you will have lost
them. If the same thing happened on a PFI you would
have paid nothing and the consortium has to work
out how it is going to replace the construction
provider within its own money, up to a point, until it
all goes bust, and there is quite a cushion. So you have
paid nothing and there are other people there who
have to sort out the mess before it comes back to
government.

Q181 Lord GriYths of Fforestfach: Do we have any
examples of when the whole thing has gone bust?
Mr Sutherland: I am aware of one that is happening
and it is not one of mine, I have to say; but there is one
at the moment in the market which is going through
negotiation. What I expect, however, is that
somebody else will come in because the banks in this
particular case will probably lose a significant
proportion of their money while the public sector has
not paid very much, and there has to be a solution to
that because this particular sector has to be delivered.
But again traditionally the whole capital amount
would have been paid over and you are in a much
more diYcult position of how do you recover that
money through an insolvent company. It is certainly
a pro-PFI position in the horrible event that someone
does become insolvent.
Mr Rylatt: We have had experience of stepping into a
PFI where the construction company went insolvent
and there was also an equity investor. The remaining
equity investors needed to replace the construction
company and we stepped in to replace that
construction company and the project was ultimately
built out to the requirements that the client wanted.
The construction company went insolvent and lost its
equity in that. In fact the remaining equity investors
in the project also suVered quite a lot of cost
associated with doing that but none of that cost, I
believe—and I cannot speak for the public sector—
ultimately got transferred to the public sector; they
got the assets they needed—they may have been
slightly later than the original programme—and I
think that is quite a good testament for the robustness
of the financing that sits behind it.
Ms Anderson: If I could commend the NAO report on
construction on that, there were some good examples
there where exactly that happened. I think there is
good evidence that the pieces had been picked up
pretty quickly. There was some loss of momentum
but the PFI projects coped.

Q182 Lord Best: Is it not much more diYcult to
insure against a PFI contract going belly-up than it is
for an ordinary contract where you can take out an
indemnity bond against the builder’s bankruptcy? It
is much more diYcult to take out insurance against
things going wrong for a PFI contract than for a
traditional one.
Mr Rylatt: I would agree with that and therefore you
tend to find the more financially robust construction
companies are able to compete in a PFI market where
perhaps the less financially robust companies
struggle, because they cannot raise the bonding and
they cannot raise the guarantees that the funder is
looking for. So you tend to find, at least from day one,
that the companies involved are in a very much
stronger financial position.

Q183 Lord GriYths of Fforestfach: My second
question was what percentage of your bids are
successful?
Mr Sutherland: Because of the bid costs you probably
have to win one in two, one in three of your bids,
otherwise you are going to struggle—it is a very
competitive market. So when you have spent that
much you have to win a fair amount to be successful.
Mr Rylatt: Our business is generally about the same.
If you look across the industry you need to be
winning about one in three to have a sustainable
business going forward. If you are not doing that you
are struggling to recoup the bid cost.

Q184 Lord Forsyth of Drumlean: Just before I ask
my question, on that point my brain is hurting! If you
have to win one in three how can it be a very
competitive market?
Mr Rylatt: Because of the pricing levels that we have
to bid at within the market are very, very low. Going
back to your original question, the amount of income
that I am potentially looking at when I review a bid
compared to the amount of risk that I am taking. Ten
years ago I was probably making that much money
against that much risk and now I would say that the
balance has very definitely moved. (Indicating) I
increasingly have to take much more risk in an
environment where if I manage it well I am probably
going to earn less.
Lord Forsyth of Drumlean: I am probably being
stupid here, but if everybody has to win one in three
in order to stay in business surely there are not going
to be that many competing?
Chairman: I think the word Lord Forsyth is looking
for is oligarchy.

Q185 Lord GriYths of Fforestfach: It is a barrier to
entry; there is no question about that.
Mr Rylatt: The BSF programme showed that
originally when the programme was set up we would
often find 12 or so people bidding for a project. Now
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probably the market has matured we are still
competing against three or four bidders on each
project, which we think three or four bidders is
ample to get a competitive dynamic. To be honest,
in a lot of bids two bidders is enough to get a
competitive dynamic. In the current construction
environment there is not a lot of conventional work
around, for obvious economic reasons—the market
is very, very much a buyer’s market at the moment
and is not a seller’s market.

Q186 Lord Forsyth of Drumlean: So the question—
probably for Ms Anderson—is in the CBI’s
representations you say that you would like to see
greater payment by results in the PFI contracts.
Could you elaborate on what that means?
Ms Anderson: Clearly it is about ensuring that the
projects are delivered on time and to budget. What
we were particularly alluding to there though is
focus on the outcome in terms of service delivery;
so what makes a successful long term PFI project is
whether you have better outcomes. So if we are
looking, for example, at education what we should
be measuring it on is the quality of the education
that is delivered in that school, not just whether you
have a wonderfully designed building, which may
well contribute to better outcomes. So if you do not
have dark corridors where children can be subject
to bullying, if you have a nicer building to turn over
it is less; but in terms of are we ensuring that it is
actually part of educational transformation? So
some of the results that are being looked at at the
softer side of the contracts, but the really important
side of the contracts, are around are we seeing
improvements in educational attainment? Are we
seeing staying on rates post-16 going up? Are we
seeing improvements in the number children that are
requiring, for example, five good GCSEs? Those are
the sorts of things that we talking about.

Q187 Lord Forsyth of Drumlean: This is getting
quite exciting but how many contracts are like that?
Ms Anderson: An increasing number.
Mr Rylatt: The current Building Schools for the
Future programme has a number of KPIs that we,
as part of our process, need to assist the local
authorities in increasing educational attainment. We
do not do it unilaterally because we will provide a
building, we maintain a building and there are
teachers, curriculum and all sorts of other things;
but we are being increasingly challenged to say but
as part of BSF you are providing the IT learning
environment.

Q188 Lord Forsyth of Drumlean: This is slipping
away. If I could just give an example. I understand
that if you build a bridge or a motorway and the
contractor takes on the risk of the number of

vehicles that will cross the bridge or the motorway
and takes a view on the volume of traYc and there is
some regulation of the tolls I can see how you have a
real transfer of risk and the quality of service
becomes the responsibility. Similarly, when I was
Prisons Minister in the early days one of the
arguments for using the private sector was that we
could actually say to them, “Look, provide a prison
and achieve these recidivism rates,” and you would
look at the outputs and you would reward people
according to how many people that prison enabled
to do a job and did not actually come back after a
few months because they had reoVended. The
evidence that we have heard from you so far,
particularly Mr Sutherland, has placed so much
emphasis on the maintenance of the buildings and
the quality of the buildings rather than the outputs
from the service, and that seems to me that if there is
a justification for PFI it has to be that you actually
transfer the risk to providing the service. So it is not
about whether you have a pretty building and it is
well maintained, but it is whether it turns out
children who are able to read and write and to get
to university.
Ms Anderson: That cannot just be down to what the
private sector is doing in terms of providing some
of those soft support services around, for example,
helping with the curriculum; but it is part of it.

Q189 Lord Forsyth of Drumlean: You say soft
support services, but surely schools and hospitals
are about education and healthcare?
Ms Anderson: But it is also about the quality of the
teaching or the nursing.
Mr Sutherland: It is a political decision, is it not?
We build a lot of these prisons in partnership with
a company that provides the services and I have to
say that the results from that were quite startling in
the early days in terms of the innovation that was
brought in because the ability to aim at the real
output meant that people could design really for
that. Politically we have not moved to say include
the education of the teachers, the nurses and the
doctors, and in a sense as an industry we have
responded to that. The further you go into the
actual delivery of those services then I think the
private sector can respond and will respond very
innovatively to dealing with it; but someone has to
make a political judgment that that is what they are
prepared to do and the private sector could respond
to that. I agree with you—I think you will end up
with even better results as a consequence of it if it
was politically acceptable.

Q190 Lord Forsyth of Drumlean: I was not saying
that you would end up with better results; I was
saying that you would then have a real transfer of
risk to the private operator, whereas what you have
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been describing so far seems to me to be just a very
expensive way of procuring buildings. There is not
actually a transfer of risk to the private sector in
terms of providing the service that the building is
meant to fulfil.
Ms Anderson: Prisons are a good example: so that,
for example, if we are looking at recidivist rates then
it has to be around the support that you are giving
to those oVenders while they are in prison in order
to have better success outside in getting into the
world of work. Went I went around looking at
Fazakerley Prison, absolutely it is not about saying,
“We are just going to give people so many hours of
training a week or teaching, we are going to say
there is the training and the education we are going
to give them that is going to make them hopefully
less likely to reoVend when they go outside.” On
that particular site they have a Network Rail, they
have a fully lined up track, so the prisoners there
can actually gain the competencies so when they
come out they can help Network Rail lay tracks.
Lord Forsyth of Drumlean: Can you provide us with
examples of PFI contracts where this kind of
transfer of responsibility for the service—not now.
Chairman: It would be very helpful if you could give
us a note on that; it would be very useful indeed.

Q191 Lord Best: My question is about the national
accounting treatment for PFIs. I notice that the
National Audit OYce report says that those most
private projects have previously been oV-balance
sheet and not recorded in government statistics of
public sector net debt; and it says that “numerous
project and programme managers have told us that
keeping debt oV- balance sheet was a driver behind
their projects’ use of private finance”. How do you
see this?
Ms Anderson: As I am sure you are aware, the
government proposed in 2007 to put PFI schemes
on the government balance sheet and their proposal
was that from April 2008 all PFI contracts would
have been subject to the new rules. In May of this
year the Treasury announced that for the Treasury’s
budgeting purposes they would use the European
accounting standards. From a business perspective
we are used to transparency; we have not reduced
operating in a transparent financial environment.
We do not think that treatment of debt should
become the overriding factor in choosing to use PFI;
we think it should be all about delivery, and
therefore we do not have a problem with putting the
PFI on the balance sheet. But at the end of the day
this is a matter for the Treasury and government and
it is obviously a hot political debate, but we do not
think that the advantage of PFI is that it is oV-
balance sheet; we think it is all delivery, it is all

about the factors we have talked about, such as
whole life cost and transferred risk. We do not think
it is about the balance sheet.

Q192 Lord Forsyth of Drumlean: It sounds very
right and proper but is there much business in the
future if in the past that has been the driving force
behind people going for PFI contracts?
Ms Anderson: As we have said, we do not think it
is the driving force behind PFI contracts; we think
that PFI is able to stand on its own two feet and,
as we have explained, has delivered real benefits to
the users of public services.

Q193 Lord Forsyth of Drumlean: You have to
persuade those project programme managers
though, who up to now think it is.
Ms Anderson: I think that some of those people are
taking an ideological position which actually our
position is to the private sector involvement rather
than saying what is best for delivery of public
services.

Q194 Lord MacGregor of Pulham Market: Could I
ask you to wear your CBI hat in a diVerent
connection in relation to this because it sounded to
me as though you were simply passing on the
question of whether it was classified as oV-balance
sheet or not and the reality for you are the benefits
of PFI. I understand that the CBI said earlier in the
week that the actual national debt at the moment is
nearly three times the oYcial estimate established by
the ONS, with PFI being a major element of the
diVerence. In terms of overall public sector debt and
various economic issues with the management of the
economy, I imagine that the CBI was drawing
attention to that as a possibly dangerous element.
What conclusions do you draw from that and what
are your worries?
Ms Anderson: I think there are other elements of
public spending that are equally oV-balance sheet
and I would draw attention to the cost of providing
public sector pensions as another area.

Q195 Lord MacGregor of Pulham Market: You are
concerned about that.
Ms Anderson: Absolutely.

Q196 Lord MacGregor of Pulham Market: But I
took it that you are also concerned about this.
Ms Anderson: We are saying that there needs to be
transparency. We are comfortable with transparency
but I think this is becoming a matter of politics in
this particular issue and therefore we think that it is
a political decision.
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Q197 Lord MacGregor of Pulham Market: It was
the CBI who drew attention to the fact of a major
element in the much larger national debt that the
oYcial statistics are showing, that it was the CBI
who drew attention to this; so presumably you are
concerned about this?
Ms Anderson: We do think that transparency is
important; we do think that you have to be open
about the cost and risk of capital. There are various
means by which you can do that; for example, on
pension costs you do not need to put it on the
balance sheet to be open about the costs. Similarly,
you do not need to put it on the balance sheet to
be open about the costs of PFI.

Q198 Lord MacGregor of Pulham Market: In terms
of patients you are obviously concerned about the
debt to the public sector moving ahead and
therefore what that tackles. Are you also concerned
about the extent to which national debt has arisen
so much as a consequence of PFI that has not really
been properly identified?
Ms Anderson: I think there is certainly a concern that
we need to be fully transparent about the cost of
PFI. I do not think it is clear or the government is
clear and successive governments have not been
clear about how much is oV-balance and how much
is on. Estimates vary and someone suggested that it
could be 60%, so some of it is on and some of it is
oV. That is not a particularly satisfactory situation
and clearly we do need to be open about the costs;
but as you have heard from us we are open about
the costs. There is no hidden agenda here in terms
about the value added of PFI or other procurement
models or the traditional procurement models.

Q199 Lord MacGregor of Pulham Market: Can I
ask another question in relation to the way in which
these calculations are made? Do you feel that the
discount rates and optimism bias figures currently
used in private finance projects are appropriate?
Mr Rylatt: I think it is probably not for us to judge
whether they are or they are not. What we have
found over time is that our ability to compete
against those discount rates has got all the more
challenging as they have been modified over time,
and the hurdle that we have to jump over is higher
than it was before, as the public sector has said,
“You have delivered that quite successfully; we are
going to make life a bit harder.” So I think as to
where the rate is set is not really a judgment call for
us; the challenge for us as an industry is wherever
it is set can we provide the project which achieves
the public sector comparator, because if we cannot
there is no project; it will be conventionally procured
or something else will happen. So that is the
challenge that we face.

Q200 Lord MacGregor of Pulham Market: In that
context do you have a view about the optimism bias
figure, because I am not conscious of how it is
calculated?
Mr Rylatt: I think there is an element to which it is
an art as opposed to science and I think that you
always have the diYculty of comparing projects
where no two projects are ever identical, so I think
there is an element of science in the underlying
discount rate and there is an element of perhaps art
in the optimism bias that you then attach to
individual projects, and I think that is a judgment
by Treasury or whoever is recommending the rate.
It is a very diYcult thing because no two projects
are the same and so can you accurately compare the
two things? It is quite diYcult.

Q201 Lord MacGregor of Pulham Market: I
certainly remember in my time as Secretary of State
for Transport that the figure for the cost overrun of
the individual road programmes, taking the road
programmes as a whole in any one year, the actual
cost compared to the original projection was 28%
over. Presumably an optimism bias takes account of
calculation figures like that in comparison?
Mr Rylatt: I am not familiar with how the original
optimism bias figures are calculated. What we have
seen is that since its introduction certain projects
have tended to not go PFI. There are far fewer roads
going PFI than there would have been seven or eight
years ago—only very, very large schemes, like the
M25, have actually gone PFI; whereas what we have
seen on more complex procurements, so the schools’
programmes where you are delivering large, multi-
site projects for PFI, that is all to the betterment
because in any of this procurement you are looking
at which is the most appropriate method because we
are largely indiVerent—we will happily deliver a
conventional procurement, happily deliver a PFI. A
PFI analysis to bring some more skills? That is
great; that might help us in our competitiveness
versus some other companies who perhaps do not
have access to those skills, but that is really a
judgment for someone else, I think.

Q202 Lord Forsyth of Drumlean: Just following up
Ms Anderson’s point, surely this oV-balance sheet
point is not about transparency—that is not the
issue; the issue is about aVordability and I am not
clear what the CBI are saying because the CBI have
been making representations about the size of the
government’s overall borrowing and ability to pay
it back. PFI oV-balance sheet is buying things on
tick. It is the issues about the aVordability. Are you
not concerned about the overall burden that is being
placed on future generations to meet the costs of
these projects, which have been funded oV-balance
sheet and therefore have not been subject to the
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conventional restrictions which have prevented
them from going ahead?
Mr Sutherland: They have gone ahead anyway, in
the sense that capital would be funded on the
balance sheet and government would have to go out
and raise debts and money through national savings
anyway to do that. So in a sense I am not sure that
ends up being the decision—it would have been on
balance sheet anyway, if it had been traditional.

Q203 Chairman: We know that borrowing for the
private sector is significantly more expensive than it
is for the public sector. Those who are critical of
PFIs point that out in a big way because that is a
cost that has to be passed across to the end procurer
in a PFI contract. We had the European Investment
Bank as an earlier witness here and of course they
are able to borrow money significantly more cheaply
than the private sector could, and we know that in
the United States, for example, there is something
called a national infrastructure, a bank who again
is able to borrow money more cheaply than you
could in the private sector. Do you think that there
is a case for a national infrastructure here that could
borrow money more cheaply and then engage in
contracts which are very similar to those that we
have with PFIs?
Ms Anderson: If I could take that question in two
parts, and Dougie will probably give some views in
terms of the first part of your question. Does there
seem to be a need for a national infrastructure bank
in the UK? I think it is sensible to ask the question;
it is sensible to say, “Let us evaluate, let us compare
the benefits of diVerent models.” I do not think we
are pretending in the UK that somehow we are the
repository of all wisdom, so I think certainly we can
learn from other countries. But I would say that at
the moment there does not seem to be an obvious
need. There does seem to be suYcient capacity in
the private finance markets to meet public sector
demand. Certainly the Treasury’s infrastructure
finance unit has played a welcome and valuable part
over the last year or so in terms of bringing liquidity
into the market and in terms of when the market
was fragile getting projects unstuck. So we cannot
see an obvious lead but I think absolutely we say let
us see what value other models have brought and
what can we learn from experience in other
countries.

Q204 Chairman: Let me push it a little bit further
because at the moment we know that with the credit
crunch the gap between the cost of borrowing for
the public sector and that of the private sector is
even wider than before and therefore justification in
terms of transfer of risk as between the two is going

to be more diYcult to put across than it has been in
the past. In theory at any rate a public infrastructure
bank borrowing money cheaply could be a partner
in a special purpose just to that of a PFI and could
have, presumably, very similar if not almost the
same kind of contractual arrangements of bundling
as both the infrastructure capital project, services
and so on and so forth. There would be the same
transparency. You would have a third party looking
at the thing. Is there any advantage, or do I have it
all wrong?
Mr Rylatt: We welcome any increased competition
amongst the debt markets—anything that can
reduce the cost of capital is in everybody’s interests
and all of the PFI players try and use EIB as much
as they possibly can. The EIB unfortunately has a
limited resource and it cannot support all projects
and will earmark certain projects. I think to the
extent that there was another institution that was
able to lend into projects at a cheaper rate the PFI
industry is bound to take advantage of that and we
would welcome anything that came, particularly at
the moment, to increase competition amongst the
banks. Where it sat, how it was structured and that
it had the degree of independence needed to not
therefore eVectively control the PFI project from the
back seat being a lender, I think then you would lose
again all of the benefits of PFI. I do not enjoy
paying banks their margin—I hate to say that—and
we work really hard to try and reduce the cost of
funding, and anything that came in we would
welcome as an industry.
Mr Sutherland: I agree with that as an example but
you just have to be careful not taking the risk for a
future government. So if by setting up an
infrastructure bank it means if something goes
wrong the government is bearing the risk of that,
you have to be a bit careful. We are actually
comparing like with like. So I think that having a
bank—you are trying to solve a pricing issue or a
liquidity issue, so I think if you are in there with an
infrastructure bank to try to bring a bit more
liquidity into the market—and I think that was the
idea behind it to try and do that—then I think that
worked for its time. If it is purely about the cost of
finance then, dare I say, with EIB that brings that
in there, something goes wrong and the EIB suVers
and we are clearly shareholders at a national level
and if it is our own national bank as such, which
eVectively we underwrite, you would have to be
careful what it is there to do.
Chairman: Can I thank you very much again for
your written submission and the written submission
that is going to come and for answering our
questions. It has been very illuminating indeed;
thank you.
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Present Best, L. MacGregor of Pulham Market, L.
Eatwell, L. Moonie, L.
Forsyth of Drumlean, L. Tugendhat, L.
Hamwee, B. Vallance of Tummel, L. (Chairman)

Examination of Witnesses

Witnesses: Lord Crisp, a Member of the House, former Permanent Secretary at the Department of Health and
Chief Executive of the NHS, Ms Rachel Lomax, former Permanent Secretary at the Department for Work
and Pensions, Sir John Gieve, former Permanent Secretary at the Home Office, and Sir Kevin Tebbit, former

Permanent Secretary at the Ministry of Defence, examined.

Q205 Chairman: Welcome to the Economic AVairs
Committee. This is the fourth public hearing of our
inquiry into private finance projects. Copies of
members’ entries in the Register of Interests and
interests declared that are relevant to this inquiry are
available to the public and witnesses on that table.
Ms Lomax, Lord Crisp, Sir Kevin, Sir John, thank
you very much for coming to give us evidence this
afternoon. It is not often that we see four former
permanent secretaries together. We were musing on
what the collective noun might be but we will not go
any further into that.
Lord Crisp: A mandarate!

Q206 Chairman: We would be grateful, as always, if
you could speak as clearly as possible for the web cast
and the shorthand writer. Do any of you wish to
make an opening statement or shall we go straight
into the questions? As there are four of you and we
have quite a lot of questions to ask in a fairly short
time, I will be happy to take silence as assent if others
agree with the first answer, but feel fee to put your
own slant should you wish to do so. Perhaps I can
make a start. Before we go into specific questions,
and this is the exception, I would like all four of you
to say something. Could each of you give as brief an
overview of the use of privately financed projects in
your former departments as possible? Perhaps you
could outline the benefits to us, if any, of the freedom
that goes with having PFIs.
Sir John Gieve: At the Home OYce I think the two
main bits of PFI I was associated with were firstly
knocking down the old Marsham Street building and
building a new headquarters, so that was a big
construction project, and secondly the building and
operation of a number of private prisons. On the first,
I think, so far—touch wood—it has worked quite
well, we got it built to time and budget, and it has
proved to be a good building and not at excessive
cost. In terms of the prisons the PFI was much more
important because it was not just financing the
construction of prisons, it was creating an estate of
privately run prisons so, if you like, the finance was

a secondary issue, it was about creating competition
really for the core public services in the prisons and,
therefore, giving an alternative to turning to the
public service in prisons for bits of the prison estate
which were not working properly. That was very
important and goes beyond the PFI because it has
been important over the last 10 years in driving better
performance throughout the prison estate.
Ms Lomax: I was actually permanent secretary to
three departments which used PFI, first of all in the
Welsh OYce where the big PFI project we did was
what is now called Lloyd George Avenue and
Callaghan Square in CardiV, which was an
innovative PFI for building a stretch of road and
getting developers to develop the bit between the
station and CardiV Bay. It was a crucial part of
putting in place the infrastructure for the Assembly
down on the Bay. That was an interesting one. Then
at DSS, which subsequently became DWP, I inherited
some PFI projects and had a few that came to
fruition. They were really in two sorts. One was some
large IT projects, some of which went spectacularly
wrong, like NIRS2 and the benefit payment card,
both of which collapsed before I arrived and we spent
quite a lot of time tidying them up. Then a major
outsourcing to EDS which really was designed to
modernise the DSS’s IT estate, starting with the CSA
and then going on to things like pensioner credit and
eventually the payment modernisation project which
was about paying benefits by card. That was hugely
ambitious. It had lots of problems but I think it also
brought lots of benefits as well in terms of sharpening
the Department’s ability to handle a major
modernisation programme. We did it by PFI because,
frankly, that was the only way we would have got
permission from the Treasury, but I think it has some
other benefits as well which we can talk about later.
The big hit during the time when I was at DWP was
the PRIME project which was when we sold oV the
Department’s estate, transferring some 700 oYces to
a consortium which became known as Trillium and
eventually was bought by Land Securities. In return
they gave us fully serviced and very flexible oYce
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accommodation. That has been a big success. It was
an innovative deal. It was the first time that had been
done. I think the BBC have done something similar,
Norwich Union and others. The Department has
gone on and extended it. That was a success. Then I
spent an interesting year only at the Department for
Transport, which is a story all of its own. You know
about Metronet and the London Underground PPP,
but I think the roads story is actually much better.
Lord Crisp: Can I have three positives and three
negatives in the story that I am about to tell? The
background is the 1990s and not a lot happening in
capital investment in the NHS and a massive backlog
of maintenance being built up. At that period we
started to get involved in PFI and that very early
period was what I would describe as a thousand
flowers blooming. Every hospital was trying to get
private finance in through some means or other.
What then happened was the Department of Health
established some priorities and started to manage this
market so that we set priorities about how many
hospitals at a time would come to market,
recognising our understanding of how much
potential market there was for these projects. From
then on there was what one could call a journey, I
guess, over the next 10 years of a smarter way of
learning how to use PFI to do the two things we
wanted, which was to get the best deal for patients
and best value for money for the taxpayer. The three
positives are, firstly, the Government set out in 2000
for 100 major hospital projects to be built as part of
the NHS plan and that was achieved in 2008. At
today’s date I am assured there are 116 major hospital
projects. What is interesting is that three-quarters,
which is 87, are PFI and 29 are public sector capital,
so 3:1. In value terms PFI deals are higher so that
seven billion are private sector and one billion is
public sector. There are some more to come. That has
had an eVect on the whole estate of the NHS,
including the backlog maintenance. Ten years ago
more than 50% of the estate was pre-1948 and now
only 20% of the estate is pre-1948. There has been a
big, big change and I think it would be diYcult not to
argue that would not have been achieved—forgive all
the double negatives—but for PFI. It was a pretty
fast development of capital. Some of that was about
improvements in the process, but I have to say the
biggest bit was that this was about availability of
money and this was what made that possible. That is
the first positive. The second positive is that the PFI
creates greater local accountability. Under the old
system you allocated capital from the centre and then
it was subject to patronage and the distortions that
you could potentially get by a centre allocating the
capital. Every project had to stand up to private
sector scrutiny, to business plan scrutiny and every
chief executive of every hospital and board had to
sign it oV and had to take that responsibility. We still

had the role overall that I described, but prioritising
and only letting a certain number of schemes go to
market at any given time and, of course, funding the
public sector, so some local accountability. The third
one is a change in politics, a change in the political
scene. PFI, and I am sure you are looking at this, is
only part of a wider set of changes between public
and private sector which emerged at the beginning of
this century in health when the principle became that
as long as we kept a clear focus on the public goals
and that these were controlled by public bodies that
it was reasonable to use the private sector in whatever
way. There is a spectrum of activity: from PFI we then
moved into LIFT, which you may or may not look at,
which is a shared joint venture as opposed to a
straight PFI contract arrangement. Subsequently
you will observe at the other end of that spectrum is
that in my time certainly we actually bought a
number of companies to operate ourselves as the
NHS. So to secure a supply of blood products we
bought an American blood company which I notice
this year is turning in profits of $30 million to $40
million. My point in saying that is to make the point
that this is a two-way street and PFI helped the
debate. The negatives, and you may want to go into
these, I will headline because I am talking too much.
The first one is complexity. If you are going to specify
things early then you are involved in more complexity
than you would have done in the traditional scheme.
That changed to some extent during the course of the
last 10 years and then from 2003 no PFI schemes were
done for less than £20 million. The reason for that
was the overhead of the transaction costs and
everything else for a lower value scheme made it not
worth doing, but LIFT went on at a lower value.
Complexity is an issue. The second one is the health
sector is about relationships—doctor-nurse, doctor-
patient, manager-doctor, GP-specialist—and this
added another relationship into the equation and
that makes for complex management. I could say
something on that and if you check out what is
happening you will hear people talking about
problems this has brought in some places. I can give
you the odd instance if you want. The third one is that
because this was in a sense the only show in town
there were some rigidities built in in terms of how we
spent a lot of time on capital planning and major
acute hospital builds whereas arguably maybe were
money available by diVerent routes we might have
paid more attention to community service
development in diVerent ways. There are some
positives and negatives. You will gather my view is
the positives outweigh the negatives but there are
negatives.
Sir Kevin Tebbit: A broadly similar experience in a
diVerent context from the MoD, I think. We have
used PFI very extensively across a wide variety of
areas. It started before I became PUS in 1998 and has
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carried on to date. £9 billion of capital investment has
come into the Department through PFI during that
period and we have applied it across
accommodation, training facilities, equipment areas,
and also other support things, including, for
example, the Skynet satellite which was done by PFI.
A very broad and diverse range of activities. The
biggest one is more or less happening now. There is
Project Allenby/Connaught which has
accommodation for 18,000 military and civilian
personnel and involves several hundred buildings,
new ones as well as demolishing old ones. Some are
quite high profile. The main building of the Ministry
of Defence is a PFI project, for example. We have
equipment quite close to the frontline under PFI.
There is a contract for heavy equipment transporter
facilities actually manned by sponsored reservists
which operates in Iraq and Afghanistan all under a
PFI. The future tanker service for the air fleet has just
been concluded under a PFI arrangement. It is a very
broad and diverse programme and would not have
been possible if we had relied on conventional money,
we would not have had it, and that was very evident.
The benefits: for the MoD projects to time and cost
are not perhaps as familiar particularly to the public
as they should be. All of these projects have run to
cost and time. Eighty-eight per cent of them were
within two months of the end target date, which is
much better than conventional comparators. I had a
study done before I left in 2005 and those figures
come from that study. That has more or less been
borne out by subsequent examination from the NAO
and the Treasury, so I think they are fairly accurate
figures. The other benefit is that the quality has been
high, particularly in an area I have not mentioned,
which is in flight simulator training where the quality
of tuition has gone up enormously since we have been
using PFI contracts for simulators for helicopters
and fast jets. A final plus would be the level to which
this has raised the Department in understanding
partnering with the private sector, not just within PFI
but in a broader context, the need to look through life
at whole life costs of projects for 35 years and not just
the upfront cost. That has brought better discipline
into the Department. The negatives are rather similar
to Lord Crisp’s. The length of time it has taken to
negotiate some of these has been extraordinary,
particularly the rather novel ones. With
accommodation, once you have got a template going
you can more or less measure it. Some of them have
been extraordinarily long in the making and I am
surprised that everybody has hung around to make it
work, frankly. The other negative is more a question.
The public comparators are often very diYcult to
establish. Although we believe we got value for
money in every case because we hit the right markers
and criteria, getting those criteria in place was very
diYcult.

Chairman: That is a very helpful starter for 10 and
gives us a view of what the scope is both in what PFIs
are about and the reasons for doing them.

Q207 Lord MacGregor of Pulham Market: To what
extent is one of the benefits, if that is the right word,
getting round traditional constraints? Will that lead
to later year diYculties?
Ms Lomax: Originally I always felt that was what it
was all about. Having started life as a Treasury
oYcial who, as you will probably remember, was used
to policing these rules, I started being very cynical
about PFI, just seeing it as a wheeze to get round
Treasury rules. That was how it started, but over time
it turned into something else; and where it has really
worked is where it has enabled a much more grown-
up approach not just to working with the private
sector but also to managing capital expenditure. As
we got into the new millennium where the public
expenditure constraints did not bite in quite the same
way and we got new accounting rules, then I think it
really did turn into something else.

Q208 Lord Moonie: We have heard from several
sources that the presence of private finance has
brought accountability to public infrastructure and
services that was sorely lacking in traditional
procurement. Has this been your experience?
Lord Crisp: Shall I start oV on that having started
slightly on that area? It depends what we mean
exactly by accountability, but certainly at the local
level I think it has because decision-making has been
pushed rather more and business plans have been
much more scrutinised. If that is what one means by
accountability, that it is not just—I exaggerate
wildly—decisions made in smoke-filled rooms but a
fairer degree of transparency, within the confines of
commercial confidence of course, there has been
some improvement of objectivity at least in that
sense. It has made people accept the ownership
whether they liked it or not and learn new skills and
so on. There is a fair amount of it in that sense. It has
also changed a bit the relationship between the centre
and the locality in that, again, if you give more
accountability locally you lose a degree of
accountability centrally and it is people over there
who are making decisions, so you have ended up with
that tension. Certainly I would say objectivity and
clarity, so in that sense accountability.

Q209 Chairman: Is that a common view?
Ms Lomax: I do not recognise this to the same extent
because I was always in the area where services were
very much a direct central government
responsibility—if you are talking about central
government services. They were much closer to the
department. I agree with everything that has been
said about PFI forcing us to learn better project
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management and better capital expenditure
practices, and accountability in that sense is a good
part of that.
Sir Kevin Tebbit: As a centrally managed
department it nevertheless did help people
understand better how to manage risk and where
risk was best placed because most of the on or oV-
balance sheet treatment depended on who was
bearing risk in what area of the programme and that
was a particular advantage in terms of
accountability of risk. I speak from a department
which needed a lot of these disciplines imposed on
it and this did help to impose them.

Q210 Baroness Hamwee: Can I turn to the
performance of privately financed services, the
services perhaps more than the capital spending to
create the project, and prisons has been mentioned.
Is your experience that performance is more variable
than public alternatives and, if so, why do you think
this is? I am picking up a point that has been made
and, if that is so, is that related to the complexity
of projects?
Sir John Gieve: Looking at the prisons, I am not
convinced there is a greater variance in
performance. Some of the private prisons have run
into diYculties, particularly in the early stages, and
there have been some disasters but very evidently
there were some disasters in public prisons as well.
The average scores are a bit more volatile in the
private estate but that is because there are only 11
of them and, therefore, one going wrong aVects the
average much more than in the public estate. On the
prisons, the ones that have not worked so well are
usually the ones where the private sector under-bid
and were over-optimistic about what they could
deliver, and that is quite a diYculty. In my
experience this was also true in the IT projects which
went wrong. Very often the root of that were
contractors thinking they could do something they
could not do at a price they could not meet. In a
sense, one of the bits of learning of this whole
process has been do not just take the lowest bid,
really be convinced that these guys can actually do
it because there are people out there who promise
to do it and then there will be a very painful
experience for them but also for you in trying to get
the thing back on the rails.
Lord Crisp: My experience is not that there is more
variability for the same sorts of reasons Sir John has
said. I think the NAO actually looked at this and
could not find more variability, if I remember
rightly. Can I touch on the complexity? The
complexity is about trying to predetermine things in
advance. I have to say that over a 10 year period,
which is what we are talking about, or slightly
longer, people got better at doing that and we
started to issue standard contract terms and we took

the schemes out under 20 million, as I said. In some
of the earlier schemes some of the things that were
not quite so eVective were things like design and we
spent too much time on the financial aspects
perhaps and not enough on some of those aspects.
There were things that needed to be learnt as one
went through. In terms of performance I do not
think there was a diVerence.
Sir Kevin Tebbit: Our study in 2005 had a very high
satisfaction level. Ninety-seven per cent or above of
users said they were satisfied and that is very high
indeed. Did I believe it was accurate? What would
have been the case with a normal procurement? I
think the reason it was high was because the
discipline does require a continuous engagement
between the customer and provider, particularly on
accommodation, training programmes and that sort
of thing, and that probably focused both sides more
clearly than they otherwise would have been under
a conventional procurement. It probably is and has
been rather better than the conventional routes
within the MoD.
Ms Lomax: It did involve a lot of painful learning
for some departments. It was a completely diVerent
way of dealing with outside suppliers. We did have
a few bumps along the road, but in the PRIME
contract, which I mentioned, and which probably
scores as a fairly major success, I do remember, in
the first year or so, enormous complaints from the
field about quality, and then we learnt how to
manage that contract in a way which gave us what
we wanted. On IT, I agree with a lot of what Sir
John says. Some of it was about us also basically
sending people on “mission impossible” and we had
to learn to grow up in our thinking about what it
was sensible to ask people to do. Our IT people had
to behave quite diVerently from the way they had—
in fact, we probably needed diVerent IT people.
Departments had to change in order to manage
these relationships quite diVerently. It is about
partnership, not about controlling a supplier
relationship, and that is a very diVerent mindset
which some people were not comfortable with.

Q211 Baroness Hamwee: My Lord Chairman, I
know we might come back to procurement and
management but I wonder if I could just ask one
supplementary arising from that. I can well
understand the need for new skills to be learnt. Did
you bring in the private sector to help you learn
the skills?
Ms Lomax: Yes. That is one reason why it was a bit
of a field day for management consultants.
Lord Crisp: The answer is yes and no. In the
Department of Health the person who leads it is
exceptionally able to do this, has learnt it
exceptionally well and has come up through the
public sector ranks.
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Q212 Lord Eatwell: I was very intrigued by Sir
John’s notion of competition between prisons. I had
an image of the lads saying, “Let’s go here rather
than there” and so on. My question is rather
diVerent, it is about innovation. We have had very
diVerent views presented to us about the role of PFI
in either stimulating or suppressing innovation, or
slowing innovation down in the supply of public
services. I wonder what is your view as to who really
takes the lead in modernising public services and
thinking about innovation?
Lord Crisp: I will dissect this out slightly because I
think there are diVerent bits of innovation here. If
you take the two phases in the NHS, there was PFI
and then there was LIFT. PFI was a contractual
arrangement and the only room for innovation in
that was in terms of the building. There was some
innovation but perhaps not as much as there might
have been. Indeed, right at the early stages ministers
were very clear that the transfer of facilities
management did not include any clinical staV. What
you have then seen as the LIFT projects get
underway, which are joint ventures, is innovation
starting to happen in services. A limited amount of
innovation in one when you are purely talking of
construction and cleaning, if you like, but starting
to see a bit more when you get out into the much
smaller projects under the local LIFT scheme. In
terms of stifling innovation, one of the problems
that people do talk about to some extent, and I
spoke to a matron this morning to check this out,
is once you have established a deal with a PFI
partner it is quite diYcult to change sometimes and
health moves on. This particular matron said to me,
“It’s like renting a house rather than owning a
house. When we owned the house it was easier for
us to make changes, but now we are the renting the
facility it is harder to change the nature of the
room”. When asked about it further, he said,
“However, compared to where it was there are
enormous benefits for patients from this”, so he was
saying there are pluses and minutes. Clearly there
are some ways in which innovation can be stifled.
Ms Lomax: It does depend what you are talking
about. The PRIME contract was an innovative
contract but it was actually using fairly well
established private sector skills so I do not think
what they were doing was innovation. They came
together in a framework which set a new way for
doing things. On a lot of our IT projects it was part
of our naivety at the beginning of PFI that we hoped
the private sector would somehow solve problems
which were really for management to solve. IT
projects were really business transformation projects
and I think business transformation has always got
to be owned by senior management. Once people
really understood that, they learnt how to handle
those projects a whole lot better. Where you do get

scope for innovation is on a much smaller scale—I
am thinking of Jobcentre Plus involving the private
sector and delivering various sorts of employment-
related services. It is a much smaller scale, it is
private finance engaging a diVerent range of people
in delivering services in diVerent ways and giving
them the freedom. Maybe that is slightly oV your
dial.
Sir John Gieve: The thing that was a bit new in
setting the contracts in private finance terms was the
trade-oVs between more capital expenditure upfront
and less running costs to come which is very explicit
and you have got an outside body looking at that.
In prisons, for example, putting telephones in
prisons or showers in cells which enabled you to cut
down on staV escorting or supervising the use of
collectively available facilities and so on. That has
happened. Just going back to your competition
point, the broader point is it is a competition in
running prisons and, of course, the commissioning
of some private prisons has gone alongside with
competing in an open tender for the contract for
managing the existing public sector prisons. What
the private prisons programme has done is to build
up the critical mass of contractors who can credibly
take on one of the big public sector prisons and run
it, and in the process it has established some
benchmarks of what better management or
reorganisation can achieve in terms of costs and, of
course, the public sector prisons have responded to
that. There is not a massive gap between the two
but I do not believe we would get those levels of
eYciencies if the whole thing was still run by a
single service.
Sir Kevin Tebbit: In the MoD in the way in which
we approached this it was in terms of “What do you
really need to own?” For example, we tried to think
of ro-ro ferries. We needed them to surge troops
across the Channel to reinforce Europe but we
would not need them all the time and, therefore, we
would only need to acquire them from the private
sector for certain surge periods of the year and they
could be used for other purposes as ferries when we
did not need them. There was that innovative way
of trying to work out a more cost-eVective use of
assets in the process of looking at PFI. I have to say
that was not the majority of the sorts of
programmes we introduced. We spent an awful lot
of time trying to think of innovative ways of using
the private sector which possibly took up more time
than it should have done. The main benefits were
more in importing private sector systems, standards
and techniques into the public sector which perhaps
were not there before in a way which was more
eVective and close to our own staV so they could
learn from it than would have been the case through
out-sourcing.
Chairman: I fear we are going to have to up our run
rate if we are going to get through all of the
questions that we have.
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Q213 Lord Tugendhat: You have all spoken about
how you gained experience over time, in other
words you learnt as you went along, and I have two
questions arising out of that. The first is, has there
been a similar improvement or any other sort of
improvement in terms of conventional public
procurement? The second is, could PFI now be said
in general to yield better results than the alternative,
thus to be justifiable on those grounds regardless of
the state of public finances?
Sir Kevin Tebbit: Can I have a quick one on that
first part, because we found this very valuable in
applying these principles to availability contracting
for the support of our fixed wing air fleet, for
example, Tornado aircraft, and indeed for the
integrated operational support of all our
helicopters. We used PFI experience to put in place
contracting for availability. For example, on an
airbase today a commander requires so many
Tornadoes at so many minutes’ notice every day and
the private sector delivers that requirement. With
helicopters it is a percentage of the total fleet that
has to be available for operational use every day and
those come from PFI experience so it has been very
useful in building wider understanding in the
Department and the private sector.
Lord Crisp: Two quick comments. On the public
sector, as you saw, a quarter of our work is public
sector anyway. There have been some very
substantial changes which have not necessarily come
from PFI, I have to say. Sir John Egan did a review
for us which led to something called Procure21
which was then a methodology by which we could
procure from the private sector and contracting
sector much more quickly and much more
standardised across the NHS, so it was a process of
reducing cost and improving quality. On your
second point about private sector PFI, I would say
that in health a mixed economy is the right one. You
do not want to be forced into PFI mode. There is
the private sector and if you go to Florence
Nightingale’s hospital across the water, as it were,
the new children’s hospital there is basically
charitably funded. So in our context of health,
which I assume is diVerent to others, it is a mixed
economy but you should be able to use PFI.
Ms Lomax: I am going to pass on this because it is
six years since I was in central government. I
thought things were improving across a broad front
but I do not know.
Sir John Gieve: Taking prisons as an example, it has
improved the public oVering. They have got to meet
the competition and in Liverpool Prison and
Manchester Prison, the public service managers
have to put in a bid and it has to win, so it has a
very evident impact.

Q214 Lord Best: My question is about changes that
occur later in the course of a contract and whether
renegotiation is a big hurdle. There are things that

might happen early on and there are things that can
happen 15 years down the line. One of the criticisms
of the whole PFI approach that we have heard is
that you are boxed in to continue to maintain that
building long after you want it. It might be a school
and you might not have schools in the same way, or
care homes, you might not still want a care home
of that kind in 15 or 20 years from now, so is getting
out of what you signed up to on day one a
fundamental problem with the PFI system?
Sir John Gieve: I think there is a benefit to this. We
are coming into a period of cuts and normally cuts
mean cuts in maintenance first of all and of course
PFI contracts lock in maintenance, so that is one of
the benefits of doing the contracts. I suspect you are
right, down the road there will be occasions when
you are left with an estate that you do not want any
longer. I do not know whether that will be more
expensive than what happens if you do own it. There
are always costs of changing your mind on what is
required.
Ms Lomax: I think it depends on your original
contract. The PRIME contract I have spoken about
actually allows quite a lot of flexibility. The shape
of the Department that it was supposed to be
providing for and the way in which services were
delivered really changed quite fundamentally after
the project was signed. It was basically a pre-1997
contract and I think one of the pluses about it was
that it did prove flexible both for the changes in the
first few years of this Government’s time and also
when it was renegotiated to accommodate DSS
turning into DWP, and that was done quite
successfully with an improvement in the terms. So
that particular contract met that test even though
the future was very diVerent from the one that was
envisaged when it started but I imagine health is a
diVerent one again.
Lord Crisp: I agree with what was said there. May
I reinforce Sir John’s point which is that it is not
about measuring PFI against a no cost option and
a lot of the criticism of PFI is that PFI gets blamed
for stuV which you are going to have anyway. If you
are going to change a hospital later on there is a
cost. Whether it is the same cost or not is another
question, but you are going to keep on paying for
your capital in some way or another. The other key
point I would like to bring in is relationships and
all the anecdotal evidence—and I do not know if
anyone has looked at it more than that—is that the
PFI contracts that work best are the ones where
people have really worked at the relationship and
the contractor feels part of the process and the NHS
feels that the contractor is part of the process and
that they are working through changes as they need
to do so. That does not always happen. The little
anecdote I gave about the matron this morning who
clearly felt that it was diYcult to make even
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relatively minor changes but nevertheless on the big
picture it was an improvement. It is an issue but my
guess is that in 116 hospitals you get 116 diVerent
pictures.
Sir Kevin Tebbit: Back to our 2005 study, 85% of the
managers of the contracts felt they had the flexibility
suYcient to cope with whatever they could foresee.
Of course it does work the other way round as well.
With a tight contract, if the supplier gets into
trouble, then of course we have the right to
terminate, and on that basis you can find yourself
inheriting an asset which you do not have to pay the
full cost for, so it does work in both directions.

Q215 Lord MacGregor of Pulham Market: Just
following that up, the question of renegotiation does
not only relate to changing requirements. If the
contract has run into diYculty because the provider
perhaps cannot otherwise deliver the renegotiated
contract—your point—I do not know if any of you
have any experience of one of those happening and,
if so, what occurred?
Sir Kevin Tebbit: My Department tells me we do
have one. I am not sure if I ought to talk about it,
but we do have one where we are in the process of
terminating and the penalties that the contractor
will have to pay are very severe.
Ms Lomax: I can think of two examples. One was
while I was Permanent Secretary—a project that I
have not talked about, a small PFI which the DSS
had for medical services. Originally it was with
SEMA, then SEMA got taken over by
Schlumberger, so we had Schlumberger/SEMA on
the other side and we were very unhappy with what
they were doing. It was an unusual operation. We
had to renegotiate that and it took up an enormous
amount of senior time to do so. It was a
combination of them having changed and us
learning how to manage the contract. I think that
has worked out reasonably well. The other one,
which I cannot speak about with any authority, is
the London Underground PPP and Metronet, where
obviously renegotiation was a big deal.

Q216 Lord MacGregor of Pulham Market: The
question I was going to ask you is how far can
private finance be extended to deliver public
services, for example pilot training, the supply of
nurses, et cetera? Are any limitations doctrinal or
economic?
Ms Lomax: I always thought there were some
limitations; because we used to think about this in
relation to DSS and DWP, where we really felt we
had to outsource almost everything that was not
core, so we had to think a bit about what was core
for us. We did medical services but we never did
benefit administration because we felt that was what
the Department was all about. There is just no way

you can transfer the risk of something which is
fundamental to the Department’s purpose and
statute. I do not know whether the department still
sticks with this but I certainly had a fairly clear line
in my mind as to where in the supply chain the
private sector stopped and we started.
Lord Crisp: I take a very similar view. My examples
would be that we set up a joint venture for back
oYce services, NHS Shared Services, with the
private sector, which works very well. We did at one
point look at what would it be like if you decided
to do something similar with the teaching hospitals.
Teaching hospitals are about the most complex
organisation you can get because of the university/
hospital relationship and so on and it was far too
risky to think about. That would be my example
equivalent to Ms Lomax’s one.
Sir Kevin Tebbit: The same thing.

Q217 Lord Tugendhat: Could I ask a
supplementary. This is a very self-interested question
and I declare an interest as Chairman of Imperial
College Healthcare NHS Trust. It is this: when the
Government takes an unexpected initiative, and I
have particularly in mind its decision earlier this
year that single sex accommodation should become
universal by the end of the year, it has always been
a priority but it moved up the scale of priorities—
if you have infrastructure of the sort that we have
at St Mary’s and Hammersmith that costs a lot of
money and it really does create great structural and
financial diYculties. If you are in a PFI hospital and
the Government takes an initiative of that sort
which has to be done, and I was interested because
Sir John talked about maintenance being built in. I
realise that they probably have such nice buildings
they do not have the same problems over single sex,
you see the problem I am getting at? Who bears the
burden of that?
Lord Crisp: I suppose if I were to put on a chief
executive hat rather than a permanent secretary hat
I would say quite clearly I would have thought your
predecessors might have seen it coming. This has
been a policy for a very long time. St Mary’s has
been an issue in this for a very long time. Do you
see what I mean?

Q218 Lord Tugendhat: I see all that and I am living
with the consequences but if somebody else was in
a PFI situation when they are faced with a policy
of this sort which is going to cost money, who bears
the burden?
Lord Crisp: My gentler reply then would be that of
course you bear the cost but you are in a position
to negotiate that with your purchasers of services
and say, “Look, central government is imposing this
burden on us and therefore it is reasonable that we
should be able to put up the prices that they pay
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you for looking after patients.” That would be the
way round it and the dialogue I guess I would try
and get into.
Sir John Gieve: It also depends how much of this is
a one-oV and how much you are doing a series of
deals with the same contractors. If it is the latter
there is value in the relationship for the contractor
as well as for you. Quite often you can renegotiate
these things on a perfectly reasonable basis. If it is
a one-oV obviously you are more at risk of someone
saying, “It is not in the contract and I want to be
paid full price.”

Q219 Chairman: So far we have been concentrating
on the contractual and operational side of PFIs.
Perhaps we could turn to look at the source of funds
and the private bit of the finance side. There is a
widespread view or at least a view that has been put
to us that one of the main benefits of having private
finance is that for the most part it oV balance sheet.
Is there any truth in that?
Ms Lomax: As I said earlier, I think there was. It
was quite an important driver of the initial interest
in private finance. It was not the only reason but
during the times when public expenditure was very
tight during the 1990s, really in my departments
until about 2002, it made a big diVerence whether
something was oV balance sheet or not. That was
always slightly uncomfortable. I think things did
change for the better. It really is a very bad criterion
for deciding whether to do something, that it is oV
balance sheet, as we have seen in other contexts
recently.
Sir John Gieve: I think it was a major factor and the
Treasury, in a sense, looked at it the other way, that
this was the spur to get departments to do things
they did not want to do,
Ms Lomax: I was in the Treasury at the time!
Sir John Gieve: So for the enthusiasts this was a
necessary carrot to get the whole thing started in the
1990s. From the departments’ point of view through
the years of public sector restraint, which was really
all of the 1990s up to about 2000, absolutely you
could not do a lot of these things unless you did it
oV balance sheet. Subsequently of course the NAO
have sharpened up their treatment and a lot of these
things have come on balance sheet. All the private
prisons for example are on balance sheet at the
moment. At the same time of course we have had
years of plenty in terms of public finance so that has
become less important.
Sir Kevin Tebbit: The Ministry of Defence never had
much funding, we never had enough, and my sense
was that in the bad old days up to about 2000 the
Treasury almost withdrew money from the baseline
in terms of capital funding and forced departments
to go for PFI on the basis of oV balance sheet, which
was bad discipline all round but that is what

happened. I agree, as time went by value for money
became the criterion and one ended up with a
mixture, so I think in the MoD it is about three-
quarters perhaps that is still oV balance sheet and
about a quarter on balance sheet and value for
money is the criterion one applies, but certainly in
the early days there was no alternative.

Q220 Chairman: Can I ask a slightly diVerent
question about the sources of funds. We know that
the cost of capital from the private sector is
significantly higher than if the government were a
borrower. I wonder if we could tease that out a little.
We have heard for example that in the United States
there are public infrastructure banks which are able
to get sources of funds at the public sector rates. If
there were something similar here in the UK, a bit
like the European Investment Board but operating
internationally perhaps with rather wider scope,
would you get nearly all the benefits potentially of
a PFI in terms of the contractual relationships and
the operational look at both the capital investment,
the infrastructure and service throughout the whole
life of the project or not?
Ms Lomax: There was always a cost/benefit
calculation. There was this additional cost from the
finance but then you had to try and quantify the
benefits that you would get from PFI. I do not think
there is a necessary relationship between the risk
premium, if you like, that the private sector person
had to pay and the benefits that you get from PFI,
at least in the PFIs that I was involved with. They
were bringing in skills, experience and structures
that were there in the private sector and which, after
a long period of capital rationing in the public
sector, were just not in the public sector. I do not
think there is a necessary relationship but obviously
the hurdle is less high if the private sector, for
whatever reason, can borrow at the risk-free rate.

Q221 Chairman: What I am really getting at is that
it seems from what you have said so far that a lot
of the benefits are to do with the relationship with
the private sector contractor and I was wondering
what, if any, were the incremental benefits in having
private sector finance? Ms Lomax: I do not think
there are any at all. I think the public sector should
always be able to borrow more cheaply than a
private sector entity. There may be a small margin
or a big margin, but basically the public sector
borrows at the risk-free rate and almost every
private sector borrower is a bit more expensive than
that. It may be that there some private sector entities
or quasi private sector entities (the EIB is not really
a private sector entity) which can borrow very close
to a risk-free rate but I do not know there are many
around these days. That makes the financial
disadvantage of PFIs smaller but I do not think
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there is ever going to be a financial advantage. I
challenge my colleagues to provide an example.
Sir John Gieve: In a sense your question is could you
not do all of this in the public sector, could you not
hire the same people and have exactly the same
relationships but finance it cheaper? In theory, yes,
and actually now, if you like, after the best part of
15 years of this departments could make a better fist
of it because they have become accustomed to a new
way of working. Certainly going back those 15
years, as Rachel said, the public sector simply did
not work that way and even around the Home OYce
headquarters, which was not the first of the big
construction projects, the degree of due diligence
that the private sector financiers brought to that
deal was quite diVerent from anything that I think
the Home OYce would have done left to its own
devices. You could say if they had been better they
would have done it. Yes, but pigs might fly.
Ms Lomax: I do not think it was because they were
at risk financially that they brought these skills in,
if that is what you are getting at, although I think
there are all sorts of diVerent ways of structuring
contracts. DBO contracts are worth doing in some
contexts as well as a DBFO context. I think people
have got much more sophisticated about what kind
of contract matches a particular problem whereas,
roll back 15 years, we were pretty unsophisticated.
Sir Kevin Tebbit: I was very surprised when I asked
the Department what has happened since I left four
years ago. There have not been that many new PFI
projects coming through since then. Of course we
know one of the reasons: the drying up of the money
markets generally, but I think there are other
reasons. One of them is that the departments have
got more sophisticated and are more able to do
things based on their experiences of PFI and
therefore went other routes like PPP and
partnerships with the private sector which were not
PFI and these used most of the techniques. For
example, the PFI unit is the unit the MoD now uses
to do commercial appraisals of its conventional
procurements because they are good at it, and
therefore it is diYcult to know whether it is because
the money is more expensive through PFI, if one
discounts the risk premium, or whether these other
things have happened and therefore it is not quite
such a popular tool now. It is in the toolkit but it
is by no means as dominant as it was.
Lord Crisp: Can I add one point. Again we are all
slightly diVerent on this. I asked a question
yesterday about what the premium was and I was
told that the average was somewhere between half
and one per cent over what you could have
borrowed it at, which on a big number is a large sum
of course, and that was the cost against which we
were weighing the other benefits. One of the things
we did try and do in this, which was to manage the

market to an extent, was that we only let out a
certain number of projects at any time on to the
market to make sure there was money and
contractors available to do it so we were not chasing
too little money. You can try and do that. On your
wider question of whether a public sector bank, as
it were, could do that, my answer would be yes as
long as it was suYciently independent from the
political and departmental process that it did not get
sucked back into allocation of capital for reasons
other than the local business case.

Q222 Lord MacGregor of Pulham Market: That is
probably helpful. Could I ask about another aspect
of this in relation to value for money and that is
whether the optimism bias biases the calculation
against traditional procurement or not and has that
improved?
Lord Crisp: The bias against traditional
procurement?

Q223 Lord MacGregor of Pulham Market: The
optimism bias. The calculation is that traditional
procurement has all sorts of disbenefits and
sometimes could they be over- exaggerated?
Lord Crisp: I am not sure I can answer that but if
I understand the point you are making it is about
saying the private sector will do a better job than
the public sector sort of mentality. One of the points
I wanted to make earlier is that not just that the
public sector has learned but there are people who
understand how to do these thing very well in the
public sector. The private sector is by no means
always better.
Sir John Gieve: I think you are going back to the
times when the Treasury ruled that experience
showed that every public sector estimate should be
increased by 20% because optimism was rife in the
public sector. That was always a pretty crude rule,
I thought, and it was while we were trying to peddle
the PFI for all it was worth. As I was saying earlier,
in IT we found that there were people in the private
sector who were even more optimistic than we were.
I do not know, I have been out of this for several
years, but I think in the experience over time people
have become much better at judging what is possible
and what is not possible and what those trade-oVs
are.
Sir Kevin Tebbit: I think if there had been that
degree of optimism bias it should not have taken us
as long as it did to do these deals. My concern in
the MoD always was that it took forever to get a
PFI contract in place and the reason it took as long
is because of the caution that the private sector was
placing on how they manage the risk and whether
they were indeed in a position to price that risk well.
If they had concluded these deals rapidly there may
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have been an optimism bias but my sense was it
took so long because there was not really that bias
there and people found it very diYcult to price
these issues.

Memorandum by the National Audit Office

Foreword

We were pleased to take this opportunity to reflect on over 12 years’ of National Audit OYce work on the use
of private finance in public service delivery. Our work has encompassed the impact of what is now more than
100 Private Finance Initiative (PFI) projects across the central government accounts we audit annually. We
have also produced 72 value for money reports to Parliament on PFI and other uses of private finance across
the public sector.

This paper shows that arriving at a simple evaluation of the overall private finance programme is not easy.
Some projects are tendered and managed well; others are not. This is true regardless of the procurement route
and many of our criticisms of private finance projects can also be applied to projects funded conventionally.
But private finance projects are complex commercial deals. Their success or failure is particularly influenced
by how well the commercial issues are handled.

Private finance has become the predominant form of investment in many sectors. With few large projects using
conventional funding, it is diYcult to compare the costs and benefits of using private finance to alternatives.
This drive towards using private finance is in part driven by Government oYcials’ belief in its benefits. But it
has also been driven by a less commendable zeal for oV-balance sheet solutions which have not appeared in
statistics of Government debt.

It is also fair to note that the final judgement on value for money for each project cannot be made until their
20 to 30 year contracts have run their course.

For these reasons it is diYcult to arrive at a simple summary of the value for money of using private finance
as a procurement option. But to try and put all of this in a short statement: our view is that private finance
can deliver benefits, but it is not suitable at any price or in every circumstance.

There are a number of points that we particularly want to stress.

Firstly, there is a pressing need for better quality evaluation of private finance and other forms of procurement
across Government. The National Audit OYce will continue to provide robust independent analysis.
Government, especially the Treasury and spending Departments, however, need to take greater responsibility
for evaluating their programmes and projects. They need particularly to ensure that they can compare the
benefits and costs of diVerent procurement routes.

Secondly, assessing the pros and cons of alternative procurement routes is especially important in the current
economic climate. We know that the cost of private finance has risen since the credit crunch. This does not
necessarily rule private finance out as an option for new projects, but it has implications for their value for
money. Project teams embarking on new projects need to carefully consider these implications.

And thirdly, the introduction of International Financial Reporting Standards has brought the opportunity for
a more consistent approach to the balance sheet treatment of PFI across the public sector. As a consequence
we expect nearly all PFI schemes to be brought on-balance sheet. We believe that is the most transparent and
reasonable treatment for what are, essentially, publicly controlled projects. But the decision to use diVerent
rules for the Financial Statements of Government Departments on the one hand, and their Departmental
Budgets on the other, is not an ideal position.

We also hope that this paper will act as a catalyst for further debate and evaluation. There are a number of
questions worth asking:

— Some private sector investors are consolidating the ownership of their side of PPPs into portfolio
investment funds, through the secondary market. They hope to derive profit from the better
management of the projects from the private sector’s point of view. How, by extending this reasoning,
should the public sector manage its 700 or so private finance projects?

— The success and failure of private finance projects are determined to a large extent by the way the
commercial issues are handled. Is Government taking suYcient action to ensure Departments have
suitably experienced project and contract managers?

Chairman: I fear we have overrun the time that you
were expecting to be here and we were expecting to
talk to you but that is just a measure of how useful
you have been, so thank you very much indeed.
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— How will Government’s need to contain public spending in the current economic climate impact both
on new projects and also projects currently in operation?

We look forward to hearing feedback on these issues. Meanwhile, we will continue to use our independent
analysis of Government spending to provide further reports commenting on the value for money of both
private finance and other procurement methods.

Summary

1. The purpose of this paper is to help the Lords Economic AVairs Committee with its inquiry into the use of
private finance in the delivery of public services.

2. The paper draws on the independent analysis of the National Audit OYce (NAO) in this field. The NAO
has published 72 reports on the value for money (VFM) of using private finance over the past 12 years. The
NAO has also considered the accounting treatment of over 100 projects1 using private finance in our audits
of the financial accounts of central Government.

3. Private finance projects are typically long term contractual arrangements between public authorities and
private sector companies with funding raised by the private sector companies. The authorities manage the
tendering, governance and contractual relationships for the public sector.

4. This paper uses the term private finance projects to refer to all forms of public-private partnerships (PPPs).
The range of PPPs is described in Figure 1, Part 1. We have mainly concentrated on the widely used PPP model
called the Private Finance Initiative (PFI). As of September 2009, there were over 500 operational PFI projects
in England, with a capital value in excess of £28 billion. There are also hundreds of other types of PPPs, ranging
from small joint ventures to the London Underground PPPs which have a capital value of £18 billion.

Key messages

Private finance can deliver benefits but is not suitable at any price nor in every circumstance.

5. Having examined many PPPs, we have concluded that private finance can deliver benefits, but is not
suitable at any price or in every circumstance. It is one of many routes of delivery, which, when used for the
right reasons and managed eVectively, can work well. When it is used for the wrong reasons or is managed
badly, it does not deliver projects well.

6. We believe that external scrutiny from the NAO, Parliament and others over the past 12 years has helped
the public sector to improve PPP tendering and contract management. Learning lessons from the successes
and failures of initial projects has helped subsequent projects. The lessons were reflected in work done by the
Treasury (HMT), Partnerships UK, Local Partnerships (formerly 4Ps) and Departments to standardise
contracts, provide central support and guidance. The support has included the creation of specialist Private
Finance Units within most Departments.

Private finance projects normally deliver what is asked of them

7. Most private finance projects are built close to the agreed time, price and specification: in our sample, 69%
of PFI construction projects between 2003 and 2008 were delivered on time and 65% were delivered at the
contracted price. Of those delivered late, 42% were delivered within six months of the agreed time, and under
half experienced price increases.

8. Public bodies using private finance are normally satisfied with the services provided by contractors. High
levels of satisfaction are normally reflected in our reports, case studies and surveys. Whilst we recognise that
contract managers may be biased in their response, they are likely to also be the most informed individuals
for a project.

9. Despite this progress, however, our work has continued to identify important areas which continue to
require attention. These are summarised below.

Departmental justifications for using private finance are often unclear

10. Private finance brings costs and risks over the use of conventional funding. Part of the cost diVerence is
because, unlike Government borrowing, the cost of private finance reflects the risks of the project. So projects
which use more expensive, risk-weighted, private finance must also bring suYcient benefits to be worthwhile.
These benefits might include cost eYciencies, quality improvements, innovation or the better management of
risk. It is important to establish how these will be achieved before the project is initiated.
1 There is limited aggregate information on non-PFI public-private partnerships, and no single list of them all. We have not counted the

number of joint ventures, investments, and contractual agreements that we audit which could also be considered as PPPs.
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11. Each project requires a business case that demonstrates that the project is feasible, aVordable and VFM.
Although business cases generally demonstrate feasibility and aVordability they often do not manage to
demonstrate adequately that private finance is the best VFM option. The problems we have encountered in
business cases are: overall strategic reasons for using private finance are often unclear; financial modelling is
error-ridden and given undue influence as the basis for decisions on VFM; and too much weight is placed upon
subjective judgements of risk, which can easily be adjusted to show private finance as cheaper. Business cases
also often do not explain how the desired benefits will be achieved.

Institutional incentives have encouraged the use of private finance

12. Part of the reason for the lack of clarity in business cases is that the issue of accounting treatment has
distracted attention away from VFM. Most private finance projects have previously been oV-balance sheet
and not recorded in Government statistics of Public Sector Net Debt. Treasury guidance is clear that
accounting treatment should not drive decisions to use private finance. Some departmental guidance to local
projects, however, has historically emphasised the need to shape projects to make them oV-balance sheet.
Funding and budgeting mechanisms make on-balance sheet projects less attractive. Numerous project and
programme managers have told us that keeping debt oV-balance sheet was a driver behind their projects’ use
of private finance.

Evaluation of the use of private finance is not well developed

13. Achieving value for money from private finance projects means getting the best deal in absolute terms. It
also requires demonstrating, as a relative concept, that better value for money is being achieved than through
other forms of procurement. That comparison depends on identifying a counter-factual or comparator
project. This is diYcult to do and may require comparisons based on a hypothetical comparator if, as is often
the case, similar recent conventional projects do not exist.

14. We have yet to come across truly robust and systematic evaluation of the use of private finance built into
PPPs at either a project or programme level. The systems are not in place to collect comparable data from
similar projects using diVerent procurement routes. Unless such systems are established, together with robust
evaluation of the overall whole-life costs of alternative forms of procurement, Government cannot satisfy itself
that private finance represents the best VFM option.

Competition is vital to achieve VFM, but is not always achieved

15. Competitive pressure is vital to establish economic pricing of construction, services and funding.
Competitive pressure is not, however, always as strong as it should be. Issues aVecting competition in tendering
are: some bidders are deterred by the high bid costs associated with many private finance projects; some
projects have specifications that do not attract many bidders because they are inherently diYcult to achieve
or oVer little chance of profit; in addition, in the early days of using PFI the large number of public authorities
advertising new projects meant that bidders were selective resulting in weak competition for some projects.
Although lessons have been learnt, our 2007 report on tendering found limited overall improvement.2

16. Achieving the benefits of competition also depends on competitive financing markets. The recent credit
crisis has made finding competitive and economic funding harder. It has become diYcult to achieve
competition in financing because each bank is only prepared to lend a small amount, and not always for the
full term of the project. Large deals may need all the lenders available to participate in the project. This is likely
to have been a cause of the higher cost of finance since autumn 2008.

Delivery of real risk transfer depends on a good contract

17. Risks should be allocated to the party best able to manage them. Not all risks can or should be transferred
because the cost of inappropriate risk transfer would be too high. Although ultimate responsibility for
delivering the service remains with the public sector, private finance has delivered real risk transfer. Few private
finance projects have failed, but when they have contractors and lenders have normally lost most, unless the
public sector provided additional guarantees. The allocation of risk calls for an active public sector role
throughout, particularly in the case of risks retained by the public sector.
2 Improving the PFI tendering process, National Audit OYce (HC 149, 2006–07).
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Private finance projects require very careful management

18. Public authorities must devote suYcient attention and resources to the contract management process. Our
work has long emphasised the need for better management of the contract. A culture of focus on making the
deal rather than thinking about contract management is still, however, prevalent in many quarters of the
public sector. Some public authorities have only relatively recently realised the resources and experience
needed to manage contracts eVectively.

19. Many private finance projects are delivered under programmes of similar projects. There is a general
shortage of the commercial and project management skills needed to manage these programmes and other
complex projects across Government. This shortage has often compromised the VFM of projects. It has also
led to an over-reliance on external advisors and interim staV which causes problems from a loss of knowledge
when they move on. Some Departments have tackled this by developing centralised programme management
to help coordinate projects and provide support to public authorities. Recent NAO reports have, however,
highlighted the diYculties in building up momentum in a programme, for example for renewing the secondary
school estate.3 This may result in insuYcient numbers of contracts being let quickly enough to enable the
expected benefits from the programme to be delivered on time.4

Recent developments mean care is needed in the use of private finance

20. Accounting and budgeting: The introduction of International Financial Reporting Standards to the public
sector oVers the opportunity of developing a more consistent approach to recording assets and liabilities. We
expect most PFI projects to come on to the balance sheet of the financial accounts. But the Treasury has
decided that Departments’ budgets will follow diVerent guidance. This may mean that the debt and assets of
most PFI projects will not be included against Departments’ budgets or in statistics of Government debt. This
is at odds with the Government’s stated intention of aligning the accounting and budgeting systems.

21. Financing: Since September 2008, the credit crunch has caused the cost of new private finance to increase.
This has raised questions about its suitability in the current economic climate, particularly for those embarking
on new projects where there is time to consider alternatives. The National Audit OYce intends to look at how
well public authorities manage this process over the next year or so.

The scope of this paper

22. This paper is divided into five parts:

Part One: background sets out some background on private finance, including its history.

Part Two: private finance in practice sets out our summary findings on the use of private finance, showing
that the potential costs and benefits of using private finance are complex, and that there is no certainty
that the expected benefits will be achieved.

Part Three: the institutional incentive to use private finance sets out the way that the accounting
treatment has influenced the use of private finance.

Part Four: assessing the VFM of private finance sets out the shortcomings of the ways in which public
bodies have put together their business case for using private finance.

Part Five: managing private finance sets out the key risks that public bodies need to manage when they
use private finance.

PART ONE

Introduction

This part explains:

— what private finance is and how it is used;

— the role of the NAO in the audit of private finance; and

— the history of private finance and how the NAO has responded.
3 Building Schools for the Future: renewing the secondary school estate, National Audit OYce (HC 135, 2008–09).
4 Building Schools for the Future op.cit.; Department for Environment, Food and Rural AVairs: managing the waste PFI programme

National Audit OYce (HC 66, 2008–09).
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Private finance projects

1.1 Private finance projects are contractual arrangements between the public and private sectors, which use
at least some funding raised through the private sector, to deliver public authorities’ objectives. The costs,
including the finance costs, are eventually paid by the public authority through annual payments, or by the
users through charges. In this context, public authorities are public sector bodies that commission the project.
In doing this, public authorities manage the tendering, governance and contractual relationships for the
public sector.

1.2 Most projects using private finance use a specific model called the private finance initiative (PFI). PFI
projects are for the serviced provision of infrastructure, such as the construction of a building and its cleaning
and maintenance over the life of the contract. This paper concentrates on PFI except where we have a specific
point to make about another private finance model. Other types of private finance projects are included in
Figure 1 overleaf.

1.3 The funding for PFI is project finance: all the financing for the project is tied to the project, normally in
a special company set up for the purpose. There is meant to be no cross subsidy to and from other projects;
the intention is that if the project fails, the finance cannot be paid back. Consequently, the cost of the private
finance reflects the project’s risks of failing or not having enough money to pay back its borrowings.

1.4 PFI projects typically use around 90% debt finance and 10% equity funding. The debt finance is in the
form of bank loans or, prior to the credit crunch, bond finance. The equity finance is provided by contractors
or financial institutions, and comprises of a mixture of shares and loans which take second precedence to the
payment of the debt finance.

1.5 As of September 2009, there are over 500 operational PFI projects in England, with a capital value in
excess of £28 billion.5 There are also hundreds of other types of PPPs, ranging from small joint ventures to
the London Underground PPPs with their capital value of £18 billion.

1.6 The National Audit OYce (NAO) considers the accounting treatment of over 100 PFI projects and many
other PPPs in our audits of the financial accounts of central Government. The NAO has also produced some
72 reports on the Value for Money (VFM) of using private finance over the last 12 years (Appendix 1).

1.7 Discussions of private finance are necessarily complex and often require a lot of jargon. Where we cannot
avoid jargon, we have defined it in the glossary at the end of this report.

Figure 1

EXAMPLES OF THE DIFFERENT MODELS OF PRIVATE FINANCE

Type of model Some examples of when used Key technical characteristics Selected examples of related NAO

reports

Private Finance Roads, bridges, hospitals, schools, A private sector consortium is appointed after Allocation and management of
Initiative (PFI) prisons, police stations, competition to deliver a project; The party risk in MoD PFI projects (HC

government departments, social contracting with the public sector is usually a 343, 2007–08); Making Changes
housing, waste projects, IT special purpose vehicle; There is an output in Operational PFI Projects (HC
projects. specification with clear requirements; There is 205, 2007–08); Benchmarking

a long term service contract (eg 25–30 years); and market testing the ongoing
Payment is by way of unitary charge for services component of PFI
services once they are available; Standardised projects (HC 453, 2006–07).
contracts have been developed over time.

Joint ventures Low carbon technologies; Defence The Government, in conjunction with one or Dr Foster Intelligence: A joint
equipment; ISIS Waterside more private sector parties, makes a venture between the Information
Regeneration. contribution to a commercial venture, shares Centre and Dr Foster LLP (HC

aspects of control and alms to share risks and 151, 2006–07); The
returns on an agreed basis. Radiocommunications Agency’s

Joint Venture with CMG (HC
21, 2000–01).

5 The capital value of all operational PFI projects in the United Kingdom (excluding London Underground’s PPPs) is £34 billion, while
non-operational signed PFI projects in the United Kingdom are worth some £12 billion.



Processed: 10-03-2010 21:56:02 Page Layout: LOENEW [O] PPSysB Job: 441064 Unit: PAG1

83private finance projects and off-balance sheet debt: evidence

Type of model Some examples of when used Key technical characteristics Selected examples of related
NAO reports

Strategic Local Education Partnerships in Special (often exclusive) arrangement to The Building Schools for the
Infrastructure Schools (LEPs); Local address infrastructure-related issues over a Future Programme: renewing
Partnerships Improvement Finance Trusts in period of time; A private partner is appointed the secondary school estate (HC

primary care (LIFT). to deliver a flow of projects over time; It could 135, 2008–09); Innovation in the
be a joint venture or be established through a NHS: LIFT (HC 28, 2005–06).
contract; The private sector partner provides
most of the works and services required by the
contracting authority; It is suitable for
procuring a stream of projects including a
“bundle” of small projects which otherwise
would be too small for PFI.

Hybrid The MoD London Estate Any combination of the above models in which Improving Public Services
(MoDEL); ProCure21. the procurement authority adopts a very through better construction (HC

specific approach to solve unique procurement 364-I, 2004–05).
challenges; Usually associated with novel and
complex projects.

Local Asset Regional Development Agencies’ Public private joint venture; Usually the Regeneration of the Millennium
Backed Vehicles regeneration projects; British public sector puts in land and property and the Dome and Associated Land (HC

Waterways Board’s projects. private sector puts in financial and other 178, 2004–05).
resources; The development of the asset is
expected to yield returns to cover costs and
fund development; The partners share the
increase/decrease in value of the land and
property, usually on a 50/50 basis; The model
is suitable where there is a pipeline of projects;
Often the public sector shares more of the
risks and rewards than in PFI; The public
sector has greater influence and leverage over
projects than is usual in public private housing
developments; Land banking by the private
sector can be prevented by provisions to
transfer assets back to the public sector if pre-
agreed timescales are not met.

Concession Toll Roads A private sector consortium is granted a Skye Bridge (HC 5,1997–98);
private entity exclusive rights to build, operate The Re-negotiation of the PFI-
and maintain a ring-fenced asset over a long type Deal for the Royal
period of time (it could be much longer than Armouries Museum in Leeds
for PFIs); The private sector company (HC 103, 2000–01)
recovers its investment through future charges
for services once the project is in operation;
High risks associated to future demands;
Public sector has no or little involvement in
contract management.

Integrator Ministry of Defence’s projects Variation of other PPPs, but the private equity The Building Schools for the
(eg Military Flying Training is held only by a company which specialises in Future Programme: renewing
System); Building Schools for the putting together (integrating) different the secondary school estate (HC
Future programme. suppliers rather than giving work to supply 135, 2008–09).

companies who are also its shareholders; The
public sector authority procures a project
delivery organisation (the integrator) to
manage the delivery of a project through pre-
procurement preparation, procurement,
construction and into operation; There is
scope for project risks to be better managed
because the integrator only profits from the
project development work, not from
subcontracts; This model also has an impact on
interface risks because it reduces the
integration of design, build and operations, as
these are carried out by businesses with no
interest in the project company.

Source: National Audit Office and Infrastructure procurement: delivering long-term value, HMT (2008)
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The history of the National Audit Office and private finance

1990 to 1999: the first use of private finance

1.8 The Conservative Government started to promote the use of private finance from the beginning of the
1990s. It launched the PFI in 1992 with the aim of promoting public-private partnerships at a national and
local level. Yet it took time for PFI to gain momentum, and less than a billion of capital investment had been
agreed with private companies by the end of 1995 (Figure 2).

1.9 After the 1997 General Election, the new Labour Government endorsed PFI. Departments started putting
forward a number of large projects to use private finance. For example, in 1998 the Department of Social
Security transferred the ownership and management of almost all its estate to a private sector consortium, as
part of a single PPP deal known as PRIME, which is worth over £1 billion.

Figure 2
The growth of PFI projects (excludes the London Underground PPPs)
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Source: HMT signed PFI projects database (http://www.hm-treasury.gov.uk/ppp_pfi_stats.htm)

1.10 The National Audit OYce followed the development of private finance closely throughout this period
and developed a strategy of investigating as many projects as possible as soon as their contracts were signed.
Drawing on our first eight reports, in 1999 we published Examining the value for money of deals under the
PFI.6 It sets our approach towards the audit of PFIs and PPPs, and provides a framework for how public
bodies can maximise their VFM by focusing on our pillars: specifying the project; planning the procurement;
running the competition; and completing the contract. Subsequently the Treasury drew upon the report
heavily in developing value for money guidance for PFI projects.

2000 to 2005: the increased use of Private Finance

1.11 The period 2000 to 2005 saw a rapid expansion of PFI. Private finance became the main delivery method
for new buildings in some sectors within both local and central Government. The private finance sector began
to mature, with greater guidance and support from Departments. Partnerships UK was established in 2000, to
help develop the Government’s PPP policy, support PPP projects and advise on the approval of PFI funding. It
helped the Treasury to develop standardised contracts for PFI, now in their fourth generation. Departments
set up Private Finance Units, to manage their programmes of PPPs, engage with the private market and
establish guidelines for each sector. Local Partnerships (formerly 4Ps) was established to provide support to
local authority projects.
6 Examining the value for money of deals under the PFI, National Audit OYce (HC 739, 1998–99).
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1.12 The NAO continued to investigate major deals such as the PPP deals signed by London Underground
with Metronet and Tube Lines. We also started to look at thematic issues in the delivery of PFI projects, such
as managing relationships between contract managers and contractors,7 construction performance,8 and
refinancing.9

2006 to present: focusing on operational projects

1.13 While the capital value of PFI projects has remained very high, there has been a declining trend in the
annual value of new deals from 2007. There is little planned new use of private finance in some sectors, such
as the hospitals building programme. On the other hand other sectors are starting to emerge, such the
increasing number of schools, waste treatment centres and social housing projects.10 By 2009, some 567 PFI
projects are in operation with the asset fully constructed.

1.14 During the last three years we have shifted our focus to the operational stage of PFI projects. In 2006,
we updated our four pillars approach with a new framework that spanned all the phases of the project and gave
more attention to the operational aspects of projects.11 We published a series of reports looking at specific
operational issues, including tendering,12 benchmarking and market testing,13 and making changes.14 We
have also started to focus more on the way each department is managing its portfolio of private finance
projects, reporting on the role of Departments in, for example, the allocation and management of risks in
defence projects, the management of the waste PFI programme and the Building Schools for the Future
programme.

1.15 We discuss developments in the use of private finance since the credit crunch in part two.

PART TWO

Private Finance in Practice

This part sets out:

— a summary of the NAO’s experience of auditing private finance projects;

— the costs and risks of using private finance;

— the ways in which using private finance can drive VFM and its limitations; and

— the particular diYculty of achieving VFM in the current economic conditions.

The NAO experience of auditing private finance

2.1 The National Audit OYce has produced 72 reports on the uses of private finance in public service delivery.
Fifty four of these reports relate to single projects, seven to programmes and 11 to strategic themes in the
implementation of private finance (Appendix 1). Overall, we have looked at more than 100 of the 641 projects
currently under construction or operation.

2.2 We find that using private finance brings benefits, but these cannot be counted on. Our reports assess VFM
at a particular point in time. That may be after contract letting or at some stage during the contract’s
operation. Based on these snapshots we have found some projects which have the potential to be VFM, some
where the VFM is uncertain, and some where the project has failed to achieve VFM, normally because it was
tendered or managed poorly.

2.3 We select our studies based on materiality, risk, and potential impact. The studies are not therefore
designed to be a representative sample. Furthermore, many of our reports look at specific aspects of projects,
rather than attempting to comment on the overall VFM of a project, and particularly stress the lessons that
can be learnt. Taking that into account it is not possible to say how many of the projects we examine have the
potential for VFM, and how many do not. It is easier to count the failures: a fifth of the projects we have
examined have clearly failed to achieve VFM, normally due to poor tendering or contract management.
7 Managing the relationship to secure a successful partnership in PFI projects, National Audit OYce (HC 375, 2001–02).
8 PFI Construction performance, National Audit OYce (HC 371, 2002–03).
9 The refinancing of the Fazakerley PFI prison contract, National Audit OYce (HC 584, 1999–2000); The refinancing of the Norfolk and

Norwich PFI Hospital: how the deal can be viewed in the light of the refinancing, National Audit OYce (HC 78, 2005–06); Update on
PFI debt refinancing and the PFI equity market, National Audit OYce (HC 1040, 2005–06).

10 Building Schools for the Future: renewing the secondary school estate, National Audit OYce (HC 135, 2008–09); Department for
Environment, Food and Rural AVairs: managing the waste PFI programme National Audit OYce (HC 66, 2008–09).

11 A framework for evaluating the implementation of PFI projects, National Audit OYce (2006).
12 Improving the PFI tendering process, National Audit OYce (HC 149, 2006–07).
13 Benchmarking and market testing the ongoing services component of PFI projects, National Audit OYce (HC 453, 2006–07).
14 Making changes in operational PFI projects, National Audit OYce (HC 205, 2007–08).
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2.4 In general we have found that:

(a) Many projects do not have a robust justification for the use of private finance.Public authorities often
pay greater attention to the business case planning of PPPs than conventionally procured projects.
Business cases, however, often do not manage to set out the strategic VFM case for using private
finance convincingly. There is also considerable use of quantitative analysis to analyse estimated costs
and benefits, which is helpful in assessing key decisions. But such analysis is prone to mistakes,
manipulation and misuse. This point is developed in part four.

(b) A lack of systematic evaluation of operational projects results in missed lessons and means that the
costs and benefits commonly assumed in business cases remain largely unproved. Furthermore, the
methods of achieving potential benefits are often not built into realisable action plans. This point is
also developed in part four.

(c) Institutional incentives have pushed public bodies towards using private finance. Public authorities
often have no alternative source of funding and feel pressured to use private finance because its
treatment in financial accounts and budgets make it seem more aVordable from the public authority’s
perspective. This point is developed in part three.

(d) Private finance normally delivers what the public authority asks for. The delivery record of PPPs
against contractual specification is good. Most projects deliver close to time and price, the
construction normally meets the specification and the services receive few penalties. This point is
developed in part five.

(e) Private finance can deliver real risk transfer with a good contract. Overall there have been few private
finance project failures. A small number of projects, however, have failed so seriously that the public
authority did not get what it wanted. This has normally led to the private sector losing some of its
money and the public sector being insulated from some of the costs. Poor contracting, on the other
hand, has sometimes led to public sector exposure to risks they thought were transferred. This point
is developed below (paragraphs 2.12 to 2.17).

(f) Competitive pressure has not always been as strong as it needs to be to achieve VFM. In the early
days of PFI, an oversupply of projects relative to the number of bidders limited competitive pressure.
High bid costs also put oV potential bidders. A significant number of changes are made at a late stage
in the process, when only one bidder remains in the running. Since the credit crisis, there have been
particular diYculties in achieving competitive financing. This point is developed in part five.

(g) Public bodies must carefully manage PPPs through the project design, tendering and operational
process. It is important to protect the public interest because PPPs are commercial deals and
contractors seek ways to enhance that profit, often successfully. This point is explored in more detail
in part five.

(h) Many private finance projects are delivered as part of nationwide programmes. Examples are the
LIFT projects for primary care, Building Schools for the Future (BSF) and waste treatment facilities.
Programme management is not unique to private finance projects. It is, however, a significant aspect
of the private finance landscape. Our reports have highlighted the challenges of building up
momentum in a programme.

The value for money of using private finance

2.5 For private finance projects to achieve VFM depends on whether they achieve suYcient eYciency savings,
quality improvements, innovation or better management of risk to justify the additional costs, risks and issues
it also brings.15 The following section of the paper covers the costs, benefits and issues which collectively need
to be considered in the assessment of the VFM of using private finance.

Strategic issues

2.6 Private finance occasionally allows public bodies to do things they would find diYcult to achieve using
other procurement routes (Case study 1). Such strategic issues can outweigh considerations of pure cost
eYciency, but are unconvincing if they appear as post hoc rationalisations. They need to be clearly stated at
15 A framework for evaluating the implementation of PFI projects, National Audit OYce (2006).
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the outset and built into the procurement process. When assessing private finance projects, we expect the public
authority to have considered carefully whether there are strategic advantages or disadvantages from using
private finance, such as:

(a) the need for a development to be operational by a particular date;

(b) the ability to access scarce skills;

(c) the desire of supporting particular parts of industry;

(d) the need for flexibility; or

(e) the inability to commit to long term current spending.

Case Study 1

The First Four Design, Build, Finance and Operate Roads Contracts

The first tranche of privately financed road contracts were let by the Highways Agency in 1996. Under
each of the contracts, the private sector agreed to build a road meeting the Highways Agency’s technical
requirements and to operate and maintain it and some existing roads for a period of 30 years. The
Highways Agency expected only three of the first four PFI road projects to provide better financial terms
than traditionally procured and conventionally financed alternatives. It considered that the contracts
were VFM because using PFI fitted with its strategy of encouraging the development of a private sector
road operating industry.1

NOTE

1 The First Four Design, Build and Operate Roads Contracts, National Audit OYce (HC 476, 1997–98).

The costs of using private finance

2.7 Using private finance brings additional costs over and above conventional funding:

(a) The cost of the debt, which before the current credit crisis was about 1 percentage point (60–150 basis
points)16 above the nominal cost of Government borrowing. Recent increases in the cost are
discussed in paragraphs 2.38–2.46 below.

(b) The cost of the risk capital (equity and subordinate debt), historically a return of about 10–15% at
the start of a project.

(c) Upfront contingency. In theory, the risks of a project will be the same if it is funded conventionally
or with private finance. If conventionally funded, it will probably draw down funding to pay any costs
associated with risks as they arise. For PPPs, investors and lenders may require the projects to raise
contingency funds to cover risks. The PPP will have to pay the finance cost of this contingency
funding. The cost of funding contingency depends on the way the finance is structured and drawn
down into the project. Bond financed deals, for instance, will tend to draw down all the contingency
funding at the start, whereas some bank finance deals will arrange funding to be drawn down as
needed.

(d) Transaction costs, including the cost of arranging finance (eg swap fees).

(e) Complex tendering, using competitive dialogue to allow bidders to propose innovative solutions.
Private finance tendering is a long and costly process, but allows more time for due diligence and
understanding the true costs and risks of the project.

(f) Contract administration costs, including the costs of administering a special purpose vehicle to hold
the finance and manage the sub-contracts.

2.8 Part of the diVerence between the cost of private finance and Government borrowing is because the cost
of private finance reflects the risks of the project. The cost of Government borrowing does not. To make a
proper comparison, public authorities risk adjust their estimate of the cost of a project funded through
taxation or Government borrowing. This reflects the way the public purse would bear the cost of any risk that
materialised in a publicly funded project. Such risk adjustments have proved controversial for reasons set out
in part four, but have a sound theoretical basis. Their weakness has been in their subjective nature.
16 That is, 0.6 to 1.5 percentage points.
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2.9 Some economic models show that private finance is cost neutral after taking account of risk. Using a
subtle variation of this theme, the Treasury has argued “that there is a cost to the Government’s use of private
finance, involving the extra cost of the private sector securing funds in the market, but a great part of the diVerence
between the cost of public and private finance is caused by [the] diVerent approach to evaluating risk”.17

2.10 The NAO view is that achieving a price of private finance that is similar to the price of Government
borrowing after risk adjustment should be an ambition to work towards in competitive tendering, rather than
an axiomatic assumption. Achieving such competitive finance requires competitive markets. Such competition
has not always been achieved (see part five), and appears particularly at risk at present (paragraphs
2.38–2.46 below). Assuming that the additional cost of private finance is accounted for solely by the risks also
does not consider the need for contingency funding or the risk of contractors seeking opportunities to pass
risk back to the public sector.

The potential benefits of using private finance

2.11 Using private finance brings a number of potential mechanisms and incentives that can improve the
eYciency, quality, innovation, or management of risk suYciently to drive VFM. These are not guaranteed, and
may occasionally work against one other. For example, increasing innovation may put at risk the project
delivery usually achieved with private finance. DiVerent projects emphasis diVerent drivers and some do not
achieve enough to be VFM. We discuss each below.

Risk allocation and management

2.12 A key principle behind PFI is that it encourages the allocation of risks to those most able to manage
them. By doing so, PFI hopes to achieve the better management of risk so as to achieve overall cost eYciencies
and greater certainty of success. It is not suYcient that risks are transferred. For PFI to work, risks have to
be appropriately allocated and better managed once allocated.

2.13 The optimal allocation of risk is a key determinant of the VFM of a PFI project. The standardisation of
contracts has embedded a particular allocation of risk that is normally considered good practice. Standardised
contracts generally provide a sound basis for the allocation of generic risk in a PFI project, although part three
of this paper sets out how this has been influenced by accounting treatment. The allocation of risk is also
considered as part of the due diligence work done by lenders, who may resist some elements of the risk transfer.

2.14 Risk allocation requires enforcement through clear reporting structures and penalties if the risk is not
managed. PFI attempts to monitor and manage service risks (risks to the satisfactory delivery of the service)
through payment penalties for under performance. It enforces construction risk (the risk of not delivering to
time and budget) by entitling the contractors to payments only after the asset is provided. Other risks are
managed through contractual entitlement and ownership, such as the control of residual risk. Sometimes risk
transfer has been curtailed, such as the public guarantee of Metronet’s debt (Case study 2).

Case Study 2

Metronet

In 2007, Metronet BCV and Metronet SSL—two private infrastructure companies responsible under
PPP contracts for maintaining and upgrading sections of the London Underground—went into
administration. During the bidding stage, the Department for Transport (DfT) gave assurance to
Metronet’s lenders that 95% of the debt obligations were to be guaranteed by Transport for London
(TfL). As a consequence of this guarantee, Metronet’s lenders did not protect their investment as
anticipated because only 5% of their investment was at risk. Eventually, when Metronet failed, the DfT
had to make a £1.7 billion payment to help TfL meet the guarantee of Metronet’s borrowing. We
estimated a direct loss to the taxpayer of between £170 million and £410 million1.

NOTE

1 The failure of Metronet, National Audit OYce (HC 512, 2008–09).

2.15 Ultimate responsibility for delivery always remains with the public sector. Projects that do not meet the
objectives of the public authority are rarely VFM. If risks do materialise, the public authority may have to
work with the contractors or lenders to find a solution that delivers the public authority’s objectives (Case
17 PFI: meeting the investment challenges, HMT (2003).
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study 3). We would not regard the enforcement of contractual terms without achievement of the intended
benefits of the contract as VFM (Case study 4).

Case Study 3

National Savings and Investments’ deal with Siemens Business Services

National Savings and Investments (NS&I) transferred its operations to Siemens Business Services (SBS)
in 1999 under a PPP contract. SBS invested heavily in modernising NS&I’s operations, which increased
the value of the whole business. After signing the contract SBS discovered that NS&I in house-
programme was not good enough to deliver its intended IT system; the contract was far more challenging
than originally thought. Soon, key risks accepted by SBS under the contract crystallized, but the
contractor and NS&I remained committed to the deal, cooperating to achieve the project’s objectives.
NS&I realigned contract terms to ensure the contract was clearer, less ambiguous, fairer and was a driver
for a low cost operation. We reported in August 2005 that the project was delivering good results. SBS
modernised the business to improve customer service by streamlining business processes. SBS also
increased productivity and reduced costs. NS&I did not have suYcient resources to achieve the same
results within the public sector.1

NOTE
1 National Savings and Investments deal with Siemens Business Services: four years on, National Audit
OYce (HC 626, 2002–03).

2.16 Joint ventures have a very diVerent approach to risk than PFI. They pool expertise and resources in a
single organisation, which it is hoped, will be better equipped to manage risks. Such PPPs work by the partners
working together to manage risks, rather than assigning risks to one side or the other. They require suYcient
resources to be pooled to manage the risk.

2.17 The opposite approach to PFI was also taken by the British Airports Authority in its construction of
Terminal 5. It decided it was better able to insure against and hold risk than its contractors and thus organised
its supply chain to drive out all contingency funding and create open book accounting throughout.18

Case Study 4

The National Physical Laboratory

In 1998 the then Department for Trade and Industry (DTI) signed a PFI contract for the building and
management of new facilities for the National Physical Laboratory. After significant delays during
construction phase it was agreed to terminate the contract. This was the first instance of termination of
a major PFI project for serious deficiencies in contractor performance. Our report found that the
fundamental reason for the problems was that the original private sector design was deficient, and that
the Department did not resolve its concerns about the design of complex units before letting the
contract.1

The contract protected the taxpayer eVectively from the wasted costs of construction and the termination
was value for money. But the project did not achieve the DTI’s aims. The subsequent PAC hearing found
that the project was “undermined from the start by a flawed procurement process and naivity by both
the Department and the favoured private sector contractor over the technical challenges which had to
be surmounted.”2

NOTE
1 The termination of the PFI Contract for the National Physical Laboratory, National Audit OYce (HC
1044, 2005–06).
2 The termination of the PFI Contract for the National Physical Laboratory, Committee of Public
Accounts (PAC) (HC 359, 2006–07).

Delivery to time and price

2.18 PFI construction contracts are fixed price contracts with heavy financial costs for the contractors if they
do not deliver on time. But using PFI is not a panacea for solving construction problems. In October, we
published the results of our second survey of PFI construction projects for the period 2003–2008.19 We found
that 69% of construction projects in our sample were delivered within a month of the due date. Eighteen per
cent were delivered over six months late, the latest being 36 months late. Of the projects experiencing delays,
18 Improving public services through better construction, National Audit OYce (HC 364, 2004–05).
19 Performance of PFI construction, National Audit OYce (October 2009).
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under half experienced price increases; in the cases where delay has only been as a result of those risks allocated
to the private sector, the public sector’s price of the projects has not increased as a result of the delay.

2.19 The majority of price increases were due to changes requested by the public clients during construction.
But 10% had price increases without any changes. The public sector often has to pay for costs arising from
any risks it retains such as asbestos, planning permission, the purchase of land, and the costs arising from any
delay that these cause. Similarly, poor contracting can lead to claims from the private sector.

Maintenance of the asset

2.20 PFI aims to encourage the construction of assets with more eYcient and transparent whole-life costs. The
project company is responsible for both the construction and operation of the asset, and the cost of both is
included in the single price provided to the public sector client. This can reduce the focus on upfront costs, and
may involve spending more on construction if it means spending less on maintenance. Many conventionally
funded projects fail to consider whole-life costs. We recently criticised the Learning and Skills Council for
encouraging Colleges to focus on the aVordability of upfront capital costs rather than whole-life costs.20

2.21 It was a common feature of publicly managed buildings that maintenance budgets were often cut in lean
times, even if that meant greater costs later. This is exacerbated by a public expenditure system where capital
funding is injected as additional funding, whereas maintenance is funded from revenue where it will lose out
to the delivery of core services. This can lead to a significant backlog of repairs. The NHS spent £300 million
in 2007–08 on its backlog of repairs.21 In 1992, when Further Education Colleges were incorporated, they
found £800 million of backlog repairs were needed.22

2.22 PFI provides a contractual guarantee that the public client will fund the ongoing maintenance of the
building. This has generally meant higher annual maintenance costs than previously and less budgetary
flexibility. But it also avoids the build up of a backlog of maintenance, which might cause damage requiring
more expensive work to be undertaken. It can also make for more pleasant and better-kept environments.
Whether it will lead to an overall reduction in whole-life costs would be very diYcult to prove.

2.23 Private finance is not, however, the only way to ring-fence maintenance funding or consider whole-life
costs. The London Borough of Lewisham, for example, has established a sinking fund to ensure its non-PFI
schools are maintained to the same standard as its PFI schools.23

Innovation and design

2.24 PFI is meant to encourage innovation and good design through the use of output specifications. Public
authorities establish a detailed output specification at the outset of the tendering process and bidders compete
to provide the best costed proposal for how they would deliver it. Occasionally this brings VFM through better
technical solutions than the public sector would develop on its own:

(a) The Contributions Agency issued an output specification in its tendering process for the Newcastle
Estate Development Project that encouraged innovation. The winning bidder provided an innovative
design which reduced the gross floor areas of the new construction by 25%.24

(b) NHS Local Improvement Finance Trusts act entrepreneurially to build local partnerships between
public bodies, such as NHS Trusts and Local Authorities, and think creatively about the needs of their
local area to help bring about the co-location of services.25

(c) Siemens Business Services worked with National Saving and Investment (NS&I) to modernise the
business and increase productivity so that it could compare well with the leading edge organisations
in its service area. NS&I could not have achieved as much without them.26

2.25 Sometimes we find that the process of tendering for PFI can hinder innovation and the design process:

(a) There is little time devoted to design issues and it can be squeezed by the urge to finalise the tendering
process. It is also but one element of the tender process, so the choice of bidder sometimes means that
the bidder with the best design or technical solution is not chosen. Intellectual property rights belong
to the bidders, so the ideas of rejected bidders cannot be used.

20 Renewing the physical infrastructure of English further education colleges, National Audit OYce (HC 924, 2007–08).
21 House of Commons Commission, Written Answers, NHS: Repairs and Maintenance (2 March 2009).
22 Renewing the physical infrastructure of English further education colleges, National Audit OYce (HC 924, 2007–08).
23 Building Schools for the Future: renewing the secondary school estate, National Audit OYce (HC 135, 2008–09).
24 The Contributions Agency: the Newcastle Estate development project, National Audit OYce (HC 16, 1999–2000).
25 Innovation in the NHS: local improvement finance trusts, National Audit OYce (HC 28, 2005–06).
26 PPP in practice: National Savings and Investments’ deal with Siemens Business Services, four years on, National Audit OYce (HC

626, 2002–03).
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(b) The tendering process can create a distance between architects and those designing the services on the
one hand and the end users on the other. Bids are developed in competition so end users have to
engage with multiple bidders, and rarely have suYcient time to give to all, especially when the end
users are also trying to deliver front-line services.27

(c) The bidding process often ends with a discussion on aVordability and a process of value engineering.
This is where bidders, sometimes reduced to a single bidder by this stage, have worked up a technical
solution in negotiation with the Public authority and end users, costed it and found it to be too
expensive. They then undertake a process of descoping the technical solution until it is aVordable.
This process often leads to abandoning many of the more innovative elements.

(d) PFI’s emphasis on the allocation of risk can lead to the provision of tried and tested solutions. Public
authorities that emphasise their desire for bids that demonstrate innovation and good design are more
likely to achieve it.

2.26 Some public authorities use private finance without the intention of achieving innovation in design. The
Foreign and Commonwealth OYce provided a design for its Berlin Embassy’s PFI building, so bidders could
not provide design innovations.28 Local Education Partnerships are designed to act strategically and
entrepreneurially, but Local Authorities generally opt for a slimmed down model without the staV that could
provide innovation, and some limit the partnerships to a more traditional client-contractor relationship.29

Performance management mechanisms and payment incentives

2.27 Private finance contracts are built around a performance regime that outlines service levels and applies
penalties to providers if they fail to deliver them. This provides incentives to perform eVectively and can,
arguably, help build a better culture of service delivery.

2.28 Performance management regimes that tie payments to performance are not unique to private finance,
and are generally a feature of major service contracts,30 but private finance introduces performance
management where it includes services that have traditionally been delivered in-house. The Building Schools
for the Future programme involves the establishment of the first formal performance regimes for school IT
administrators, through their transfer to the private sector. Such steps can be controversial, particularly as they
often involve the transfer of staV from the public to private sectors, with significant changes to their role
and job.

2.29 Such performance regimes are potentially a powerful means of controlling performance. Seventy four
per cent of PFI contract managers surveyed by Partnerships UK in 2008 agreed that such mechanisms support
the eVective management of their project. Fifty five per cent said that applying financial penalties has led to
performance improvements, although 46% said mechanisms are diYcult to use.31 We discuss some of the
problems with performance regimes in part five.

Opportunity to improve procurement

2.30 Private finance was a new way of procuring services. The Treasury drew up new standard contractual
forms and procurement procedures to draw on lessons from the early PFI contracts. Such steps were not
intrinsic to the use of private finance. But standardisation enabled private finance contracts to achieve greater
consistency in best practice.

2.31 The Treasury published its first guide to standardised commercial contracts In 1999,32 revising it in 2002,
2004 and 2007. It aims to reduce the scope, time and costs of negotiations while tendering; to promote a better
understanding of the risks associated to PFI projects; and to promote consistency in Government
procurement. The NAO worked closely with the Treasury to ensure that the lessons from our work were
reflected in the standardised contracts.

2.32 The Treasury and Partnerships UK have rigorously enforced the use of the standardised contracts,
monitoring any deviations and retaining a veto on any major changes from standard form. This has ensured
that previous contractual errors have been reduced. We now very rarely see the same contractual problems
that we saw in the early contracts.
27 Building Schools for the Future: renewing the secondary school estate, National Audit OYce (HC 135, 2008–09); Darent Valley hospital:

the PFI contract in operation, National Audit OYce (HC 209, 2004–05).
28 The new British Embassy in Berlin, National Audit OYce (HC 585, 1999–2000).
29 Building Schools for the Future: renewing the secondary school estate, National Audit OYce (HC 135, 2008–09).
30 Central Government’s management of service contracts, National Audit OYce (HC 65, 2008–09).
31 Investigating the performance of operational PFI contracts: a research study conducted for Partnerships UK on behalf of HM Treasury,

Ipsos MORI (2008). The National Audit OYce was represented on the steering panel to verify the quality of the work, although the
conclusions belong to Ipsos MORI. In total, 151 PFI contract managers were surveyed during October–November 2008.

32 Standardisation of PFI contracts, HMT (1999).
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Additional challenges and risks presented by using private finance

Using private finance creates new and complex commercial risks.

2.33 Using private finance brings risks to the public sector:

(a) Increased commercial risks: It is reasonable that contractors seek commercial returns from their
work. But the long-term nature and high monetary value of PPPs creates opportunities for
contractors to increase their profits over the course of the contract, which could adversely aVect the
VFM for the public sector. Public sector clients face particular pressure from contractors to alter the
commercial position in the private sector’s favour when finalising contracts, making changes,
maintaining risk transfer and ensuring services are performed to the agreed standards. Managing
such commercial risks is discussed in part five.

(b) Increased complexity: private finance is inherently complicated, even before consideration of the
project’s specific technical complexity, increasing the risk of errors in scope and mistakes in
negotiation and operation. There has been a scarcity of public sector oYcials with suitable skills to
deal with these commercial issues. This has increased the need for public bodies to place large reliance
on relatively expensive advisors.

(c) Reduced flexibility: the specification is established in the contract at the outset and can only be
changed through a set negotiation process. Although such contracts can be flexible enough (and
normally are) to meet changing needs, at best the initial commercial position is preserved throughout
and a contractual approach is inherently less flexible than other means of delivery.

(d) Termination costs: using PFI and some forms of PPP makes the cost of termination more apparent
and increases the costs of termination for the public authority. A conventionally procured project that
is no longer needed may still have wasted some tax revenues or Government borrowing, but this
funding is not tied to the project and its cost can be overlooked in the decision to terminate.

The voluntary termination of PFI or PPP contracts by the public sector, on the other hand, requires
the public authority to find the cash to pay for all the outstanding financing in one go. This reflects the
fact that the asset has not been paid for up-front as in conventional procurement. But it also normally
requires them to compensate the private sector for lost profits over the remaining term of the contract,
which will mean higher termination costs than under conventionally funded procurement.

Workforce issues

2.34 Where services were previously delivered in-house, private finance can increase productivity and the
quality of delivery through innovation in workforce practices. This might be because the private sector brings
innovation in management practice, or because bringing in a new employer provides opportunity for change.
Operators of PFI prisons encouraged more constructive prisoner-staV relationships which the Prison Service
later used as best practice, and changed shift patterns to allow receptions to open later and visiting times to
be more flexible.33

2.35 Achieving innovation in workforce practices is controversial, because there is the risk that it is at the
expense of the employees. Government policy states “PFI has allowed for considerable innovation in workforce
practices, but the value for money that PFI can delivery should not be achieved at the expense of staV terms and
conditions”.34 Employment regulations aim to protect terms and conditions of staV transferred between
public and private employers. Employees’ unions often argue that using private finance has been detrimental
to staV without improving performance.35

2.36 There has been little robust analysis of this topic. The NAO surveyed 43 PFI schemes on staV terms and
conditions in 2004.36 We found that terms and conditions were not necessarily worse in the private sector, with
skilled and management roles paid more in the private sector, but the pay for the least skilled was marginally
worse. We also found that these diVerences narrowed a few years into operation.
33 The operational performance of PFI prisons, National Audit OYce (HC 700, 2002–03).
34 PFI: meeting the investment challenge, HMT (2003). See also Value for money assessment guidance, HMT (2006).
35 For an example of UNISON’s views, see Reclaiming the initiative: putting the public back into PFI, UNISON (2009); Overview of public

private partnerships in the UK, UNISON (2005).
36 Protecting staV in PPP/PFI deals, National Audit OYce (2008).
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Ultimate risk remains with the public sector

2.37 Another limitation of using private finance is that although much of the risk might be transferred to the
private sector, the major service delivery and reputation risks will remain with the authority responsible for
the service. It is not possible to transfer risks associated with the performance of statutory duties; the risk of
political fallout when key public services are adversely aVected by the PFI contractor; and the residual risk
from a failing contract (Case study 5).

Case Study 5

The Passport Agency’s computer systems

In late 1998 the United Kingdom Passport Agency introduced a new computerised passport processing
system in two of its six oYces (Liverpool and Newport). However, from early 1999, the Agency
encountered increasing diYculties in meeting demand for passports. At their peak, maximum processing
times in the regional oYces ranged between 25 and 50 days, compared to the Agency’s target of ten
working days. The Agency had transferred the design and delivery risk of its new IT systems to its PFI
provider, but had to face the costs of ensuring continuity of delivery and suVered a major diminution of
its reputation. We estimated that the cost of the additional measures taken by the Agency to deal with
the failures were around £12.6 million.1

NOTE
1 The passport delays of summer 1999, National Audit OYce (HC 812, 1998–99).

Since the credit crunch, the cost of private finance has increased

2.38 Since the credit crunch, the cost of private finance has risen significantly. The cost of PFI bank borrowing
is normally a fixed interest rate.37 The rate is normally fixed at the time the contract is entered into. In addition,
banks charge fees for arranging the finance.

2.39 The rate at which the cost of funding is fixed comprises:

(a) The long term interest swap rate (swap rate). In the years running up to September 2008, the swap
rate followed the Government’s cost of borrowing (the Gilt rate), at a premium (known as the swap
spread) typically ranging between 20 and 60 basis points above the Gilt rate.38

(b) The margin above the swap rate, consists of a price representing the risk of conducting the swap (the
swap credit margin) and a price representing the risk of lending to the specific borrower (the loan
margin). The following analysis combines the two. Many published margins exclude the swap
credit margin.

2.40 The margins included in the cost of debt declined from the early years of PFI up to September 2008, so
that many deals were closing with a loan margin of (roughly) around 85 to 125 basis points above the swap
rate.39 The reduction in margins reflected the amount of liquidity in the financing markets, resulting in
competition between lenders and keen pricing on the provision of debt finance.

2.41 By 2009, diYculties in the banking sector had reduced the willingness of banks to lend and it became
diYcult for projects to find competitive funding. The loan margin for new projects has risen to 180 to 350 basis
points (averaging around 250 basis points for a typical building project) above the swap rate and swap credit
margin. Some up-front fees charges by banks for arranging finance have also increased.

2.42 At the same time, long term swap rates have fallen, from a high of 5.4% in July 2007 to a low of 3.4% in
December 2008,40 although they have since increased to 4.1%.41 As always, the future direction of margins
and swaps is unknowable.

2.43 This fall in the swap rate has oVset some of the increased margins. The NAO does not hold data on the
finance costs of projects it is not auditing. It is thus diYcult for us to be precise on what the overall eVect has
been. However, based on our talks with stakeholders, we estimate that the absolute nominal cost of private
finance is (roughly) in the region of 30 to 130 basis points higher in 2009 than it was before 2008. This has
decreased the aVordability of projects.
37 For simplicity’s sake, this section ignores bond financed PFI deals, because there have been no bond financed PFI deals since the

credit crunch.
38 Based on 25 year swap rates.
39 For simplicity’s sake, this analysis assumes a constant swap credit margin of ten basis points. Since the credit crunch, swap credit

margins have increased (along with loan credit margins) so assuming a constant ten basis points is likely to understate the eVect of the
recent increases in margins.

40 The long term swap rate briefly fell below the gilt rate, ie swap spreads turned negative.
41 Based on 25 year swap rates. Twenty year and 30 year swap rates have followed a similar pattern.
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2.44 We also estimate that it has increased the cost of private finance to between around 140 to 250 basis points
above the government’s cost of borrowing (measured as the 25 year gilt rate) for deals closed in 2009,
compared to between around 100 to 160 basis points above the government’s cost of borrowing before 2008.
The estimates in this paragraph and the one above must be taken with a great deal of caution. They are based
on reports from market participants and not on our analysis of specific contracts.

2.45 The eVect of this increased cost of private finance is complex and depends on the project. We can,
however, give an indication of the cost increase public authorities face by using a simplified calculation (Figure
3). There are a number of factors not included in these calculations that may limit the additional costs of using
private finance. For example, some departments are using other sources of funding (eg capital contributions)
to reduce the impact of these costs.

2.46 Sharing in the gains of a future refinancing could also reduce the costs. But a refinancing cannot be
guaranteed. An early refinancing, if achievable, is unlikely to recover much more than half of these additional
costs, even if favourable terms can be secured. The Treasury has increased the public share of refinancing gains
to 70% for all PFI deals that receive final bids after 1 November 2008 or amend their investment terms after
that date.

2.47 The current cost of private finance raises issues about the VFM case for the use of private finance. It is
possible that using private finance is VFM despite increases of cost, because the benefits continue to outweigh
these costs. This requires one or more of the following arguments to be true:

(a) “The new margins reflect the real risks and should have been higher all along”. This argument says
that risk margins were too low in the period up to the credit crunch. Thus these risks now priced into
private finance, should be considered in estimates of costs of conventionally funded projects. A
possible counter argument is that part of the reasons margins are higher may be because of a scarcity
of funding available from lenders given the cost of finance comprises both liquidity costs (ie a bank’s
cost of funding itself) as well as compensation for taking on the specific project risks.

Figure 3

EXAMPLE OF THE EFFECTS OF THE INCREASE IN MARGINS

Length of financing: 25 years
Capital funding requirement: £100 million
Current 25 year Gilt rate (as at 21 Sept 2009): 4.24%
Current 25 year SWAP rate (as at 21 Sept 2009): 4.14%
Current typical margin above SWAP rate: 260 basis points
Old 25 year Gilt rate (as at 21 Sept 2007): 4.35%
Old 25 year SWAP rate (as at 21 Sept 2007): 5.08%
Old typical margin above SWAP rate: 110 basis points

Increase in absolute cost

Additional cost compared to terms available in 2007: £5.4 million
(NVP at 6.0875%):
Increase in unitary charge £420,000 a year

Increase in relative cost

Increase in the difference between the cost of private finance and £6.3 million
government borrowing, compared to 2007 (NVP at 6.0875%)

NB: This example excludes refinancing, capital contributions or other mitigating factors. it
also excludes stepped increases in margins and other increases in finance costs. figures should
be viewed only as indicative of the effect of changed margins, and are not actual costs of
specific contracts.

Source: National Audit Office calculations

NOTE
1 Net present values discounted at 6.0875% to reflect the social preference of time (estimated
at 3.5%) and inflation (estimated at 2.5%). These are the standard discount rates suggested by
HMT’s Green Book Guidance and exclude consideration of risk. The Green Book: appraisal

and evaluation in central Government, HMT (2003).
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(b) “Using private finance for a particular project brings suYcient benefits and eYciencies compared to
conventional borrowing that it is still VFM despite the increase in the cost of funding”. This would
need to be assessed on a case-by-case basis. In the past, some Public Sector Comparators audited by
the NAO have only been marginally in favour of using PFI, whilst others have shown more room for
the cost to increase.

(c) “It is not possible to change procurement routes without restarting tendering, and the opportunity
cost of doing so outweighs the higher cost of private finance”. The costs of starting tendering again
can be considerable. But this argument, however, only applies to those projects that are significantly
progressed in their procurement, potentially such as the M25 widening and the Manchester Waste
schemes (both of which were signed earlier this year).

2.48 The Treasury has released guidance to departments to remind them to take into account current lending
conditions in their VFM analysis.42 The NAO will look to public authorities currently tendering, or about to
tender PPPs, to pay particular attention to ensuring the VFM of their projects.

PART THREE

Institutional Incentives to use Private Finance

This part explains the:

— way in which the assets and liabilities of many PFI projects are not recorded in the accounts;

— ways that keeping private finance oV-balance sheet has shaped projects; and

— recent changes made to accounting and statistical treatment of private finance and their
consequences.

Up to April 2009, Private finance was often off-balance sheet and not recorded in Government borrowing statistics

3.1 The majority of PPPs involve borrowing that is not included in the Government’s statistic of public
borrowing, Public Sector Net Debt. The Treasury, however, states that whether or not a project is included in
the Government’s statistics of public borrowing is irrelevant to deciding on the form of procurement.

3.2 Treasury guidance says that authorities should choose the procurement route based on VFM grounds
alone, subject to aVordability.43 It provides guidance on how to assess VFM and requires all projects to
ascertain that private finance is the best delivery mechanism before using it.

3.3 But for many projects, the public authority feels it has no choice but to use private finance and shape the
project to ensure that it is oV-balance sheet (ie ensure the asset and borrowing are not recorded in its accounts).

3.4 The rules used by statisticians to determine how PFIs are included in Government economic statistics
(National Accounts) are compatible with UK Generally Accepted Accounting Practice (UK GAAP), used up
to April 2009 by accountants to put together public sector financial accounts. Up to April 2009, a project was
recorded the same way in both the public authority’s financial accounts and the National Accounts.

3.5 UK GAAP included the liabilities if the balance of risk and reward was with the public sector, and
excluded it if the balance of risk and award was deemed to be with the private sector. Interpreting the balance
of risk and award was left to individual public bodies and their auditors. The National Audit OYce agrees
the accounting treatment of central Government projects, while other auditors agree the treatment of local
Government and local health sector projects.

3.6 Seventy eight per cent (£22 billion) of operational PFIs in England by capital value are not recorded on
the balance sheet of public sector financial accounts and thus excluded from the Public Sector Net Debt
statistics part of the National Accounts. Only 22% (£6 billion) are on-balance sheet (Figure 4). This excludes
the London Underground PPPs, which before the failure of Metronet had a capital value of about £18 billion
and were on-balance sheet, but are not pure PFI contracts.

3.7 From September 2006, the OYce for National Statistics has included the on-balance sheet finance lease
liabilities in Public Sector Net Debt. This is mainly PFI and amounted to £4.92 billion when it was first
incorporated, increasing the total Government debt by 1%.44

42 Application Note. PPP Projects In Current Market Conditions, HMT (28 August 2009).
43 See for example PFI: meeting the investment challenge, HMT (2003); Value for money assessment guidance, HMT (2006).
44 Adrian Chesson and Fenella Maitland-Smith, “Including finance lease liabilities in public sector net debt: PFI and other”, Economic

Trends, Volume 636, OYce for National Statistics (November 2006).
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3.8 About half (45%) of projects by capital value audited by the National Audit OYce are on-balance sheet.
The NAO assesses each project on its own merits against Financial Reporting Standards. We often found that
the Financial Reporting Standards require that the liabilities be reflected in the Accounts, mainly because of
the balance of residual value and demand risk. Such disclosure not only meets the Financial Reporting
principle of reporting substance over form, but also provides transparency over liabilities.

3.9 On the other hand, 95% of local authority PFI projects by capital value were oV-balance sheet. The
Comptroller and Auditor General reported concerns about the inconsistency in accounting treatment of PFI
in his annual general report on financial reporting and auditing every year since 2003 until the introduction
of International Financial Reporting Standards in 2009. The National Audit OYce’s interpretation of both
UK GAAP and IFRS would disclose PFI hospitals, schools and many other local authority projects on the
balance sheet.45

45 Financial Auditing and Reporting: General Report of the Comptroller and Auditor General, National Audit OYce (HC 335-XIX,
2001–02; HC 517, 2002–03; HC 365, 2003–04; HC 366, 2004–05; HC 1015, 2005–06; and HC 148, 2006–07).
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Figure 4
The majority of PFI projects by capital 
value is off-balance sheet (excludes
London Underground PPPs)

Source: National Audit Office’s calculations from HMT’s
signed PFI projects database 

Balance sheet treatment of all operational PFI projects

On-balance sheet
22%

Off-balance sheet
78%

Local government

On-balance sheet
5% Off-balance sheet

95 %

Central Governmnet

On-balance sheet
45%

Off-balance sheet
55%



Processed: 10-03-2010 21:56:02 Page Layout: LOENEW [E] PPSysB Job: 441064 Unit: PAG1

98 private finance projects and off-balance sheet debt: evidence

Budgeting mechanisms favour the use of off-balance sheet debt

3.10 Normally aVordability might be defined as whether a public authority has the cash to pay for a project.
But budgeting mechanisms mean that most discussions of PPP aVordability relate to budgetary cover, rather
than cash flows. This section sets out how the budgeting rules diVer depending on whether the project is on
or oV-balance sheet. The budgeting rules can make a project appear more aVordable if it is oV-balance sheet,
even though the cash flows will be the same however it is accounted for.

3.11 Treasury controls public spending through departmental budgets, including limits on capital
investment—Capital Departmental Expenditure Limits (Capital DEL), and limits on resource spends—
Resource Departmental Expenditure Limits (Resource DEL).46 It allocates set amounts of Capital DEL and
Resource DEL to each Department in its three year spending reviews.47

3.12 Most local authority PFIs are supported by PFI credits. PFI credits are a promise by Government to
make available a stream of funding for local authorities that undertake PFI schemes that are oV-balance sheet.
PFI credits are outside the budgetary process. The stream of funding that they promise comes from (the
Department for) Communities and Local Government and is included in its Resource DEL.

Budgeting for central government PPPs

3.13 Central government and health sector PFIs that are on-balance sheet require both up-front Capital DEL
for the entire capital value in the initial operational year and annual Resource DEL to cover the annual
payments.

3.14 Projects that are oV-balance sheet have no eVect on Capital DEL. There is no upfront charge to the
departments’ budgets and the annual payments to contractors score against Resource DEL. It is thus likely
to be more aVordable to pursue an oV-balance sheet approach, because these do not require Capital DEL.

3.15 The exact amount of Resource DEL needed will not be exactly the same between an on and oV-balance
sheet approach, because an on-balance sheet approach includes depreciation and capital charges but not debt
repayments against Resource DEL. This will roughly balance out over the life of the contract. However, timing
diVerences on when these elements require Resource DEL can also make on-balance sheet accounting
approaches seem less aVordable in the early years of the contract.

Budgeting for local government PPPs

3.16 An oV-balance sheet local government project has no impact on a Department’s budgets, but will
normally be funded by PFI credits. From the Local Authority’s point of view, PFI credit allocations are
sources of additional funding from central Government.

3.17 An on-balance sheet local government project cannot use PFI credits as a source of funding. Instead, it
scores against the sponsor department’s Capital DEL. This may be in the form of a grant, or a promise of a
stream of funding similar to PFI credits.

3.18 Self-financed local government projects do not require any central government budget, but do not get
any central government support.

3.19 Allocating each Department a set amount of PFI credits each year provides an incentive for the
Department to pursue oV-balance sheet projects. PFI credits are used by Departments as if they were another
capital budget in addition to Capital DEL, solely for oV-balance sheet projects. The Budgeting rules mean that
Departments cannot switch amounts between PFI credits and Capital DEL. So if a Department intends to
fund a project through PFI credits and later finds that the project will be either procured using conventional
funding or is on-balance sheet, it will have to find suYcient Capital DEL and can not use the PFI credits for
the project.

The effect of budgetary mechanisms on accounting treatment

3.20 Thus up to April 2009, the accounting treatment of local Government projects had a major impact on
the budgets of central Government Departments. Guidance for local Government stresses that accounting
treatment should be determined at an early stage. The Treasury Project Review Group assesses the suitability
of PFI projects requiring PFI credits. Its reviewers check the accounting treatment and whether the balance
of risks lies with the private sector (so that under UK GAAP it is oV-balance sheet).
46 Other budgetary controls, such as Annually Managed Expenditure, are not relevant for PPPs.
47 More detailed budgeting guidance can be found in Consolidated budgeting guidance from 2009–10 (IFRS updated), HMT (June 2009).
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3.21 Until 2005, some departmental guidance indicated that local public authorities should ensure that PFIs
were oV-balance sheet:

(a) The Department of Health’s guidance stated that “the assessment of the accounting treatment of a
scheme is a helpful guide to assessing the level of risk transfer and hence value for money in a PFI scheme.
Schemes will normally be expected to be able to demonstrate that they will not be on an NHS Trust’s
balance sheet.”48 It set out how to allocate risk to ensure oV-balance sheet treatment.

(b) The Department for Education and Skills guidance stated that “This guidance also includes an early
warning mechanism for LEAs to apply to their schemes to identify those schemes that have a higher risk
of bring considered on-balance sheet”. And later “DfEE provides funding to LEAs for PFI schemes
through the mechanism of PFI credits. However, PFI credits can only be provided where a scheme is
judged to be oV-balance sheet.”49

3.22 Such departmental guidance was retracted by Departments in 2005 as part of a drive by Treasury to
ensure compliance with its Value for Money Guidance.50 Yet many public authority project and programme
managers have continued to tell us that they feel pressure to shape projects so that they are oV-balance sheet.

Seeking to keep projects off-balance sheet can have perverse effects on the shape of contracts

3.23 Contracts that pass the balance of risk and reward to the private sector may coincidently be VFM. But
there are many risks which are best managed and held by the public sector and the optimal allocation of risk
is a fine judgement. Incentives to use oV-balance sheet private finance may present a temptation to public
authorities to structure contracts so as to achieve oV-balance sheet treatment rather than the best possible
value for money. In particular, it provides incentives to:

(a) Restrict public ownership of joint ventures to less than 50%. Joint ventures are often structured 49:51,
to avoid full incorporation in the public sector’s financial accounts.51

(b) Manage or downplay demand risk (that the asset will not have the expected level of use). This can
distort the planning for services.

(c) Pass residual risk to contractors (they hold the market value of the building at the end of the contract).
This can cost more or mean permanently transferring ownership to the private sector.

(d) Increase the length of the project to reduce the residual value of the building. Small discounted
residual values reduce the risk for the public sector authority of a fluctuating residual value at the end
of the contract.

(e) Keep debt funding below 90%. Higher debt funding is considered more likely to resemble a financing
arrangement, so more expensive risk capital is used.

(f) Not include provisions for partial termination of individual services. The ability to cancel part of the
contract would indicate that the relevant service was not integral to the property and the service risk
did not rest with the contractor.

(g) Not include provisions to benchmark or market test maintenance and lifecycle refurbishment costs.
The costs of maintaining the building is at the private sector’s risk. This has the advantage of
promoting whole-life costs, but means there is limited incentive for improvement of maintenance
services.

(h) Ensure payments do not relate to the level of debt or interest paid by the contractors. This was one
reason why, before the National Audit OYce revealed the problem, contractors were able to profit
from changed lending market conditions by refinancing.

(i) Ensure contractors accept some inflation risk that Government would be better at managing.
Maintenance charges are not indexed directly to a relevant inflation index, as this would imply the
public sector held the risk of inflation. Indexation is often applied to the whole of the availability
portion or not at all. This creates a diVerence between the price contractors charge and the costs they
incur, and they are likely to charge extra for holding the risk that this will not be in their favour.
Government is normally considered able to handle the risk of inflation, because tax revenues increase
in proportion to inflation.

48 Public Private Partnerships in the National Health Service: the Private Finance Initiative. Former section 3: technical issues, NHS
Executive (1999). Section no longer extant.

49 The accounting treatment of schools PFI projects, Department for Education and Skills (2002). Section no longer extant.
50 Financial Reporting Advisory Board Paper, Private Finance Initiative (PFI): Consistency of Accounting treatment adopted by the public

and private sectors, progress report, Financial Reporting Advisory Board (72) 02, HMT (March 2005).
51 The Thames Gateway: laying the foundations, National Audit OYce (HC 526, 2006–07).
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3.24 The private sector has also sought to keep projects oV their balance sheets, to seek tax advantages such
as composite trader status. The chief advantage of composite trader status is that it allows all of the
expenditure incurred in design and construction to be relieved against trading income. This encourages “oV-
off” accounting, where the asset is not recorded in either the public or private sectors’ balance sheets.
Department of Health guidance, now withdrawn, told Trusts that “In order to take advantage of this tax
treatment bidders need to structure their bids so that they qualify as composite traders. … It is expected that the
full benefit of the tax saving should be passed through to Trusts in the form of reduced unitary charges. … Bidders
and Trusts must clear any decision not to pursue composite trade with [the Department of Health’s Private
Finance Unit] … It is unlikely that an SPV accounting for a fixed asset may benefit from composite trader tax
treatment.”52

From April 2009, International Financial Reporting Standards will change the accounting treatment of PFI, but not

the statistical treatment

3.25 From April 2009, Departments and central public bodies will use International Financial Reporting
Standards (IFRS) to produce their accounts. Local authorities will adopt IFRS from April 2010, but will apply
an IFRS based approach to PFI accounting from 2009–10.

3.26 The implementation of IFRS provides an opportunity for a more consistent approach to PFI
accounting.53 IFRS replaces UK GAAP’s focus on the balance of risk with a focus on the balance of
control.54 This means that a public authority’s accounts will record the asset and liability of a PFI project on
a balance sheet where it:

(i) Controls or regulates what services the contractor must provide with the PFI asset, to whom it must
provide them and at what price; and

(ii) Controls any significant residual value interest in the fixed asset at the end of the arrangements (eg
the public authority can control the use of the asset at the end of the contract, perhaps by an option
to purchase it at a set price).

In practice, we expect that nearly all PFI projects will be on the published balance sheets of the individual
public bodies after the implementation of IFRS.

3.27 The OYce for National Statistics uses European System of Accounts 95 guidance (ESA 95) to prepare
National Accounts. ESA 95 is produced by the European Commission to standardise economic statistics
between EU Member States. ESA 95 is in turn consistent with the System of National Accounts, which was
prepared under the auspices of the United Nations and is used globally.

3.28 Like UK GAAP, ESA 95 determines the treatment of PFI projects on the basis of the balance of risk. The
OYce for National Statistics had been able to take the pragmatic approach of using accounting judgements as
a source for its data when the accounting judgements were based on UK GAAP, but it decided it could not
do so when they were prepared using IFRS.

3.29 The Treasury announced in April 2009 that with the move to IFRS, departmental budgets would follow
the treatment in the National Accounts using ESA 95’s focus on the balance of risk, and would no longer align
with the accounting treatment.55

Effect of the changes on the incentives to use private finance

3.30 We expect that whilst nearly all PFI projects will be recorded on the balance sheets of their public client’s
accounts, the majority will not be included in statistics of Public Sector Net Debt. This removes the incentive
to shape projects against the detailed financial reporting standards to ensure that they are oV-balance sheet in
the accounts.

3.31 There remains an incentive, however, to use private finance over other procurement options, to keep
liabilities out of departmental capital budgets and excluded from Public Sector Net Debt. Furthermore, the
decision as to which private finance projects require cover in capital budgets will no longer be subject to
independent scrutiny by auditors.
52 Public Private Partnerships in the National Health Service: the Private Finance Initiative, Tax treatment for construction costs of NHS

PFI schemes (composite trader), NHS Executive (4 February 2003).
53 Financial Auditing and Reporting: General Report of the Comptroller and Auditor General, National Audit OYce (HC 417, 2007–08).
54 This is based on principles set out in the International Financial Reporting Interpretations. See Committee interpretation No.12: Service

concession arrangements (IFRIC 12), 2006. IFRIC 12 is designed for the private sector, but is also used as the basis of guidance for
the public sector.

55 For a fuller explanation see Technical Guidance on the Application of the Standards used in the production of National Account to PFI
and Similar Transactions, HMT (September 2009).
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Effect of the changes to the accounts on the Parliamentary control of expenditure

3.32 We expect that whilst nearly all PFI projects will be on the balance sheet in a Department’s Accounts,
the liabilities will not be recorded in its spend against budget. This creates a disjuncture between the budgeting
controls over public expenditure and the way that Departmental expenditure is reported to Parliament.

3.33 There are already discrepancies between resource budgeting and resource accounting. The Prime
Minister announced a commitment on 3 July 2007 to bring planning, Parliamentary approval and reporting
of public spending on to a more consistent basis.56 The National Audit OYce is working closely with the
Treasury on this Alignment Project.

3.34 The eVects of the recent changes diVer for each of the diVerent Parliamentary controls over expenditure:

(a) National Accounts are an integrated set of economic accounts covering the whole of the economy
produced by the OYce for National Statistics. They are used to determine fiscal performance. They
are based on ESA 95 and use the balance of risk to determine the treatment of PFIs.

(b) Departmental budgets are set by Treasury and used to control public spending. They mostly follow
the treatment in the National Accounts and thus use ESA 95’s approach to PFI.

(c) Supply Estimates. The House of Commons agrees the individual budgets and spending limits of each
department annually (and revisions to them through supplementary estimates). At the moment
estimates are closely aligned to the Financial Reporting treatment. The Alignment Project aims to
align estimates with budgets to improve control over public spending. Thus from 2011–12 it is
expected that estimates will be based on the ESA 95 approach to determining PFI expenditure.

(d) Resource Accounts are audited by the National Audit OYce and set out how Departments have used
the resources granted by Parliament. They will follow IFRS focus on control to determine the
treatment of PFI.

PART FOUR

Business Cases and Evaluations

This part sets out:

— the ways in which Departments and public authorities assess the value for money of PPPs;

— the need for, but limitations of financial modelling; and

— the need for better evaluation of and comparative analysis between procurement routes.

Departmental assessments of value for money

4.1 The Treasury expects Departments to make three assessments of VFM for PPP schemes:

(a) At a programme level to determine whether private finance is appropriate and likely to represent good
VFM across a sector;

(b) When scoping a project, to determine the right project specification and the right choice of
procurement route, as part of the business case for the project; and

(c) During the tendering to ensure that the procurement approach remains the best option, especially in
the light of competitive interest and market capacity.

4.2 It is also important to evaluate the VFM of PPP schemes once they are operational to ensure they are
achieving the intended benefits, learn lessons and inform other procurement decisions. But there is no formal
requirement for public authorities to do so.

4.3 Value for money is a relative concept. A project’s VFM can only be assessed against a suitable comparator.
This often involves hypothetical comparators, such as not doing the project (an absolute assessment), or other
ways of achieving the project’s intended outcomes (a counterfactual assessment). The VFM of a project can
also be tested by comparing it to other similar projects (a relative assessment). The strongest assessments use
all three comparisons.

4.4 The assessment of whether private finance will achieve VFM is only one of the questions that must be
answered by a comprehensive business case. The National Audit OYce has particularly argued for a reduced
emphasis on cost modelling assessments of VFM because they can only contribute towards one of the
questions that need to be answered (Figure 5).
56 Governance of Britain (CM 7170), Secretary of State for Justice and Lord Chancellor (July 2007).
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PPP projects undertake relatively thorough initial assessments of potential VFM

4.5 Weak planning and evaluation of the costs and benefits of a project is a common finding of our work across
Government. For example, impact assessments are designed to assess the needs, and likely impact, of proposed
regulations. The NAO has assessed the quality of impact assessments across Government over the last decade.
Although we find that the quality of impact assessments is improving, there is a wide variation in standards
and there is a need to improve the sophistication of the analysis of costs and benefits of the range of options.57

4.6 Public authorities generally undertake greater scrutiny of the costs and benefits of PPPs than they do for
other types of projects. In part, this is because there is greater guidance on what they need to do. The Treasury’s
Green Book provides guidance on the assessment of all projects.58 The Treasury provides public authorities
with further comprehensive guidance on the assessment of VFM for PPPs.59 It focuses on viability,
desirability and achievability, emphasising the identification of strategic and qualitative issues, and providing
guidance on the quantification of costs and benefits compared to procurement through conventional funding.

Figure 5

QUESTIONS THAT A PPP BUSINESS CASE MUST SATISFY

— Is PPP a good idea for this project?

— Is the project aVordable?

— Has the PPP deal been appropriately structured?

— Will the private sector deliver?

— Could the public sector deliver better?

— Will the project cope with future changes?

— Do the benefits of using a PPP outweigh its costs, risks and limitations?

Source: National Audit OYce

4.7 Nonetheless, while PPP business cases generally demonstrate feasibility and aVordability, they often do
not manage to demonstrate that private finance is the best VFM option:

(a) The strategic reasons for using private finance are often not spelled out convincingly (see part two for
a discussion on strategic issues).

(b) Financial modelling is error-ridden and given undue influence.

(c) There is insuYcient evaluation of projects, including evaluation of whether the intended benefits are
achieved.

(d) We have yet to come across robust cost analysis between procurement routes, that tests the
assumptions of cost eYciency set out in business cases.

The need for, but inherent limitations of, financial modelling

4.8 Quantification of the expected costs and benefits of a project allows for better decision-making. But it also
requires public authorities to make fine judgements about the future and risk, and to consider issues which are
inherently uncertain.

4.9 The main financial model prepared for PPPs is the Public Sector Comparator (PSC). The PSC compares
the costs and benefits of using private finance as opposed to conventional finance. Such comparators are very
useful in helping to identify the costs, benefits and risks of a project and forcing the procuring authority to
consider alternative procurement approaches. But like any financial model, they cannot be relied upon as a
sole source of assurance. They are susceptible to manipulation and we often find problems with their
implementation:

(a) PSCs are often used wrongly as a pass or fail test, with departments quoting figures saying that PFI
is cheaper or more expensive than the PSC. PSCs produce estimates of the expected (ie average) net
present value of a large number of potential scenarios, and thus represent the most likely figure of a
range. The Ministry of Defence main oYce building PFI had a PSC that showed PFI was as just over
a 10,000th cheaper than the favoured PFI routes, although there was a 50:50 chance that it was more
expensive (Figure 6).60 We found that MoD considered it important for presentational purposes in

57 Delivering high quality impact assessments, National Audit OYce (HC 128, 2008–09).
58 The Green Book: appraisal and evaluation in central Government, HMT (2003).
59 Value for money assessment guidance, HMT (2006).
60 Redevelopment of MoD main building, National Audit OYce (HC 748, 2001–02).
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its final analysis of the proposed deal that the final PFI deal price was below its estimated average
cost of conventional procurement, but that in reality the costs of PFI and conventional procurement
were similar.

(b) PSCs adjustments for risk are subject to inevitable uncertainties. The Highways Agency relied on the
subjective judgement of its advisors to risk adjust the PSC for the National Roads and
Telecommunications Services contract, using their experience and judgement. This produced a result
that the PSC was marginally more expensive than PFI.61

(c) PSCs do not always represent the best counterfactual. The National Savings and Investment’s PSC
for its PPP with Siemens Business Services assumed that capital funding would be restricted by annual
spending limits, whilst PFI funding was additional. Lifting this restriction would have significantly
narrowed the gap between the PFI and the PSC.62

(d) Comparisons to PSCs do not assess the wider net-benefits of a procurement approach. For example,
the West Middlesex University Hospital PFI estimates were originally more expensive than the PSC,
but the Trust decided that the other benefits made PFI VFM, notably the incentive on the contractor,
Bywest, to complete the redevelopment quickly and with price certainty.63

(e) PSCs, like all models, are prone to human error. Furthermore, sense checking of models is more likely
to detect errors whose correction is in favour of the desired outcome. The West Middlesex Hospital
Trust’s advisers strove to make slight adjustments to the PSC within the range of human error to make
the PFI cost appear marginally cheaper than the PSC.64 The Dartford and Gravesham Hospital PSC
contained £12 million of errors. The Trust did not test the sensitivity of its PFI savings during
procurement, and had it known they were marginal might have achieved better value for money.65

Figure 6
Public sector comparators do not provide clear-cut answers
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(f) Important scenarios are often missed. The 11 September 2001 terrorist attacks led to a significant
drop in air traYc, causing the National Air TraYc Services PPP to lose significant income and require
refinancing. Of the nineteen scenarios modelled, only one catered for the risk of a brief downturn in
income and the Department ignored historical evidence of downturns in making its overall
assessment.66

4.10 The Treasury responded to our criticisms of PSCs in its 2004 revision of its VFM guidance, stressing that
the PSC should be only part of the assessment of VFM. The NAO agrees. PSCs are a very useful and vital part
of PPP business cases. They provide some assurance that the public authority has carefully considered the
61 The procurement of the National Roads Telecommunications Services, National Audit OYce (HC 340, 2007–08).
62 National Savings: Public-Private Partnership with Siemens Business Services, National Audit OYce (HC 493, 1999–2000).
63 The PFI contract for the redevelopment of West Middlesex University Hospital, National Audit OYce (HC 49, 2002–03).
64 Delivering better value for money from the Private Finance Initiative, PAC (HC 764, 2002–03).
65 The PFI contract for the new Dartford & Gravesham hospital, National Audit OYce (HC 423, 1998–99).
66 Public Private Partnerships: Airwave, National Audit OYce (HC 730, 2001–02).
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costs, benefits and risks of a project and considered alternative procurement routes. They do so in a way that
is better than most quantification techniques of costs and benefits that we see across Government. But they
are only financial models and have inherent limitations, including being subject to manipulation and
challenge. They should not be relied upon alone.

Using financial modelling to assess bids

4.11 Should-cost models are another type of financial model, which are used to assess bids. They are
independent calculations of the expected costs of delivering the same technical solution as proposed by a
bidder. But the preparation of should-cost models can be tricky and data hard to find. The Police Information
Technology Organisation could not find reliable cost information for new technology equipment for its
should-cost model of the Airwave radio communication contract.67

4.12 Public authorities often use should-cost models if there is only one bid. When the Department for Work
and Pensions decided it would ask its incumbent contractor, Land Securities Trillium, to extend its contract
to manage its property, it used a should-cost model to assess the bid, and obtained a high degree of
transparency and openness from the contractor, enabling it to demonstrate VFM.68 Treasury has generally
argued that competition provides better assurance on VFM than a should-cost model, but the two are not
incompatible. The Ministry of Defence used its PSC as a should-cost model to assess bids for its main
building.69

4.13 In our view, where it is feasible to put together a should-cost model, they are a very helpful additional
source of assurance and challenge to bidders’ proposals. Under the Competitive Dialogue process used for
most PPPs, each bidder oVers a diVerent costed solution to the output specification that are often diYcult to
compare to one another. Should-cost models help the public authority to assess the merits of each bid, within
a competitive process.

Evaluation and real cost comparisons

4.14 Evaluation of projects is an important part of learning lessons and improving future procurement. As
part of a benefits realisation process, it can also help further the aims of the project. And it is particularly
important given the inherent limitations of business case assumptions and the need to rigorously test them in
practice.

4.15 A systemic weakness that we have identified across Government but especially for PPPs is the poor
management of benefits realisation.70 Benefits realisation is the ongoing process of identifying a project’s
aims, the means of achieving them, responsibility for each, and monitoring and assessment arrangements to
assess their achievement. Without such an approach there is no obvious driver to push and promote the
purpose of the project, and yet many public authorities appear not to take benefits realisation seriously:

(a) Benefits realisation is rarely integrated into the project management. The Highways Agency predicted
the benefits of its National Roads and Telecommunications Services contract would be £2.8 billion,
but relied on external Gateway reviews to identify the benefits achieved.71

(b) Projects often focus on delivery of a plan and forget the intended benefits. The Building Schools for
the Future programme aims to improve education attainment as well as renew school buildings, but
national targets unduly emphasise the timeliness of delivery of new buildings, and local targets lack
ownership and detail.72

(c) Authorities often include benefits in their assessment that they have no concrete plans to deliver or
assess. The Channel Tunnel Rail Link business case relied on creating £450 million of regeneration,
but the Department for Transport had no mechanisms to ensure others delivered this benefit or to
measure whether it was achieved.73

67 Ibid.
68 The PRIME project: the transfer of the Department of Social Security Estate to the private sector, National Audit OYce (HC 370,

1998–99).
69 Redevelopment of MoD main building, National Audit OYce (HC 748, 2001–02).
70 The procurement of the National Roads Telecommunications Services, National Audit OYce (HC 340, 2007–08); The Building Schools

for the Future Programme: renewing the secondary school estate, National Audit OYce (HC 135, 2008–09); Innovation in the NHS:
LIFT, National Audit OYce (HC 28, 2005–06); Home OYce: the implementation of the National Probation Service Information Systems
Strategy, National Audit OYce (HC 401, 2000–01).

71 The procurement of the National Roads Telecommunications Services, op.cit.
72 Building Schools for the Future: renewing the secondary school estate, op.cit.
73 Progress on the Channel Tunnel Rail Link, National Audit OYce (HC 77, 2005–06); The Thames Gateway: laying the foundations,

National Audit OYce (HC 526, 2006–07).
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4.16 We are also yet to see robust cost analysis by any Department or public authority. Cost comparisons
using real data from life projects would allow the whole-life costs of PPP projects to be compared to similar
projects. This can be done across a programme to analyse variations in costs, between procurement
approaches to evaluate delivery methods, or for a specific project to assess the reasonableness of its costs.
Without such cost comparisons, it will not be possible to ever prove whether using private finance is more
eYcient or more expensive than conventional funding.

4.17 No two projects are exactly the same, so cost comparisons will not say whether an individual project is
VFM. But it can provide useful management information about how costs compare to a norm, or whether
costs are generally reasonable. Large homogenous programmes such as hospitals, schools, housing and oYce
buildings can provide enough data to show clear trends, and managers can assess whether variances from these
trends are justifiable given the specific circumstances of each project. Cost comparisons are much harder for
one-oV projects, such as the London Underground PPPs or Defence projects.

4.18 The main reason that we have not seen such costs comparison is because departments do not collect data
on whole-life costs of projects in a systematic way:

(a) Central Government rarely collects data from Local Government funded projects or devolved
funding.

(b) PPP costs are rarely collated centrally, and where they are, they are hardly ever updated for contract
variations.

(c) The costs of ongoing services for conventionally procured buildings are rarely monitored, making
whole-life costs very diYcult to compare.

(d) DiVerent procurement routes collect data on diVerent bases.

4.19 On the other hand, cost comparisons are often used during the operational phase of a PFI project to
benchmark the cost of specific services and ensure that they closely resemble the market norm. They are also
used to benchmark the project costs of new projects developed by Partnerships outside of competition—eg
by Local Innovation Finance Trusts and Local Education Partnerships (Case study 6).74 Such benchmarking
systems are not cost comparisons between systems, but could start as the basis for collecting the data needed
for such a cost comparison.

Case Study 6

Partnerships for Schools benchmarking

Partnerships for Schools’ benchmarking system promises to provide robust data across schools funded
through the Building Schools for the Future programme. We were able to use this to benchmark capital
costs between centrally funded programmes, but we could not assess whole-life costs or compare them
to devolved funding streams (the majority of expenditure), using available data.

The price of BSF schools compared to the price of Academies and PFI schools built before the BSF
programme

This figure shows that there is a great deal of variation in the individual price of each school depending
on the type of site and facilities included, but that the prices of BSF schools are not significantly diVerence
from PFI schools and generally less than Academies. The price is shown as capital cost to the public
sector, adjusted for annual price inflation and location to allow a better comparison. The figure excludes
refurbishments, because they vary too much in the amount of work undertaken to allow a comparison.

74 The Building Schools for the Future Programme: renewing the secondary school estate, National Audit OYce (HC 135, 2008–09);
Innovation in the NHS: LIFT, National Audit OYce (HC 28, 2005–06).
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Capital cost (£m) in 2007 prices and adjusted for location
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PART FIVE

Managing private finance

This part sets out the challenges faced by public authorities:

— in managing the tendering process;

— in managing the post contract phase of PPP contracts.

5.1 The need for better management of projects is a prevalent theme of the National Audit OYce’s work
across Government. PPPs raise particular challenges arising from their complex commercial relationships that
require specialist skills to manage. These initially aVect the outcome of the tendering process. Thereafter,
however good a contractual deal is, it is highly unlikely to achieve VFM if it is managed poorly. This part sets
out the challenges to managing private finance projects well.

Tendering and competition

Effective tendering

5.2 Tendering is the process whereby public authorities invite tenders and select a winning bidder for the
contract. EVective tendering is vital because the initial commercial terms often last throughout the life of the
project. Good management requires the public authority to maintain competitive tension through to the final
agreement; the development of a good solution; and establishing a fair and economic commercial basis for the
contract.

5.3 The Committee of Public Accounts raised concerns in 2003 on PFI tendering, that PFI projects did not
follow good practice and were not handled with suYcient skill on the part of the public sector, incurring high
costs and risking VFM.75 We undertook a cross cutting study on the tendering of PFI projects in 2007. We
found that key elements of the tendering process had not improved and in some respects had worsened.76

5.4 Most PPPs, including all PFIs, are now tendered using the EU defined tendering process known as
Competitive Dialogue. Prior to 2006, they used Negotiated Procedure, which was very similar. These processes
involve the bidders developing the technical solution to the public authority’s output specification in
conversation with the public authority. PPP tendering thus involves both the selection of contractor and the
full design of both the asset and service specification.

5.5 Tendering can be a long process. PFI projects finalised between 2004 and 2006 took an average of
34 months to tender.77 The comparable figure for 2000–03 was 33 months. Large PPPs can take even longer
and there is a lot of variation by sector. Defence PFI projects take a particularly long time, averaging
75 Delivering better value for money from the Private Finance Initiative, PAC (HC 764, 2002–03).
76 Improving the PFI Tendering Process, National Audit OYce (HC 149, 2006–07).
77 Improving the PFI tendering process, National Audit OYce (HC 149, 2006–07).
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45 months and lasting up to 10 years.78 Although there needs to be suYcient time for tendering in order to
get things right, we found that many of the reasons for long tendering periods could be avoided or mitigated.79

5.6 The costs of tendering for both the public and private sectors reflect the length of tendering. Contractors
often tell us that high bid costs prevent them from bidding for more projects.

5.7 There is a healthy number of contractors in the PFI and PPP market, but the number of bidders for each
project is falling. Eighty five per cent of pre-2004 projects received three or more developed bids compared to
67% for 2004–06 projects.80

5.8 VFM is most at risk during the final stage of negotiations, when negotiation is with a single preferred (or
final bidder) and competitive tension is at its weakest. We found that preferred bidder negotiations lasted on
average 15 months for PFI projects finalised between 2004 and 2006. One in three of these projects changed
the value of the contract (both upwards and downwards) by an average of 17% of the total project value.81

5.9 The introduction of Competitive Dialogue in 2006 was designed to eliminate changes made after the
selection of the final bidder. Our recent study on Building Schools for the Future found some early indications
that at least some changes are still being made late in the process. Kent County Council’s project experiencing
seven months delay after the selection of final bidder.82

5.10 Strategic infrastructure partnerships are a relatively new type of PPP designed to manage the flow of
projects and handle the private sector’s capacity. They are long term partnerships between public authorities
and a consortium of companies that have exclusive rights to develop a stream of projects. Once the partnership
has been established, each project is developed without a competitive tender. Benchmarking information is
used to keep the costs economic compared to the market average. It is hoped that this will be cheaper than
separately tendering for each project, because the cost of tendering is reduced and the partners have the
opportunity to learn how to work with each other better. We found that it was too early to tell if it will provide
VFM.83

Competitive finance

5.11 The cost of private finance is a substantial part of the costs of PPPs and especially of PFI. Ensuring as
competitive a rate as possible is essential to achieving value for money. The diVerence between the cost of the
private finance used and Government borrowing should closely reflect the value of the risks transferred.

5.12 Most bidding consortiums have included the lead lenders as part of the bidding team. A few other
projects have run a funding competition in the late part of the tendering process, to ensure the most
competitive rates possible at the time. Such competitions can be complex and therefore risky. They require
thorough preparation and a strong project management team to make them eVective. The Treasury was the
first to use a funding competition, when it tendered for its oYce building.84 We have called for departments
always to consider using a funding competition, although they have only occasionally been used since.

5.13 The recent credit crisis has made finding competitive and economic funding harder. It is not always
possible to get much competition because each bank is only prepared to lend a small amount, and not always
for the full term of the project. Large deals may need all the lenders available to contribute something. This
makes it essential that project teams commissioning new projects adopt alternative strategies for considering
the VFM of the financing.

5.14 The Treasury has set up a unit to oVer debt funding to projects that are finding it impossible to find
suYcient competitive private lenders.85 This provides some additional competitive tension against the banks.
But Departments need to consider the value for money of deals given the current high financing costs. They
need to consider at what point the deals would simply not be good value for money compared to options less
reliant on private finance.
78 Allocation and management of risk in Ministry of Defence PFI projects, National Audit OYce (HC 343, 2007–08).
79 Improving the PFI tendering process, op.cit. The Building Schools for the Future Programme: renewing the secondary school estate,

National Audit OYce (HC 135, 2008–09).
80 Improving the PFI tendering process, op.cit.
81 Improving the PFI tendering process, op.cit. The Building Schools for the Future Programme: renewing the secondary school estate,

National Audit OYce (HC 135, 2008–09).
82 The Building Schools for the Future Programme: renewing the secondary school estate, op.cit.
83 Ibid.
84 Innovation in PFI financing: the Treasury building project, National Audit OYce (HC 328, 2001–02).
85 Infrastructure Finance Unit (TIFU): http://www.hm-treasury.gov.uk/ppp tifu index.htm.
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Managing the contracts and operational issues

5.15 Contractors often seek to enhance their profitability over the course of a contract. Public authorities
must be alert to whether this will be at the expense of value for money. There is no simple checklist of things
to do to manage such commercial risks. Below is a summary of the main findings from our work on contract
management.

Establishing productive relationships

5.19 PPPs are long term arrangements. Public authorities and contractors should strive to approach projects
in a spirit of partnership. Poor relationships and poor performance go hand in hand, one driving the other
in a vicious circle. Conversely, those that have improved performance have often focused on improving the
relationship first.

5.17 A traditional customer-supplier relationship often leads to decision-making which is not focussed on the
business as a whole. That can drive behaviour which misses opportunities to achieve wider objectives or
opportunities. Many contract managers and contractors tell us that they have a commercial relationship of
“us and them”, and that this is a fixed reality that cannot be changed. But we have seen the most successful
projects build concrete partnerships that respect the commercial and contractual basis of the relationship. This
includes the enforcement of contractual terms, whilst focusing on the wider picture of how to achieve mutual
benefits.86

5.18 Partnership working requires both the right contractual framework and working culture. Contracts need
to align incentives and set out the governance framework through which the relationship is established. StaV
must be equipped with the appropriate contract management skills to manage the relationship. We
recommend that public and private sector partners should seek to understand each others’ businesses and
establish a common vision.87

5.19 It is also important to plan how the relationship will be managed and what partnership working means
during the tendering phase. Delivery has often been delayed because working practices are not thought
through or planned until the project is already underway.88

Managing operational performance

5.20 Public authorities need to ensure that they get the quality of assets and services that they specify. They
will also want to have incentives to improve performance and eYciency over time. PFI contracts include a
performance management system where the contractors report their own performance against a set of
performance indicators specified in the contract. These provide incentives to the contractor to perform to the
specified standard by charging penalties for missed performance targets.

5.21 Such performance management systems help to define and monitor the required performance. But they
are diYcult to get right, needing to be both well calibrated and managed. Whether services meet an operating
specification can involve subjective judgements, such as the meaning of “clean” in a hospital89 or the
acceptable level of incidents of self harm in a prison.90 The systems do not work properly where staV may not
report faults. In other situations performance indicators may be misleading or lack objectivity.91 VFM is at
risk if performance monitoring is not managed well.

5.22 We normally find very few penalties applied to payments to contractors. One reason for few penalties is
that public clients do not always enforce the contract. Sometimes penalties are oVset for other services
rendered or suspended as part of a plan to work together to improve performance.92 Sometimes public clients
fear that applying penalties will harm their relationship with the contractors and cause further performance
degradation.

5.23 The Committee of Public Accounts has made clear its view that penalties should always be applied,
except under exceptional circumstances.93 We believe that public authorities should only waive a penalty
where this achieves a higher benefit than the penalty, and after consideration of any moral hazard.
86 (E.g. National Savings and Investments deal with Siemens Business Services: four years on, National Audit OYce (HC 626, 2002–03),

Building Schools for the Future, National Audit OYce (HC 135, 2008–09).
87 Managing the relationship to secure a successful partnership in PFI projects, National Audit OYce (HC 375, 2001–02).
88 Building Schools for the Future, op.cit. Managing the relationship to secure a successful partnership in PFI projects, op.cit. Innovation

in the NHS: LIFT, National Audit OYce (HC 28, 2005–06).
89 Darent Valley hospital: the PFI contract in action, National Audit OYce (HC 209, 2004–05).
90 The operational performance of PFI Prisons, National Audit OYce (HC 700, 2002–03).
91 Allocation and management of risk in MoD PFI projects, National Audit OYce (HC 343, 2007–08); Darent Valley hospital: the PFI

contract in action, National Audit OYce (HC 209,2004–05).
92 The operational performance of PFI prisons, National Audit OYce (HC 700, 2002–03); The joint services command and staV college,

National Audit OYce (HC 537, 2001–02).
93 Benchmarking and market testing the ongoing services component of PFI projects, PAC (HC 754, 2006–07).
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5.24 The main reason for few penalties, however, is likely to be that most project managers report satisfaction
withoperationalperformance.Asurvey conductedonbehalf of PartnershipsUKin2008on theperformanceof
operational PFI contracts found that 94% of the 151 contract managers surveyed felt that the contract service
levers were always or almost always achieved. Ninety two per cent found that user satisfaction assessments
indicated that services were being delivered to a satisfactory standard.94 High levels of satisfaction are also
normally reflected in our reports and surveys of users. There may be a risk of bias in project managers self-
reporting their satisfaction level. Their views, however, remain an important barometer of performance.

Making changes

5.25 It is inevitable that changes will be required during the life of a private finance contract. Making changes
requires a negotiation to change the contractual specification. Contractors often use such negotiations as ways
of enhancing their profitability. There is risk to VFM if changes are not competitively tendered or if the
contractor charges an additional fee to process the change.

5.26 The National Audit OYce report on making changes in operational projects found that PFI deals oVer
suYcient flexibility, but that VFM has not generally been obtained. Larger changes were not always
competitively tendered; smaller changes were relatively expensive and took longer to process than in non-PFI
projects. Furthermore most private sector PFI partners charged an additional management fee of 5–10% for
changes which was not justified by the work needed to process them.95

Refinancing

5.27 Refinancing is where the Project Company’s shareholders rearrange the terms of their debt financing. It is
often done to get cheaper funding either because of more favourable market conditions or because the project
has demonstrated that some risks are less likely to occur. For instance, after the building is complete,
construction risk is no longer relevant. There were particular opportunities to refinance early PFI contracts
because better financing terms became available once the PFI market became established.

5.28 As a result of a report by the NAO on an early refinancing,96 and a subsequent report by the PAC,97 the
Government negotiated with the private sector arrangements to share refinancing gains. Initially the public
sector was entitled to 50% of the gains in new contracts. The public sector share has now been increased to 70%
in deals whichmaybenefit from refinancings if the financing markets recover after the credit crisis.98 In addition
the Government agreed with the private sector that the public sector would receive 30% of refinancing gains on
early PFI contractswhichhadbeen entered intowithout any contractualmechanism to share refinancing gains.

5.29 The NAO recommended in its review of refinancing that authorities assess the impact of refinancing
proposals on the future of the project. Factors to consider are particularly service delivery incentives, increased
termination liabilities, and the impact of receiving the gain over time if the contract is terminated.99

5.30 New sharing arrangements appear tobeworkingwell, but there havebeen exceptions.We criticisedone of
the early refinancings, the Norfolk and Norwich PFI Hospital, for only securing the NHS Trust 29% of the
£116 million refinancing gain, whilst increasing the contract’s termination costs.100

The development of the secondary market

5.31 A secondary market has developedwhich has enabled investments in the private sector project companies
deliveringPFI projects to be traded between parties interested in buying or selling investments in these projects.

5.32 Some of the initial investors in projects wish to realise their investment once the project is in operation.
Other investors, however, are interested in acquiring investments in PFI projects in operation as an investment
providing relatively stable long term returns.

5.33 Specialist investment funds have developed which have acquired portfolios of various investments in PFI
projects. These investment funds get their funds from other parties which may include long term investors such
aspension funds.Thedevelopmentof the secondarymarketwasdescribed inaNAO’s reportonrefinancingand
the equity market.101

94 Investigating the performance of operational PFI contracts: a research study conducted for Partnerships UK on behalf of HM Treasury,
Ipsos MORI (2008).

95 Making changes in operational projects, National Audit OYce (HC 205, 2007–08).
96 The Refinancing of the Fazakerley PFI Prison contract, National Audit OYce (HC 584, 1999–2000).
97 The Refinancing of the Fazakerley PFI Prison contract, PAC (HC 372, 2000–01).
98 Standardisation of PFI contracts, Version 4, Addendum, Amended Refinancing Provisions, HMT (April 2009).
99 Update on PFI debt refinancing and the PFI equity market, National Audit OYce (HC 1040, 2005–06).
100 The refinancing of the Norfolk & Norwich hospital: how the deal can be viewed in the light of the refinancing, National Audit OYce (HC

78, 2005–06).
101 Update on PFI debt refinancing and the PFI equity market, National Audit OYce (HC 1040, 2005–06).
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5.34 In termsofmanagingPFI contracts public authorities need tobe aware that investors in their projectsmay
change. The authorities should make sure they understand the business drivers of any new investors.

5.35 The specialist investment funds which have acquired investments in PFI projects are able to manage these
investments as a portfolio. They may be able, therefore, to improve their returns by seeking economies of scale
in the operating costs in the projects, theirmanagement of the contracts (eg fighting penalties) or throughbetter
financing arrangements across the portfolio. Although refinancing gains on individual projects must be shared
with the public sector there is no particular requirement for other portfolio gains to be shared.

5.36 Where shares are traded in PFI project companies there is no requirement under the standard form of PFI
contract for the gains to be shared with the public sector. The gains may be subject to taxation in line with the
normal tax rules for chargeable gains. The NAO and PAC have noted that there is no requirement for gains on
selling shares inPFIprojects tobe sharedwith thepublicauthoritieswhichhave letPFIcontracts.TheNAOand
PAC have said it is important, therefore, that the pricing of the use of equity in the original contract can be
demonstrated to be value for money.

Resourcing the management of private finance contracts

5.37 Our work has long emphasised the need for better management of the contract and to establish systems to
manage the contract during the tendering process. But a culture continues to exist across much of the public
sector of exclusive focus on making the deal. This is in part because much of the VFM of a PPP is established in
theplanning, tenderingandcommercial termsembedded inthecontract. It isalsoduetothe influenceofbringing
in technical, legal and commercial advisors whose role it is to ensure that the contract is based on the right
commercial terms, and the pressures of negotiation.

5.38 The culture of making the deal has led to the neglect of contract management issues. The transition from
tendering to operation has come as a shock to some, allowing preventable problems to cause delay and costs. A
lack of staV continuity from the tendering to the contract management stages makes it harder to achieve a high
standard of contract management, and causes loss of technical and commercial knowledge. A change in staV
makes it harder to establish eVective relationships between the public authority and the contractors.102 Good
practice, which has been adopted on some projects, is for the oYcial leading the finalisation of the contract to
stay in post for at least a year after contract letting.

5.39 Procurement authorities often underestimate the amount of resources needed for contract management,
including conventionally procured projects and PPPs. Some public authorities do not employ a full-time
contract manager, leaving key risks unmonitored andunmanaged.103 There is a shortage of the commercial and
project management skills needed to manage private finance and other major complex projects across
Government. There is insuYcient training for contract managers across Government, and limited career
structures.104

5.40 Public authorities often over rely on interims105 and external advisors to fill this shortage. EVective use of
advisors brings many benefits, including the spread of skills between projects, and the provision of key skills at
specific points. But it can lead to higher project staV costs; departmental staV not taking responsibility for
commercial decisions; and commercial knowledge of projects being lost when they leave.106

5.41 There have been a number of Government initiatives attempting to tackle these issues. The Treasury and
PartnershipsUKsetupanOperationalTaskforce in2006 toprovide supportandguidance forpublicauthorities
managingPPPcontracts.MostDepartments have aPrivateFinanceUnitwhichprovides advise and support to
public authorities tendering and managing PPPs.

5.42 Greater support for public authorities is provided by those Departments managing their PPPs as part of a
structuredprogramme, suchas theWaste InfrastructureDevelopmentProgrammeand theBuildingSchools for
theFutureprogramme.TheseDepartmentsprovideanoverall aimof theprogramme,develop theprivate sector
supply side, evaluate projects and disseminate good practice.107 Our reports on these programmes have
highlighted the benefits that such an approach can bring to a portfolio of projects.108

102 Allocation and management of risk in Ministry of Defence PFI projects, National Audit OYce (HC 343, 2007–08); PFI: the STEPS deal,
PAC (HC 553, 2003–04); The Building Schools for the Future Programme: renewing the secondary school estate, National Audit OYce
(HC 135, 2008–09); Progress on the Channel Tunnel Rail Link, National Audit OYce (HC 77, 2005–06).

103 Making changes in operational PFI contracts, National Audit OYce (HC 205, 2007–08).
104 Managing the relationship to secure a successful partnership in PFI projects, PAC (HC 460, 2001–02).
105 By interims it is meant temporary staV who are performing roles that would otherwise be carried out by civil servants.
106 Allocation and management of risk in Ministry of Defence PFI projects, National Audit OYce (HC 343, 2007–08); PFI: the STEPS deal,

National Audit OYce (HC 530, 2003–04) and its associated PAC report (HC 553, 2003–04); Managing the relationship to secure a
successful partnership in PFI projects, National Audit OYce (HC 375, 2001–02) and its associated PAC report (HC 460, 2001–02). For
all PFI projects in England that closed between April 2004 and June 2006 advisors’ costs averaged £3 million a project (2.6% of the
capital value). Improving the PFI tendering process, National Audit OYce (HC 149, 2006–07).

107 Managing thewaste PFI programme,NationalAudit OYce (HC66, 2008–09); TheBuilding Schools for the FutureProgramme: renewing
the secondary school estate, National Audit OYce (HC 135, 2008–09).

108 Building Schools for the Future: renewing the secondary school estate, National Audit OYce (HC 135, 2008–09); Department for
Environment, Food and Rural AVairs: managing the waste PFI programme National Audit OYce (HC 66, 2008–09).
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APPENDIX ONE

LIST OF NAO’S REPORTS ON PRIVATE FINANCE

A. Reports on Private Finance

No. Title of report Date published Reference Type of deal

1 The failure of Metronet 05-Jun-09 HC 512, 2008–09 Transport
2 The Building Schools for the Future 12-Feb-09 HC 135, 2008–09 New forms of PPP

Programme: renewing the secondary
school estate

3 Department for Environment, Food 14-Jan-09 HC 66, 2008–09 Approach to PFI
and Rural Affairs: Managing the projects
waste PFI programme

4 Allocation and management of risk 30-Oct-08 HC 343, 2007–08 Risk management
in MoD PFI projects

5 Letting Rail Franchises, 2005–07 15-Oct-08 HC 1047, 2007–08 Transport
6 The Regeneration of the Greenwich 16-Jul-08 HC 338, 2007–08 Operating projects

Peninsula: A Progress Report
7 The procurement of the National 04-Apr-08 HC 340, 2007–08 Transport

Roads Telecommunications Services
8 Making Changes in Operational PFI 17-Jan-08 HC 205, 2007–08 Operating projects

Projects
9 Benchmarking and market testing 06-Jun-07 HC 453, 2006–07 Operating projects

the ongoing services component of
PFI projects

10 Improving the PFI Tendering 08-Mar-07 HC 149, 2006–07 Approach to PFI
Process projects

11 The Shareholder Executive and 28-Feb-07 HC 255, 2006–07 New forms of PPP
Public Sector Businesses

12 ASPIRE: The re-competition of 19-Jul-06 HC 938, 2005–06 IT
outsourced IT services

13 The Paddington Health Campus 19-May-06 HC 1045, 2005–06 PFI Building
Scheme

14 A framework for evaluating the 15-May-06 Good governance Approach to PFI
implementation of PFI projects projects

15 The Termination of the PFI 10-May-06 HC 1044, 2005–06 PFI Building
Contract for the National Physical
Laboratory

16 Update on PFI debt refinancing and 21-Apr-06 HC 1040, 2005–06 Financing
the PFI equity market

17 The Wider Markets Initiative 27-Jan-06 HC 799, 2005–06 Wider market
18 Progress on the Channel Tunnel Rail 21-Jul-05 HC 77, 2005–06 Operating projects

Link
19 The refinancing of the Norfolk and 10-Jun-05 HC 78, 2005–06 Financing

Norwich PFI Hospital: how the deal
can be viewed in the light of the
refinancing

20 Innovation in the NHS: LIFT 19-May-05 HC 28, 2005–06 New forms of PPP
21 Darent Valley Hospital: The PFI 10-Feb-05 HC 209, 2004–05 Operating projects

contract in operation
22 Transfer of property to the private 26-Jan-05 HC 181, 2004–05 PFI Estates

sector under the expansion of the
PRIME Contract

23 London Underground PPPs—were 17-Jun-04 HC 645, 2003–04 Transport
they good deals?
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No. Title of report Date published Reference Type of deal

24 London Underground—Are the 17-Jun-04 HC 644, 2003–04 Transport
Public Private Partnerships likely to
work successfully?

25 Network Rail—Making a Fresh Start 14-May-04 HC 532, 2003–04 Transport
26 The STEPS Deal 07-May-04 HC 530, 2003–04 PFI Estates
27 Improving public transport in 23-Apr-04 HC 518, 2003–04 Transport

England through light rail
28 Cambridge-MIT Institute (research 17-Mar-04 HC 362, 2003–04 New forms of PPP

partnership with external funding)
29 Criminal Records Bureau: 12-Feb-04 HC 266, 2003–04 IT

Delivering Safer Recruitment?
30 Risk Management: The Nuclear 06-Feb-04 HC 264, 2003–04 Risk management

Liabilities of British Energy plc
31 Refinancing of the PPP for National 07-Jan-04 HC 157, 2003–04 Financing

Air Traffic Services
32 Unlocking the past: the 1901 census 14-Nov-03 HC 1259, 2002–03 IT

online
33 Government Communications 16-Jul-03 HC 955, 2002–03 PFI Building

Headquarters: New Accommodation
Programme

34 PFI: The New Headquarters for the 15-Jul-03 HC 954, 2002–03 PFI Building
Home Office

35 The operational performance of PFI 18-Jun-03 HC 700, 2002–03 Operating projects
prisons

36 Northern Ireland Court Service. 04-Jun-03 HC 649, 2002–03 PFI Building
PFI: The Laganside Courts.

37 National Savings and Investments 08-May-03 HC 626, 2002–03 Operating projects
deal with Siemens Business Services:
four years on

38 PFI Construction performance 05-Feb-03 HC 371, 2002–03 Operating projects
39 New IT systems for Magistrates 29-Jan-03 HC 327, 2002–03 IT

Courts: the LIBRA project
40 Innovation in the NHS: acquisition 19-Dec-02 HC 157, 2002–03 New forms of PPP

of the Heart Hospital
41 The PFI Contract for the 21-Nov-02 HC 49, 2002–03 PFI Building

Redevelopment of West Middlesex
University Hospital

42 PFI refinancing update 07-Nov—02 HC 1288, 2001–02 Financing
43 The Public Private Partnership for 24-Jul-02 HC 1096, 2001–02 Transport

National Air Traffic Services Ltd
44 Redevelopment of MoD Main 18-A pr-02 HC 748, 2001–02 PFI Building

Building
45 PPPs: Airwave (Police radios) 11-Apr-02 HC 730, 2001–02 IT
46 Delivering the Commercialisation of 08-Feb-02 HC 580, 2001–02 Wider market

Public Sector Science
47 Ministry of Defence: The Joint 07-Feb-02 HC 537, 2001–02 PFI Building

Services Command and Staff College
48 Managing the relationship to secure 29-Nov-01 HC 375, 2001–02 Managing relations

a successful partnership in PFI
projects

49 National Insurance Recording 14-Nov-01 HC 355, 2001–02 Operating projects
System 2: Contract extension

50 Innovation in PFI Financing: The 09-Nov-01 HC 328, 2001–02 Financing
Treasury Building project

51 Channel Tunnel Rail Link 28-Mar-01 HC 302, 2000–01 Transport
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No. Title of report Date published Reference Type of deal

52 The Re-negotiation of the PFI-type 18-Jan-01 HC 103, 2000–01 Operating projects
Deal for the Royal Armouries
Museum in Leeds

53 The Financial Analysis for the 15-Dec-00 HC 54, 2000–01 Approach to PFI
London Underground PPPs projects

54 The Radiocommunications Agency’s 08-Dec-00 HC 21, 2000–01 Wider market
Joint Venture with CMG

55 The Cancellation of the Benefits 18-Aug-00 HC 857, 1999–2000 IT
Payment Card project

56 The New British Embassy in Berlin 30-Jun-00 HC 585, 1999–2000 PFI Building
57 The Refinancing of the Fazakerley 29-Jun-00 HC 584, 1999–2000 Financing

PFI Prison Contract
58 National Savings: Public-Private 25-May-00 HC 493, 1999–2000 IT

Partnership with Siemens Business
Services

59 PFI: The Contract for the Defence 23-Mar-00 HC 328, 1999–2000 IT
Fixed Telecommunications System

60 The Contributions Agency: The 25-Nov-99 HC 16, 1999–2000 PFI Estates
Newcastle Estate Development
Project

61 UK Passport Agency: The Passport 27-Oct-99 HC 812, 1998–99 IT
delays of Summer 1999

62 Examining the VFM of deals under 13-Aug-99 HC 739, 1998–99 Approach to PFI
the PFI projects

63 The Procurement of Non-Combat 13-Aug-99 HC 738, 1998–99 Transport
Vehicles for the Royal Air Force

64 The PFI Contract for the new 19-May-99 HC 423, 1998–99 PFI Building
Dartford & Gravesham Hospital

65 The PRIME project: The Transfer 23-Apr-99 HC 370, 1998–99 PFI Estates
of the Department of Social Security
Estate to the Private Sector

66 PFI: The Contract to Complete and 09-Apr-99 HC 356, 1998–99 Transport
Operate the A74(M)/M74 in
Scotland

67 Home Office: The Immigration and 24-Mar-99 HC 277, 1998–99 IT
Nationality Directorate’s Casework
Programme

68 The Flotation of Railtrack 16-Dec-98 HC 25, 1998–99 Transport
69 PFI: The First Four Design, Build 28-Jan-98 HC 476, 1997–98 Transport

and Operate Roads Contracts
70 The PFI Contracts for Bridgend and 31-Oct-97 HC 253, 1997–98 PFI Building

Fazakerley Prisons
71 Contributions Agency: The Contract 29-May-97 HC 12, 1997–98 IT

to Develop and Operate the
Replacement National Insurance
Recording System

72 Skye Bridge 23-May-97 HC 5, 1997–98 Transport
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B. Reports on Sales of Assets

No Title of report Date published Reference Type of deal

1 The privatisation of Qinetiq 23-Nov-07 HC 52, 2007 Sale of assets
2 Regeneration of the Millennium 12-Jan-05 HC 178, 2004 Sale of assets

Dome and associated land
3 The auction of Radio Spectrum for 19-Oct-01 HC 233, 2001 Sale of assets

the Third Generation of Mobile
Telephones

4 The Sale of Part of the UK Gold 12-Jan-01 HC 86, 2000 Sale of assets
Reserves

5 Department of Trade and Industry: 21-Apr-99 HC 359, 1998 Sale of assets
Sale of CINMan by British Coal

6 Sale of Railfreight distribution 26-Mar-99 HC 280, 1998–99 Sale of assets
7 NHS Executive: Royal Brompton 10-Mar-99 HC 252, 1998–99 Sale of assets

Hospital—Sale of North Block Site
8 Sale of the Royal Dockyards 03-Jun-98 HC 748, 1997–98 Sale of assets
9 Sale of British Energy 08-May-98 HC 694, 1997–98 Sale of assets
10 Sale of AEA Technology 20-Mar-98 HC 618, 1997–98 Sale of assets
11 Privatisation of the Rolling Stock 05-Mar-98 HC 576, 1997–98 Sale of assets

Companies
12 The Sale of the Stationery Office 13-Feb-98 HC 522, 1997–98 Sale of assets

Source: National Audit Office

APPENDIX TWO

SIMPLIFIED VERSION OF THE NAO FRAMEWORK MATRIX TO EVALUATE THE
IMPLEMENTATION OF PRIVATE FINANCE PROJECTS

Phase What is expected from the procurement authority?

When deciding the project Ensure that the project fits with the business requirements of the Authority.
Demonstrate that Private Finance is the appropriate delivery mechanism,
usually through a Business Case (otherwise, use the best procurement route).
Ensure that stakeholders support the project’s progress, in particular that all
relevant stakeholders have been consulted when deciding the best procurement
route.
Ensure that the desired specifications of the project are feasible and affordable.
Assess all risk associated with the project before tendering, including
procurement risks.

At the contract signature Ensure that the output specifications fully address the business requirement.
Design robust payment and performance regime.
Encourage innovation.
Demonstrate that private finance continues to be the best procurement route.
Test that the stakeholders’ commitment to the project remains high.
Select the most advantageous bid, ensuring that it addresses all core business
requirements and that key stakeholders support it.
Demonstrate that the selected deal is affordable.
Identify all project risks and risk-manage them, ensuring that there is a clear
risk-management plan to be used once the contract goes live.
Ensure that the risks best managed by the private sector have been transferred.
Ensure that competitive finance has been achieved.



Processed: 10-03-2010 21:56:02 Page Layout: LOENEW [O] PPSysB Job: 441064 Unit: PAG1

115private finance projects and off-balance sheet debt: evidence

Phase What is expected from the procurement authority?

During the operation Ensure that the asset has been delivered to contractual specifications, that it is
fit for purpose and being maintained at good standards.
Ensure that price increases, if any, relate to changes requested by the
authority, and that these are value for money.
Keep all stakeholders informed about the project, and test the level of
satisfaction of them.
Ensure that risk mitigation procedures are in place and that risk allocation is
working. If changes in the contract have implied new risks, then ensure these
are consistent with the original contract.
Ensure that services provisions meet contractual specifications, and that if any
difference arises proper actions are taken.
Demonstrate that private finance is, still, the best option, and that the deal is
still affordable.
Benchmark, periodically, for price and quality.
Ensure that all parties are seeking to maximise quality.

The full framework matrix is available on our website: A Framework for evaluating the implementation of

Private Finance Initiative projects: Volume 1, National Audit Office (May 2006)

Source: National Audit Office

Glossary

Committee of Public Accounts (PAC): committee appointed by the House of Commons to examine “the
accounts showing the appropriation of the sums granted by Parliament to meet the public expenditure, and
of such other accounts laid before Parliament as the Committee may think fit”. It has 16 members and is
always chaired by a member of the Opposition.

Contractors: the private sector consortiums and companies that deliver the private finance assets and services.
Includes both the project company and its sub-contractors.

European System of Accounts 1995 (ESA 95): designed integrated system of economic statistics, based on the
System of National Accounts 1993. National Accounts based on ESA 95 are used for international
comparisons within the European Union.

Gilt: Government securities traded on the London Stock Exchange. They are called gilt edged as it is certain
that the interest will be paid and they will be redeemed on the due date.

International Financial Reporting Standards (IFRS): standards used for the preparation and presentation of
financial statements adopted by the International Accounting Standards Board.

Private finance: the funding raised by the private sector as part of a private finance project.

Private Finance Initiative (PFI): a particular form of PPP and private finance project, introduced by the
Government in 1992 to harness private sector management and expertise in the delivery of public services,
while reducing the impact of public borrowing involving.

Project Company: the financing of most PPP projects is obtained specifically for that project by a project
company formed solely to fulfil the contractual obligations of the particular project. This type of company is
often referred to as Special Purpose Vehicle (SPV) and is usually made up of diVerent shareholders including
a construction company and a facilities management company.

Public authority: the public body commissioning and managing the private finance project’s contract.

Public-Private Partnership (PPP): a contractual partnership between bodies from the public and private
sectors with dedicated governance structures to manage the relationship.

Refinancing: the process by which the terms of the funding which was put in place at the outset of a PFI
contract, are later changed during the life of the contract, usually with the aim of creating refinancing benefits
for the consortium company. Refinancing may be possible where the risk of a project has reduced due to, for
example, the construction phase of a project being successfully completed.

Risk transfer: passing of risk from the public to the private sector party.
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Senior debt: the debt that is ranked highest in terms of claims on project cash-flows and therefore carries the
lowest risk that it will not be repaid.

UK GAAP: United Kingdom’s Generally Accepted Accounting Practice.

Unitary charge: The payment from the public authority to the contractor in respect of the provision and
operation of the asset.

Examination of Witnesses

Witnesses: Mr Amyas Morse, Comptroller and Auditor General, and Mr Ed Humpherson, Assistant Auditor
General, National Audit Office, examined.

Q224 Chairman:MrMorse,MrHumpherson, thank
you for being here and thank you for being patient as
our session beforehandwent on for rather longer than
we had expected. We are very grateful for the NAO’s
contribution to our inquiry, and indeed in particular
for your very impressive and authoritative written
evidence.Wehave toaskyouasever if youcould speak
reasonably slowly and clearly for the benefit of the
shorthand writer and the webcast. Would you like to
makeanyopening statement or shallwemove straight
into questions?
Mr Morse: I will be extremely brief, Chairman, thank
you. Unfortunately we are in the position that the
particular stenographer concerned has to suVer my
contributionsat thePublicAccountsCommitteequite
regularly so I am hoping she will manage to get
through!Thank you verymuch for the opportunity to
give evidence.Our evidence is basedon 12years’work
by theNAOlookingatPFIprojects andIam indebted
to Ed Humpherson and the team for all of what you
see in the document there. You will be aware that I am
a relatively new joiner to the NAO. I think it is
important to notice that there is no universal answer,
as thereportmakesclear.SometimesPFI isgoodvalue
formoney and sometimes it is not. There is still, in our
view, and I listened to some of the later evidence you
were given just now, a bit of a bias towards PFI in
public sector funding arrangements, more of a push
towards it than away from it, and we will say more
about that perhaps. The current economic climate
clearly makes PFI arrangements likely to be more
expensive and that is a factor to be considered. It may
indeed create a certain amount of pressure towards
PFIdealsbut fautedemieux ifpeoplewant tocarryout
large projects. PFIs represent £7.3 billion fixed costs
for the Government and it is worthwhile thinking
about that when you are considering the context of
cost reduction, whatever the polite term for that is,
thatwe are likely to be seeingover thenext few years. I
would add too that it isworthwhile thinking about the
eVect of having significant numbers of PFI contracts
on the rest of a particular budget and a particular
department because it does reduce the discretionary
spend available. Overall in our report it is worth
emphasising we have shown that project delivery
under PFI contract conditions is generally reasonably
reliable. We have not been able to make a quantified
comparison between that and other forms of delivery.

We simply do not have the data to do that, so we are
saying that it appears on the data we have on PFI that
it produces reasonably reliable results and that is one
of the factors in it rather than saying to you it is
universally superior, if I can put it that way, to other
forms of contracting available to the public sector.
Thank you.

Q225 Chairman: Thank you. Picking up on a point
you have just made I would like to go to paragraph 14
of the summary of your report which is quite
unequivocal. It says:“Wehaveyet tocomeacross truly
robust and systemic evaluation of the use of private
finance built into PPPs at either a project or
programme level. The systems are not in place to
collect comparable data from similar projects using
diVerent procurement routes. Unless such systems are
established, together with robust evaluation of the
overall whole-life costs of alternative forms of
procurement, Government cannot satisfy itself that
private finance represents the best value for money
option.” That is quite unequivocal. How would you
like to see this problem resolved and indeed could the
National Audit OYce itself do more in this area?
Mr Morse: I think it is symptomatic. Certainly since I
have been in this role it has struck me how little of a
universal culture of evidence and measurement there
seems to be in a number of complex government
activities. There has been a lot of talk about evidence-
ledandobjectivedecision-makingbutnot anawful lot
of it being counted on the ground, I would not say.
Certainly in this space if you want to have a basis for
making decisions of that kind you need to establish
systemiccollectionofdataandwhole-lifeproject costs
and systematic and consistent evaluation of projects,
embedding benefit realisation and using real data and
not simply modelled data to test projects, so in other
words as tough and realistic a set of tests as you can
possibly can. If you want to be able to make valid
comparisons that sort of rigorous and evidence- and
information-based approach is needed. Of course the
basis for doing that can only be built up over a
consistent anddeterminedeVortover aperiodof time.
We certainly will champion that. Forgive me just
stepping aside from PFI for a second, one of the
features of the next few years is likely to be the need to
be able to make prioritised investment decisions and
to say, “This is more beneficial than that,” not on the
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grounds of assertion but on the grounds of actual
demonstrable value generated and that requires a
rigorous evidence-based approach. This is one
example of the areas where such an approach would
really be very helpful, and I agree it is a good example,
soweverymuchwant totry tosetoutwhatwemeanby
that and work with others who are interested to set
forth our thinking on this.
Mr Humpherson: Can I just add one further
observation which is that we have done an awful lot
in this space. We have a huge body of private finance
work which is brought together in this report. We also
have an even more huge body of work on
conventional procurement, things like our annual
report on major defence procurements and reports on
IT-enabled change and on out-sourcing. There is a
wealth of data from the National Audit OYce. We
have also brought those two bodies of work together.
Only recently for example we published an update on
some work we did to compare or consider the
performance of construction under private finance
and under conventional procurement and we have
other comparisons as well. I would say we have been
a little bit cautious on how far we have taken those
comparisons—and perhaps that goes to the heart of
your question, Chairman—for technical reasons
because there are diVerent sample frames, for good
value-for-money reasons because we are not really
convinced we are comparing like with like and
because of an extra margin of caution about the
theology here. There is lot of theology. There are
people who say that private finance is good and there
are people who say it is always and everywhere bad
and we are very cautious about pitching our
comparisons into that debate for our work to be
misused. We hedge our assertions around with
caution. There is a final reason, which is the most
significant of all, which is that it is not us who signs
the contracts, it is not us who proposes the contract
model. Those are things done by government
departments, local authorities and government
agencies and we believe the responsibility for
gathering the data and gaining assurance on value for
money lies properly there. It is our job to cajole and
to support and to lead the way but it is their job to
provide assurance on value for money.

Q226 Chairman: Does leading the way include
providing a template?
Mr Humpherson: Indeed we have done two successive
templates. We produced a report in 19991 which
considered how authorities could gain value for
money from PFI essentially during the procurement
phase. We updated that report in 20062 to extend the
1 Examining the value for money of deals under the Private

Finance Initiative (HC 739, 1998–99).
2 A framework for evaluating the implementation of Private

Finance Initiative Projects (Report by the National Audit OYce,
15 May 2006).

analysis into the delivery phase because of course
these contracts have a 30-year life and managing their
operational performance is just as important as
striking a good deal at the outset. We have provided
value-for-money assessment templates into the
public sector. Indeed a lot of our specific reports also
give hints to departments or recommendations to
departments about the data they could be collecting
to get a much stronger evidence base for future
decisions.

Q227 Chairman: Have departments taken up what
you have put in your template reports?
Mr Humpherson: I would say in general the picture is
rather mixed and of course it is disappointing that it
is mixed. There are cases where departments have
enthusiastically and with conviction implemented
our recommendations. I can think of a recent
example in the Building Schools for the Future
programme, this enormous programme to renew
every secondary school in the country. We made some
very clear suggestions to the body responsible for
implementing that set of arrangements about how
they could collect data to ensure that over time they
are continuing to secure value for money and they are
getting the benefits that they hoped for. And they
have put in place the arrangements to do that. There
are examples of departments implementing our
recommendations with conviction. There are a larger
number of cases, I am afraid, where we have to
continue to drive away at the same themes because
we are not seeing the improvement that we hoped for.

Q228 Lord MacGregor of Pulham Market: A
number of our witnesses, particularly the major
contracting firms who are engaged in PFI, have
stressed to us not just the value-for-money
comparisons but what they see as the real meta-
practical results resulting from whole-life contracting
for example in relation to better, cost-eVective
maintenance or indeed maintenance taking place in
diYcult years when it would not under traditional
procurement. Can those benefits of whole-life
contracting be achieved without recourse to private
finance?
Mr Morse: I think the answer is that they definitely
can be but you have got to consider what it is about
PFI that can provide unique qualities. One of the
things is that you have actually got ring-fenced
maintenance funding in a PFI contract and it is not
very easy for somebody to help themselves to it to
contribute to a departmental cut requirement.
Replicating those wonderful conditions in another
contractual context is not easy. There are things you
can do. You can create trusts, you can do various
things, but they do not have the inviolable quality, I
would say, for the most part. It may be possible but
diYcult to do that in the same way as you can do
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within a PFI contract, so there is that to it. I certainly
think you can make choices based on whole-life costs
without PFI being involved and indeed I know that
increasingly departments that do a lot of contracting
are doing that. At a point in time if you have a choice
between two decisions and they have diVerential
whole-life costs you should have a consistent method
of estimating those costs and take them into account
in making the decision. Easily said; not all that easily
implemented but it is beginning to be seen now. I
spent three years in the MoD and I am aware that you
have had quite a lot of MoD experience this
afternoon already, but it was clear to me that that
method of looking at the maintenance costs had
taken hold in the MoD. Looking at and contracting
for are not necessarily the same things and it is
important to have flexibility and a genuine ability to
hold the contractor to account and to deselect a
maintenance contractor if necessary, and that can be
hard. Combining a good supplier with a good
maintenance contractor is not always the same skill-
set, so I think the answer is it can be done in other
ways but in PFI you do get this protection of the
budget funds.

Q229 Lord Best: You have answered this a little bit
and it is about whether bundling together the build
and the managing that follows always brings
advantages. Did you have evidence that showed that
privately managed facilities compared better or
worse with those where there was the build and the
management together in those facilities?
Mr Humpherson: Yes, we have looked at that,
particularly comparing the private finance context
with other outsourcing contexts which is probably
the cleanest comparison you can get here. And when
we look at those, actually the private finance
initiative bundle includes the construction, the
maintenance of the asset and the provision of services
over the contract life. Comparing that service
element with the service element under an out-
sourcing contract, there is not generally a great deal
of diVerence between them as a general rule. There
are cases where particularly good contracts have been
struck in the private finance context and of course
there are particularly good outsourcing
arrangements, but we have not seen a general pattern
that PFI bundling delivers better VFM on cleaning
and other services through the contract life.

Q230 Lord Best: So those making the case have been
rather over-egging this one perhaps?
Mr Morse: We think that there are advantages both
ways, but if I may add just one thing, Lord Best, a lot
of it comes down to the ability of the in-house team
to be a smart customer for the services being
contracted for. Sometimes in the past I used to be
involved in business process outsourcing deals and

the lovely people who were selling the contract would
sign the contract and then they would walk out the
door and another crowd of much rougher looking
people with clipboards would walk in and their job
was to run the contract. They had the contract in one
hand and a calculator in the other, generally
speaking, and their job was to drive the profitability
of the contract by knowing everything which was a
variation, by making sure they picked it up and by
making sure they got the maximum out of you as a
customer. You will sign a contract where the
optimism is not in the numbers, the optimism is in the
estimation of your capacity to manage your side of
the deal and not be taken advantage of by a much
more deeply commercially experienced counterparty,
and you do see that an awful lot, particularly with the
movement in jobs. You have somebody in the private
sector who is sitting opposite who has probably done,
roughly speaking, the same job in a number of
companies for all their working life and then sitting
opposite them there may be someone who is actually
moving from job to job and this is part of their
broadening experience and you do not get very many
prizes for guessing who is likely to come out on top in
that negotiation.

Q231 Lord Tugendhat: I think that is a very real
world observation. Could I approach it from a
diVerent angle. Some of these projects are now so
very large and the risks are so very great, do you think
that there is actually in reality a great deal of
competition for the contracts or is the number of
people able to do it very limited? One of the points
which came up in the earlier evidence—I do not know
if you were here at the time—was that both sides have
learned as they go along and that the public sector
has learned that the lowest bid is not always the best,
and so if one is coming down to who can actually do
it, in some cases there must be perhaps only two or
even one who are at any given time able to do it.
Mr Morse: That may well be true but of course you
have got to deconstruct the contract and think that
first of all there is competition for the actual provision
and then there might be a party to the contract who is
also going to compete for providing maintenance and
you have also got the financial competition to
conduct, so you are quite often talking about a team
who is delivering the PFI contract from the private
sector side rather than some super company doing
the whole thing. That can lead to a restricted feel.
Certainly what I saw, and I will pass to Ed in a
minute, was it is important that the competition
should be of a qualitative nature and should be very
carefully thought out as to what really the drivers of
quality are (not just price as you said) in the long run
and what are they prepared to agree to in terms of
contractual terms, even what I would describe as pre-
negotiation of some of those terms. I am sorry, my
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commercial director bit is showing here. Sometimes
you can say, “Look, in addition to the normal
competition we expect you to indicate that you would
accept certain terms in the contract before we even sit
down which will allow us to hold you accountable in
rather more tough ways than you might normally
expect. Speak now or forever hold your peace. If you
do not want to accept let us know and it will be taken
into account”. There are things like that you can try
to apply which may allow you to get the competence.
The competence of the organisation who are
supplying you and their real ability to deliver is what
you need to know. To be honest, the best sort of result
is one where the contracting party is really competent
to run the contract successfully for you. If you have
got a contract that is successful, the thing is
constructed or built on cost and on time and the
services that come from it are eYciently organised
and well delivered, then you may have a bit of a battle
about just exactly how much margin they are going to
make on it but I do not mind the discussion being
around that. When you have really got a problem is
when people put in for a contract and they do not
have the strength and depth to allow them to resource
the contract properly. Then everyone is in desperate
trouble and it is all just a question of how much
damage all the parties to the contract have to take. So
it is worth making certain that the counterparties are
really competent and have strength and depth.
Mr Humpherson: Can I just come in and answer the
element of the question about the fierceness of the
competition and whether that is declining or stable or
increasing over time. Perhaps unsurprisingly it is a
very dynamic picture. Markets develop; they grow;
they shrink. In some sectors we saw in the past quite
an illiquid market with not many suppliers and we
saw growth. The most dramatic example is in the
waste sector and people who build waste facilities for
local authorities under a PFI contract. That was a
market with very few suppliers as recently as a couple
of years ago and as a result of some quite skilled
procurement management there are now more
suppliers who pitch into the bids. Much the same
thing could be said in the schools sector. General
construction is pretty much the same as it has always
been but there are some areas where you are seeing a
trend towards greater concentration. The most
striking is in what you might call the after market.
Once the asset is built there is a tendency for the
original backers of the project on the private sector
side to sell their equity to secondary funds who
specialise in doing PFI deals and there are fewer of
those funds than there were and it is a trend towards
concentration. The other aspect where we are seeing
some concentration is in financing as a result of
financial market problems. We see from the work that
we do a general phenomenon that there is less project
finance appetite around in the banking sector and as

a result it is harder to get these projects funded. There
are fewer people putting in less money eVectively.
That is not to say that deals are not going ahead. It is
just much harder and there is less obvious financing
competition. So it is a dynamic picture which does
not accord to a simple answer I am afraid.

Q232 Lord Eatwell: I would like to turn to the horror
stories of IT projects. IT projects seem to go badly
wrong whether they are public finance initiative
projects or whether they are just public projects and
yet IT outsourcing is a really fast-growing part of the
private sector and very standardised in the private
sector and it seems to work, so what is your view of
the relative merits of PFI IT projects and publicly
procured IT projects?
Mr Humpherson: I will give a view and then maybe
Amyas can come in after me. We tend to talk about
IT projects as if there was this one thing called “IT
projects” but of course in the modern world so many
things which do not have IT on the label are IT-
related. One thinks about things in the Ministry of
Defence sector to do with contracts to train pilots
using simulators. There is a big chunk of IT in those
things and I do not think we would have a particular
view that that IT-enabled kind of project is
particularly inappropriate for PFI. If you look at the
projects that you are referring to which seem to have
problems, they are where it is not the provision of a
bit of kit or a generic service but it is the provision of
something which is going to transform business. It is
using the IT to change ways of working where there
is a whole extended nexus of issues beyond just the kit
itself. There is the motivation of the staV, there are the
business processes, there is a management culture. In
those circumstances, it has proven extremely diYcult
to write down in a contract all of the risks that might
arise and therefore the contractor can lay oV for in
their plans. I think it is in those circumstances of IT-
enabled change projects that you see PFI at its least
successful. Just as an aside, it is worth adding that it
is not really always the case that those projects fail.
There is a general view that IT projects fail but we
have done work on IT-enabled change done
conventionally which shows that these projects can
be a success and they can bring significant benefits to
the public sector. However, our general view would
be IT-enabled change projects where you are trying to
transform a business model is probably the least
fertile territory in the whole public sector for PFI.

Q233 Baroness Hamwee: Can I go back a bit to pick
up some of your answers to Lord Tugendhat and I
will explain why I want to ask the question. The local
authority witnesses that we had said very bluntly that
what they needed was flexibility rather than being
driven to particular models of financing. So does it
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make sense to assess particular categories as being
suitable for PFI or not rather than on a case-by-case
basis? I suppose in other words what I am saying is is
the focus of this inquiry wrong?
Mr Morse: I suppose you could look at it like this: if
you say that you do not know how long you are going
to need an asset for, then evidently entering into a
contract for a long period of time is going to cost you
a lot of money, so if you think you might not need an
asset for 25 years and you sign a 25-year PFI deal and
you break out of it halfway through, drawing up a
contract so that you can do that with relatively little
cost, all of this expense has been incurred and you will
suddenly have to pay it all at the end. If you really
want flexibility you need to go to the whole basis. The
same eVects would be true if you did not have PFI. If
you said, “I want to use a building but I may not want
it in more than 15 years’ time,” actually you need to
think about the sort of building so that it is capable
of being used at the end of 15 years and if you have
to write it oV or sell it you can do so without too much
cost. Certainly if it is a real probability you are going
to break out early from a contract, you have to take
that into account and not get tied into very long
commitments, say on services and things of that sort,
otherwise, quite understandably, you will find
yourself paying penalties.

Q234 Baroness Hamwee: So you are really saying
that they should be thinking about the project rather
than the structure but if that is the case, then how do
they deal with the fact that credits are available for
PFI projects but not for other types of capital?
Mr Morse: I think the answer to that is if their
judgment is, “I can only get funding for this under
PFI and I must have some degree of flexibility in 15
years’ time,” that you will pay for that in a higher cost
rate earlier on. That may be the only way you can get
the project done but you are going to have to pay a
risk premium of some kind. You can either pay it
early or late. If you do not want the scandal of a huge
payment at the end you are going to have to pay more
to provide that flexibility earlier in the contract. If
you set PFI aside, if you want flexibility, it always
comes at a cost.
Mr Humpherson: Can I just enhance that observation
to say in answer to your question are you asking the
right question, yes, you are, definitely, and in answer
to your question is it sensible to look on a project-by-
project basis or at whole sectors, I am absolutely with
the Treasury on this: you have to do both. I would
never want to sit here as somebody from the National
Audit OYce and say it is okay to ignore the value for
money of individual contracts, some of which have
very significant capital values, and say that does not
really matter so long as it is in the right sector. Of
course local authorities, agencies and government

departments need to assure themselves of the value
for money of whatever contract they are signing, but
on top of that the programme approach to say there
is a programme of private finance deals in the schools
sector or the waste sector or in the accommodation
sector or the roads sector, that is clearly sensible
because it embeds the learning from one project to the
next. Exactly the point Amyas was making about the
need for the public sector to mimic the sense that in
the private sector you have these people who do these
things over and over again. It is absolutely deal-by-
deal value-for-money assurance but with the learning
sector-by-sector.3

Q235 Lord Moonie: You have mentioned risk
transfer. Surely the main problem now with major IT
projects is the private sector will not accept transfer
of risk? Thinking about Connecting for Health and
the desperate attempts of the Government and the
NHS to find some way of getting some sort of success
out of it, some of the payments that have been
promised to some of the companies involved in the
London area seem fairly extreme.
Mr Morse: The first thing to say about risk transfer
in connection with PFI is that risk transfer in the PFI
context generally does achieve some genuine
assumption of risk by the private sector that endures
even if there is a failure. What it does not do is to say
that they will pay for all the costs of putting the
project right beyond a certain amount. That is not
going to happen. Generally if a project goes badly
wrong the biggest counterparty in the situation ends
up picking up the tab and most often that is the
government because the government quite often is
not well-placed to let the project completely fail for
all sorts of reasons I will not go into just now, so you
find that in the end, if you take Connecting for
3 Having reviewed the evidence provided by the local authority

witnesses referred to by Baroness Hamwee in Q233, we would
like to add the following additional evidence:
We believe that the decision as to which procurement route to use
should be made at both a local level, case by case, and on a
programme level. It can be important to achieve VFM across a
programme to use a standardised approach, and it is sometimes
not appropriate to give Local Authorities complete freedom to
adopt any approach they choose for a programme that is
centrally funded and managed. For example, in our recent report
on Building Schools for the Future we set out the argument the
Department for Children, Schools and Families used for
strongly encouraging Local Authorities to adopt a Local
Strategic Partnership (Building Schools for the Future: renewing
the secondary school estate, HC 65, 2008–09).
But on the other hand, it is possible to provide Local Authorities
with a limited menu of choices, which would still achieve
synergies and economies of scale across a programme. In part 3
of our written evidence to the committee we set out the way
funding and budgeting incentives encourage the choice of oV-
balance sheet PFI. Again using the example of the Building
Schools for the Future programme, the Department is funded on
the assumption that 41% of secondary school renewal by capital
value across England will use PFI (ibid). If it allows a Local
Authority not to use PFI, it will normally seek to ensure another
uses more PFI to make up the numbers.
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Health, to let Connecting for Health go completely
would be very damaging for a number of reasons, and
therefore you are left with a strong negotiating
pressure on either side and generally the most
substantial counterparty ends oV having to provide
financial support or let the project fail, so I think that
does occur quite frequently. The other diYculty is
that in order to really keep out of risk on an IT project
the customer has to be very disciplined and not start
modifying the requirements of the system. In my
experience that is quite rare. Once the customer in
process starts saying, “What if you did this? Could
you do that?” and once you start interfering in the
design of the system, so to speak, and not doing that
in a very disciplined way, you start owning the
problem and accepting (not deliberately) risk which
can be brought back to you. So if you have a
contractual fight, your position has been degraded
significantly by all of that. I am afraid this is
something that private sector companies, and from
my private sector experience I am used to this, find
diYcult to manage and they are probably much more
heavily gunned in terms of protecting their
commercial interests than the public sector so it is
something that needs to be very, very tightly
controlled.

Q236 Chairman: While we are on risk transfer and
given that most PFIs involve some risk transfer,
should liabilities arising from PFI projects be
recorded separately in the accounts to other
liabilities?
Mr Humpherson: By and large they are actually.
Funnily enough, just before coming here I was
looking at HMRC’s annual resource account and
their PFI liabilities are clearly separated out. Indeed,
they also give disclosure of the buildings that they
occupy which are not on their balance sheet because
the risk has been transferred to their private sector
partner. In terms of the financial statement of
individual entities of government departments, there
is reasonably clear separation and disclosure in the
vast majority of cases of which I am aware. I think
there is a separate point which is how they appear in
the national statistics, what are called the National
Accounts, which are used to determine figures about
GDP for example and public sector net debt and of
course that is obviously a question for the statistician.
We are an organisation at the National Audit OYce
which likes disclosure and transparency so I think the
more that can be disclosed and the more transparent
things are we would support that.

Q237 Lord Moonie: So it is outside your vires but
your personal opinion would be that it should be
disclosed?

Mr Humpherson: I think it must help the user of
whatever set of statements to have that information
separately identified. Just to be clear, in most of the
financial statements that we audit there is fairly
thorough disclosure which separates out the
relevant bits.

Q238 Lord MacGregor of Pulham Market: There are
a number of specialist PPP portfolio investor funds.
Do they bring benefit to the public sector and bring
additional funding to the market, even indirectly?
Mr Morse: I think the answer to that is they can be a
good thing for the market but the risk that you have
is that they will use their group capability to extract
better terms for themselves and so far we have not
seen that involving better terms being passed on to
the public sector. So I think they are definitely
realising benefits by being there but we have not yet
managed to see really eVective extraction of a share
of those benefits back into the public sector. There are
risks as well because when you find yourself with a
strong consolidating counterparty they begin to be
able to drive more consistently the deals that they will
accept and they begin to dictate terms rather more so
we could find ourselves facing tougher and more
savvy counterparties as a result.

Q239 Lord MacGregor of Pulham Market: Are there
any problems about the risk having been transferred
from the original provider to these funds and
therefore there are diYculties in the acceptance of
private sector risk?
Mr Humpherson: I cannot think of a situation where
that has been an issue. I think the short answer is no.
It could be that there may be some examples of which
I am unaware but I do not think the equity transfer
of the shares is really perceptible at the project level.
Maybe a letterhead changes perhaps but—

Q240 Lord MacGregor of Pulham Market: But all
the contract requirements remain the same?
Mr Humpherson: Absolutely, in every case that I can
think of. It is worth saying just as an additional point
that there are direct benefits to the consolidating firm.
They can extract economies of scale and they can
manage their contracts in a more consistent way, and
those are things which are not open directly to the
public sector, which is why we have put so much
emphasis on the public sector exerting whatever
information powers it has to gather information
across all of its projects and exert the counterweight.
There is an indirect benefit which is worth touching
on of this transfer of shares which is that it shows to
future projects—a construction firm for example
thinking of investing in a future project—that there is
an on market for its shares if they want to exit. It gives
them some confidence and that indirect benefit must
be good for the public sector.



Processed: 10-03-2010 21:56:02 Page Layout: LOENEW [E] PPSysB Job: 441064 Unit: PAG1

122 private finance projects and off-balance sheet debt: evidence

3 November 2009 Mr Amyas Morse and Mr Ed Humpherson

Q241 Lord MacGregor of Pulham Market: And
could bring additional funds too?
Mr Humpherson: Exactly.
Lord MacGregor of Pulham Market: You have
answered the second question I was going to ask.

Q242 Lord Eatwell: Could I just follow up on that.
The experience in financial services is that this is
disastrous because the initiator of the contract,
knowing that they can exit, is less responsible about
the commitments they make in the contract. That is
exactly what happened in the sub-prime mortgage
case. Given these possibilities of exit that you have
described,andareasonablycompetitiveenvironment,
are you not then going to get rather less responsible
tendering?
Mr Humpherson: I think in the financial sector what
people were worried about was the slicing and dicing
of risk into ever smaller packages such that the
originating risk is so far away from the person who
holds it through a very long chain of bonds, into
CDOs, in CDO- squared that you lose sight of it.
Actually the opposite of slicing and dicing is what we
are talking about here—I do not know what the
culinary metaphor would be—you are congealing
because you are bringing together a whole series of
separate contracts under one house.

Q243 Lord Eatwell: But the initial person has an exit
possibility so therefore they are no longer responsible
for the terms of the contract which they have
negotiated. They have shifted the responsibility and
sold it on.
Mr Humpherson: Yes, but I do not think it was the
shifting of responsibility that has been the concern in
the financial sector; it is the slicing and dicing of the
responsibility.

Q244 Lord Eatwell: It certainly has. Leaving the
comparison with the financial sector aside, you used
the term “exit”. You have somebody who is tendering
for a contract who can then exit from the
responsibility of fulfilling that contract and therefore
it seems to me less obvious that they would be fully
committed to a responsible tender.
Mr Morse: Forgive me, it is not necessarily so in the
waythesedealsareput together thatall thepeoplewho
are shareholders are actually involved directly in
delivering it. They are parties to the contract as
shareholdersbut theyarenotnecessarily thebody that
is delivering an element in it, so supposing you were
talking about the construction of a piece of defence
equipment, there would be a particular party that was
constructing that defence equipment. A change in the
shareholdingwillgenerallynotrelease themfromtheir
obligation to construct that piece of equipment so it is
a more complex contractual structure.

Q245 Lord Eatwell: The party taking the ultimate
risk has changed.
Mr Morse: I am not sure that is necessarily true.

Q246 Chairman: Can I explore what Lord Eatwell is
saying. We have had witnesses who have claimed that
one of the benefits of PFIs has been the detailed
scrutiny of the initial creditors, made not just at the
initial tender but of the contract over time. That has
beenanadditionaldiscipline thathasbeenofuse tothe
PFIs. That discipline presumably could be at least
watereddown ifnotdisappear if yousecuritise thePFI
things themselves; is that not right?
Mr Morse: Securitisation is a bit diVerent from
somebody succeeding to a shareholding. Just to say
though if thatmeans that somebody isprepared topay
for it, presumably there will be some conditions as to
who then should be a credible or acceptable
shareholder, and in most PFI contracts I have seen (I
have not seen a vast many but I have seen a fair
number) there is some approval process on the part of
the customer, which is let us say the government, as to
whether it can be just anyone or it has to be someone
who brings something into the contract. If that is so,
then to take ona contractual liability, unless there is in
front of you a delivery contract or a construction
contract or something like thatwhere that liability sits
with a particular party, this is the discussion we were
having before, in otherwords, let us saywe are talking
about constructing a ship, something I know a bit
about, you would have a contractor who was
constructingtheshipandthenyouwouldhavevarious
parties who would be involved as shareholders, not
necessarily all constructing the ship. The ship
construction contract will be placed separately and
these shareholders would be above that, so I do not
think the fact that you might have a change in
shareholder would change the risk of constructing
that asset successfully.

Q247 Lord Eatwell: In this case we are talking about
something diVerent. We are talking about PPP
portfolio investor funds. The whole point about such
a portfolio is that you bundle together a series of
projects believing that diversification in projects
reduces the risk in investing in the project as a whole.
The experience of those sorts of securitisations is that
the due diligence, if you like, of the buyer portfolio is
not the same as somebody who makes the initial
investment and is totally committed, so in fact
diligence disappears or fades, let us say, or evaporates
on two levels: firstly at the initial contract and
secondly on the due diligence of the investor.
Mr Humpherson: I feel we could go round this for
several hours. Just to be very clear on our view, we are
not free of concern about these consolidations of
ownership, but our greater concern is that it creates a
sort of asymmetry of commercial power between the
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atomised public sector on the end of a whole load of
individual contracts and a concentrated private
sector. We have thought a little bit about the risk that
you raise and if there was evidence that there is
deterioration in theduediligence thatwould indeedbe
a concernbuton thebasis of the evidencewehave seen
it is not the thing that worries us most.

Q248 Chairman:This is an areaof obvious interest to
the Committee. Would it be reasonable to ask if you
could give us a little note on that? We would find that
very helpful.
Mr Humpherson: Absolutely, we are happy to do that.

Q249 Lord Tugendhat: Could I ask a completely
diVerent question. We have had a lot of talk in all the
sessions about capital projects and that is really what
it has been about, but the CBI has raised a question as
towhether you couldnot use private finance todeliver
services.Theyhave thoughtabout teachersandnurses
and that obviously is a very diVerent ballgame, but
what would be your views on that?
Mr Morse: I think the answer is it is certainly feasible
to do it and if you look at some of the contracts that
exist now, let us say the prison contracts, they are
contracts with a large service element, so if you say do
they have to involve the construction of prisons, well,
actually that is not absolutely essential to organising
and running a prison and providing what they
probablywouldprovide,which is systems to supporta
way of working which were somehow diVerent to
thosewhichwere traditionally imposedunderprisons,
so what you see if you actually go and look at any PFI
prison is that it is organised somewhat diVerently to
traditionalprisons.There is some investmentand then
there isanewwayofworkingandpossiblyrathermore
diVerentiated pay scales, and so I think using people
and using systems diVerently to deliver is perfectly
possible. Because of the fewer front-end costs element
in that I would say it does not necessarily require the
formality of a PFI contract in order to make that
work.

Q250 LordMacGregorofPulhamMarket: Is thatnot
quite close to outsourcing of the service?
Mr Morse: Yes, it is quite close.

Q251 Lord Tugendhat: But I think it is diVerent from
outsourcing because coming back to the hospital
experience I mentioned earlier it seems to me it is one
thing for a hospital to make use of agency nurses and
nurses from diVerent places because they then have to
fit in with the rules and the spirit of the place where
they are working, but like a private military company,
as it were, if you went to Nurses Incorporated who
provided you with a whole batch of nurses on a
contract foragivenperiodor foragiven function, they
would have a corporate culture and a set of corporate

loyalties and promotion ladders and so forth which
would be diVerent from the place where they were
working which is not the case with outsourcing.
Mr Morse: That is fair but again just to come back to
theprison example,which is quite a concrete example,
what is very clear is the criteria under which it is run.
That is something that is being run by the private
sectorbutundervery strongstandardsandcriterianot
set by theprivate sector.What youfind then is that the
public sector is in a detailed regulatory and standard-
setting role, not in the role of directly providing the
management. If you want to go down that road the
public sector does not disappear from the picture. It
has to be very specific about what it wants if it is going
to be able to contract that way and get consistent
service.

Q252 Lord Tugendhat: Correct me if I am wrong but
my impression is that you have a private sector prison
and it has all the warders and all the staV and so forth.
There is not within that prison a mix of the private
sector employees and regular prison oYcers.
Mr Morse: I just do not think I can speak with
certainty about that, to be honest with you.
Mr Humpherson: I think it is a fascinatingquestion, the
supply of labour as opposed to the supply of an asset
supported by labour, and you have mentioned nurses
or teachers. One also perhaps thinks about the social
care sector. It is a fascinating question. To answer it, I
think it is probably a good idea to go back to first
principles and say could those contracts be provided
under a PFI-type of arrangement? I suppose our first
principle in PFI is that there is a reasonably
predictable fixed and definable public sector
requirement, for the reasons that Amyas has
suggested, and if you think there is going to be any
change in the requirement over the term of the
contract it is probably not a good idea to enter into
what is essentially a fixed price arrangement with
commitments for the long term. On top of that PFI
can, but does not always, bring the benefit of
innovative management approaches, a degree of risk
transfer and due diligence at the outset so that the
contracting parties look at the risks and very carefully
allocate them between themselves and those taking
the risks on the private sector side and also some kind
of whole-life consideration embedded into the
contract at the outset, a credible commitment as we
were talking about earlier. If you think about those
principles of PFI and how many of them might apply
to the PFI supply of labour as opposed to labour
embedded with an asset, I am not entirely sure.
Obviously you would have to be sure that the
requirement was fixed for the term of the contract and
I guess that is something the procuring authority
would know. Perhaps you can get innovative
management but the benefit of risk transfer and due
diligence and the whole-life maintenance seem to be
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concepts that do not quite fit with the scenario. I
supposemyanswer isbyallmeansconsider someform
of medium-term contracting for the provision of
labour services but do not take lock, stock and barrel
the PFI model which has the specific characteristics
which are designed really for the problem it was
created to resolve.

Q253 Lord Eatwell: Coming back to a bit of an old
chestnut here which is that several people have
commented on the way in which the development of
PFI contracts has had an impact on traditional
procurement and traditional procurement techniques
have improved side-by-side. If that is so, is the
optimism bias added to public procurement now
outdated?
Mr Morse: I think we have always been professionally
scepticalabout it,andIheardsomeof the remarks that
were made earlier and saying let us assume there is a
bias and just put it in. No, we would look at every
projecton itsmerits and lookat thequalityof evidence
and, as I said at the beginning, insist on rigorous
evidence and evaluation rather than saying let us
assume that there is optimism there. So (i) we do not
think that it was appropriate in the first place and (ii)
yes, I think things have been learned, but you are still
left with the point that you do not have the degree of
protection from summary decision-making. I have
seen PFI contracts being put in place alongside non-
PFI contracts for the same amount and value and,
generally speaking, there is a much more deliberate
approach to evaluating risk inPFI than innon-PFI. It
cannot possibly be because people do not realise what
is happening with PFI contracts because they have
quiteoftenbeenworkingonthemso it ismore thatyou
just do not have a shortcut option when you are doing
PFI because you have to convince the outside
financing counterparties that all the risks have been
understood and nailed down tightly. It is very diYcult
to reproduce that degree of discipline and not be
bounced by impatience in the public sector without
contractual protection. I think that while it has
improved the degree of deliberate due diligence and
discipline that is associatedwith it, it is alwaysgoing to
be a bit more diYcult to sustain.

Q254 Lord Moonie: Just a slight variant on that as a
cynic. Surelyoptimismbias is something thathasbeen
introduced to thefigures to ensure thepublic sector do
not win the business?
Mr Morse: I could not possibly comment!

Q255 Chairman: Can I put the question slightly
diVerently. Have you had a chance to look at how
manyPFI projectswould have failed to come forward
had the optimism bias not been there?
Mr Humpherson: Could you take me through the
question again please.

Q256 Chairman: I will repeat it in slightly diVerent
words. If you took the optimism bias out of the
calculations how many projects which essentially
became PFIs would not have got over the hurdle?
Mr Humpherson: Optimism bias has been a crucial
contributor to the PFI net present value being lower
than the public sector comparator net present value in
a very large number of cases we have looked at.
Indeed, what we have tended to see as a general rule is
two numbers clustering quite close together so if you
took the optimism bias out of one of them it would
make the public sector comparator lower.

Q257 Lord Eatwell: Higher not lower.
Mr Humpherson: The PFI NPV would be higher, you
are quite right, thank you for that correction. Does
that mean we believe that those deals would therefore
have failed the value-for-money test? No, because we
have always felt quite consistently probably from the
first reportweeverwroteonthisback in the1990s, that
you should never regard the public sector comparator
as a pure pass/fail test and the only arbiter of value for
money because there are so many more aspects to
value formoney than simply comparingadeal in front
of you to signwith your hypothetical estimate ofwhat
it might cost. You need to be sure that the costs being
proposed by your private sector contracting party are
reasonable costs on their own terms. You also need to
be sure that you have a long-term need for the asset.
All of those sorts of things are absolutely crucial. The
direct answer to your question is that the optimism
bias does shift the numbers.

Q258 Chairman: I want to be absolutely sure. Had
there been no optimism bias then there would
probably have been far fewer PFI projects? Is that
right? Is that what you are saying?
Mr Humpherson: That is a counter factual that I
cannot answer. What I can say is if you took the
optimism bias out of the number the PFI net present
value would be higher than the public sector
comparator so it would look as though PFI was more
expensive, if I can put it bluntly. However, I am not
going to say that would have meant fewer PFI deals
wouldhavebeensignedbecauseI think the reasons for
signingPFIdeals,whether theyarevalue formoneyor
not, is more than just a contract versus a model.

Q259 Chairman: So other reasons would have been
brought to bear to make sure these were PFIs rather
than ordinary public procurement?
Mr Humpherson: I think the procuring authority
would look at awide range of sources of assurance.At
least that is what we would expect them to do. One
thing is this public sector comparator: how much
would it cost us to do it conventionally. Another
would be are we sure that we need this service for the
amount of time and we are not tying ourselves into
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somethingwhichwearegoingtothenregretasweneed
to unwind it? That is valuing flexibility. Another is
lookingat thecostsproposed in themodelput forward
by the contractor. The contractor is saying we will
provide you the hospital or the prison or the school or
whatever for a fixed price, and you have to be
absolutely sure that those fixed prices are fair and
reasonable and, just as you do in any contract, you
would say is this what it should cost.

Q260 Chairman: It sounds fairly subjective.
Mr Humpherson: I think that is right.

Q261 Lord Moonie: Where did the concept of
optimism bias come from? Did it come from the
National Audit OYce or perhaps somewhere else?
Mr Humpherson: No.

Q262 Chairman: So it came from the Treasury?
Mr Humpherson: Well, it is a recognised element in
academicanalysis ofprojects,not simplypublic sector
projectsbut it is aphenomenon,notedbyacademics in
business schools who write about projects, that the
people who specify the contracts tend to be quite

Supplementary memorandum by the National Audit Office on PFI Secondary Equity Market

1. The Committee asked for a note on the PFI secondary equity market (secondary market). We set out some
background on the secondary market below, our view of the benefits and potential risks it brings, and our view
on its eVect on due diligence.

Background

2. The secondary market is a general term referring to the trade of equity shares in PFI project companies
(special purpose vehicles) after the project company has already been set up. By way of contrast, the primary
market refers to the financing of share capital at the point the project companies are set up.

3. Similar terms apply to the markets for raising and trading in debt financing. But PFI contracts contain
clauses allowing public authorities to veto changes in the debt financing and to share in any benefits. We
generally refer to such changes in the debt financing as refinancing. This note relates solely to changes in the
equity ownership and not to refinancing.

4. In general, the shareholders of a project company are allowed to trade their PFI shares freely, as they would
any normal shares of a limited company. Only occasionally would a public authority have a say in such trades,
such as a right to consent (not unreasonably withheld) in certain Defence contracts. The public authority is
not a party to such trades and does not share in any proceeds. It is therefore important that the expected return
to the shareholders over the course of the whole contract be carefully scrutinised during the contract tendering.

5. Typically, the primary market equity investors will be party to the contractual arrangements, often as either
senior debt lenders or subcontractors to the project company. The secondary market equity investors will
usually not have a direct involvement in the project company, except as owners.

Visibility of the Secondary Market

6. There is generally good information on the holders of PFI equities, but little information on the terms in
which PFI equities are traded or how they are funded. Public authorities will normally be aware of any change
in the ownership of a project company, but will not normally be provided with details of the terms of the change
of ownership, including how much was paid for the shares. The Treasury publishes a database on PFI share-
ownership on its website.109

109 http://www.hm-treasury.gov.uk/d/pfi equityholders.xls

optimistic at the outset particularly about cost but
also about time to deliver.

Q263 Chairman: This is second order optimism bias.
We are talking about relative optimism bias here.
Mr Humpherson: Yes and in thinking about how to
assess the costs of conventionally funded alternatives
to PFI, the Treasury said “we are aware of this
academic analysis and our own experience of public
sector projects so therefore we will see if we can assess
this thing called optimism bias”. Just to be clear, the
National Audit OYce never liked the idea that you
would just take a set of cost estimates and inflate them
by a percentage. We always thought that was far too
subjective.

Q264 Lord Eatwell: Is there a standard academic
reference on this?
Mr Humpherson: We could get them for you.
Chairman: That would be useful. If there are no
further questions, can I thank both of you very much
indeed both for your written evidence and for your
answers and in advance for the further written
evidence you are going to give us. It was very helpful.
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7. It is also diYcult for the public authority to assess how the shares are financed, including whether they are
leveraged or securitised, unless such information is published by the shareholders (for instance as part of a
portfolio brochure or market return).

8. Most of what happens in the secondary market falls outside the remit of the National Audit OYce. Whilst
the National Audit OYce has access rights to the documentation of PFI sub-contractors (where they relate to
the accounts of a body we audit), we do not have access rights to documents belonging to shareholders. Our
information on the secondary market is thus restricted to data collected from public authorities and
contractors, as well as our general monitoring of the sector.

9. Nonetheless, the National Audit OYce has an interest in the eVect of the secondary market on the value
for money of PFI contracts. We have been monitoring the development of the secondary market for some time.
For example, we are currently undertaking a study on the Performance and Management of Hospital PFI
Contracts, in which we are asking NHS Trusts for details of how any changes in share ownership may have
aVected the contractors’ performance.

10. Our analysis of Treasury’s data on share-ownership indicates that the market is consolidating. Since
February 2008 there have been slightly over 50 transactions in the secondary market, with around
30 companies purchasing shares. Amongst these, two investment funds have been particularly active in buying
shares: Semperian (formerly known as Trillium PPP Investment Partners) and Barclays Integrated
Infrastructure.

The Benefits and Disadvantages of the Secondary Market

11. Given the lack of visibility over the secondary market it is diYcult to ascertain the eVects that the
secondary market has had to date.

12. In theory, the secondary market is likely to have had a positive eVect on the availability and cost of equity
capital in the primary market. The secondary market provides some confidence to primary market investors
that they will have an exit opportunity and that they will not be tying up capital for the full length of the
contract. This confidence could mean more investors and more capital in the market, which in turn drives
competition and reduces the cost of equity finance.

13. But the consolidation of equity in the secondary market also brings a number of a risks:

— Firstly, it may provide the consolidated owners of shares with 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.

— Secondly, consolidated owners are able to bring more expertise and knowledge to bear in managing
their contracts, whilst being less tied to the individual relationship between the project and public
authority. This can be beneficial, if it means they bring expertise in the management of their sub-
contractors that will aid the aims of the project. But it could also mean more challenge to the public
authority’s contract management. For instance, a consolidated owner might be in a better position
to challenge a claim or to demand extra payment where the contract specification is unclear. Again,
there is no clear evidence that this is happening.

14. On the other hand, a change in the share-ownership of the project company has few direct eVects on the
operational aspects of the project. The contractual terms are unchanged, and the organisations and people
delivering the project will rarely change. The project company will remain responsible for the delivery of the
project, but will seek to pass as much of the risk associated with that delivery to sub-contractors. Consequently,
the key relationships between the public authority as client and the Project Company’s sub-contractors will
remain unchanged.

The Theoretical Effect on Due Diligence

15. There are a number of parties involved in agreeing a PFI contract, including the public authority, the
project company, its shareholders, potentially parent companies (who normally provide a guarantee), the sub-
contractors (who agree the specification, and sign sub-contracts to the PFI contract), and the lenders. Each
will conduct their own due diligence on the contract.

16. Their due diligence will cover a number of aspects including the feasibility of the specification,
construction risks, finance risks and operational risks, as well as the commercial and contractual terms.
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17. PFI secondary market transactions of equity normally occur once construction is complete. As
construction is considered to hold much of the risk of a PFI project, a project that is into its operational stage
is often considered to be a safer investment. Consequently the equity becomes worth more and is attractive to
a diVerent type of investor seeking a lower but more constant return.

18. In theory, it is possible that a party to the contract might undertake less due diligence than they otherwise
would if they believed both 1) that the secondary market provided them with an exit before risks will arise;
and 2) that the buyers of equity in the secondary market would not undertake their own due diligence and will
underestimate the risks involved in the project.

19. It is also possible to argue that where buyers of equity in the secondary market are securitising the equity
and are highly leveraged, that they retain less exposure to the project’s risks. But we have no evidence that this
means that they have such little exposure that they are unconcerned about due diligence.

20. However, even if the secondary market were leading to the shareholders undertaking less due diligence, it
is not clear what the eVect on the contract would be. The sub-contractors, lenders and public authority would
still need to work together to deliver the project and their due diligence would still be crucial.

November 2009

Supplementary memorandum by the National Audit Office on Optimism Bias

1. The Committee asked for a note on the academic antecedents for the Government’s use of optimism bias
in its calculations. Optimism bias has its roots in the work of social psychologists and behavioural economists.
We set out some of this work below. We also add some comments on the use of optimism bias in forecasting
by the UK Government and for PFI projects in particular.

Heuristics and Social Psychology

2. A number of social psychologists have worked on concepts of heuristics (mental shortcuts to make
decisions) and how they introduce bias into decision making. Much of this work is based on the 1960s and
1970s research of Amos Tversky and Daniel Kahneman on human judgement. This won Kahneman the Noble
Prize for Economics in 2002, and helped launch the academic discipline of behavioural economics.

3. One avenue of heuristic research focuses on optimism bias: peoples’ tendency to predict better outcomes
than actually happen. For example, Weinstein used psychological experimentation to find that college students
and undergraduates rated their own chances as significantly above average of experiencing positive events and
below average for experiencing negative events.110 Others applied similar experiments to experts, managers,
chief executives, traders and market analysts, finding that these groups are also susceptible to optimism bias.
Weinstein argued that people are unrealistically optimistic because they focus on factors that improve their
own chances of achieving desirable outcomes and fail to realise that others may have just as many factors in
their favour.

4. Many of these experiments showed that people were more likely to be optimistic for events where:

— the issue is within their control, more than random events;

— a positive outcome if perceived as common and negative outcomes are perceived as rare; and

— they have little personal experience.

5. Psychologists argue that this optimism bias is caused by peoples’ tendency to overstate the likelihood of
outcomes they desire (motivational reasoning) and overestimate their own abilities because they are
comparing themselves to others (focalism) and it is easier to access information about yourself and your own
project or task (egocentricism).

6. This general concept, it is argued, leads to a planning fallacy: a systematic bias in planning and decision-
making whereby the costs, completion times, and risks of planned actions are underestimated, whilst the
benefits are overestimated.111

7. Thomas Gilovich, Dale GriYn and Daniel Kahneman recently brought much of this work together in
Heuristics and Biases: The Psychology of Intuitive Judgement (Cambridge University Press, 2002).
110 Weinstein, N. D. (1980). Unrealistic optimism about future life events. Journal of Personality and Social Psychology, 39, 806–820.
111 For example, Delusions of Success: How optimism undermines executives’ decisions. Dan Lovallo and Daniel Kahneman, Harvard

Business Review (July 2003)
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Flyvberg

8. The concepts of optimism bias and planning fallacy have been adopted by academic researchers and
practitioners outside the field of social psychology. Notably Bent Flyvberg applied the concept to transport
infrastructure planning, measuring the uplift in actual costs compared to the original estimates.112

9. Flyvberg argues that optimism bias has four causes:

— Technical causes, including imperfect information, scope changes and poor management, leading to
inadequacies in business cases;

— Psychological causes arising from the decision making processes of project promoters and forecasters;

— Economic causes arising from rational incentives to get the project approved to create work; and

— Political-institutional causes, particularly the question of whether cost forecasts are biased to serve
the interests of project promoters in getting projects funded and started.113

10. Flyvberg thus highlights that underestimations in forecasts can be either real technical errors, or
purposeful deceptions. The latter benefit the forecasters or their clients and stakeholders.

11. Flyvberg uses Kahneman’s work to argue that planning fallacy stems from actors taking an “inside view”
to a task or project—estimating its costs and time by looking at the constituents of the plan. He argues that
they should instead take an “outside view”—looking at the results of similar projects. Flyvberg recommends
that public policy makers rely less on forecasters’ plans and more on comparisons with other similar projects.
He calls such comparisons “reference class forecasting”.

The UK Government’s use of Optimism Bias

12. The Treasury introduced the concept of optimism bias into its Green Book guidance on appraisal and
evaluation in 2003.114 Its rationale drew directly on the work on Flyvberg. Since 2003, it has been standard
practice to apply an uplift to estimated costs to take account of optimism bias.

13. To provide an estimate of how high such uplifts should be, the Treasury commissioned Mott MacDonald
to undertake a review of optimism bias in public infrastructure projects in the UK.115 Mott MacDonald found
optimism bias to be a prevalent phenomenon in public sector procurement, and provided estimates of
optimism bias by sector.

14. The Treasury advises public authorities to generate their own estimates of optimism bias based on their
own experience, and sector specific studies. For example, the Department for Transport engaged Flyvberg to
undertake a sector specific study on optimism bias in Transport infrastructure projects.116 But where public
authorities do not have access to such data, the Treasury advises them to use the generic estimates produced
by Mott MacDonald.

The use of Optimism Bias Uplifts in the Financial Modelling of PFI Projects

15. The Treasury also updated its value for money guidance for PFIs to include uplifts of costs for optimism
bias. In its guidance, it argues that optimism bias applies to two stages of contracting. Optimism bias up to
the point when contracts are signed, and optimism bias of how costs and time will change after the contracts
are signed.

16. The Treasury’s guidance and template model applies optimism bias to both the counterfactual Public
Sector Comparator and the PFI costs up to the point contracts are signed. This allows for how estimates
changes between their initial proposal and actual contracting, and especially for how project costs and times
develop over the tendering period.

17. But the Treasury’s guidance and template model only apply optimism bias to the Public Sector
Comparator, and not the PFI project, to take account of potential increases in cost and time of the Public
Sector Comparator that would arise after the contracts are awarded. The guidance assumes that the fixed price
PFI contract will deliver to time and budget once the contract is signed, but that the Public Sector Comparator
112 Underestimating Costs in Public Works Projects: Error or Lie, Bent Flyvberg, Mette Skamris Holm and Søren Buhl, Journal of the

American Planning Association (Vol 68 No 3 Summer 2002). http://flyvbjerg.plan.aau.dk/JAPAASPUBLISHED.pdf
113 The British Department for Transport, Procedures for Dealing with Optimism Bias in Transport Planning, Guidance Document, Bent

Flyvberg in association with COWI, June 2004, commissioned and used by the Department for Transport.
114 The Green Book on Appraisal and Evaluation in Central Government, Treasury, 2003, http://www.hm-treasury.gov.uk/

data greenbook index.htm
115 Review ofLarge Public Procurement in the UK. http://www.hm-treasury.gov.uk/d/7(3).pdf. Mott MacDonald describes itself as a world-

wide management, engineering and development consultancy
116 The British Department for Transport, Procedures for Dealing with Optimism Bias in Transport Planning, Guidance Document, Bent

Flyvberg in association with COWI, June 2004, commissioned and used by the Department for Transport.
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will not. It does not address the issue of whether there may be optimism bias built into expected private sector
performance, including the delivery of social benefits that have a non-cash value.

18. The Treasury thus assumes optimism bias will be greater for conventional projects and requires public
authorities to adjust their estimates of VFM accordingly. If they did not have these adjustments, it would be
less likely that public authorities would estimate that their PFIs would be cheaper than their Public Sector
Comparator.

The NAO View of Optimism Bias

19. The NAO believes that optimism bias is a sound theory and a good contribution to the Treasury’s Green
Book. Optimism Bias is a phenomenon that we frequently observe during our audit work. For example, our
2009 study on Building Schools for the Future found that the Department for Children, Schools and Families
greatly underestimated how long it would take to renew England’s secondary school estate, despite data from
existing school projects clearly demonstrating that it would take longer than they were predicting.

20. We would like to see optimism bias reduced through better technical planning, estimating and forecasting,
combined with better governance and scrutiny over business cases and plans. In particular, public authorities
should reference their estimates for how long things will take to the experience of other projects.

21. But as the academic literature points out, the causes of optimism bias are not all technical. It thus matters
in what context planning and forecasting is being done, and especially how the institutional incentives aVect
the planning decision. Applying uplifts to optimism bias is itself a subjective adjustment and susceptible to
manipulation.

22. We have therefore always been professionally sceptical about optimism bias uplifts and especially in the
context of Public Sector Comparators. Where optimism bias uplifts have been a material focus of one of our
value for money reports we have scrutinised carefully how the optimism bias uplift was applied and its eVect
on the outcome. For example, the Committee of Public Accounts used our work in their report on the GCHQ
building. They pointed out that GCHQ’s PFI project relied solely on the highly uncertain assumption that the
conventionally procured building would have over-run its budget by 24%.

23. We are also sceptical of the way optimism bias is applied to Public Sector Comparators but not to PFI
projects. Although Mott MacDonald believed optimism bias in PFI projects was far lower than for
conventional procurement, they believed PFI projects suVered optimism bias of around 5% after contracts
were signed. However, diYculties in collecting the data meant they could not provide directly comparable
figures between PFI and conventional projects.

24. Our 2009 study on construction costs showed that 31% of PFI projects were delivered late and 35% were
delivered over the estimated price. Most of the price increases were from changes to the scope in the project
made by the public authority or a third party. The academic literature would include such price increases in
the calculation of optimism bias, on the argument that the forecasters should know the statistical likelihood
of making amendments to the scope during the construction period.

25. In conclusion, our view is that is fair to consider optimism bias in estimates so long as adjustments for
optimism bias are based on robust evidence. We would like to see more evidence behind the adjustments that
we see. And we argue for separate disclosure of such adjustments and that public authorities make their
subjective nature clear to the models’ users.

November 2009
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TUESDAY 10 NOVEMBER 2009

Present Forsyth of Drumlean, L MacGregor of Pulham Market, L (Chairman)
Griffiths of Fforestfach, L Moonie, L
Kingsmill, B Paul, L
Hamwee, B Tugendhat, L
Levene of Portsoken, L

Memorandum by Dr Chris Edwards1

1. My evidence. My evidence is given with numbered paragraphs for ease of reference. Details of books and
papers are given in the list of references at the end. If required, I would be prepared to give oral answers to the
specific sets of questions set out in the Call for Evidence.

2. Cost of capital.Myevidence refers to thehealth sector, especially hospitals, focussingonadetailed case study
of theNorfolkandNorwichUniversityHospital (NNUH).However theremustbeapresumption thatallpublic
sector projects (not only hospitals) which are financed by the private sector will be more expensive than if
financed by the public sector. Why? Quite simply because the private sector’s cost of capital is very much higher
than that of the public sector. The annual cost of capital to the private sector (at 10%) is more than double that
of the public sector (at 4.3%) (see Edwards, June 2009, page 29).

3. Higher Private Finance Initiative (PFI) costs. Given these relative costs of capital, a hospital financed by the
private sector will be 92% more expensive than one financed by the public sector. To put this another way, the
initial construction cost of the privately-financed hospital would have to be about half of the cost of a publicly-
financed hospital to compensate for the private sector’s higher cost of capital. These figures are based on a
realistic model set out in a report commissioned by the Treasury and carried out by Arthur Andersen (the
consultancy company). The Andersen model was extended to 39 years (the contract life of the NNUH) (see
Edwards, June 2009, 36).

4. Value for money. At present, PFI projects are assessed for “value for money” (vfm) on the basis of cost
eVectiveness using the discount rate of 3.5%per annumas set out in theTreasury’sGreenBook (Treasury 2003).
The vfm test is not a test which compares the costs and benefits of a project. Thus the vfm comparison has been
limited towhat JonSussexhas called productive eYciency and is not concernedwith allocative eYciency (mixes
of care) (Sussex2003,63).Asaresult, asSussexandothershave claimed,PFIdistorts investmentpriorities in the
NHS by concentrating resources on large new acute hospitals and the basic problem of integrating all the
elements of health care (preventive as well as curative) remains (see Edwards June 2009, 23,24)

5. With-and-without comparisons. Thus the procedure has been to make with-and-without comparisons—that
iscomparisonof theprojectwithandwithout thePFI.Theunknownin thiscomparison is the“without”,namely
the Public Sector Comparator (PSC) with which the PFI cost is compared. Unfortunately the comparison
process has been far from transparent anddetails have rarely been given as tohow thePSCswere arrived at. The
comparison should be made at the same stage and on the same basis and should cover the full life of the project
(see Edwards, June 2009, 39,40). The stage and basis should be set out in detail. In particular the basis on which
anallowance for timeandcostoverruns (whathasbeencalledoptimismbias)hasbeenapplied to thePSCshould
be set out clearly. This has hardly ever been done.

6. Manipulation of the comparisons. As a result it is hard to avoid the conclusion that the PSC has been
manipulated so that the PFI cost comes out at just below that of the PSC. A classic example is given by the vfm
test for the NNUH. In the Full Business Case for the hospital carried out in 1996, a cost overrun for the PSC of
34.22%wasassumed.Not34%.Nor35%.But34.22%!Thecomparisonwasashambles.As thechairof theSelect
Committee on Health put it; “In other words, the full business case does not tell us the full business case” (UK
Parliament,May1999,para20).Thus thevfmcomparisonshavebeenfiddled; theprocurementprocedureshave
been far from satisfactory; and insuYcient information is disclosed to assess whether the taxpayer is getting
value for money.

7. The reason for the manipulation? Basically because hospital managers were told that there was no alternative
to a new PFI hospital. A new hospital had to be a PFI project or nothing. The PFI project had to be shown to
provide vfm and to be cheaper than a PSC. However as Jeremy Colman (as assistant auditor-general) pointed
1 Chris Edwards is a Senior Fellow at the School of International Development, University of East Anglia.
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out; “if the answer comes out wrong, you don’t get your project. So the answer doesn’t come out wrong very often”
(quoted in the Guardian of 7 April 2009) (see Edwards June 2009, pages 2 and 46).

8. Why the pressure for PFI? PFI projects have been promoted strongly by Labour Governments since 1997.
This is in spite of the Labour party being opposed to PFI before it came to power. The pressure for PFI projects
has been because on coming to power in 1997, the Labour Government adopted two fiscal rules, one of which
was that the proportion of public debt to GNP should be kept below 40%. Financing public sector investment
through PFI was seen as a way of achieving this objective. Of course, the 40% target is now in tatters as a result
of an incompetentmacro-economicpolicy. In themeantime, public expenditure is pushedupby the higher costs
of PFI projects. But there are…

9. …two further problems stemming from PFI. The first is the confusion of responsibilities for maintenance. As
a recent Public Accounts Committee report pointed out, even when a PFI company is not itself carrying out a
change toaproject, it frequently charges a fee for simplyactingasa conduit (PACSeptember2008, 3).These fees
have added on from 2% to 25% to the cost of the change. The second further problem with PFI contracts is the
cost of negotiating them. As Jon Sussex has pointed out, the PFI is unpopular with health service managers
because of the larger transactions costs that are entailed compared with conventional procurement. Thus at the
NNUH, the PFI set-up costs totalled about £32 million, about a fifth of the £159 million base construction cost
of the hospital. The set-up costs are not generally included in value for money comparisons. These costs can be
reduced by reducing competition and by standardising procedures, but a reduction in competition is likely to
lead to an increase in cost tenders while the standardisation has been criticised for its loss of flexibility and
innovation.

10. The public loss. As stated in paragraph 2 above, it is highly likely that the cost of privately-financed projects
will be considerably greater than that of publicly-financed projects. A good example of this is provided by the
NNUH. The hospital was constructed in 1998 at a base cost of £159 million. The rent which will be paid by the
NNUH Trust through to the year 2037 (the first break year of the contract) at 1998 prices and discounted at the
Treasury’s annual discount rate of 3.5%, will total £465million, just under three times the construction cost (see
Edwards June 2009, 59). It is hard to imagine the PSC being anywhere near as high as this, given that the
optimism bias on standard public sector projects has averaged less than 13% (see Edwards June 2009, 44). Thus
the extra cost (discounted over the full life of the contract and at 1998 prices) associated with the PFI project of
the NNUH will be something like £300 million.

11. The private gain.Meanwhile the companies involvedwithPFI projectsmake very highprofits. For example
the share capital ofOctagonHealthcare (the companyfinancing theNNUH)was £1,325,000 at the endof 1998.
By theendof2003, thedividends toOctagon’s shareholdershad totalled£11,000,000.Thus infiveyears the share
capital had been repaidmore than eight times over (Edwards, June 2009, 98)withOctagon taking very little risk
(see Edwards June 2009, 43). An equally spectacular example of a high rate of profit from PFI projects is
providedby InnisfreeLimited, amajor PFI investor. Between1998 and2008 the real annual rate of return to the
shareholders of this company (including director’s remuneration with the profits) was more than 200%. This
compares with an annual average of less than 15% for UK companies (private non-financial corporations) over
the same period (Edwards, June 2009, 73)

12. The future? Given the commitment to PFI projects since 1997, the implications for future UK public
expenditure are severe. In June 2008, the capital value of PFI projects was given as £57 billion of which only
£24 billion was included on the public sector’s balance sheet. But the future payments on all PFI projects were
reported to be £181 billion,more than three times the capital value. Evenwhen discounted, the future payments
are said to £100 billion in present value terms. The latter is said to be arrived at using the “standard discounting
methodology”which I take tomeanusing theTreasury’sdiscount rateof3.5%perannum. It isworthnoting that
£100 billion was about 7% of total GDP in 2008 (see Edwards June 2009, 102).

References

EdwardsChris, June2009;PrivateGain,PublicLoss;ThePrivateFinance Initiative and theNorfolk andNorwich
University Hospital (for an internet copy, simply Google “Chris Edwards, UEA”).

PAC September 2008; HM Treasury: Making changes in operational PFI projects, Committee of Public
Accounts, House of Commons, HC332.

Sussex J 2003; “Public-Private Partnerships inHospital Development: Lessons from theUK’s ‘PrivateFinance
Initiative’”, Research in Healthcare Financial Management, Volume 8, No 1, pp. 59–76.

Treasury 2003; The Green Book; Appraisal and Evaluation in Central Government.

UK Parliament, May 1999; “Health—Minutes of Evidence” … taken before the Health Committee of the
House of Commons on 20 May 1999.



Processed: 11-03-2010 01:33:29 Page Layout: LOENEW [E] PPSysB Job: 441961 Unit: PAG1

132 private finance projects and off-balance sheet debt: evidence

Memorandum by Professor Allyson Pollock, Mr Mark Hellowell, Mr David Price and Mr Moritz Liebe,

The Centre for International Public Health Policy, University of Edinburgh

1. Could you provide a brief overview of what you see as the main problems of private finance projects in the health

sector and what benefits, if any, private finance projects have brought?

1.1 Since 1992, PFI has been the dominant form of procurement for large NHS projects. Of the £11.6 billion
of capital expenditure contracted to take place under England’s hospital-building programme, more than 90%
has come through PFI (Department of Health, 2009). As of April 2009, 149 PFI hospital contracts were signed
in the UK, with the NHS England being the biggest procurer in terms of numbers (68%) and capital value of
assets (89%) (See Figure 2, overleaf, and Annex Table 1). In England, of the 133 new hospitals which were built
between 1997 and 2008 or are currently under construction, 101 were financed under PFI. This accounts for
around 90% of the £12.1 billion capital committed (Department of Health, 2008).

1.2 Off-balance sheet accounting:

For most NHS organisations, PFI has been, in the words of former health secretary Alan Milburn, the “only
game in town”. This is largely due to anomalies in financial reporting standards. For most of the last 17 years,
PFI has been “oV-balance sheet” for NHS Trusts and other NHS organisations (though this is no longer the
case). PFI has also been outwith the capital budgets of the Department of Health (thereby easing the
constraints on that budget); and invisible to the calculation of public sector net debt (which of course has been
important—and remains important to the Treasury). It still retains these advantages to both the Department
and the Treasury.

PFI has provided successive UK governments with an opportunity to keep public sector net debt artificially
low—nearly 96% of all UK hospital schemes were oV-balance sheet; that is, excluded from public debt figures
(HM Treasury 2009b) While most will now be on balance sheet, they will still be invisible from the perspective
of departmental capital budgets and public sector net debt. PricewaterhouseCoopers (2008) have observed
that current accounting standards are used as “accounting driver for implementing projects through PFI” (p
1) and that these rules have provide an adverse incentive to allocate risks to the project company
inappropriately, simply to preserve the oV-balance sheet status of (some) PFI projects (ibid).

1.3 Economic appraisal: value for money

Accounting anomalies distort decision-making at each level of government. The evaluation procedure
involves a comparison of the proposed PFI solution with an entirely theoretical—and usually non-fundable—
public sector comparator, which may diVer significantly from the PFI in terms of output specification. Despite
systematic bias (for example, the exclusion of financing costs from the comparison, and the completely
unrealistic assumption of zero risk-transfer in the PSC—a contractual structure that would fail to proceed
through the OYce of Government Commerce Gateway process), these appraisals very often find in favour of
the PFI option by just fractions of 1%. PFI is proceeded with on this basis, despite significant uncertainty
about the cost estimates of the PSC, the values associated with risk transfer to the private sector and the
appropriateness of the discount rate being used in calculating net present values. This process has been widely
discredited in the academic literature (eg GaVney et al 1999). In addition, Jeremy Colman, a former Deputy
Comptroller of the National Audit OYce, described a tendency for these appraisals to be based on “spurious
precision” and “pseudo-scientific mumbo jumbo”.

1.4 Financing costs

Contrary to the Treasury’s stated position (HM Treasury 2003), it is not simply that the higher cost of private
finance relative to public finance is due to risk—the private sector is charging premiums well above this.
Research into 64 PFI consortia commissioned by the OYce of Government Commerce in 2001 has also shown
returns to PFI shareholders at around 2.4 percentage points above what would be expected1

1 The calculation was based on the average internal rate of return (IRR), a measure of the excess return of the investment above and
beyond the cost of capital. Although PricewaterhouseCoopers presented the value as an overall return to the private investor it is
actually the rate of return for subordinated debt and equity, which accounts, according to experience, for 10% of the projects’ finance.
This assumption is based on two omissions in the study. To calculate the overall rate of return (a) an actual gearing ratio (the split
between senior debt as opposed to subordinated debt and equity), and (b) the actual cost of debt have to be known. The actual cost
of debt was used in the comparator—so what was claimed to be a comparison of overall returns did not account for the possibility
that the cost of debt contained an excessive premium.
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(PricewaterhouseCoopers, 2002). Rates of return to the consortia may be even higher after “refinancing”.2

In this case, the debt maturity is often extended, representing a significant increase in risk for the public sector.
This device has the potential to increase returns, because the public sector continues to pay back the debt at
the old rate of interest. The increase in IRR is due to the nature of the IRR formula and the way it favours
returns earned in the short term—refinancing turns back-ended cash-flow profiles into front-ended profiles.
For example, investors of the Norfolk and Norwich PFI hospital increased their rate of return from 16% to
60% through refinancing. This outcome was described as “the unacceptable face of capitalism” by Edward
Leigh, the chairman of the House of Commons Public Accounts Committee (Macalister and Carvel, 2006).
The evidence of “excess returns” to private finance investors contradicts the claim that the higher cost of
private finance is simply a function of the risks taken on by private shareholders, and represents a significant
element of bad value for the public sector (Hellowell and Pollock, 2009). The evidence of earlier returns to
shareholders also contradicts claims about eYciency incentives.

1.5 Risk transfer: cost and time over run

The public sector is paying the private sector an excessive rate of return. The theory of PFI—as stated by the
Treasury (2003)—is that whole-life costs will be lower than in, say, a fixed-price design and build contract. As
the PFI contractor is responsible for both construction and long-term operation, there are said to be incentives
to balance construction and operational costs in order to provide the lowest-cost solution overall—incentives
that are strengthened by the inclusion of private finance. But there is no conclusive evidence of this.

Instead, in recent years, government attempts to justify the dominance of PFI in large-scale capital investment
have focused on the model’s ability to deliver projects “on time and to budget”. For example, the Treasury
(2003) states: “Treasury research into completed [PPP] projects showed 88% coming in on time or early, and
with no cost overruns on construction borne by the public sector. Previous research has shown that 70% of
non-PFI projects were delivered late and 73% ran over budget” (p 43). This conclusion has had a major impact
on regulations governing the way in which public authorities carry out their PSC appraisals, in particular the
calculation of risk transfer.

However, requests for the Treasury’s work on cost and time overruns indicate that NO research report exists.
Indeed, Treasury oYcials have stated this in a correspondence with the Centre.

Meanwhile, the “previous research” noted above refers to two reports from the National Audit OYce,
Modernizing Construction (2001) and PFI Construction Performance (2003). But neither of these studies
compares performance under diVerent procurement routes. The first is based on interviews with industry
about the scope for improved construction.

The second is a census of 38 project managers. Neither study examines the relative performance of PPP and
conventional procurement. Indeed, the authors of PFI Construction Performance conclude: “it is not possible
to judge whether these projects could have achieved these results using a diVerent procurement route”
(National Audit OYce 2003).

A major problem with Treasury and government evaluations is that comparing PPP and non-PPP projects are
based on post-contractual price increases (what the Treasury appears to mean by “time and cost overruns”).
This is not a valid method for testing value for money. Under a PPP, the risk of cost and time overruns is
transferred to the private sector, so it has little flexibility to increase its price during capital works unless major
problems emerge.

Under PPP, the private sector increases its price before contracts are signed. It is assisted in doing so by the
preferred bidder stage—a post-competitive phase of PPP procurement in which the public authority enters into
a long and exclusive negotiation process with a single consortium.3

During this period, the private sector can “hold-up” the public sector, pushing up prices and reducing the
extent of risk transfer (Lonsdale 2005). Meanwhile, the scope for public authorities pulling out of such
negotiations is limited by the unavailability of other procurement routes. In proposing that post-contractual
2 Because PFI projects are less at risk of default after completion of the construction stage, the private consortia are often able to obtain

credit on better conditions. This results in changes to the financial structure which allow investors of equity and subordinated debt to
bring forward cash-flow, resulting in a higher rate of return. Although payment mechanisms are in place which allow the public sector
to share in these gains, refinancing interferes with incentives for the private consortia to perform well over the whole life cycle of the
contract since the private sector consortiumhas received a major proportion of its total returns in the early life of the contract (Asenova,
Beck & Toms, 2007).

3 According to the National Audit OYce (2007), the average length of preferred bidder negotiations for projects that signed between
2004 and 2006 was 15 months.



Processed: 11-03-2010 01:33:29 Page Layout: LOENEW [E] PPSysB Job: 441961 Unit: PAG1

134 private finance projects and off-balance sheet debt: evidence

price certainty can be taken as an arbiter of overall eYciency, the Treasury is setting up a comparison which
is bound to favour the PFI method.

A project that is delivered to time and to budget (in post-contractual terms) may represent poor value for
money if the price paid for the risk transfer that led to that outcome was too high.

1.6 Planning and affordability

Given the weakness of the economic case for PFI, the cost it imposes on a healthcare system—and the potential
impact of this cost on services—is a significant public interest concern. Under PFI, payments to the private
consortia have to be met from the budgets of public authorities and in the case of the UK’s NHS, from local
hospital trusts’ annual financial allocations. Depending on the service element, the contracts cover between
60 and 75% of total payments of the £70.5 billion (£62.65 billion in the NHS England; Figure 3) made to the
private sector for providing and maintaining the assets (the “availability fee”).4 This availability fee can have
a significant impact on the revenue streams of a hospital.

Research has shown that an “aVordability gap” emerges for NHS organisations during the PFI procurement
process, and strategies to bridge this gap are identified in planning documents. Examples of bridging strategies
are: increasing patient throughput; selling NHS land; and reducing beds and staV across health economies.
(GaVney et al 1999b). With many schemes now in the operational phase, it has become possible to examine
empirically the impact of these strategies on capacity.

In a recent examination of the first 18 operational PFI hospitals, oYcial auditors found that 13 had bed
occupancy rates higher than the NHS average (National Audit OYce 2007b). Almost all the trusts involved
(17 of 18) had higher bed occupancy rates under PFI than in their former buildings. The NAO comments that
such levels “raise issues about capacity and patient care”, including the “adequacy of capacity to meet peaks
in admissions” and “infection control” (p 18).

While cuts and closures planned for in PFI planning documents have clearly had an impact on health care
delivery, it is evident from more recent research (eg Hellowell and Pollock 2007) that an aVordability gap
remains.

Earlier published work (Pollock et al 2000) showed how the planning of the replacement Worcestershire Acute
Hospital led to aVordability problems which triggered the downgrading of Kidderminster hospital and bed
reductions of 30% across the trust estate. Despite these measures, written evidence from the trust to the House
of Commons Health Select Committee shows that aVordability problems remain, such that the combined
overspend for the trust in 2005–06 was £4.9 million, with an underlying deficit of £20 million (House of
Commons 2006).

The trust attributed £7 million of this deficit to the “additional costs” of their PFI hospital, which it has said
are “not reflected equitably in the national tariV and for which the trust does not receive suYcient income”
(p 152).

This was despite £1.5 million of subsidy provided that year by the DH and the NHS Bank. In response, the
trust has developed a recovery plan, which involves a reduction of staV numbers by 675. It has also warned
that achieving recurrent financial balance will not be achieved without “even more radical action”, involving
“a comprehensive review of services” across its three hospitals, amid “serious questions about their
sustainability” (p 153).

In South East London, the outcomes are similar. According to a paper from the South East London and
Maudsley Strategic Health Authority (SHA), the area’s four district general hospitals had a combined deficit
of £66 million in 2005–06, with the largest losses at the Queen Elizabeth and Bromley trusts (South London
and Maudsley SHA 2007).

Both Queen Elizabeth and Bromley have operational PFI schemes with capital values in excess of £50 million.
Bromley’s PFI scheme is on-balance sheet, with the eVect that both availability and capital charges are paid
on the asset; and both trusts received DH subsidies in 2005–06 (£1.1 million and £4.9 million, respectively).

Nonetheless, according to an SHA document, the deficits of both trusts arise “because the cash costs of the
PFI availability charge exceed funding for capital charges in tariVs” (p 5). Both trusts had capital cost/income
ratios of over 10%, against the 5.8% funded in the tariV. The SHA explains that these trusts “incur recurrent
[income/expenditure] and cash flow deficits even if they operate as eYciently as the average hospital trust in
England” (p 7). It suggests that achieving financial balance in the area cannot be achieved without significantly
reducing “controllable costs”, including “further substantial reductions in staV costs and staV numbers”
(p 10).
4 Hellowell and Pollock (2007) give a breakdown by availability fee for each PFI hospital.
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1.7 Quality and innovation

The NAO commissioned the Building Research Establishment to compare design quality between a group of
PFI and a group of non-PFI hospitals. It found (2007c) that there were “no meaningful diVerences” in build
quality between the two groups. However, it also noted that the average age of the non-PFI hospitals was
much older.

We also know from the work of the Healthcare Commission that in terms of operational services in hospitals—
cleaning, catering, portering and laundry—the quality in PFI hospitals tends to be lower than in non-PFI
hospitals, and the costs are higher.

In other words, the evidence from government auditors and other specialists tells us that the cost of
construction on hospitals built under the PFI is the same as under conventional procurement, but that the
quality is somewhat lower. At the same time, the cost of services provided under PFI is higher than under
conventional procurement, and the quality is lower.

The component of the PFI package that we know the least about is the maintenance—there is not suYcient
data to say whether quality and cost are higher or lower in PFI, and this is something that future audits of
value for money should consider.

1.8 Distortions in decision-making

The Coventry Walsgrave hospital PFI is one an example of how PFI can distort decision-making. This project
started out as a £30 million refurbishment, yet ended up as a £174 million new build. This had little to do with
the health needs of the area and was instead due to the need to make the project achievable on the basis of
private finance. (Pollock, Price and Shaoul.)

1.9 Cost-effectiveness

Rather than provide evidence of PFI’s relative cost-eVectiveness, the government (and other PFI advocates)
have attempted to focus the debate on the issue of post-contractual cost and time overruns. However this
establishes an evaluative framework that is certain to favour PFI over other procurement forms since this is
what PFI is specifically designed to achieve (Hellowell and Pollock 2009).

The question that is obscured by focusing on post-contractual cost and time certainty is whether the alleged
increase in certainty is worth the premium that is paid for it. For example, the public sector may be able to go
to an insurance company and insure itself against any cost and time overruns in conventionally funded
projects—but it should not be willing to do so at any price. The implication that cost and time overruns ought
to be the overall arbiter of cost-eVectiveness is spurious. In addition to the discussion of cost-eVectiveness, one
might consider whether what is being procured under PFI is what would best serve the public interest—in other
words, one might look at allocative eYciency as well as productive eYciency.

2. How far are your reservations about the PFI based on the procedure itself, and how far is the problem that

government funding levels and procedures have not adapted enough to the shift to private finance projects?

It may be that the problems associated with PFI are insuperable. Because of the financial complexity and long-
term nature of PFIs, transaction costs—such as those associated with tendering, bidding and writing
contracts—are high relative to other forms of procurement.

It is not the case that government procedures are not adapted to PFI. Indeed, the whole of government has
changed to accommodate PFI. However much of the in-house expertise that was in government has been lost,
such that both sides are using management consultants who are often working on both sides of the table,
depending on which contracts they hold. The extraordinary level of contract standardisation in the PFI market
has also not resolved this problem.

2.1 Transaction costs

The process of negotiating contracts is especially costly (for both the public and private sector parties) because
of the high cost of legal, financial and technical advisory services usually brought in.

Dudkin and Välilä (2005) found that, for a sample of 25 hospital PFI procurements in the UK, ex ante
transaction costs for the public sector and the winning bidder were some 8% of the total investment cost (split
evenly between the public sector and the winning bidder). Of course, the public sector procurer ultimately
bears both sets of transaction costs—its own, and the private sector’s through higher contract prices. (2008.)
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2.2 Lack of competition

The expense of the PFI process also has an indirect impact on cost eYciency by providing a significant barrier
to entry for potential bidders, preventing firms from bidding and undermining competition in procurement.
The NAO (2007a) found that PFI hospitals and schools projects attracted a lower number of bidders than
other forms of procurement, and that competition had declined over time.

In a sample of 46 contracts that signed between April 2004 and May 2006, one-third attracted only two bidders
at the point they were requested to submit detailed bids. The NAO stated: “it was rare for procuring authorities
to choose to eliminate weaker bids as the choice was out of their hands” (p 12). The absence of competition
in procurement clearly presents risks that private sector bidders will be facilitated in seeking excess returns. It
also ultimately bears the transaction costs of unsuccessful bids (PWC report 2008).

2.3 Procurement process: preferred bidder phase

The length of the procurement process is an additional source of ineYciency. Lonsdale (2005) has argued that
the private sector is in an advantageous bargaining position during the preferred bidder stage. The NAO has
noted (2007a) that, once chosen as a preferred bidder, private consortia know that they are “virtually
guaranteed” the contract (p 21). A succession of NAO investigations (eg NAO 1999; 2002; 2007a) provides
strong evidence that bidders have been able to exploit this by passing risk back to the public sector while
increasing prices during this stage. Because bidding consortia need to secure loans from banks prior to
contracts being signed, bidders are not required to create fully worked-up bids during the competitive phase
of procurement. Instead, there is a period of exclusive negotiation following selection of a preferred bidder—
a period that is typically very extensive and can run to many years.

In a sample of 20 hospital procurements, the NAO (2007a) found that the average procurement time was 38
months, almost half of which time was taken up by the preferred bidder stage. It was common for major
changes to be made to projects during this period, including increases to prices.

2.4 Financial appraisal: affordability

Once they begin a procurement process, trusts have a strong incentive to continue with a scheme, even when
it has become, by any reasonable standard, unaVordable.

Costs increase during the procurement process, because the amount of money and managerial eVort put into
the scheme is very significant and, in the absence of a fundable public sector option, the temptation is to push
on with schemes long after the financial case has deteriorated. The result, as we have seen all over the country,
is that PFI projects are associated with major reductions in the number of beds and staV—ostensibly driven
by clinical need, but actually driven by financial considerations that are not clearly linked to evidence of
clinical need, and which frequently lead to occupancy rates that exceed NHS norms. PFI is nonetheless
associated with financial problems during the operational stage of contracts—and this often leads to a further
round of service cuts (Hellowell and Pollock 2006).

3. Witnesses have told us that PFI has enabled a major updating of the NHS estate that would not have been possible

otherwise. Do you agree with this view?

One of the early attractions of PFI was that it allowed governments to evade their own borrowing rules
because PFI projects did not necessarily count as public debt in the same way as government borrowing.
Investment could therefore be undertaken without threatening spending limits. This was politically attractive
but also led to the adoption of PFI in circumstances where a conventional project would have been cheaper
(Gosling, 2004).

Nevertheless, PFI is public borrowing even if it is not recorded as such. The public sector must commit to
repaying debt to private consortia in the same way as it would when settling any other debt (Heald and
Geaughan, 1997). Therefore the perception that PPP/PFI generates additional resources over and above
public investment is mistaken. In fact most authorities now acknowledge that PFI does not benefit the
economy as whole but simply allows governments to manipulate their reported public borrowing figures. As
noted by the World Bank (2007), lower public debt associated with the use of private finance is an artefact of
governments’ standards for financial reporting. Unitary charges do not depend on the government’s
subsequent demand for the services: so long as the private partner has properly constructed and maintained
the facilities, the government must pay.
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While the government’s obligations to make these payments may not always entail an accounting liability, they
do entail an economic liability: all the debt will be repaid by the public sector along with interest and returns
for investors. As Heald (1997) has noted, the impact of PFI is to alter the timing of capital and interest
payments, not their magnitude.

4. Are your concerns about PFI in particular or the use of the private sector in health services per se?

This is a political question. The response lies in understanding what are the goals of the system, and what are
the most eVective and cost eYcient mechanisms and systems to deliver them. No government has been able
to provide the evidence or the data to support the claim that the private sector and market delivery provides
a more eYcient universal system of health care than one that is under government control and public
ownership. On the contrary, PFI provides an example of how market mechanisms leading to reductions, in
service, loss of access and entitlements and fragmentation, undermining planning.

5. Before 1991 hospitals did not pay a charge for capital. Do you believe that this was a better system of funding and

if so why?

Again, if the principle is fairness of funding and delivery and eYciency through risk pooling, then imposing
capital charges—which simply devolve the risks and costs of capital to small areas and local people—is not a
good system (BMJ 2000). It is based on the false premise that local managers have control over their cost base.
It has also created major problems of aVordability at local level and created inequities in endowing some trusts
with generous estate and dowries at the expense of others. Capital receipts, for example, are retained by local
foundation trusts although the original capital and investment came from public subscription. This places
some at an unfair advantage and can distort planning. Take, for example, UCLH, where the cost of the
investment rose more than three-fold during the preferred bidder phase. On achieving foundation trust status,
the trust was able to reinvest the £140 million released from the sale of the Middlesex Hospital for a new cancer
centre. In around 2003, it also received a £200 million dowry from Blair when the government bought the
National Heart Hospital and gave it to UCLH. So, UCLH has gained several times over—but at the expense
of other services and trusts in London. Previously capital receipts would have been returned to the centre so
that no area had the advantage of a historical legacy or ad hoc privileges.

Given that money is raised from general taxation on the basis of ability to pay, the idea that some trusts and
areas should have more generous estate or higher capital charges than others does not make sense. Whether
it is a blessing or a curse depends upon local circumstances; but it is not equitable and it distorts resource
allocation and planning.

6. Could you explain what you understand by risk pooling and whether its use by the private sector to deliver services

puts it at risk?

I don’t understand this question. The goal of the NHS is universal coverage through integration and risk
pooling. The creation of a separate funding stream in the revenue budget to pay for capital or PFI costs is a
new cost pressure and creates a new pressure especially when the costs are devolved to small units and areas.
The PFI charge, for example, is ring-fenced and also index-linked to RPI; it must be paid before any clinical
costs are met. A trust could find its income reduced and, as a result, the charge takes a higher share, thereby
creating a pressure on remaining services. This is well illustrated in the work of Hellowell and Pollock on the
diVerence between trusts capital costs and the mismatch between income to cover the costs. The lack of
integration and ability to control that portion of costs is and will continue to be a serious problem, especially
during any downturn in public expenditure. Reduction in available revenue will simply drive more service cuts,
as demonstrated above. For example, whereas the average cost of capital under the capital charging system
was 6–8% of income on average, monitor has set a ceiling of up to 15%—almost double the previous figure.

7. Optimism bias is commonly assumed when assessing the cost of projects. Do you have a view whether it is right for

assessing a public sector comparator?

The evidence on which optimism bias is based is seriously flawed (Pollock et al 2007). In any case, an
adjustment for optimism bias ought to be applied to both the PSC and the PFI, since the latter is associated
with significant cost increases (of, on average, more than 100% in terms of hospitals) during the
procurement process.

The concept of optimism bias should be applied sensitively. In particular, it must take into account that public
procurement is now largely undertaken on the basis of fixed price, or in target price contracts in which
construction risk is transferred or shared—as a matter of OGC guidance. The current approach, which takes
optimism bias figures from flawed studies and applies it only to the public sector option, is clearly wrong.
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8. We have heard that LIFT has generated greater innovation in the health sector than PFI. Do you agree? Does the

NHS LIFT partnership represent an improvement on PFI, albeit meeting a different set of needs?

There is very little evidence on the performance of LIFT. Ultimately, it stems from similar considerations to
PFI—the absence of public capital. This gives cause for concern. We know from evidence given to the House
of Commons Public Accounts Committee in 2005 that some GPs regard LIFT as a major call on NHS
resources. For example, Dr Kohli, who runs a practice in Newham, stated to the committee that in his Primary
Care Trust, two LIFT buildings served 8% of the population but consumed 33% of the premises budget. The
opportunity cost of such a commitment is obviously very significant.

We also know from the NAO report (2005) that average rates of return on the equity component of the
financing package exceed those of PFI. There are, in our opinion, some problematic elements of the LIFT
approach. The model involves the creation of joint ventures which create clear conflicts of interest for PCTs.
Trusts provide minority equity capital to put into the joint ventures with the private sector, which then have
exclusive rights to provide all buildings needed by the PCT for a number of years. PCTs are thus the joint
owners of organisations with which they then enter into contracts.

None of this provides conclusive evidence of LIFT’s cost-eVectiveness. However, it does demonstrate the
importance of understanding more about LIFT’s value for money. The Department of Health stated to the
Public Accounts Committee that it was developing a mechanism for evaluating the model. It is unclear if this
work has been completed, and this is something the Economic AVairs committee may want to pursue.

9. We have heard from several sources that the presence of private finance has brought more rigour and clarity to the

specification of new infrastructure. Do you agree?

A long-standing claim of PFI advocates is that, while private finance may be relatively expensive, the
eYciencies it can bring to bear in project delivery will more than oVset the additional cost.

A PFI can be seen as an arrangement in which the design, construction, financing and operation of a project
are bundled together and delivered by a single contractor—the SPV. A key benefit of this structure is that,
where a single private sector entity undertakes both the construction of a building and its subsequent long-
term operation, it has an incentive to make investments in the construction phase in order to reduce
maintenance costs in the operation phase and thereby enhance overall cost eYciency.

Expanding the scope of this bundle to include finance theoretically sharpens this incentive, since the value of
the project to the SPV membership is determined by the expected performance of the project over its whole life.

The empirical evidence on this issue is limited, but the work that has been done does not support the prediction
that higher investments will be made to curtail long-term costs. The NAO, for example, commissioned the
Building Research Establishment (BRE) to analyse the build quality of eight PFI hospitals and eight
comparator hospitals that were publicly procured (NAO 2007a).

The 16 hospitals were assessed against a set of design quality indicators, including the quality of external
materials, internal fabric and finishes, fitness for function and flexibility for layout change and extension. Score
against indicators were given with a range of 0 (very poor) to 5 (outstanding), with 4 and 5 judged by BRE as
“best practice” and 3 as “good practice”.

The BRE judged that, on all counts, there were “no meaningful diVerences” between PFI build quality and
that at non-PFI comparator hospitals. On average, scores for whole-life costing were 0.69 higher in the
publicly financed schemes, with an average of 3.3, versus 2.6 for the PFI schemes. This result was reached
despite the fact that the average age of the publicly financed comparator hospitals was around 20 years older
than that of the PFI sample.

Reliable evidence on the cost-eYciency of support services delivered through PFI is limited. However, in the
healthcare sector, data on the cost of quality of non-clinical services have been collected by the NHS
Healthcare Commission. In 2005, it made available the results of a one-oV review which included facilities
management costs and quality across all NHS Trusts in England and Wales as part of its Acute Hospital
Portfolio work.

This allows for a comparison between 12 operational PFI and 141 non-PFI hospitals in terms of the following
support services: security; linen and laundry; portering services; and cleaning.

On security, the average cost per square metre in the PFI group was £3.13, some £0.10 more expensive than
the average for the non-PFI hospitals. However, the quality, as scored by ward managers, was somewhat
higher, with an average score of 4.6 out of a possible 5, versus 4 for the non-PFIs. On linen and laundry, costs
per bed in the PFI hospitals were an average of £1,204, some £137 higher than the average cost in the non-PFI
hospitals. On quality, relative performance varied according to the measure used. The Healthcare Commission
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assessment was based on rejection rates, estimates of late deliveries and serious shortages. Rejection rates were
on average higher in the PFI hospitals, but late deliveries and serious shortages were lower.

On portering, both cost and quality was lower in the PFI hospitals than the non-PFI hospitals. The cost of
portering per square metre was £11.82 in the PFI schemes, versus £10.65 in the non-PFI hospitals. Portering
quality was measured by asking ward managers about response times for these services, with scores between
0 and 5 representing “poor” to “good”. The PFI hospitals scored 2.8 on this schema, with the non-PFIs
scoring 3.

On cleaning—perhaps the most important non-clinical service provided by the private sector under PFI
contracts—the Healthcare Commission data shows that PFI was associated with higher costs and lower
quality. The cost of cleaning per square metre was £22.77 in the PFI hospitals versus £20.47 in the non-PFI
hospitals. Cleaning standards were much lower in PFIs relative to the non-PFI hospitals—with a score of 2.7
versus 3.4, respectively.

Unfortunately, the Healthcare Commission data does not allow for a cost and quality comparison of
maintenance services—one very crucial component of the PFI structure in the hospital sector, where contracts
are largely based on availability payments. However, the NAO (2006) report on operational performance
contains the results of interviews with managers at 19 NHS Trusts with operational PFI hospitals on the
quality of maintenance. It found that half the Trusts considered availability deduction schedules to be
inadequate to ensure that PFI contractors return unavailable areas to use as soon as possible, providing strong
evidence of insuYcient risk-transfer.

A particular problem was recorded in respect of reactive (as opposed to planned) maintenance, where only a
third of managers recorded performance as good, with a further third describing performance as “adequate”
and a third as either “poor” or “very poor”. However, 14 of the 19 hospital managements in the PFI hospitals
considered that, in general, the maintenance of buildings had improved when compared to their recent
experiences in conventionally funded hospitals.

In addition, in their case study examination of six PFI hospitals, the built environment academics James
Barlow and Martina Köberle-Gaiser (2009) found that the use of PFI mitigated against innovative solutions
in construction. They state: “PFI has not been supportive of innovation because SPVs were concerned with
minimising exposure to possible risks…the contract is designed to ensure as much certainty as possible—as
early as possible—in the design process to minimise risks” (p 139). They add that PFI had led to fragmentation
in responsibilities and communication between project delivery and clinical operation.

10. Are your concerns about private finance projects specific to the health sector or wider? If the former what is it about

the health sector that makes it unsuitable for private finance projects?

The problems in the health sector may appear to be greater because, unlike in local government for example,
there is no capital subsidy. The payment of capital and the interest on that capital is largely borne at the local
level and thus the impact may be greater than in other sectors. However, in cost-eVectiveness terms, there is
no reason to suppose that the case for PFI is any stronger in one sector rather than another. The criticisms in
health are likely to be experienced elsewhere and need more scrutiny.

Because of the financial complexity and long-term nature of PFIs, transaction costs—such as those associated
with tendering, bidding and writing contracts—are high relative to other forms of procurement.

The process of negotiating contracts is especially costly (for both the public and private sector parties) because
of the high cost of legal, financial and technical advisory services. Dudkin and Välilä (2005) found that, for a
sample of 25 hospital PFI procurements in the UK, ex ante transaction costs for the public sector and the
winning bidder were some 8% of the total investment cost (split evenly between the public sector and the
winning bidder). Of course, the public sector procurer ultimately bears both sets of transaction costs—its own,
and the private sector’s through higher contract prices.

The expense of the PFI process also has an indirect impact on cost eYciency by providing a significant barrier
to entry for potential bidders, preventing firms from bidding and undermining competition in procurement.
The National Audit OYce (2007b) found that PFI hospitals and schools projects attracted a lower number of
bidders than other forms of procurement, and that competition had declined over time. In a sample of 46
contracts that signed between April 2004 and May 2006, one third attracted only two bidders at the point they
were requested to submit detailed bids. The NAO stated: “it was rare for procuring authorities to choose to
eliminate weaker bids as the choice was out of their hands” (p 12).
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Established firms are also likely to have an absolute cost advantage over potential market entrants since senior
debt rates are known to be unfavourable for firms with limited PFI experience (Standard and Poor’s 2004).
The absence of competition in procurement clearly presents risks that private sector bidders will be facilitated
in seeking excess returns.

The procurement process is an additional source of potential ineYciency. Because bidding consortia needs to
secure loans from banks prior to contracts being signed, bidders are not required to create fully worked-up
bids during the competitive phase of procurement. Instead, there is a period of exclusive negotiation following
selection of a preferred bidder—a period that is typically very extensive.

The UK’s National Audit OYce (2007b) found, in a sample of 20 hospital procurements, that the average
procurement time was 38 months, almost half of which time was taken up by the preferred bidder stage. It was
common for major changes to be made to projects during this period, including increases to prices.

Most public authorities in the NAO’s survey also identified the preferred bidder stage as the point at which
advisory costs begin to escalate. During this phase, both public and private parties are making significant
investments that are specific to the transaction. Given the scale of these investments, we might view this stage
of procurement as a “bilateral monopoly”, in which the power of the monopoly seller is balanced by the
monopsony power of the buyer such that a mutually advantageous contract can be developed (Williamson
1985).

11. What system of public sector procurement would you like to see in place of PFI?

It is important to begin with principles. If the goal is a universal service on the basis of need then redistributive
mechanisms must be designed in to both funding and delivery in order to achieve equity. If redistribution is
impeded, the result will be service fragmentation, segmentation and reduced risk pooling. The funding and
allocation mechanisms have to be designed for equity and so too do the systems. The end of PFIs status as
“the only game in town” would lead to less distorted decision-making and better value for money. The
rationale behind capital charging and resource accounting also needs to be re-examined, as does their potential
to increase inequities and to reduce public services.

Public sector net debt is due to reach 76.2% of GDP in 2013–14, from 43% in 2008–09 (HM Treasury 2009c).
In this context, the government has confirmed that public sector capital spending will be reduced significantly
over the coming years, from more than £37billion in 2008–09 to £22 billion in 2013–14.

With the national debt rising and the rate of capital funding diminishing, the fiscal advantage of private finance
may, from a political perspective, be more attractive than ever to the government; and ministers confirmed in
the annual budget statement of April 2009 that its “strong commitment” to private finance will continue (HM
Treasury 2009c).

There are currently 117 PFI projects in procurement, with a combined capital cost of £12.4 billion. Contracts
for £4.4 billion of PFI projects are to be signed in 2009–10, with a further £3.54 billion signed in 2010–11 (HM
Treasury 2009c).

However, as current expenditure is predicted to fall in real terms over the coming years, the costs of
contemporary PFI projects will clearly be a major call on public sector budgets. The extent to which the public
sector is getting value for money for these schemes is therefore an issue of the first importance.

November 2009
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Witnesses: Professor Allyson Pollock, University of Edinburgh; and Dr Chris Edwards, University of
East Anglia, examined.

Q265 Chairman: Good afternoon, Professor Pollock
and Dr Edwards, and thank you for coming. I am
going to ask whether you wish to say anything by way
of opening or would you like to go straight into the
questions? Could I just say to you that I would be
grateful if youcould speakas clearlyaspossible for the
webcastandtheshorthandwriter.Perhaps ifyouagree
with the previous witness if you just nod and you do
not need to add any more. Thank you very much for
coming in. In introducing yourselves, would you
please state your name for the shorthand writer? Do
either of you wish to make an opening statement?
Professor Pollock: I am Professor Allyson Pollock of
the University of Edinburgh. As you all know, since
1992PFI has been the dominant formof procurement
for the public sector, and in the NHS around £12
billion of capital expenditure is committed, so most
capital expenditure is coming through PFI. I would
like to make three points really. Firstly, in the 18 years
of the Government’s policy there has been very little
evidence in support of the policy as to what the
benefits are. What evidence there is around the costs
andharms,whichwewill be considering later today, is
in general being ignored or suppressed by policy
makersand industry in someof their submissions.The
second point is that PFI has involved an enormous
divestiture of public land and buildings and
entitlements and there has been in general a loss of
public control and accountability for public services
and long-term debt commitments for current and
future taxpayers. There have also been constitutional
changes raising major questions about inter-
generational equity as well. Finally, I think this
inquiry is very welcome because one of the key
pressures from private finance is the aVordability
issue. Certainly our research into PFI shows it has
always created aVordability problems and reductions
in services. AVordability has been an issue despite the
fact that there have been near unprecedented levels of
growth in public expenditure in recent years. But now
we are into a new era of financial squeeze, where the
cost of private finance, if anything, is rising, andnot in
relation to risks, and secondly also we have got a
problem perhaps of public expenditure austerity, we
may well see new aVordability problems around PFI,
both for current commitments and any future
commitments.

Q266 Chairman: Thank you for that. You have part
answered the first question I was going to ask you but
I am sure you could say more.
Dr Edwards: Could I make one comment?

Q267 Chairman:Perhapsyoucouldmakeacomment
in relation to the question I am going to ask.

Dr Edwards: It is a preface really.Myname isDrChris
EdwardsandIwould like to saytotherecorders that in
paragraph 11 of my written evidence, in the
penultimate line, £100 million should read £100
billion!

Q268 Chairman: I was going to thank you for your
paper and we realise that this first session today is
mainly being concentratedonPFI in thehealth sector.
Perhaps in view of Dr Edward’s paper I ought to
declare an interest in that I live in Norfolk and was for
many years a Member of Parliament there and the
Norfolk and Norwich Hospital, to which your
evidence is much directed, served my former
constituents.Couldyouprovide,andexpandperhaps,
a brief overview of what you see as the main problems
of PFI projects in the health sector and also what
benefits, if any, private finance projects have brought.
Professor Pollock: Over the 17 years that we have been
conducting research, it has largely been directed at
understanding and evaluating the many benefits that
have been claimed for PFI, so I suppose the primary
one for PFI was overcoming a shortage of public
capital coupled with government expenditure
constraints. Certainly the evidence that you have
already received from Professor David Heald, the
NAO and others shows that the balance sheet
treatmenthasbeenakeydriveratdepartment level for
PFI, coupled with self-imposed Treasury rules over
the limits of government borrowing. That has been a
major declared benefit and the oV-balance sheet
treatment has allowed departments to ease the
constraints on their capital budgets. It still remains
very important to theTreasury and it still retains some
advantages to departments in the Treasury. The
balance sheet treatment coupled with a shortage of
public capital has meant that since 1997 health
oYcials and others have said that there has been
absolutely no alternative, and indeed former Health
SecretaryAlanMilburndescribed thePFI as the ‘only
game in town’. That has been one of the major
declared benefits: overcoming a political decision to
create a shortage of public capital. I can go into it in
more detail or go on. The second benefit, is that the
Treasury maintains PFI as being value for money
throughrisk transfer. It iswell-recognised that thecost
of private finance is always higher than anything that
the Government could borrow but the claim from the
Treasury and the Treasury’s stated position in 2003 is
that the higher cost of private finance is due to the risk
premium. What we know however is that the private
sector charges premia well above what would be
acceptable and that has been demonstrated by a
numberof researchers.Chris has done someworkand
so have the Cuthberts, and now we are into the new
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scenario where in fact this premium, which is quite
separate from the risk premium, is increasing, so the
creditmargins arewell in excessof government gilts. If
I continue on the theme of value-for-money
appraisals, theGovernmentwill bewell aware that the
claims around risk and risk transfer are not at all
substantiated or borne out by the evidence. Indeed,
the financial appraisals themselves have been subject
toquite a lotof criticism, including fromtheNAOand
the Audit Commission, and as you know Jeremy
Colman referred to them as “pseudo-scientific
mumbo-jumbo” and our research has taken apart
quite a lot of the value-for-money claims. We have
found it very diYcult to identify the risks, to measure
the risks and to evaluate the risks and that is both ex
ante and ex post. The other issues, which I will just
touch on, are again related to risk transfer: the design,
the construction and operation, for which again there
is very little evidence of any risk transfer, and we can
discuss that a bit later on. As you know, there are two
parts to the Treasury appraisal which are value for
moneyandaVordability,and inourowndetailedwork
of case studies what we have found is that there are
perverse incentive at work in the financial appraisal
such that the trusts have a strong incentive once they
begin their procurement process to continue, even
when the scheme has become, by any reasonable
standard, unaVordable. What happens we have
discovered in many of these schemes that time and
costs increase during the procurement process and
because of the sunk costs on both sides, the amount of
money and managerial eVort, and in the absence of
any funded or public sector option, the temptation is
to continue topushon.Whatwehave found is that the
aVordability issue is serious because the PFI charge is
met from the revenue budgets or the operating
budgets of NHS trusts, so that what happens is a
squeeze on the income and the cost eYciencies are
made, either through reductions in numbers of beds,
or services, or of course staV (because staV are the
biggest component of a hospital’s or trust’s operating
budget). Our research shows that aVordability
actually begins to distort both the planning and the
public health priorities, so rather than clinical need
driving the planning process for hospitals and for
clinical services, it is largely being driven by financial
considerations. Then what we find is that the
aVordability issue impacts from a very early stage,
very early on, even before the contract is signed
between the outline and the full business case, but the
financial problems then reoccur even during the
operational stage of the contract, and this may even
lead to further rounds of service cuts. We know that
there is someverygood research evidence to show that
the economic and financial appraisals relating to PFI
are systematicallymanipulated. I have nowdealt with
some of the government claims for the policy. There is
another claim around innovation.

Q269 Chairman: I thinkwewill comeon to things like
innovation later because we have a lot to get through.
Professor Pollock: Perhaps I could just touch on the
Coventry Walsgrave PFI as an example of how PFI
distortsdecision-making. It startedoVasa£30million
refurbishment but it ended up as a £174 million new
build because there was no public sector capital
available.Thishadnothingtodowith thehealthneeds
of the area; it was the need to make the project
achievable on the basis of private finance. Coventry
Walsgrave isvery interestingbecause itwasa relatively
newhospital, at the timeonly 30 years old. This comes
back again to the theme of PFI having been the only
game in town for so long.

Q270 Chairman: Thank you very much. Dr
Edwards?
DrEdwards:Threepoints.Firstofall,PFI isadisaster;
it is awasteofmoney. It is bound tobebecause the cost
of capital to the private sector is at least twice that of
the public sector. In the case of the Norfolk and
Norwich University Hospital it was more than twice.
The rate of interest paid on that hospital is 10%ayear,
on average, over 37 years of the contract whereas the
public sector cost of capital is 4.3% per annum. Given
that, the private sector must be more expensive in
terms of financing hospitals. The transaction costs are
higher and those are set out in paragraph 9 of my
written evidence. The maintenance costs are higher as
set out in paragraph 8 of mywritten evidence and that
higher maintenance cost tendency is endorsed by the
National Audit OYce’s evidence at paragraph 5.26.
Allyson referred to aVordability. Nowhere was that
more true than the NNUH. In 1989, when the new
hospital was more or less first proposed for Norwich,
the number of beds stated to be required was 1,650.
That was reduced by 1995 to 701 because they wanted
to get approval on thebasis of aVordability because at
that time PFI was seen to be the only show in town.
Ultimately, once approvalwas gained, it was upped to
just under 1,000 beds, 987, but that is 18% fewer beds
than in the previous two old hospitals which that new
one replaced. There is lots of evidence that is
inadequate. What that means is the primary care trust
has to buy beds from the private sector, which it has
been doing, costing in 2007–08 over £1 million. So in
addition to the rent being higher because of the higher
cost of capital, the primary care trust is having to buy
in beds from the local private hospital mostly, which
is Spire.
Professor Pollock: If I could just add to that, inNorfolk
and Norwich, as you know, there was a community
service strategy (which was completely dislocated
from the acute hospital strategy) which also heralded
aprogrammeof small communityhospital closures. It
was kept completely separate but was absolutely
related to the aVordability issues, so one of the
problems with these acute PFI hospitals is that they
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suck money in and then they drive the planning in the
whole area so that much of the community re-
provision that is supposed to occur does not occur
because it is driven by the need to pay that unitary
charge and make the hospital itself aVordable. We
have seen that repeatedly inhospitals upanddown the
country, the way in which vital community services,
including services for peoplewith learning diYculties,
mental health, elderly and frail are actually closed or
shut or not re-provided. You can see that from
research in Scotland and in England.
Chairman: Could I just say we are intending to stop
this session at quarter to four and we have a lot of
questions to get through so could I ask you to be
reasonably brief in your response to them. Lord Paul?

Q271 Lord Paul: You have explained a lot of the
problems with PFI but how much reservation do you
have about the mechanism itself or is it all because the
government funding levels and procedures have not
adapted enough?
Professor Pollock: I know that the private sector would
love to see you comeupwith ananswer that PFIneeds
to be streamlined and deregulated and made much
easier. One of the big issues is that of course the
procedures and guidance in departments have been
completely restructured and rewritten to enable PFI.
It may be that many of the problems associated with
PFI are insuperable because of the financial
complexity and long-term nature of PFIs associated
with tendering, bidding and writing contracts. There
has been an extraordinary level of standardisation in
thePFIprocess in themarket that has not resolved the
issues. Some of these problems are insuperable. The
huge transaction costs are well-known for legal,
financial and technical services, which Dudkin and
Välilä found in a sample of 25 hospitals transaction
costs accounted for 8% of the total investment cost,
split between the private sector and winning bidder.
The public sector procurer ultimately bears both sets
of transaction costs—its own, and the private sector
through higher contract prices.
Chairman: Bearing in mind the time factor, we still
have witnesses to come, so if there are additional
points that you want to make perhaps you could very
kindly put them in writing to us. Lord Levene?

Q272 Lord Levene of Portsoken: You told us how
ineVective and what a bad eVect PFI has had. As
someonewhowas involved in this at the outset, one of
the original problems was the very poor performance
both by central and local government in all forms of
contracts, particularly when they involved the
construction industry, which clearly is a large part of
this, so if the local and central government
procurement system is ineVective and if, as you have
told us, PFI does not work, it is too expensive—and

this is addressed really to both witnesses—what do
you suggest should be put in its place?
Dr Edwards: I think you are wrong. The Mott
MacDonald Report in 2002 claimed that the public
sector was only about 13% over budget for fairly
routine projects. Since then, the overrun has been
reduced, so I am not sure what the evidence is for
central government and local government being
ineVective in terms of their procurement.
Professor Pollock: Iwould like to challenge that, too. In
our veryfirstBMJpaper in1999we lookedat cost and
time overruns in NHS estates and there is really no
evidence at all to support your assertion of poor
performance. That is the first thing. The second is, if
anything, performance had been improving, so cost
and time overruns in the public sector were really only
in the order of six to 12%. Cost overruns were very
small and indeed could have been handled through a
contractwithpenalty clauses. I think the secondpoint
to note is that this is the only area which the PFI
industry has attempted to claim evidence of
improvementsover costand timeoverruns. Inour two
research papers which we have published we have
shown that the evidence for cost and time claims is not
supported by the NAO Treasury reports and
commissioned research from AGILE Construction
Initiative which was not actually a report at all about
cost and time overruns, and is actually flawed. I think
there is a real problem. What we find are assertions of
costand timeoverruns forwhich there is (a)absolutely
no evidence of poor performance, certainly in health,
and (b) no evidence that it could not be overcome
anyway by good contracts and (c) such evidence as is
being provided by the private sector as quoted
evidence, has been well and truly demolished by
researchers. The critiques of the evidence are
suppressed and ignored and instead false claims
repeated.

Q273 Lord Levene of Portsoken: I would certainly
like to see those results.
Professor Pollock: You can. They have been published
in peer-reviewed journals and I will send you them
both.

Q274 Lord Levene of Portsoken: I hold no brief with
the PFI industry. What I am saying though is that
certainly from what I have seen in the past the direct
route has not been eVective. If youare nowsaying that
theyaredoingagoodjobandsticking totheirbudgets,
I would certainly like to see where that has been
evidenced.
Professor Pollock: We could not know nowbecause the
majority of construction is happening under PFI,
certainly in health, but we do know from the period
between the 1960s to the 1990s that the evidence of
performance in aggregate was improving.
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Lord Levene of Portsoken: I am very interested you
say that because I was the author of one such report
and I will send you that and you can look at that and
that does have some evidence in it.

Q275 Lord Forsyth of Drumlean: Did you say that
there was no evidence of cost overruns and problems
with public procurement in the past? I am just
thinking in your own part of the world, in Scotland,
I remember being dogged by Crosshouse in Ayrshire
which went on for years where there were arguments
about planning and building. I think for Ninewells in
Dundee there was a three-year delay in completion
there. Are you not in danger of ruining your case by
perhaps being a bit unbalanced?
Professor Pollock: I am not being unbalanced. I can
provide the data which looks at all the projects over
time. I think that is why it is very important to look
at individual cases where there appear to have been
cost and time overruns. Guy’s is one very good
example and indeed there was a select committee
inquiry into Guy’s. There are a number of factors
that underpin perceived cost problems including and
not least are the problems of the phasing of capital or
the lack of capital availability or changes in rules over
VAT. Indeed Guy’s was hailed as one of the first
public/private partnerships; but it was the
withdrawal of funding by a carpet magnate Philip
Harris from the Guy’s deal that scuppered it and left
it exposed.

Q276 Lord Forsyth of Drumlean: Sorry to interrupt
you. There may be reasons for it but you are not
saying that public procurement did not result in cost
overruns and delays?
Professor Pollock: No, of course we are not, but we are
saying when you take them in aggregate and look
across the board, it was not a particularly strong
feature, certainly in the health sector. Now you may
be able to pull out of the hat one or two examples but
then we would have to look in detail to understand
what the causes were behind it. That is what I am
saying. You cannot attribute that to poor
management. I would like to make one other point.
At the moment, the industry is saying the problem is
the public sector not negotiating and managing
contracts and doing it well, but you have to also
understand that there has been a huge hollowing out
of the capacity in the Health Service to do that.
Enoch Powell in the 1960s for the Hospital Plan put
in NHS estates, architects, surveyors, planning
departments, you name it. These were all hollowed
out the in 1980s reorganisations and after, so the
public sector has almost no capacity and is
increasingly reliant on the very same management
consultants that are advising the industry. That is
another big issue and it is not enough to say that the
public sector is not very good at doing it. One has to

look at the enormous changes that have taken place
and the substitution of public skills and capacity by
the private sector.

Q277 Baroness Kingsmill: Could I declare an
interest, one, as the former chair of an NHS trust who
tried and failed to get a PFI project oV the ground
and, two, as the former chair of the advisory board of
Laing O’Rourke, the big constructors who are
involved in big PFI projects, neither of which are
current appointments. I am trying to get to the root
of this. Are you opposed to PFI generally or PFI in
the health sector or private sector involvement in the
Health Service or what? Is it a broad brush thing or is
it particularly related to the Health Service, because it
does seem, and I would not dream of saying that I
was an expert or had done anything like the work that
you must have done, in some sectors like telecoms
and so on to have worked quite well.
Professor Pollock: This is a question for me?

Q278 Baroness Kingsmill: Either of you.
Professor Pollock: It is political question. My research
is based on the evidence.

Q279 Baroness Kingsmill: I am asking is it health or
is it all projects?
Professor Pollock: We have looked at PFI in health, we
have looked at education, we have even looked at
London Underground, we have looked at one or two
small projects like the Cheshire Police Station as well,
so in the sectors that we have looked at we have found
that these are generic problems and issues. A big
problem for the health sector is that it did not, of
course, have the PFI credit stream, but just because
you do not find problems in other sectors it does not
mean there are none. It may be that they have not
been subject to the same sort of scrutiny that health
has, that is how I would answer it. I think the other
issue about PFI we have to understand is that if you
have a universal service and a universal service
obligation then you have to design the funding and
financing principles to support that through risk
pooling. What PFI does is it fragments the risk pool
and tends to devolve the costs and risks to local
communities who are not able to bear those costs and
risks. That is certainly the case in the health sector. It
is a bit diVerent in local government for schools
where you have streams of PFI credits coming in if
they can keep their schools oV balance sheet.
Dr Edwards: Very simply, the private sector and
private finance initiatives are likely to be more
expensive in almost all sectors simply because the
cost of capital is double that in the public sector. It is
as simple as that.
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Q280 Lord GriYths of Fforestfach: Would the logic
of that argument be that every project throughout the
economy in every sector is going to be more expensive
and therefore the state should undertake it?
Dr Edwards: No, I am not saying that at all. I am
saying that there is a choice.

Q281 Lord GriYths of Fforestfach: On the basis of
your argument it would seem to me—
Dr Edwards: I am saying there is a predilection
against the public sector probably in this room as well
as outside. I think in the case of infrastructure it is
bound to be more expensive for the private sector
because of the cost of capital. If you look in my report
I did a model of a hospital which was devised by
Andersen Consulting, and I programmed this with
the interest rates, and it showed that the cost of that
hospital is bound to be more expensive. It is
something like double because the rate of interest is
double. It is as simple as that, is it not?

Q282 Lord Tugendhat: What about other factors in
the cost of a PFI project?
Dr Edwards: I am saying you could do a sensitivity
analysis. If you put in the Andersen model, as I did,
and you put in the relative rates of interest, then I
showed that the cost for the private sector has to be
40% in order to provide the same overall cost over the
life of the project. It really is as simple as that.

Q283 Lord GriYths of Fforestfach: If PFI is as bad as
the two of you are unreservedly saying, why is it that
the governance of both parties have continued with
it?
Dr Edwards: Can we come on to that because that
was the next question. The next question was:
“Witnesses have told us that PFI has enabled a major
updating of the NHS estate that would not have been
possible otherwise. Do you agree?” Can I answer
that? It is possibly true, ironically, but it is only true
because of the peculiarity of Gordon Brown’s fiscal
rule that public sector net debt should not be more
than 40% of GDP, which was a crazy rule,
absolutely crazy—

Q284 Lord Forsyth of Drumlean: It has long since
gone!
Dr Edwards: Because the 40% is so much lower than
almost every other developed country. Perhaps we
know why Gordon Brown selected that, but that was
one factor which made PFI so attractive because PFI,
as you know, is mostly oV public sector net debt.
There are only a few PFI projects which appear in the
public sector net debt. That was the attraction to
Gordon Brown of PFI. There is a second attraction

and that is the pro-corporate culture of ministers and
advisers in the House of Commons, and no doubt in
the House of Lords as well. It is interesting that Tony
Blair’s former health adviser, Simon Stephens,
became president of the US company United
Healthcare, Patricia Hewitt became adviser to
Cinven, and Alan Milburn, Secretary of State for
Health at one time, became adviser to Bridgepoint.
There are a large number of cases.
Baroness Kingsmill: Surely these are quite good ideas?
Is it not quite sensible that there should be a
movement of skills and talents between the public
and private sector? It is a two-way process and each
benefits from the other?

Q285 Chairman: We are straying from the questions.
Dr Edwards: It is not. I was giving two reasons why
PFI was so attractive. One was because it was oV-
balance sheet debt and kept the public sector net debt
below 40%, until the crisis, and, secondly, because of
the pro-corporate culture and vested interests within
ministers and advisers.

Q286 Baroness Hamwee: I was going to go straight
to what is a sort of concluding question from what we
have heard, which is, if not PFI, then what system of
public sector procurement?
Dr Edwards: Public procurement.

Q287 Baroness Hamwee: Straight public
procurement?
Dr Edwards: Yes.

Q288 Baroness Hamwee: With government
providing capital in the way that it used to for the
Health Service?
Dr Edwards: Yes. I see that as the most eYcient way.

Q289 Lord Levene of Portsoken: If I may, we must
challenge this idea that public sector procurement
always works perfectly.
Dr Edwards: No, I did not say that, did I? I did not
say it always worked perfectly. I am sorry, you need
to be precise.

Q290 Lord Levene of Portsoken: I am being precise,
if you listen for a moment—
Dr Edwards: Yes, but you said perfectly and I did not
say that.

Q291 Lord Levene of Portsoken: You said in answer
to Baroness Hamwee’s question that that was the
solution and therefore if that is the solution I assume
it is the solution for all ills, and certainly our
experience in the past has been that public sector
procurement has left a lot to be desired. I think it was
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Professor Pollock who said that she studied what
happened in London Underground. I had to sort out
some of the mess at London Underground and I can
tell you that was a far from satisfactory procurement.
It may well be that in some areas it works but to oVer
that up as a solution to the problems which you have
identified there as being over PFI, if you believe that
PFI is not the solution, so be it, but I think to oVer up
public sector procurement as being the answer, from
past experience, that has not worked. If you believe
the evidence and you say it has always been
successful, which I think you said earlier, if you had
studied London Underground and other projects,
that is simply not the case.
Professor Pollock: I would take a diVerent approach
and I would start from the principles first. For health
we are still committed to universal healthcare and
redistribution on the basis of need, et cetera, and one
of the things we do know about the capital charging
system coupled with PFI is that it is working against
those core principles. The second thing is there has
been a huge history of doing public procurement for
more than 100 years. The introduction of PFI, is a
radical departure and is very, very recent and I think
we need to re-visit this fundamental reversal of policy
with respect to the Ryrie rules where the presumption
was in favour of public procurement. Capital charges
were the subject of a lot of debate in the 1950, by
academics and others; but the position (to use public
capital and substitute private finance) was reversed
very dramatically without any proper debate or
scrutiny of either the theoretical underpinnings or the
evidence, so that is probably what we really need to
do. Now the default position is PFI or nothing. We
also need to recognise not just the overturning of the
Ryrie rules but the recognition of the constitutional
and regulatory changes which have made PFI
possible. We have talked about some of these—
availability of capital, the accounting balance sheet
treatment, public expenditure rules, the loss of public
sector capacity and in-house expertise and also the
transaction costs now. It is no good now saying we
will just go back to where we were because where we
were no longer exists. What we need to do is be honest
and scrutinise the issues and actually go back to
history to see what the arguments were, how things
were managed, and then we probably need to put in
new systems all over again; back to Gladstone.

Q292 Baroness Hamwee: Can I pursue this for one
moment. We had witnesses from the local
government world two or three weeks ago and they
were arguing to have greater freedom to select
diVerent types of procurement as suitable for their
own particular circumstances in diVerent areas and
for diVerent projects. How do you respond to that?
Dr Edwards: That evidence was from Buxton and
Kemp, was it not?

Q293 Baroness Hamwee: Yes.
Dr Edwards: And Mr Kemp I think suggested that
public procurement worked as well as the PFI, if you
look at the evidence, which is in draft form
admittedly.

Q294 Baroness Hamwee: He was arguing to be
allowed much more flexibility.
Dr Edwards: Yes, exactly, and he was arguing that
they did not have much choice when PFI was put
forward.

Q295 Baroness Hamwee: Because of the credits?
Dr Edwards: Exactly.

Q296 Baroness Hamwee: So you are saying you
agree with them?
Dr Edwards: I am just trying to recall what their
evidence was, namely that they were not necessarily
anti-public procurement, that they were in fact
arguing that public procurement was at least as
eVective, where they were given a chance, as PFI.
Admittedly, this was mostly in schools, if I remember.
Baroness Hamwee: A lot of it was about schools.
Chairman: We have only a few more minutes. We
started a little late so I will allow a few more minutes.
You have made your points very clearly. I want to see
if there are colleagues who want to ask more detailed
points. Lord Tugendhat, do you have any questions
you particularly wish to raise?
Lord Tugendhat: I have asked my questions.

Q297 Lord GriYths of Fforestfach: Could I raise one
question and that is on this business of the cost of
capital. Clearly, the cost of capital is higher in private
markets than it is in the government market, but no-
one in the private sector has the ability to levy taxes
like government does, so the reason the cost of capital
is cheaper for government is because the taxpayer is
paying the risk. If you think of all the risks associated
with building and running a hospital, in the one case
the shareholder, the equity provider of capital, is
bearing that risk and that risk is out in the open; it is
explicit. When that is raised by government and then
handed to the National Health Service, that is
disguised, and therefore your argument really in
saying that the cost of capital is always cheaper in
government and always more expensive in the private
sector and therefore everything in the NHS should be
financed by government, is simply on the basis that
the risks of capital provision are disguised in the
public sector by taxation and are very explicit in the
private sector, and therefore I think your argument,
with due respect, is wrong. Let me put that as a
question to you.
Dr Edwards: This question of risk is interesting
because one question you need to ask is how is the
risk assessed in this comparison between what was
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called the public sector comparator and the private
finance initiative. Invariably you had allowances for
optimism bias built in. That optimism bias, as I have
described, was about 13%. The average runover in
2002 was running at about 13% for fairly routine
projects like general hospitals, and since then it has
actually been reduced. If that is the risk then you
obviously need to feed that in. The Treasury used to
feed this into their analysis of appraisal and
evaluation by taking the discount rate of 6%—3.5%
which they now use plus an allowance for risk. Even
if you build those in, the public sector comes up as
much more cost-eVective. Why? Because the risk
built in by the private sector is greater than the real
risk. There is not suYcient competition in the
banking market, certainly in the early stages of PFI,
and the NNUH was a classic example of this. If you
look at the National Audit OYce evidence to your
Committee, they endorse that. So what I am saying is
the private sector’s cost of capital exaggerates the
risk. That is what I am saying.

Q298 Lord GriYths of Fforestfach: We will have to
carry on this discussion later.
Professor Pollock: It is just where is the evidence? In 17
or 18 years the Government or the industry has yet to
provide any evidence around the size of that risk
premium and justify the risk premium both on the
debt and the equity, so that is all we can say. I think
there is other evidence. You touched on competition
and I do not know whether you want to go into that.
Chairman: We have time for three more questions so
I will ask Lord Moonie.

Q299 Lord Moonie: Professor Pollock, coming back
to Scotland, there was a big controversy at the time
the new Edinburgh Hospital was opened because of
the reduction in the number of beds compared to
what was originally talked about being necessary. It
was clear that the number of beds provided was
modelled according to the amount of capital that was
available for the hospital. What has been the
outcome of that over the medium term as the health
centres in Edinburgh have adjusted to the change,
because services do adjust of course? Secondly, I
know that in Scotland PFI has largely been
abandoned. Has anything happened in Scotland
since the change of administration which could give
some back-up to what you have said on the public
sector?
Professor Pollock: One of the issues of course is that
Scotland, unlike England, has reversed the NHS
internal market and the NHS is reintegrated so that
the cost no longer lies at the level of the hospital unit.
The unitary charge, the PFI cost, is borne at the level
of the health board so it does not put quite such a
pressure on local trusts. However, we do know that
the planned community re-provision did not take

place because of the aVordability issues. We also
know that the hospitals are working under a great
deal of pressure, so the Royal Infirmary barely has a
week go by when it is not on what is called ‘red alert’
i.e. bed shortages. Of course the other problem with
aVordability is the way in which costs are
externalised. Some PFI schemes build in that ability
to externalise through concessions or user charges,
but that is not possible in the NHS which is free at the
point of delivery, so the externalisation happens in a
diVerent way, as in Norfolk and Norwich it was
accompanied by the closure of community hospitals
and community beds and community provision, so
that is a loss of entitlement and those services then get
shifted or redefined as social care which are then
means-tested and paid for. There is no doubt that has
actually been happening. One only needs to look at
the growth of numbers of people in receipt of
community social care to see that. There are all sorts
of externalities that result from the aVordability
issues. Scotland has not abandoned PFI. Indeed, it
probably has more problems than anywhere else
because it has more PFI per capita in the round. It has
also signed oV a scheme recently in Kirkcaldy, a PFI
hospital, where there are really serious issues there
about the cost of private finance because the banks
formed a “club”, as it is known now, because of the
lack of liquidity in the market. The banks are getting
together now for these private finance deals and
actually, as KPMG has said, the most opportunistic
of the banks are setting the price and seem to get their
way, so this is creating new pressures in terms of the
cost of finance and aVordability. As you know,
Scotland also has been exploring the whole issue of
the Scottish Futures Trust as an alternative model but
that simply removes the equity element but it does
not leave the whole problem of the cost of debt, and
of course cost of finance/debt is now becoming a real
issue for the future of private finance. Scotland is
interesting in that the reintegration has taken away
some of the transaction costs and allowed more of a
smoothing out in terms of the impact of the unitary
charge.
Lord Best: Trying to get to the heart of the case you
are making, which is a diVerent case than we have
heard from a lot of other people, let me just try this
on you to see whether I have grasped it. You are
saying that one is paying this huge premium on the
cost of capital and this is not just justified because, on
average, the overrun in real costs, which you and I
can expect across the next one to be much the same,
would only add about 13% to the capital costs and
therefore this is disproportionate. I did not know that
it was as low as that and that the public provider is
able to get that close, to within 13%, so that is good
news, but supposing the cost overrun is not 13% but
in the particular case one has in front of one, it is
100%, or it is your Parliament in Scotland, which I
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cannot remember what multiplier of the original
number it was—
Lord Forsyth of Drumlean: Ten times.

Q300 Lord Best: Then surely one would have done
better? You do not know in advance perhaps but then
you would have done an awful lot better to have paid
the risk premium but to have got it in on time and on
budget. Have I understood it?
Dr Edwards: Just one quick answer to that. That 13%
is 2002. In fact, there is evidence that it was much less
than that later. The second point I would make is, yes,
of course, the Scottish Parliament building was an
overrun, but that is hardly a routine general hospital
in the way that we are talking about in the Health
Service. So those are two points. The third point is
when you look at cost overrun, and comparing the
public sector and private sector, I think it is
important to look at the private sector’s overruns as
well and look at the overrun of the cost at similar
stages. There are various stages in the PFI. There is
the strategic outline, there is the outline business case,
there is the full business case and there is the final
closure. Between the approval (that is full business
case) and final close of the contract, there is evidence
that there is tremendous escalation in the price. It is
not overrun but it is equivalent to overrun, is it not?
Are you with me? So that is my answer.
Professor Pollock: I think that is quite important. The
preferred bidder is chosen and then you have a long
period where there is no competition happening
where there may be enormous cost changes, for
whatever reason, and then you have a cost escalation
and then the contract is signed at the full business
case and you may get no cost overrun there. That is
one of the big problems with the Mott MacDonald
study and the study of optimism bias that it did. It did
not take account of the preferred bidder stage, a
period where there is no competition which on
average I recall the NAO as saying could be nine to
15 months. I would have to double check that.
Dr Edwards: If you look at the NAO evidence,
paragraph 5.8.

Q301 Lord Forsyth of Drumlean: We have had quite
a lot of evidence from a number of people who have
argued that the process of PFI in itself, because it
involves external private capital and shareholders’
money, is subject to much greater due diligence and
much more careful consideration and, as a result of
that, the projects are delivered on time and within
budget. That is the weight of the evidence we have
had. Just to pick up on Lord Best’s point, I think
when the Scottish Parliament started oV people
thought it would cost £40 million but it ended up
costing £440 million, and I do not think anybody

thought it was a particularly good example of how to
go about procurement because the work had not been
properly specified, people had not thought through
what they wanted, and there were all kinds of issues.
You obviously feel very strongly about PFI, but it
does seem to me that that argument does carry some
weight in that although there may be high costs and
a good deal of process involved in carrying out a PFI
contract, because of the financial risks been taken by
the private sector, it does result in a tidier and more
thorough procurement process. Would you accept
anything of that argument?
Dr Edwards: The short answer is no.

Q302 Lord Forsyth of Drumlean: Because?
Dr Edwards: I think you need to do careful research
on this and not work just from prejudice or anecdotal
evidence. Actually look at a whole range of projects,
which to their credit the NAO is beginning to do.
Read the National Audit OYce evidence on
optimism bias. There is no preference in that for the
private sector. They say they have not got suYcient
evidence to say that the private sector—

Q303 Lord Forsyth of Drumlean: I am not talking
about optimism bias; I am talking about the business
of we want to build a hospital, how big should it be,
what should the design be, what are the risk factors
with it, that process in itself where people are having
to put up money and come to a view on what the costs
will be and so on: the evidence we have had is that
that concentrates the mind.
Dr Edwards: I think that evidence is wrong, quite
simply.
Professor Pollock: There is evidence to show, and in
fact the NAO commissioned evidence which shows
that there is no diVerence in design and innovation
between PFI and non-PFI.

Q304 Lord Forsyth of Drumlean: I am not asking
about innovation.
Professor Pollock: They commissioned the Building
Research Establishment and there was no
meaningful diVerence in build quality.

Q305 Lord Forsyth of Drumlean: Sorry to prolong
this but I am not asking about that. What I am asking
about is the sort of thing that I saw happening when
I was a Minister, which is that people—and you are
right about the attractiveness of this being oV-
balance sheet for ministers and for governments, of
course you are, but what I am talking about is the
process that says right, we want to try and get this
hospital built in this constituency so we think it will
cost £50 million, we will get it in the budget and we
will get it started, and once it is in the budget and once
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it has started, even if it turns out to be £100 million,
it will get past the Treasury because it will have been
started. That kind of attitude towards procurement is
rife in the public sector.
Dr Edwards: Is it?

Q306 Lord Forsyth of Drumlean: Yes it is, yes, and
that is why you find projects which start oV as
apparently—and the MoD and Lord Levene will be
able to keep us here all afternoon with examples—
Professor Pollock: So could I with PFI examples.
Excuse me but UCLH, for example, started oV at £60
million and it went up to well over £400 million, but
the whole point about that was—and that was over
only four or five years—that created a huge
aVordability issue at the local level; the cost
escalation was not borne at the level of the whole
population of Scotland or region in England so risk
pooling was reduced by PFI.

Q307 Lord Forsyth of Drumlean: But you are not
addressing my point.
Dr Edwards: Yes we are.
Professor Pollock: We are.

Q308 Lord Forsyth of Drumlean: It is a very simple
point which is if it is being done by PFI, and because
there is external capital involved, it is necessary to
actually work out what you are committing yourself
to in detail and that has not always happened.

Supplementary memorandum by Dr Chris Edwards

I gave oral evidence to the Committee on Tuesday 10 November 2009. However the session was very short—
about 40 minutes for questioning both Allyson Pollock and me. As a result, I am submitting this
supplementary evidence in an attempt to submit more detailed evidence than was possible on 10 November.
The evidence is submitted in the form of a response to the questions sent to me before the hearing.

1. Could you provide a brief overview of what you see as the main problems of private finance projects in the health

sector and what benefits, if any, private finance projects have brought?

The benefits are non-existent, except of course to the shareholders of the companies financing the PFI projects.
The rate of profit to some of these companies has been very high indeed. For example one of the most
prominent companies involved in PFI projects is the Innisfree Group. The rate of profit (including directors’
remuneration in the profits) for the shareholders of Innisfree Limited between 1998 and 2008 has been more
than 200% pa (see Edwards C, June 2009, 73).

Similarly Cuthbert and Cuthbert, 2008 (page 10) found that the rate of profit for equity shareholders involved
in the New Royal Infirmary of Edinburgh (a PFI hospital) is more than 3,000% pa.

The problems associated with PFI projects are considerable. They include;

— higher capital cost;

— higher negotiation costs;

— higher indirect costs as a result of making PFI projects “aVordable”;

— distortion of treatment priorities;

Professor Pollock: But you are ignoring the evidence.
We have published papers to show the cost
escalations that happen under PFI.
Dr Edwards: We just referred to the drift from
preferred bidder, from the full business case to the
final close. Look at the figures. The drift is
tremendous. It is 50% or so. I cannot remember the
precise figures but look at the evidence on it.
Professor Pollock: I would like to make one really
important point which is the lack of good data.
Freedom of information has not given us the access
to the financial models of full business cases and the
contracts that we need. It has been down to at best the
whim of a trust. In Scotland we have managed to get
some freedom of information requests for contracts
but it can take three to four years to get the data that
we need and often we are not getting it. That is the
one thing that we must have: The contracts, the
financial models and then we can do much more of
the evaluations that we need to test government
claims; the NAO has had the same problem.
Chairman: I am afraid unfortunately cannot be here
this afternoon, we have another witness, and we have
to always keep these sessions to a reasonable length.
May I thank you very much for coming. You have
made your points of view very clear. They have of
course been diVerent from the points of view that
other witnesses have given us. You can see the drift of
our questions. I can see Professor Pollock has a whole
sheaf of papers there. If you would wish to submit
evidence in writing please do so, and of course Dr
Edwards we have already had yours and thank you
very much for that. Thank you for coming.
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— poor value for money from making small changes; and

— inflexibility in making large changes.

1.1 The higher capital cost

The principal problem is that PFI has been very much more expensive than public financing because of what
in practice has been a higher cost of capital for PFI projects.

This might seem odd in the light of the written evidence of the National Audit OYce. In the NAO’s written
evidence to this Committee (see NAO October 2009, paragraphs 2.38, 2.39 and 2.40), it is stated that, up to
the credit crunch in September 2008, private finance for PFI projects was available at between 1 and
2 percentage points above the Gilt rate. Over the 10 years between 1999 and 2008 inclusive the average Gilt
rate (the interest rate on government bonds) was 4.8 % pa (from an updating of table 4.2 in Edwards C, June
2009). This should imply that private finance would be available at an annual rate of between 5.8% and 6.8%.
This is the rate at which senior debt would be available for PFI projects and since senior debt has generally
accounted for more than 90% of total PFI capital, it might be expected that the average cost of capital for PFI
projects would be close to the top of this range.

Unfortunately there does not seem to be any evidence provided by the National Audit OYce (NAO) of the
actual costs of capital on PFI projects. If this is the case (that such estimates do not exist), it might be sensible
for the Committee to ask the NAO to provide such estimates.

In the meantime what is the evidence available from other sources?

In general terms, the cost of capital (senior debt, subordinate debt and equity) on PFI projects seems to have
been at least one and a half times the government’s cost of capital (see Edwards C, June 2009, 28). This general
conclusion is backed up by the case studies of Cuthbert and Cuthbert, 2008 and by my own case study of the
Norfolk and Norwich University Hospital (NNUH).

The largest of the three PFI hospitals looked at in detail by Cuthbert and Cuthbert was the New Royal
Infirmary in Edinburgh (NRIE). The capital raised by Consort Healthcare for the NRIE was £189 million and
the average cost of this capital was 11.9% pa (Cuthbert and Cuthbert 2008, 5).

I have looked in detail at the NNUH or at least in as much detail as permitted by the limited published
information and by the Freedom of Information Act (restricted as it is by “commercial confidentiality”). The
capital cost of the NNUH (including development and start-up costs) was £195 million and I estimate the
nominal cost of capital to be 13.0% pa.

These two large PFI hospitals were both constructed over the years from 1998 to 2001 inclusive. Over these
four years the average yield on government bonds was 5.2% pa. Therefore the PFI cost of capital is more than
twice as high as the government’s cost of capital in both cases (the ratio is 2.3 in the case of the NRIE and
2.5 in the case of the NNUH).

These ratios need to be adjusted downwards if tax is paid to the government on the interest and profit received
by the PFI companies. This information is not available to me. The paper by Cuthbert and Cuthbert gives the
Corporation Tax generated by the NRIE project as equal to £167 million or 22% of the rent payable but they
state that this might be overstated since the ownership of several PFI schemes is registered in tax havens abroad
and little or no tax may be paid (see Cuthbert and Cuthbert 2008, pages 6, 10). I do not have information on
tax paid on interest in the case of the NNUH.

Clearly though, if the tax paid is 22% of the rent, then the cost of capital for the NRIE PFI project is reduced
to 11.9% minus 22% % 9.3% pa and for the NNUH it would be 13.0% minus 22% % 10.1% pa.

However even after these tax deductions, the after-tax ratios of the PFI cost of capital to the government’s
cost of capital (of 5.2% pa) are 1.8 for the NRIE and 1.9 for the NNUH.

Given a ratio of 1.8, a PFI hospital project is highly unlikely to provide value for money (VFM) to the
taxpayer. For the taxpayer to get VFM from the project, the PFI company would need to build a hospital for
just over half the construction cost of one built through public financing. This is highly unlikely.

The upshot of this is that the cost of a PFI hospital (even if tax paid back on the interest and profits is deducted)
will be very much higher than a publicly-financed one. The NNUH is a good example. In 1995–96—that is
before the PFI contract had been signed—the Hospital Trust was paying an annual rent to the NHS of at least
£8.4 million. This was suYcient (at the government’s cost of capital and over the PFI contract period up to
2037) to meet the cost of the new hospital (£195 million).
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Now move 10 years forward to the year 2005. The PFI hospital had been built and the rent paid in that year
to the PFI company (Octagon Healthcare) was £27 million. If the old rent had continued to be paid, in
2005 prices it would have been equivalent to £10.9 million. The PFI rent was two and half times as much as
the “rent cost” payable under a publicly-financed contract.

To put this another way, the additional cost of the NNUH (in 1995 present value terms, using the government’s
cost of capital and over the life of the project) will be £267 million. As a result of the PFI contract, the
government is paying well over twice the construction cost of the new hospital.

1.2 Higher negotiation costs.

In addition to the higher cost of capital, it seems that the cost of negotiating the contracts of PFI hospitals is
higher than the cost of negotiating publicly-financed hospitals. As stated in my earlier written evidence, the
PFI set-up costs at the NNUH totalled £32 million, about a fifth of the base construction cost of £159 million
and more than 16% of the full development cost (£195 million).

1.3 Reduction in the number of beds leading to higher indirect costs.

The higher PFI costs have led to hospitals being designed and built on a smaller scale than a realistic projection
of demand would warrant. Why? To make the PFI hospitals appear “aVordable”.

This is true of the NNUH. Whereas in 1989 it was estimated that a new hospital would need 1,650 beds to
replace the two old hospitals, this had been shrunk to 701 beds by the mid-1990s so that the PFI contract would
be “aVordable”. Then once approval had been given for the PFI contract, the number thought to be required
went back up again in the late 1990s—to its present size of just below a thousand. Even so, the new hospital
has 18% fewer beds than the two old hospitals it replaced and the PFI hospital is on red and black alert with
distressing frequency. As a result the new hospital functions at a very high occupancy rate and is unable to
treat all the patients in its catchment area. The Primary Care Trust (Norfolk NHS) has had to buy in treatment
from privately-run hospitals in the area. In 2007–08 the additional cost of this buying-in was £1 million (see
Edwards C, June 2009, 12 and 67–70).

This downsizing to make the PFI hospitals appear “aVordable” has not been limited to the NNUH. It has
been widespread (see Hellowell and Pollock, 2009, 16).

1.4 The distortion of treatment priorities

Pressure to use PFI has led to too much emphasis on large new acute hospitals away from enlarged clinics at
a time when the trend is towards day care treatment.

1.5 Poor value for money in making small changes.

The National Audit OYce has found that that PFI deals do not generally oVer value for money when changes
are made in operational projects. Smaller changes were relatively expensive and took longer to process than
in non-PFI projects (see paragraph 5.26 of NAO October 2009).

1.6 Inflexibility in making large changes

Peter Dixon, the chairman of University College London (UCL) hospitals, in his oral evidence to the
Committee on the 10th of November, pointed out that a mix of publicly-financed hospitals and (more
expensive) PFI hospitals creates diYculties. The existence of PFI hospitals with long contracts (35 years in the
case of UCL hospitals) which cannot be closed without incurring considerable cost means that there will be
a bias towards closing the publicly-financed hospitals even though the latter might be more suitable for other
reasons (eg location).

As the BMA has put it, in paragraph 1.8 of their evidence to this Committee:

“On a regional level the inflexibility of PFI contracts means that Strategic Health Authorities (SHAs) are
more likely to make economies at hospitals without PFI commitments. For example, it has recently been
reported that South London and Kent planners have decided that of four hospitals battling debt, closures
should occur at Queen Mary’s Hospital in Sidcup because the other three (Lewisham, Woolwich and
Bromley) all have PFI repayment obligations”.
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2. How far are your reservations about PFI over the mechanism itself and how far is the problem that government

funding levels and procedures have not adapted enough to the shift to private finance projects?

My reservations are about the mechanism itself. As Peter Dixon put it on the Guardian website on
13 November, 2009; “PFI is expensive and inflexible” and George Osborne, the shadow Chancellor, was quoted
in The Observer of 15 November 2009 as saying that PFI lacks transparency and fails to shift risk on to the
private sector.

PFI promotion is the result of a deliberate lack of government funding. Government funding has been
restricted as part of a political process to meeting a target for the level of National Debt (see question 3 below).
However since the credit crunch, the absurd situation has arisen in which the government is itself lending to
the private sector to complete PFI schemes (see paragraph 3.4 of the BMA evidence).

3. Witnesses have told us that PFI has enabled a major updating of the NHS estate that would have not been possible

otherwise. Do you agree?

This is possibly true. But it is only true because of the peculiarity of New Labour’s fiscal rule that the
proportion of public debt to GDP should be kept below 40%. Why the link? Because financing public
investment through PFI was seen as a way of achieving this rule (see my earlier evidence and the foreword to
the NAO’s evidence).

The NHS was held back up to 1997 by underfunding under the Conservative governments of 1979 to 1997.
The increase in NHS investment under the Blair and Brown governments has been admirable but most of it
was financed through the PFI (over 2000–07, about three-quarters of all new hospitals were PFI projects—
Edwards C, June 2009, 6)

PFI has been attractive to the Blair and Brown governments because most of the PFI investment has been oV-
balance sheet and not included in the debt figures. Thus much of the expansion of the investment in the NHS
has been through the PFI. This was much-needed investment but was only done through PFI because it linked
up with a macro-economic policy tied to a very low debt-to-GNP target.

4. Is the experience of the NNUH unusual or is it typical of PFI projects?

The NNUH may have been slightly unusual inasmuch as it seems to have been even more expensive than other
PFI hospitals. It was one of the first PFI hospitals and it may be that its cost of capital was even higher than
for other PFI hospitals. It was financed initially through bank borrowing and when a refinancing in 2003 was
eVected and the contract was changed, the NNUH received only about a quarter of the refinancing gain. The
chairman of the Public Accounts Committee has referred to this as the unacceptable face of capitalism (see
Edwards C, June 2009, 95).

At the same time, saying that the NNUH is unusual could be a little misleading because the research done on
other hospitals suggest that most, if not all, PFI projects have been at much higher cost than publicly-financed
ones and have experienced the other problems set out in my answer to question 1 above (see also Liebe and
Pollock, 2009 and Hellowell and Pollock, 2009).

5. Are your concerns about PFI in particular or the use of the private sector in health services per se?

My concerns here are about the PFI, the subject of these hearings.

6. Before 1991, hospitals did not pay a charge for capital. Do you believe that this was a better system of funding and

if so why?

At first sight, the use of a charge would seem to be better.

As a Scottish Government website states; “Capital charges in the NHS were first introduced on 1 April 1991,
subsequent to the White Paper ‘Working for Patients’. The objectives of capital charging are to promote an
awareness of the true cost of capital; improve decision-making on asset acquisition and disposal; promote an
eYcient use of assets; and recognise the cost of capital” (June 2003, accessed in November 2009).

If these objectives are achieved, then so much the better.

However it appears that capital charges have not been used through the tiers of NHS management according
to an article in Accountancy Age 2007, as follows:

“The capital charges from the ownership of fixed assets were not devolved to the managers responsible for
employing the assets, leaving them as ‘free goods’ at the point of use. DiVusion had not taken place to any
extent and only a minority of trusts thought that budgetary control over assets had improved.
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The reforms were negatively perceived and had not been assimilated into the culture of the organisation.
Evidence of a loose-coupled organisation was found, with numerous information sources used to make asset
acquisition and disposal decisions. Limited use was made of capital accounting information in external
reports”.

This lack of use through the tiers of management raise suspicions about the motives behind the imposition of
capital charges (see Pollock and GaVney 1998).

7. Could you explain what you understand by risk pooling and whether the use of the private sector to deliver services

puts it at risk?

An example of risk pooling in the health sector is the Clinical Negligence Scheme for Trusts (CNST) under
which Trusts pay in to a fund from which negligence claims are paid. The contributions from Trusts are related
to the risks posed but in total they are less than commercial insurance premiums.

Special arrangements have been made to allow Independent Treatment Sector Centres (ISTCs) to be covered
through the referring Primary Care Trust’s membership. The system will be put at risk if the standard of service
provided by the private sector is lower than that provided by the public sector and if this higher risk is not
covered by higher contributions.

8. Optimism bias is commonly assumed when assessing the cost of projects. Do you have a view whether it is right for

assessing a public sector comparator (PSC)?

Optimism bias is discussed in chapter 5 of the Treasury’s 2003 Green Book (Appraisal and Evaluation in Central
Government). The report states that:

“There is a demonstrated, systematic, tendency for project appraisers to be overly optimistic. This is a
worldwide phenomenon that aVects both the private and public sectors. Many project parameters are
aVected by optimism—appraisers tend to overstate benefits, and understate timings and costs, both capital
and operational”.

The Treasury goes on to argue:

“To redress this tendency, appraisers should make explicit adjustments for this bias. These will take the form
of increasing estimates of the costs and decreasing, and delaying the receipt of, estimated benefits.
Sensitivity analysis should be used to test assumptions about operating costs and expected benefits”.

From this, it follows that the any cost and timing estimates (for both the PSC and PFI alternatives) should
include an allowance for optimism bias.

As the Treasury puts it:

“the adjustments should be empirically based, (eg using data from past projects or similar projects
elsewhere), and adjusted for the unique characteristics of the project in hand. Cross-departmental guidance
for generic project categories is available, and should be used in the absence of more specific evidence”.

But all too often the optimism bias estimates have been manipulated to justify the PFI alternative—see
Edwards written evidence paras 5,6 and 7; Edwards C, June 2009 41 and 44; and Hellowell and Pollock 2009,
15. See also the written evidence of the National Audit OYce where it states that the PSCs “are susceptible to
manipulation and we often find problems with their implementation” (see NAO October 2009, paragraph 4.9 on
page 46).

The system is open to manipulation for two reasons:

— In most cases, there has been no serious choice between the PFI project and the PSC so that that
optimum bias has often been used to make the PFI a winner. An example of this was the optimism
bias assumed in the Full Business Case (FBC) of the NNUH. A cost overrun of 34.22% was assumed
for the PSC. Note the precision. Not 35%. Nor 34%. But 34.22%. Unsurprisingly, in 1999, the Select
Committee on Health complained many times about the FBC of the NNUH. As the Chair of the
Committee put it; “In other words, the full business case does not tell us the full business case” (see
Edwards C, June 2009, 86).

— It is fairly easy to manipulate the comparison since the PFI contract approval goes through a number
of stages. Thus the PFI price may be shown to be lower than the PSC at the Outline Business Case
stage (when initial approval is given) but once approval has been given the PFI price is free to rise
and has done so. As Hellowell and Pollock 2007 (page 18) have pointed out, the average cost increases
for 43 “prioritised” schemes between the Outline Business Case stage and the stage at which contract
were signed was 74%. The same point is made in the evidence of the National Audit OYce when it
says “VFM [Value for Money] is most at risk during the final stage of negotiations, when negotiation
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is with a single preferred (or final bidder) and competitive tension is at its weakest” (see NAO October
2009, paragraph 5.8).

This last point means that is that it is not surprising to find that “most private finance projects are built close
to the agreed time, price and specification” (see NAO, October 2009, paragraph 7, page 7). If the price and
completion time are expanded during the final stage of negotiations, then there is inevitably a better chance
of delivering close to budget and on time.

9. We have heard that LIFT (Local Improvement Finance Trust) has generated greater innovation in the health

sector than PFI. Do you agree? Does the NHS LIFT partnership represent an improvement on PFI albeit meeting a

different set of needs?

I have no comments on LIFT. There seem to be very few studies of these schemes and I have no experience
of them.

10. We have heard from several sources that the presence of private finance has brought more rigour and clarity to the

specification of new infrastructure. Do you agree?

No, certainly not in the case of hospitals and it is hard to see why it should provide more rigour. And as the
NAO puts it; “Sometimes we find that the process of tendering for PFI can hinder innovation and the design
process” (NAO October 2009, paragraph 2.25). The NAO then gives four reasons in its evidence why this may
be so.

11. Are your concerns about private finance projects specific to the health sector or wider? If the former what is it about

the health sector that make it unsuitable for PFI projects? … and …

12. What system of public sector procurement would you like to see in place of PFI?

My concerns are not specific to the health sector. There are similar concerns for other PFI projects.

For schools, see the oral evidence to this Committee from Messrs Buxton and Kemp on 13 October 2009—
namely no choice about PFI projects and not a level playing field (qq 81 and 105); the lack of flexibility in PFI
projects for maintenance (q 83); and the inflexibility of long-term PFI contracts (q 115).

For roads, see Edwards P et al, 2004 (no relation to me).

For rail, see the example of Metronet and the maintenance of London Underground. Metronet Rail was the
brand of a public-private partnership in the London Underground group that was responsible for the
maintenance, renewal, and upgrade of the infrastructure on nine lines. This includes track, trains, signals, civil
work and stations. In 2007–08, the company went into administration and had to be bailed out by the
government. In May 2008, the company was transferred back into public ownership under the authority of
Transport for London. In June 2009 the National Audit OYce estimated that the failure of the Metronet PPP
contract had cost the taxpayer up to £410 million adding that most of the blame for Metronet’s collapse lay
with the consortium itself. The Guardian website states that “In eVect, the cost to the taxpayer of Metronet’s
ineYciency is nearly £500 million, which matches the cost in legal and consultant fees of drawing up the PPP
structure”.

It appears that the standard PFI contract builds in such terms that the cancellation and buying back of the
PFI contracts by the government are rendered unprofitable for the taxpayer. As a result, the government is
committed to a future repayment stream on PFI projects totalling £206 billion. This is the repayment stream
resulting from more than 640 PFI contracts signed under the Labour Governments of the past 12 years (see
The Observer, 15 November 2009).

As we have seen, it seems that the PFI cost is close to double that of the publicly-financed alternative and if
so, then the excess cost of these PFI contracts will amount to around £100 billion. This is a cost attrributable
to the New Labour fiscal rule of appearing to keep the public sector net debt below 40% of national output.
Appearing to, for although the PFI liabilities were shifted oV-balance sheet, in most if not all cases, the public
liability eVectively remained. Furthermore, in the light of other countries’ experiences, the 40% target was very
low and one which has now been significantly exceeded as a result of the post-September 2008 crisis.

The lesson must surely be; no more PFI contracts. Instead public sector procurement in the framework of
national, regional and sector plans.

20 November 2009



Processed: 11-03-2010 01:33:29 Page Layout: LOENEW [O] PPSysB Job: 441961 Unit: PAG1

157private finance projects and off-balance sheet debt: evidence

References

Cuthbert J R and Cuthbert M, 2008; “The Implications of Evidence Released Through Freedom of Information
on the Projected Returns from the New Royal Infirmary of Edinburgh and Certain Other PFI Schemes”,
(available on the website of the Finance Committee of the Scottish Parliament)

Edwards Chris, June 2009; Private Gain, Public Loss; The PFI and the Norfolk and Norwich University
Hospital, available on the University of East Anglia website

Edwards P et al, 2004; Evaluating the operation of PFI in roads and hospitals’ Research Report, no.84,
Association of Chartered Accounts

Hellowell M and Pollock A, September 2007; “Private Finance, Public Deficits”, The Centre for International
Public Health Policy, Edinburgh

Hellowell M and Pollock A, 2009; “The Private Financing of NHS Hospitals; Politics, Policy and Practice”,
Institute of Economic AVairs

Liebe M and Pollock A, 2009; “The Experience of the PFI in the UK’s National Health Service”, The Centre
for International Public Health Policy, Edinburgh

NAO, October 2009; “Private Finance Projects”, a paper by the National Audit OYce for the Lords Economic
AVairs Committee

Pollock A and GaVney D 1998; “Capital charges; a Tax on the HNS”, British Medical Journal, volume 317,
157–158

Examination of Witness

Witness: Sir Peter Dixon, Hospital Chairman, University College London Hospital, examined.

Q309 Chairman: Thank you very much indeed for
coming. I think you know what we are about and in
your case I think we are going to talk to you about
PFI both in health and housing you have
considerable experience in both. I think it would be
fair to say please be sure to speak up for the sake of
the transcript and the shorthand writers and if you
would just like to briefly say your name as you begin.
Do you want to make a statement or go straight into
questions?
Sir Peter Dixon: I am quite happy to go straight into
questions. I will just explain for those who do not
know that I spent nearly six years as Chairman of the
Housing Corporation where I did my best to avoid
using PFI and I have spent nine years as Chairman of
UCLH where we are actually the largest operating
PFI hospital in England.

Q310 Chairman: So we will be very interested in
hearing what you have to say from your own
experience. From that point of view, could you give
us a brief view as to what you see are the pros and
cons of PFI projects in both health and housing?
Sir Peter Dixon: The short answer in health is that for
the last 10 years it has been the only source of finance
and therefore one has used it. I think there are
advantages in the discipline. When our hospital was
being built, we were very clear that any change was
going to cost us an arm and a leg so we did not make
any changes, and that was it, but that was a matter of
discipline on us. We could have done so but we knew
it was going to be very expensive and we did not wish
to incur additional expense. In housing I find it quite
diYcult to see any serious advantage for PFI,

particularly because as far as housing associations
were concerned there was a very cheap and very
eVective alternative in borrowing money from the
banks, on very, very fine margins, not as cheap as
government finance, but too cheap in my view, and
therefore there was no requirement for using PFI as
far as housing associations were concerned. Where
local government did use PFI for housing
improvement, it was typically because they had no
other source of capital funding and therefore they
used it. However, I believe it was unnecessarily
expensive and also unnecessarily restrictive.

Q311 Lord Forsyth of Drumlean: We have had quite
a lot of evidence which suggests that PFI means that
the initial process of scoping a project and working
out costs and so on is subject to much more careful
scrutiny and discipline, and this is one of the
arguments that oVsets the additional cost of capital.
I am trying to find a polite way of putting this but
University College London Hospital, looking at how
the costs escalated, seems to contradict that view.
Were there particular reasons why PFI was not suited
to that project?
Sir Peter Dixon: PFI was the only thing that was
available at the time. The contract was signed just
before I took up post and just before my chief
executive took up post. We are both still there, but we
were not party to the negotiations for the signing of
the PFI. What we could do was to make sure that it
did not get any more expensive. I can tell you what
goes on now in that we have just signed a contract for
a large new cancer centre, using our own resources
and some borrowed money. We have not gone down
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the PFI route. We can do that because we are a
foundation trust. I believe that we have managed the
risks for that adequately. I believe we have procured
it professionally. I hope the discipline that we have
imposed on ourselves will mean that if it does not
work it is going to be the problem of a major
contractor rather than mine, which is just what a PFI
partner would do in procuring it.

Q312 Lord Forsyth of Drumlean: Yes, but what I
want to know is what happened to the PFI project
which, according to my information, started oV at
£120 million and ended at £430 million, so three and
a half times the cost? All the evidence we have had is
this sort of thing will not happen because you have
your specification, you do due diligence and there is
private capital involved, so what I want to know is
what went wrong?
Sir Peter Dixon: I cannot give you direct evidence of
that because I was not involved at the time and I
would not speculate. What I do know is that they
spent nearly 20 years trying to get the scheme oV the
ground. When I arrived, the contract was for £422
million, and that is the contract that had been signed
three months before I was appointed. It was not a
contract at £120 million.

Q313 Lord Forsyth of Drumlean: So when you
decided to do your new cancer facility, you were not
in the least bit curious as to how this had all gone
wrong and the cost had overrun by so much?
Sir Peter Dixon: We sounded out potential PFI
partners and they were not able to contract with us on
the timescale that we required or to the sort of
specification that we required, so we used a more
traditional procurement route and we did that
ourselves.

Q314 Lord Best: You might guess that I am going to
ask a housing-related question using your Housing
Corporation experience. The housing associations
have advanced various reasons why they have been
engaged with PFI projects, one of them being that
this means that the capital is oV their own balance
sheets. They can only borrow so much themselves on
the back of the assets that they have so this is
additional borrowing where somebody else is picking
up the tab. I think under your watch three or four of
these slipped through somewhere. Was that suYcient
reason, helping housing associations to do more than
they would have done, for what they complained
about on the other side of the balance sheet, the cost
of consultancies and the setting up costs, which are
very big and unless the project is enormous they are
prohibitively big, and the fact that they do not give
any of the equity appreciation that they normally
would have done if they have invested in the property
themselves and picked up the gains later, do you feel

that it was worth it in the cases where it did happen?
Are there other reasons other than not falling on the
balance sheet of the provider, the housing
association, that would have meant that people got a
tick in the box from the Housing Corporation?
Sir Peter Dixon: There were probably instances where
it was not possible for individual associations to
borrow more money, but as you would know as well
as I recall there was actually surplus borrowing
capacity within the sector and therefore in most cases
housing associations were able to borrow on very fine
terms from their banks. The cases which I knew of
which did take place, I had the clear impression that
they were undertaken reluctantly. They were
undertaken usually in conjunction with local
authorities who found themselves unable to borrow
because the rules said they could not, and there was
a certain amount of tying up in knots in terms of the
service specifications going forward—it was not just
around the capital cost, it was usually around the
management issues for the next 20 or 30 years which
ties you into an inflexibility, whether it is a housing
scheme or whether it is a healthcare scheme. You are
tied into something for a long time and it is both
diYcult and expensive to change it. While I think
there may be occasions when the PFI route for a
construction contract can be a useful discipline, I
have much greater diYculty in agreeing that signing
up a service contract for 30 years is something that is
worthwhile.

Q315 Lord Best: Because the building may well be
required for a diVerent purpose subsequently.
Sir Peter Dixon: The building or the service or
whatever will change.

Q316 Lord Best: Just to round this up, the ones that
are still in the pipeline, the two or three big ones just
coming through now, in the world of housing, these
are for new build rather than refurbishment. We have
seen one or two major refurbishment projects—
Reading was probably the largest on behalf of
existing public sector housing. Does it surprise you
that it is on the new build side and not the
refurbishment that people are now thinking that if
they are going to do PFI that is where they should
do it?
Sir Peter Dixon: To the extent that it is more
predictable you should be able to get better pricing.
The more unpredictable a refurbishment scheme
over, let us say, several thousand old homes with
unpredictable problems is going to be the more
diYcult it is to have a fixed price and to manage that
risk appropriately.

Q317 Lord Moonie: You have touched briefly on
future inflexibility, would you like to say any more
about that as a potential problem?
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Sir Peter Dixon: It is a problem. When our hospital
was designed it was designed with no day case
facilities. That was an error in the original
procurement—I say again, I was not there. We had to
put in day case facilities and it was very expensive; it
was more expensive doing that.

Q318 Lord Moonie: That was on top of the £420
million.
Sir Peter Dixon: Yes. We had to do that because there
was no original provision in there.

Q319 Lord Moonie: This was for day surgery.
Sir Peter Dixon: The theory was that the day surgery
was all going to be done at a hospital three miles
away; it was a planning error on a major scale which
I was horrified about when I discovered it and it cost
us a lot of money to put that right, not surprisingly.
We had no ability to challenge the capital costs of our
provider and of course they did it to suit them and we
just had to cough up. It is the same with any other
change that we need to make, and we will have to
make changes over time, there is no doubt about it.
We do not have the opportunity to go out and get
three quotes, to manage it in the way we want, we
only have one provider. We can challenge them with
engineering assessments; there is a pile of documents
higher than me which says how we do all that but it
does not actually give you the opportunity to really
make things bite, so the inflexibility is an issue and
there is no doubt that in 30 years time when this
project comes to an end there will have been several
reincarnations of the buildings.

Q320 Lord Moonie: The secondary question at this
point is that we have heard from some witnesses that
inflexibility is often beneficial because it ensures
things like maintenance are undertaken and prevents
escalation of requirements as the project develops. I
could not help noticing in one of the papers you seem
to have had some problems in the hospital. Is that
false?
Sir Peter Dixon: That is false.

Q321 Lord Moonie: I am glad to give you the chance
to state that on the record.
Sir Peter Dixon: It is the Camden New Journal having
a good time. The Evening Standard picked it up as
well: there is not a problem.
Chairman: But on the general question.

Q322 Lord Moonie: On the general point about
inflexibility being beneficial.
Sir Peter Dixon: Inflexibility is good in the sense of
providing a discipline when it is being built, and this
is the point I made earlier, but in terms of changing
things subsequently it is diYcult. I actually got the
magazine Building Today to do an engineering

assessment of the hospital to see the extent to which
they had designed in maintenance issues in the
specification. It came out reasonably, it scored eight
out of 10, but that did not stop us running out of air
conditioning capacity too early on, it does not stop us
being in diYculty with the inadequacy of our lifts,
and there is no doubt that to some extent it has been
built to a price rather than for longevity. We have to
argue with our providers about the standards of
maintenance, about the standards of replacing
equipment. That is partly a fault of the long term
contract and the relationship management within it.
We have not cracked that yet. Interestingly enough I
was hearing earlier the evidence about the Norfolk
and Norwich Hospital and in a conversation I had
with the chairman there he said they have actually got
a very good relationship with their service provider
who feels part of the team. For one reason or other
ours does not and that makes it more diYcult to get it
working, and that is if you like outside the immediate
expense issue.

Q323 Lord Tugendhat: I would like if I may, my Lord
Chairman, to continue with that theme. As Sir Peter
very well knows I am Chairman of Imperial College
Healthcare and I look with envy at his new building
a very short distance away from our hospitals, and I
am grateful to them for looking after my daughter-in-
law so well, but when he discusses the point he has
just made about the inflexibility, is it your impression
that hospitals that were started more recently than
yours have less of a problem in that respect or is it, do
you think, endemic across the board?
Sir Peter Dixon: I think it is endemic because we all
procured to similar rules. The Treasury rules have
changed to some extent but the PFI contracts look
pretty similar and the arrangements for the
subsequent provision of services look pretty similar.
Where there is a big diVerence is in the profit-sharing
when there is a refinancing of profit; in the more
recent ones the trusts keep more of the refinancing
profit if they manage to do it. The Norfolk and
Norwich, interestingly enough, was one of the first;
they have a better operational relationship than we
have with their soft FM provider, but that is probably
down to our failure to run the contract properly.

Q324 Lord Tugendhat: As the problem comes back
to you would I be right in assuming that if the
Government decides that it wants to do something,
however desirable—like for instance the blitz on
mixed sex accommodation at the moment—it does
not in fact take account of what these costs are going
to mean to the hospitals concerned?
Sir Peter Dixon: I think that is right. There is another
point related to that which is with the sort of
discussions that are going on, particularly in London
at the moment, about taking care out of the acute
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sector and into the community, the fact that you have
a series of big expensive PFI schemes means that you
have to design the rest of the health service around
that, so the inflexibility is not just around individual
institutions, there is an inflexibility around the
system. Whatever else happens in reorganising
services in central London my hospital has to stay
there because it has a £43 million a year payment to
a private provider. You can shut another hospital
which does not have that and sell oV the land, but you
cannot do it with mine.

Q325 Lord Tugendhat: Mind you, shutting it would
be quite diYcult for other reasons.
Sir Peter Dixon: Of course, but it does mean that you
are constraining your set of options and there are
other parts of London where I know that has
impacted upon the way in which we have looked at
the landscape of healthcare across a community.
Lord Tugendhat: That is a very interesting point and
it widens the area of focus.

Q326 Baroness Kingsmill: Indeed, it is a point that
has been made by previous witnesses as well.
Sir Peter Dixon: It is not just about starving other
areas of money, it is around having to leave certain
things as a fixed point.

Q327 Baroness Kingsmill: Absolutely, and closing
things that you can close whilst keeping open things
that you may not wish to keep open but have to.
Sir Peter Dixon: Yes.
Baroness Kingsmill: It is a very strong point.

Q328 Baroness Hamwee: Can I return to housing
and I am going to ask the question which I am asked
to ask without necessarily understanding it in this
form because those who are advising us know more
about it than I do. The question is about the growth
in local authority PFI housing schemes and, with a
background in local government, I wish I could see
more local authority housing. I am not sure whether
this is not really more about housing associations,
but is the growth in those housing schemes for mixed
communities financially driven or are there wider
benefits? As I say, I know bits and I do not quite know
where this is driving but I am certain that there is
more to it than I understand. There are clearly policy
issues around mixed developments.
Sir Peter Dixon: Mixed developments are absolutely
sacrosanct, it is the only way to go for the future, a
mix of owner-occupation, shared ownership, various
rented schemes, aVordable rent and market rent, that
is fundamentally the way that we should be going
with our housing development and if we do not we
are going to fail again. I do not think that PFI has a
necessary part to play in that, the reason it has any
part to play at all is because of the availability of PFI

credits to local authorities which I think can form the
only contribution which they are able to make to
schemes. If they are able to contribute in other ways
they can do so and one of the ways they can
contribute is obviously about the availability of land.
That is critical to it. PFI I do not think is critical to
mixed development in any way.
Baroness Hamwee: Thank you, that very much
confirms what we have heard from the LGA.

Q329 Baroness Kingsmill: Do you have a view as to
whether the developing secondary market—
shareholders in special purpose vehicles selling their
equity interest—is likely to be beneficial for the
public sector?
Sir Peter Dixon: I do not think it matters one way or
the other to be perfectly honest. The shareholders in
our scheme are pretty irrelevant to us, what is
relevant to us is the service provider and not really a
great deal else. I do not think it matters a great deal.

Q330 Baroness Kingsmill: The securitisation of risks
so far as you are concerned is not going to be an issue
that is reducing incentives to worry about long term
risk.
Sir Peter Dixon: No. Where we have an interest in
what happens to the scheme is around the refinancing
of the scheme where initially these schemes, because
of the major construction risk, are financed at fairly
high interest rates. Once the construction phase is out
of the way you are basically financing an income
stream and in normal markets there is a diVerent
price for it and it is at that point that the refinancing
profits accrue. The providers get some and now the
trusts get some, not enough I believe, I would like to
think we got more of it, but at the moment we cannot
do that because the capital markets are in a state. The
ownership of the underlying share capital in the SPV
I do not think is important. I may be wrong.

Q331 Baroness Kingsmill: What about the credit
crunch and the current drying up of refinancing?
Sir Peter Dixon: In other circumstances we would be
trying to get our scheme refinanced to get the capital
receipt into the trust, partly to pay for our new
cancer centre.

Q332 Chairman: On the point you were making
about refinancing and the profits going to the
shareholders’ pocket, the point you were making
about the building costs and so on, was that a feature
only of early PFI schemes on which lessons have
been learned?
Sir Peter Dixon: Lessons were learned and the later
ones had a diVerent split of profits. In the early ones
they had to negotiate quite hard, later schemes have
a 50-50 split built in.
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Q333 Chairman: If, credit crunch apart, more
normal conditions applied, does this ability to
refinance actually bring more money into the PFI
sector?
Sir Peter Dixon: It will bring money into the original
shareholders on the basis that they have then made a
capital profit, which they may or may not wish to
reinvest, and it will bring money into us, but in a sense
all that is doing is giving us money now instead of
money further along. There is no additional money,
it is a divvying up of what is there.

Q334 Lord Levene of Portsoken: Sir Peter, as I
understand it what you have told us is that you
inherited a very large PFI project which it was too
late for you to change which worked out very
expensive. You now have a new project ongoing
which you have been able to manage yourselves. Two
questions really: we have heard that it is very diYcult
for any health authority or any health trust to get
funding other than through a PFI scheme so could
you tell us, firstly, how is it that you have been able to
fund this one without doing that? The second
question is I do not know how far into the new cancer
centre project you are but it would be interesting to
know if that is remaining on cost and on budget and if
it is how you have managed to do that when so many
others have fallen by the wayside?
Sir Peter Dixon: I suspect our lessons are not
generalisable. We had the capital receipt from the sale
of the old Middlesex Hospital site which we sold on
very successfully and as a foundation trust we were
able to keep it and, having paid oV some other things,
we are reinvesting that. Why we think we can control
that project is that we have taken a great deal of care
over it as one would if one was running a commercial
company. If I was the chairman of a private company
and we had just procured a big building I would not
expect to have to do it through a PFI scheme, I would
expect to do it by a proper process of project control
within my organisation. I have to say I cannot see
why the public sector should not be able to do those
things. I agree that it has not always done them well
but I cannot see why it should not. If this does go
wrong—and I shall only be there for another nine
months, unfortunately, because I have done long
enough—it is the chairman and the chief executive of
the organisation that screwed it up. One of the slight
advantages of foundation trusts is that we are
independent of the Department of Health, we do not
get bossed around by them and told what to do. The
same thing applies to housing associations, they have
an independence, they are responsible for their own
actions and it seems to me that that is fundamental to
any form of decent project control. You cannot be on
the end of somebody else’s piece of string.

Q335 Baroness Kingsmill: It may also be that lessons
have been learned, have they not, from the
procurement process and that it will be improved in
the future?
Sir Peter Dixon: I hope so. We may not have got this
right but I know perfectly well if we have not it is
my fault.

Q336 Lord Moonie: As a foundation trust what
additional flexibility do you have in raising capital?
Can you look at bonding, for example?
Sir Peter Dixon: We can, but in fact the cheapest
financing available to us is through something called
the Foundation Trust Financing Facility which is
available to FTs throughout England. We can borrow
money from them—they are term loans—on very fine
terms. It is not unlike the way in which housing
associations used to borrow except that housing
associations were borrowing from the private sector
and we are actually borrowing in eVect from the
Treasury. I would like to see a similar model for the
health services—in fact I advocated this 12 years ago
now—whereby there is a thriving market for bank
debt for foundation hospitals. We had nearly £40
billion of facilities available to housing associations;
no bank ever lost a penny because it was a regulated
market and we took great care over it. I would like to
see a similar system operating in healthcare and I
cannot see now why it does not and I could not see
why it did not operate when I first suggested it 12
years ago.

Q337 Chairman: What is the financial risk on that
from the bank’s point of view?
Sir Peter Dixon: The risks are very similar. You are
financing a series of cash flows—rents from tenants,
largely paid by housing benefit it has to be said, or
payment for the things that hospitals do in terms of
replacing granny’s hip or whatever else it is. They are
things that people absolutely have to have and
therefore there is a very good, predictable set of cash
flows. If hospitals are well run and well managed—as
more of them are now with more transparent
accountancy than there used to be—then the risks for
the banks are relatively low. We were borrowing
money in housing at less than 20 basis points 18
months ago and until the world ended. That was too
cheap, but we could actually borrow large sums of
money for 30 years at 20 basis points which was
ridiculously cheap.

Q338 Lord Moonie: Just to finish that point, on the
cancer centre did you try to reconfigure anything in
the hospital or was it always going to be a new
building?
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Sir Peter Dixon: It was going to be a new build
because we needed additional capacity to do things
diVerently; it is around ambulatory care rather than
having beds. This will be taking people out of beds.

Q339 Lord GriYths of Fforestfach: Do you have a
view on PFI and innovation, whether it hinders or
fosters innovation?
Sir Peter Dixon: I suspect it hinders it because part of
it is about risk transfer. If you are taking on the
building of a large construction project you are not
going to experiment with something new when the
downside is down to you so provided you have got
the right pricing on your contract you are going to be
more concerned with delivering what you think is
going to happen and getting the certainty of the profit
you planned for than on getting a little bit more profit
by doing something diVerent. I suspect, therefore,
that it militates against innovation. In terms of
services going forward I am sure it does. Our food for
the hospital comes in from Wales in frozen
containers; it is cook chill and the provision of
facilities within the hospital are such that that is all we
can do. It will be trucked in from Wales or somewhere
else for the next 35 years because we have no kitchens
anywhere in the hospital. We have the facility for
heating up boxes. There is no room for innovation
there, it has been designed out—except at very high
cost.

Q340 Chairman: I suppose that particular example
is something that might happen on a traditional
contract as well.
Sir Peter Dixon: It could, I accept that entirely, but
one might perhaps have given a little bit more
thought for flexibility, I do not know. I would like to
think we would.

Q341 Lord Forsyth of Drumlean: Could I ask you to
just help me as I have just been puzzling over this
issue of whether there is a secondary risk. The theory
is that the extra cost of capital is justified because
there is a risk transfer and the example you gave in the
construction phase is that clearly there are high risks
but after that it is possible there is less risk to
refinance and there is a capital gain. I am just
puzzling why on earth should the PFI operator
obtain that gain because if the purpose of the exercise
is to reflect the risk that is being transferred—and you
have said that the situation has now improved and
there is a 50-50 split—I am trying to work out why
anyone would agree to a contract which gave them
such a large slice? What is the justification, what am
I missing?
Sir Peter Dixon: From which side?

Q342 Lord Forsyth of Drumlean: From the side of
the public interest. In embarking on a PFI contract
why would you give a free ride which reflects the fact
that there is less risk? The whole point of paying more
is because someone is taking a great risk. At the stage
where the risk is reduced and where in fact you are
just securitising government revenues, why on earth
should the private provider get a bigger slice?
Sir Peter Dixon: I suppose it is a bit like a banker’s
bonus, is it not, you get it twice. Intellectually you are
absolutely right, there is an argument for saying you
priced this risk, you have delivered according to your
pricing and according to your specification, fine, oV
you go, but I do not think that many of the
contractors would be keen to do it on that basis
because they would say we actually want an
additional profit at the end of the day. It is their
revenue stream, it is their operation. We cannot then
force them to refinance it so all they are doing in fact
is bringing forward their profit. It is a discounted cash
flow issue in a sense. They can sit there getting £100 a
year forever or they can get £50 now and £20 a year
forever; it is a question of changing the cash flows.
There has got to be an incentive on them to want to
do it.

Q343 Lord Forsyth of Drumlean: I can see how they
would put that construction on it but I am really
going behind that to the theory of this. The theory is
that the contractor is taking the risk and therefore is
being paid for it.
Sir Peter Dixon: And is being paid for it. The answer
is that we have changed it slightly, possibly not
enough, and these contracts probably still could do
with sharpening up to the benefit of the public sector.

Q344 Lord Forsyth of Drumlean: More than 50%
should come back to the trust.
Sir Peter Dixon: I would think so, yes, but I would
say that.

Q345 Lord Tugendhat: Sir Peter, you have been
chairman of UCH during what Mervyn King calls
“the great moderation” and the heyday of PFI has
also been during this prolonged period of low
inflation. Who knows what will happen in the future
but if we were to move into a more inflationary period
on the basis of your very considerable experience,
both of hospitals and housing, what do you think the
impact of that would be on existing PFI projects?
Sir Peter Dixon: It will put us and similar
organisations at a greater disadvantage vis-à-vis
those organisations which have more traditional
funding. The cost of capital issue which was alluded
to earlier is an important one. Our cost of capital is
undoubtedly higher than that of your institution or
Guys and St Thomas’. Our payments are index-
linked, inflation-linked, and if inflation were to take
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oV we would have very considerable diYculty. The
NHS tariVs are based on an average cost of capital,
therefore they work better for those organisations
that have a low cost of capital and that is a big
problem for the health service going forward.

Q346 Lord Tugendhat: Who knows what will
happen but if we are in a situation where, on the one
hand, inflation is higher than it has been in recent
years and on the other public expenditure remains as
constrained as it is likely to be, this is going to make
for real diYculties in capital expenditure in the NHS.
Sir Peter Dixon: Yes, undoubtedly, and it is going to
make for huge diYculties in terms of revenue funding
because so much of our revenue will be going to pay
the fixed costs.

Q347 Lord Moonie: Just to clear up a point on that
you have quite rightly mentioned that somebody who
has been subjected to a large PFI is under an ongoing
disadvantage because such a large proportion of their
income stream is going to be devoted to paying it oV,
I thought also that resource accounting and proper
accounting for the capital that you deploy was
supposed to counterbalance this. Are you saying that
it has not and in which case to what extent has it
failed to?
Sir Peter Dixon: The accounting issues do not have an
impact on the cash flow. We account now—we have
brought part of our PFI onto the balance sheet under
the latest accounting rules but in terms of cash we
have to pay out a cheque every month to our
provider. However you dress that up, we will be
paying out more cash than somebody who has not
got a PFI so the accounting rules do not actually help
us, they only have an impact on our P and L, not on
our cash flow.

Q348 Lord Best: Can I pick up on your thought that
a better way of financing than PFI would be to follow
the pattern that you are very familiar with in housing
associations, at least for foundation trust hospitals.
Does the parallel really work in the sense that this is
all about who is left holding the baby when things go
wrong? If the lender—if it is a traditional lender—is
left holding the baby for a block of flats or even a
large estate that has been modernised, there will be
options for that creditor to sell apartments on the
open market to move into diVerent ways of doing
things, perhaps to demolish and reuse a site for a
completely diVerent purpose. If you are left holding
the baby and it is a hospital, who is kidding who? It

is going to go on being a hospital, we are not going to
close it down, in the end the risk is always going to be
absorbed by the public sector.
Sir Peter Dixon: I am not entirely convinced of that
because we are using fewer and fewer beds in acute
hospitals every year. We can close some hospital sites
down, I am convinced of that, provided the public
and politicians will let us—that is a diYculty. If you
actually own a piece of real estate, whatever is on it,
whether it is an oYce block or flats or a hospital, at
some point you have got a tangible asset and you
could transfer some of the services elsewhere. In that
sense entirely it is diYcult but of course no one has
ever had to do that in housing and my belief is that
provided you have a properly regulated system in
healthcare nobody would have to do it in healthcare
either because you would make jolly sure that the
organisations were able to pay their bills as they went
along. That is what regulation is there for in my book.

Q349 Chairman: Can I ask the last question, Sir
Peter? You have mentioned a number of reservations
or made comments about the use of PFI in the health
sector. Despite that do you see the private sector
playing a significant or even perhaps a growing role
in the future and if so in which direction?
Sir Peter Dixon: There are areas where it can. I have
no problem in procuring services from whoever can
best provide them; the thing one has to remember is
that private sector providers are there to make
profits, there is absolutely nothing wrong with that,
but if you are doing that there may be an additional
cost. I suspect we need to look at it the other way
round and just make sure that the altruism that is
available from the voluntary sector, from the third
sector generally does not get overlooked. It must not
be an excuse for doing things in a sloppy fashion—
which it can be—but if you can actually harness that
goodwill and the ethos of the public service you can
get serious benefits. In the same way you can look to
the private sector to bring in things that you cannot
always get out of the public sector. We use a number
of private sector partnerships, some better than
others, but it is up to us to get the right ones and not
the wrong ones. I do not think there should be a
presumption that one is good and one is bad.

Q350 Chairman: Are there any further points that
you would like to make to us that we have not already
covered?
Sir Peter Dixon: No, I am happy with that.
Chairman: Sir Peter, thank you very much indeed,
you have been very helpful.
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Examination of Witness

Witness: Sir John Bourn, examined.

Q351 Chairman: Welcome to the Economic AVairs
Committee and to what is the sixth public hearing of
our inquiry into Private Finance Projects. Copies of
members’ entries in the register of interests and
interests declared as relevant to this inquiry are
available to the public and to witnesses. Welcome Sir
John. Would you like to say anything by way of
opening remarks or shall I go straight into questions?
Sir John Bourn: Let me say first of all, Chairman, that
I am grateful for the opportunity to meet the
Committee and to let you have my views on PFI and
I am glad to respond to questions that you and other
members of the Committee may have.

Q352 Chairman: Let me start oV with a fairly
straightforward one which is to ask you if you could
summarise what you see as the primary pros and cons
of private finance projects.
Sir John Bourn: I think all organisations face make or
buy decisions; whether you are public or private you
have to decide which of the goods and services you
need to produce your output or contributions. Which
ones do you make yourself and which ones do you
buy in from somebody else? Everybody faces this, the
automotive world and government departments. I
think that government departments now have
available to them a wide choice of procurement
routes, one of them of course is to use directly
employed staV. Another one is of course
straightforward outsourcing. A third is PFI and a
fourth would be other forms of public/private
partnership. I think all of these have got their pros
and cons and the choice which falls to the department
or agency to make is at least in principle a relatively
clear and straightforward one. The cons of the PFI
come when the wrong choice is made. I think the PFI
works best for, if you like, relatively straightforward
activities. If I may just give an example of what I
mean by that, I think in the defence sector the use of
PFI for helicopter training was a good one because
what it meant was that the Ministry of Defence
bought so many hours of training, it did not have to
invest in the assets of the training helicopters or the
employment of training staV. I think that was a good
use of the PFI because the eYciency benefits of using

that arrangement more than outweighed the extra
costs and the financing of the arrangement in the
private sector. On the other hand I think if there had
been an attempt made to provide operational
servicemen by PFI—we used to do that once, they
were mercenaries—we would see that it would be an
inappropriate use of PFI to use directly employed
mercenaries for direct combat operations. That is
what I see as the main pros and cons but they are
matters of principle; working out the detail is of
course by no means simple.

Q353 Lord Levene of Portsoken: You will remember
when PFI was first looked at and I think it is true to
say that it was regarded as a way of bringing the
discipline of the private sector into carrying out
services or activities which were not well managed by
the public sector and you would have the private
sector discipline doing these more eVectively both in
terms of the way in which they were produced and in
terms of cost. Subsequently it would appear that
there was far more emphasis on the fact that these
activities would be oV-balance sheet and that was the
prime reason. We had a session a week or so ago
talking to people who had been involved in heath
authorities who said that being forced to buy a new
building, if you like, a new hospital, through PFI was
forced on them because it was the only way in which
the finance would be available, but in fact the cost
was excessive and they would have been much better
of if they had done it themselves despite the previous
faults of the public procurement system. Which one
of these do you think has proved to be more
important, getting a better output on better terms or
moving things oV-balance sheet?
Sir John Bourn: Lord Levene, I think the most
important one was to get a better output on good
terms. The whole balance sheet issue was a kind of
snare and delusion. The idea that accounting
treatment should determine what you should do was,
I think, a fundamental mistake. One can see
historically how it came about; government
departments, local authorities, health trusts have to
have accounts, accounting standards have got to be
followed (the accounting standards that we had then,
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UK GAAP, said that you made your decisions to on-
balance sheets or oV-balance sheets in terms of risk)
and that did mean that it was often laid down in terms
which said, as Lord Levene has said eVectively, that
you only got it if it was oV the balance sheet. This was
in direct contradiction of the Treasury requirement to
take the procurement route that was value for money.
From my past experience in the NAO we did see cases
where the project was twisted, where the risk that they
were the public sector was downgraded in order to
pass the test. I think in the health service there were a
number of these independent sector treatment centres
where the assumption was that the demand from the
public sector was unquestionable. We have now seen,
of course, that that was not right; there was a risk to
the demand. We have now seen these cases where the
public sector side of I.T.C.S have had to pay for
treatments which were not administered. I think that
overall it would have been much better to have taken
a more general attitude. Of course it was necessary to
show projects on the balance sheet and of course to
know where the balance of risk lay. But I do not think
there should have been a rule to say that unless you
devise the project in such a way that it can count as
oV the balance sheet you cannot have it. I think that
was a mistake and it led to an enormous amount of
misdirected activity in government departments,
falling over backwards, wondering what accounting
standards actually meant. All these things were very
largely wasted eVort and diverted attention from
looking at the main thing: which projects could be
best done by PFI?

Q354 Lord Eatwell: The one theme that has really
emerged from all our witnesses is that there is
insuYcient evidence concerning traditional
procurement and PFI projects in general to assess
which is superior. In other words, one would like to
be able to say that in one field it is superior this way
and in that field it is superior in another, but the
counterfactual is never terribly clear and the evidence
is deemed to be murky. I wonder if you agree with
that and whether you feel the NAO could have done
more to resolve the evidential issue.
Sir John Bourn: I do not think you can reach a view
that PFI or conventional procurement is a better
approach. My view would be, as I tried to say a few
moments ago, that for some projects PFI will be the
best way of doing it; there will be others for which
conventional procurement is the best way of doing it.
I do not think it is a black and white alternative. On
the question of whether the NAO could have done
more, as somebody who was there for a long time,
one must always say that of course they could have
done more. But I think we did bring out many of the
important features which enabled judgments to be
made about the choice between PFI and
conventional procurement or outsourcing. We were

the first people, I think, to bring out the possibility
that refinancing of projects provided scope for
increased profit which could be usefully shared
between the two sides. We brought out that very often
PFI was lumbered with extraordinarily heavy costs of
advisers; you could have had competition among the
advisers and got good advice more cheaply. We did
bring out in some of the cases how, because the PFI
project was not drawn up properly, quite
extraordinarily large profits were made. There was
the Skye Bridge, for example, where the private
sector firm made over 18% per annum profit. We also
brought out very well that you could not make your
decision between PFI and conventional procurement
simply on a money figure. The decision of course
involved money but it was not possible or realistic to
decide on a 25 year or 30 year project simply on some
money figure. You needed to take account of the
possibility of the project changing its nature and
many other considerations. Whilst I think the NAO
could certainly do more, I would like to claim that it
did a lot. The NAO had produced 72 reports in the 12
years since PFI was operational, covering individual
cases and themes. I feel that the NAO, which I can
now look at perhaps more objectively than I could a
year or so ago, did do quite a lot in this direction.

Q355 Lord Tugendhat: Sir John, it has been
suggested to us—a number of the early witnesses
made this point—that PFIs brought about a more
rigorous risk assessment and general due diligence
than existed before with traditional procurement. Do
you think that that judgment is correct, that as a
result of PFI more rigorous risk assessment and due
diligence came in? Secondly, do you feel that now, in
practice, that that benefit—if it was a benefit—has
been secured and that the risk assessment and due
diligence would be at much the same level regardless
of which route was chosen?
Sir John Bourn: I certainly do think that PFI brought
with it a greater attention to due diligence factors
because the private sector partner had to borrow the
money and would often have to negotiate with the
banks and other lenders and show them that this
project was well conceived. So there was a greater
attention to these factors and it was, I think, one of
the advantages of using a PFI because it was a
discipline which the existence of the Treasury control
of projects that departments operated, which is not to
be dismissed, did not bring with it the same attention
to due diligence factors. Whether this has now been,
as it were, caught up by the public sector side, one
would like to say it had and I think there is some
evidence that it has. But I still think there is a fair way
to go in increasing the skills on the public sector side.
This was brought out in the recent NAO report which
came out earlier this month—not one of mine—on
commercial skills for complex government projects
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which showed that it was still the case that central
government did not have suYcient numbers of well
trained project managers and those able to carry out
this work. I think PFI did give a shot in the arm to
due diligence. I think the public sector has got much
better than it was a decade or so ago but I think it
could be better still.

Q356 Baroness Hamwee: A number of people have
also said to us that whole life contracting is a benefit,
a major argument for PFI projects. We are going
back to one of your first answers I suspect, but
perhaps you could tell us whether this could be
achieved without using PFI.
Sir John Bourn: I think in principle it could. Costing
the whole life approach is obviously a sensible way of
looking at projects and certainly the idea of PFI
which makes you think about what it is going to cost
you year by year over 10, 15 or 20 years, certainly
shows the significance of the whole life approach
whereas the traditional governmental way of looking
at projects did not really have that same incentive;
you either had the money to do it or you did not have
the money to do it. I think that it is the case that if
now in the public sector—particularly the central
government sector—you actually follow the Treasury
guidance on this (I think the Treasury guidance on
this is very good, it is very extensive, it is some 300 or
400 pages) it would provide the ability to carry out
whole life costing on the part of government
departments and agencies. It is now possible to do it
and it does not rest simply on PFI. But there is no
doubt that PFI was the incentive to get this going.

Q357 Baroness Kingsmill: I wonder, Sir John, if you
could tell us just how competitive you think this
market really is. It seems sometimes that because the
bidding costs are so high then possibly a pool of
bidders is relatively small and it would be interesting
to know what your views about this are.
Sir John Bourn: That is certainly the whole essence of
PFI, but it is not just PFI, it is all the procurement
routes. If they are going to be eVective then
competition is needed for them all. In the early days
when the approach was starting oV it there were
projects that departments and agencies wanted to go
forward but found that competition was limited, you
could not actually find anyone to compete in the
short term for all the work that was available. I think
as time went on that was resolved to a degree but of
course the credit crunch—through its limitation of
access to funds, making them more expensive,
lending money for a shorter period—has tended to
reduce competition. Another factor which has got in
the way of it was that some firms were deterred from
competing sometimes because the project was so
complicated in its design and the bid costs were so
enormous that it put you oV having a go to do this.

The lesson from that is often, of course, that the worst
projects were the ones that were so complicated to do.
So, in a way, if you were not getting any bidders you
really needed to ask yourselves whether it is a sensible
thing to try to do it this way, is this one of the projects
that would be better to do conventionally? I also
think that some firms were put oV in some areas
because of the time it took to reach a conclusion.
Sometimes a department would announce that it was
going to have a competition, firms would express an
interest, but it turned out they waited years for a
result and sometimes there was no result at all at the
end of it. So although sometimes firms would then
ask for compensation and occasionally get it, I think
it did deter competition to a degree. But I do think,
having recognised that there are diYculties
sometimes in developing a fully competitive market,
that the amount of money the government spends,
and the number of projects that there are, will mean
that there is very good business there and I think that
with attention on the part of the public sector in
looking at the nature of the projects it is putting out
and simplifying aspects like complexities of
bidding—standardised contracts are relevant here—
competition will be forthcoming. It is quite
interesting that in spite of all the diYculties at the
present time the Birmingham University Centre for
Public Service Partnerships, in the evidence they have
given to the Committee, say that there have been 30
new PFI and PPP deals done since July 2008, so it
does suggest that while you cannot take competition
for granted it is there and can be encouraged
successfully.

Q358 Baroness Kingsmill: It may mean that the
projects are more expensive than they might
otherwise have been if there was not suYcient
competition in order to drive down prices.
Sir John Bourn: That is right, that is why there is an
advantage in doing everything you can to encourage
the operation of a competitive market to make it as
straightforward as you can for firms to make their
bids.

Q359 Baroness Kingsmill: That does not seem to
have been the case in many of these larger projects,
does it, from what your evidence is?
Sir John Bourn: It certainly has not. It took the
Ministry of Defence 10 years to work out the PFI for
the Tanker Aircraft, so it is absolutely true. You
cannot help but feel that it could and should have
been done much more quickly.

Q360 Lord Forsyth of Drumlean: Do you think, Sir
John, there is anything inherently unsuitable about
IT projects that makes them diYcult to do with PFI?
As you know, that is the conclusion that has been
reached by government. Although there have been
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some spectacular examples of PFI IT projects not
working out very well, there have also been some
spectacular examples of in-house projects not
working out very well and the private sector seems
to be able to outsource their IT. I wonder what your
view is on this.
Sir John Bourn: I think with IT projects the most
spectacular diYculties have arisen with projects
which were so ambitious and so technically
advanced and therefore, in a sense, so exciting to
everybody who had a hand in them that they had a
desire to get on with them even though the software
had not even been devised. What you got in a sort
of curious way, because it was such an enormous
and such an evident and exciting project, was that
the very top people in the department would be very
interested in it and the very top people in the
supplying companies would be interested in it. If I
can put it this way—I hope it is not being too
outrageous—you had one set of people who did not
really know what they were buying and another set
of people who did not really know what they were
selling. Down the line you had the wretched people
in the public sector who would have to make this
thing work which often was an IT system which did
not correspond to the practices of paying benefits or
whatever it was, so it was a mismatch between the
work they had to do as they had to do it and the
new system that was coming in. On the private
sector side there were people who had to produce
this system because their directors had told them
they had to. But they had no real idea how to do it
because it was too far on the edge of technology. As
I say, two sets of people trying to buy something
they did not understand and trying to sell something
they did not understand. I think that you did find
that this was not a unique situation to the public
sector; there were private sector cases which never
attained the same degree of publicity as the public
sector cases, but there were private sector cases
where rather similar diYculties arose. I think that a
number of lessons come out which are relevant to
both sectors. It does emphasise the importance of
the technology being at a suYciently developed state
actually to know what it is you are doing and I think
some of these large projects could have benefited by
being divided into more manageable portions. I
think as well, of course, in the public sector a greater
attention to training and also associating the
planning with people who would have to use the
system on the ground would have been very well
worthwhile. In principle there does not seem to be
a reason why you could not do a large IT project
successfully in the public sector by yourself. In the
NAO we did a report on successful IT projects.
Although this was seen to be a rather amazing
document it did not secure anything like the
publicity that the reports on failed projects brought.

Q361 Lord Forsyth of Drumlean: Was it one of your
shorter reports or longer reports?
Sir John Bourn: It did show that if you set about it
in a sensible way, were not too ambitious, knew
what you were doing, had trained people, consulted
those who would actually have to operate the
projects then you could make a success of it. I think
all the diYculties have led the Treasury to think for
the present time—I would not quarrel with this for
the time being—that you would not attempt to use
PFI for IT projects but I think the time could come
when you could do that again.

Q362 Lord Forsyth of Drumlean: I am not
absolutely clear what you are saying there. What
you have described is a sort of Yes Minister type
scene in the procurement process which has got
nothing to do with whether it is being procured
conventionally or with PFI. When you say the
Treasury have reached that decision, which is that
IT projects will not be procured using PFI, it is not
clear to me from your answer why they should take
that view. Are you saying they took that view
because the whole thing was a disaster and it was
a reasonable response but not a particularly logical
response, or are you saying there are inherent
aspects of PFI which make IT projects not suitable?
Sir John Bourn: I think all the experience that had
been had which, for the sorts of reasons I touched
on, had not always been successful although there
had been successes, the feeling—I think the Treasury
are right about this—is that very often the IT project
went ahead without really knowing what shape it
was going to take, as I said before, without having
resolved the software issues—what is the project
about exactly? That uncertainty led the Treasury to
take the view that they did which, in the light of
experience, was not an unreasonable view. I do not
believe there is in principle any reason why the IT
project could not be successfully determined either
by conventional procurement or through PFI. I
think in time that aspect of Treasury guidance will
be changed.

Q363 Lord Forsyth of Drumlean: In your earlier
answer you suggested that the process of PFI might
result in greater attention, greater due diligence and
greater attention to the scoping of the project. It is
not clear to me why that would not apply to an IT
project, why people would not want to know what
they were getting into.
Sir John Bourn: It certainly should apply to IT
projects, yes.

Q364 Lord MacGregor of Pulham Market: Can I ask
you about optimism bias? I can see why it was put
there in the first place. I remember when I was in one
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of the departments as a minister the average
overrun—over and above the budget—for every
project was 28% over budget. I just wondered
whether it is working well now. I do not know
whether we now have good methodology for
updating the comparator or whether there is an
analysis of the evidence before that optimism bias
figure is established, and I do not know whether the
NAO have looked at that. Do you have any
comments on that?
Sir John Bourn: I think the NAO have recently
produced a report on the construction projects and
they have summarised the progress of 114 projects in
the period 2003 to 2008 that have shown that of the
PFI ones 65% of them came in on price and 69% on
time; on the non-PFI 54% came in on price and 63%
on time, which does suggest that some progress is
being made on both sides. The discipline of a PFI
project is valuable because one of the things which
becomes more diYcult to do under a PFI project,
where you are working with a private sector partner
who has to know what he is doing and what he has to
fund, is that there is at least some degree of discipline
over changes in specification. One of the major
diYculties of the traditional, conventional
procurement of projects—construction projects,
defence projects and also, I would imagine, projects
in the field of social welfare—has been the constant
alteration of them and it is the constant alteration
which accounted for so much of the delay and extra
expense. PFIs are one way of providing some
discipline there but of course you ought not to have
to rely simply on the PFI to get discipline.

Q365 Lord MacGregor of Pulham Market: Is there
any evidence that there is an unfair bias against
traditional projects from the optimism bias itself?
Sir John Bourn: I do not think there is. The Green
Book has now a substantial section on the optimism
bias and it does set out the reasons from experience
why we have found an optimism bias. It does bring
out the point that you need to look at this question
afresh each time you do it, you should not just say
that optimism bias is 30% and just write that in; you
should look at particular areas and latest experience.
When I think about the optimum bias I ask why is
there at all? One of the reasons why it got there was
because human beings should always be optimistic
about projects and they should always hope they will
go well and I think that is a valuable aspect of human
nature. However, in government very often one of the
reasons why you had an optimism bias was that if you
were responsible for the management of a project you
would be in competition with a lot of other projects
and so you had to make the best case you could for
yours. If you could somehow make it appear to be

cheaper than it really might be, you felt your
negotiating position within the department was
strengthened. So I think it was in a sense the culture
of the working of government that reinforced
perhaps a natural human optimism.

Q366 Lord Best: Sir John, you have made it pretty
clear that you do not think that the public sector
comparator is a scientific test that everyone should
adhere to and that at the end of the day whether
something goes public or private it is going to be a
matter of some subjective judgment. I am going to
pass on from that to a rather broader question for
you which is about whether or not a by-product of
having PFI has been to bring in infrastructure
projects which would not otherwise have happened
because government has been inhibited before the
1990s in borrowing and getting on with some of the
infrastructure work that perhaps the nation has
needed and PFI has encouraged those good things to
happen. Has this been an outcome of having PFI?
Has it overcome the reluctance of government to take
on debt itself and has this been helpful?
Sir John Bourn: I think in the historic circumstances
it has been, because of course it made it seem as if you
were not paying the financing costs where of course
you were; you did not get the money through
borrowing through gilts but you paid the financing
costs through the PFI. So, while presenting it in a
sense as if you could use capital allocations and have
more projects than would seem to be aVordable, of
course it did not mean that you were in fact evading
financing costs, you had them anyway.. What I do
think, though—and this is really historical
speculation—is that we would have had many of the
projects that came through on PFI even if PFI had
not been introduced because governments—
whichever party it had been—recognising the general
increase in the standard of living in this country,
recognising the possibility and scope and need for
more medical facilities, for more educational
facilities, would have done most of these things
anyway, even if they had funded them through gilts.
Of course by funding them through PFI it made it
appear at a very surface level that you were not
borrowing the money at all and that perhaps
historically facilitated it. My own view—and it can be
no more than that—is that we would have had most
of these projects anyway and the government would
have financed them, even though it had driven a
coach and horses through its existing and previous
approach to capital investment.

Q367 Chairman: A number of witnesses have
suggested to us that there might be some real benefit
in extending PFIs beyond the current public services
that are covered. You mentioned earlier on that you
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would not go as far as mercenaries, but do you think
there are other areas of public service which could
usefully be covered which are not covered?
Sir John Bourn: I think there are and of course the
process recently has tended to be around partnerships
in which you share the risk rather than allocating it to
one side or the other. I think that is a useful
development. I think the governance arrangements in
partnerships often need looking at, but I think apart
from those areas which I mentioned where you are
dealing with something which is constantly changing,
where you are dealing with something where the
direct personal service is absolutely crucial, there is
continuing scope for PFI and for the more direct
bringing of not only public/private money coming
into public activity, it is the whole range of private
sector skills being more accessible. One of the things
from my experience that one found was a handicap to
this, was what you might call the diVerences in
culture. When PFIs started there were a lot of civil
servants who were very suspicious of it partly because
they had grown up having been told that borrowing
through gilts was the cheapest way of borrowing and
that was the way it should be done, but also out of a
general suspicion of the private sector, the belief that
private sector people were unscrupulous rogues only
interested in money. On the other side, of course the
private sector people often thought that those who
worked in the Civil Service or local government were
bureaucratic pedants who did not live in the real
world. If you feel like that about each other then the
scope for working together is much reduced and I
think we have made progress over the last decade or

so in gradually—but not yet eliminating—putting
those attitudes to one side. I think that if we are able
to do that, this does not mean to say that everything
becomes a PFI or PPP project—not at all—but the
skills, enterprise and private sector techniques can
take a more valuable place in the provision of
government services than they had historically in
this country.

Q368 Chairman: Do you think there are any real no
go areas like, for example, teaching or nursing or
even policing?
Sir John Bourn: I think that operational policing—
actually arresting people—but everything to do with
the provision of equipment and vehicles—in a sense
the support aspects of the police—can be carried out
by partnership or PFI arrangements. As far as
teachers or nurses are concerned, in this country we
do have an educational sector employing qualified
teachers. These are private sector people in the sense
that they work outside the public sector, but of course
they have to have the right degree of qualification and
oversight and the same thing goes for the medical
profession. I do not think frontline diplomatic
activity should be, as it were, PFI-ed, and I do not
think the judicial aspect of government should be
carried out in a PFI way, so those would be some of
the areas which I would think should be maintained.

Q369 Chairman: As we have no more questions, I
think we can bring the session to a close. Thank you
very much indeed, Sir John, for giving us your time
and for your very clear answers.
Sir John Bourn: Thank you, Chairman.



Processed: 11-03-2010 01:34:45 Page Layout: LOENEW [SE] PPSysB Job: 441961 Unit: PAG3

170 private finance projects and off-balance sheet debt: evidence

TUESDAY 1 DECEMBER 2009

Present Best, L (Chairman) Lipsey, L
Eatwell, L Moonie, L
Griffiths of Fforestfach, L Tugendhat, L
Hamwee, B

Memorandum by Mr Chris Bolt, Arbiter for London Underground PPP Agreements

Introduction

1. The role of statutory Arbiter for the London Underground Public-Private Partnership Agreements was
created by the Greater London Authority Act 1999. I was appointed as the first PPP Arbiter in December 2002.
Annex 1 gives a brief summary of the PPP Agreements, and Annex 2 outlines my functions and duties.

2. The London Underground PPP covers the maintenance, renewal and upgrading of the infrastructure—
track, trains, signalling and stations. The PPP Agreements are 30 year commercial contracts, with reviews of
scope and pricing every 71

2 years. My role is concerned principally with assessing the eYcient level of costs and
pricing at Periodic Review (and at the Extraordinary Reviews which may take place between Periodic
Reviews).

3. Based on my experience to date, I set out below my views on some of the questions covered by the call for
evidence. I do not respond on questions which are outside the scope of my role as PPP Arbiter.

Q1: Assessment of value for money

4. The PPP deals were subject to a value for money assessment before they were finalised, comparing bids with
a public sector comparator. The National Audit OYce reported on those assessments1. NAO also took the
view that creation of the role of Arbiter was important in protecting value for money. Specifically, one of its
recommendations was as follows:

— “Departments should negotiate commercial terms that are broadly neutral in respect of unforeseen
and unforeseeable asset condition because seeking to transfer too much risk is likely to over-
compensate the private sector on grounds of uncertainty. Steps were taken to think through and
reduce such risks in this case. Specifically, the provisions for decision by an independent Arbiter
mitigate the risk that thresholds for price review are too easily reached. In larger deals, Departments
should consider similar arrangements.”

5. The PPP Agreements establish the concept of the Notional Infraco as a basis for judging eYcient delivery:
this is defined as the entity which has the same contractual obligations and financing as the actual Infraco, but
which carries out its activities in an “overall eYcient and economic manner and in accordance with Good
Industry Practice”. The contract identifies some characteristics of Good Industry Practice, but it is for me as
Arbiter to judge what is eYcient and economic and to assess the costs and revenues of the Notional Infraco
when disputes about price are referred to me.

6. In assessing the characteristics of the Notional Infraco, the approach I have adopted, following
consultation with the PPP Parties and others with a relevant interest, has involved a number of elements:

— review of actual Infraco performance and plans;

— “internal” benchmarking between the three Infracos;

— “external;” benchmarking with other relevant metros and railways; and

— expert technical advice.

7. In order to ensure that the Arbiter has adequate access to information, the GLA Act gives me powers to
obtain information from the PPP Parties and their associates. I have also published the results of
benchmarking work which I have commissioned, although technical advice drawing on actual performance
and plans is generally confidential to the Parties.
1 London Underground PPP: Were they good deals? 17 June 2004, HC: 645 2003–04
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Q2: Comparison with traditional procurement

8. As indicated above, the London Underground PPP bids were compared with a public sector comparator
before the contracts were signed.

9. Subsequent performance of the infracos can be assessed against alternative procurement models through
the external benchmarking. The Metronet infracos have been transferred back to TfL ownership, following
their entering administration in July 2007, and integrated with London Underground. However, it is too early
to make a robust assessment of the comparative performance of infracos under the diVerent regimes. There
are three main reasons for this:

— transitional changes designed to remove ineYciencies are still not fully complete;

— financial systems are being integrated with London Underground in order to produce robust cost
information; and

— Metronet costs have not yet been subject to any detailed independent review.2

Q3: Risk transfer

10. Under the terms of the London Underground PPP Agreements, Infracos are protected against changes in
costs (or loss of performance revenue) subject to three conditions:

— the protection only applies to the extent that the Notional Infraco would also have faced increased
costs: cost increases due to ineYciency are therefore borne by the shareholders;

— Infracos have to absorb the first £50 million of additional eYcient costs in each Review Period,3

although this risk is reflected in pricing; and

— decisions on what cost increases are allowable are taken by the independent Arbiter, if not agreed with
London Underground, which introduces a (limited) measure of “regulatory risk”.

11. Where cost changes arise within a 7° year Review Period, an Infraco can make a reference to me for
Extraordinary Review. I then judge how far the cost changes reflect those of the Notional Infraco, and
determine the change in the ISC payable by London Underground to cover the allowed cost increase which
is in excess of the Materiality Threshold.

12. Although, therefore, the PPP is intended to transfer the risk of ineYcient delivery to the private sector, the
eVectiveness of this transfer depends on the ability of equity holders to absorb this risk. This is turn depends
on early identification of ineYciency, enabling the Infraco to take early corrective action. In the case of the
two Metronet Infracos, the scale of ineYciency was identified too late to allow for such corrective action, and
the interim increase in ISC which I proposed to allow in my draft direction of 16 July 2007 was insuYcient to
maintain their viability. My decision reflected my assessment that the bulk of the cost increase being
experienced by Metronet was the result of ineYciency. As a consequence, the Infracos went into PPP
Administration on 18 July 2007. The resulting cost to the taxpayer was identified in a recent NAO report.4

13. One lesson from the failure of Metronet which is relevant to the issue of risk allocation is that Metronet
and London Underground appeared to have diVerent views of what risks each party was taking. Given the
definition of the Notional Infraco, for example, costs omitted from Metronet’s bid were still a risk for London
Underground if eYciently incurred, although London Underground originally argued that such omissions
were a Metronet risk. This diVerence of understanding contributed to the delay in addressing cost overruns
beyond the point where corrective action could be taken.5

2 Although the PPP Agreements remain in place, London Underground has made it clear that it does not intend to refer matters relating
to Metronet activities to me for review. However, I intend to ask the independent reporters appointed by me (currently KPMG and
Lloyds Register Rail) to review Metronet’s Asset Management Plan for the next Review Period when available to assess its robustness
as a comparator for Tube Lines.

3 This Materiality Threshold was £200m for Tube Lines in the first Review Period only. A £50 million Materiality Threshold represents
about 1% of the contract value.

4 The Department for Transport: The failure of Metronet, 5 June 2009, HC: 512 2008–09
5 “It also seems clear that there have been diVerences of understanding between Metronet and London Underground about the

allocation of diVerent risks under the contract. In particular, the cost consequences of increases in the scope of work required to deliver
obligations are mostly borne by London Underground; only the (low) Materiality Threshold and the cost consequences of delivering
ineYciently are borne by Metronet. Thus, even where sums were omitted from the original bid, or disputes about contractual
requirements have been won by London Underground (such as whether Low Loss Conductor Rail for the Victoria Line was an original
obligation or not), LondonUnderground still has to bear the eYcient increase in costs.” (Extract frommywritten evidence to theHouse
of Commons Transport Committee, The London Underground and the Public-Private Partnership Agreements, Second Report of
Session 2007–08, HC45.)
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Q4: Monitoring performance and quality

14. As Arbiter, I have no role in respect of regular monitoring of performance and quality, other than in one
respect. The Metronet PPP Agreements provided for an annual reference to me for guidance on whether the
infracos had performed its activities in the period since transfer in an overall eYcient and economic manner
and in accordance with Good Industry Practice or not. In preparation for the 2005 report, which was deferred
by agreement between Metronet and its lenders and London Underground, I developed a format for variance
analysis which had not previously existed. I have expressed the view6 that the problems experienced by
Metronet could have been addressed earlier had I been allowed to prepare the annual report in 2005.

15. In preparing for the Periodic Review of Tube Lines’ PPP Agreement, and in particular in developing the
framework for internal benchmarking, I was concerned that information from the three infracos was not in a
consistent format. I therefore developed, in consultation with Metronet, Tube Lines and London
Underground, a Data Breakdown Structure which London Underground and Tube Lines subsequently agreed
to adopt for their Periodic Review submissions. Again, this is a matter which would ideally be addressed at
the start of a contract rather than having to be developed subsequently.

Q5: Changing requirements

16. The PPP Agreements provide for a Periodic Review to take place every 71
2 years (ie there are three reviews

during the 30-year contract term). London Underground is only able to make changes to its requirements at
Periodic Review (or for aVordability reasons at Extraordinary Reviews). As part of the current Periodic
Review of Tube Lines’ PPP Agreement, London Underground has introduced changes in its requirements, and
also proposed modification of other contractual terms (for example in relation to asset management systems).
However, Tube Lines has contended that some of these changes go beyond the scope of changes which can be
made under the contract.

17. The PPP Agreements provide that some of the contentions made in the context of a Periodic Review must
be referred to me, and that others must be referred to an adjudicator. This potentially creates unhelpful timing
issues, and potentially a conflict of jurisdictions. Similarly, the fact that some cost changes are subject to a
contractual claims process and could in principle also be part of an Extraordinary Review highlights the
diYculties of running two diVerent change and appeal mechanisms in parallel.

Annex 1

THE LONDON UNDERGROUND PPP

1. London Underground Limited entered into three separate Public Private Partnership (PPP) Agreements,
with Tube Lines in December 2002 and with Metronet (two separate agreements) in April 2003. Under these
Agreements, which cover a 30 year period, three separate companies (“Infracos”) are responsible for the
maintenance, renewal and upgrading of specific parts of London Underground’s infrastructure. London
Underground, which is an operating subsidiary of Transport for London, retains responsibility for delivering
services to customers.

2. Responsibility for the diVerent lines was as follows:

Metronet Rail BCV Ltd: Bakerloo, Central, Victoria and Waterloo & City

Metronet Rail SSL Ltd: Metropolitan, Circle, Hammersmith & City and District (the Sub-Surface Lines)

Tube Lines Ltd: Jubilee, Northern and Piccadilly.

3. On 18 July 2007, Metronet Rail BCV Limited and Metronet Rail SSL Limited entered PPP Administration,
exiting on 27 May 2008. Ownership was transferred to two new companies within Transport for London. The
two Metronet PPP Agreements remain in place pending agreement of a permanent structure for the Metronet
Infracos.

4. The PPP Agreements provide for a Periodic Review of obligations and pricing every 71
2 years. The Periodic

Review for Tube Lines’ Agreement is now under way. London Underground issued its Restated Terms and
AVordability Constraints on 8 December 2008, and Tube Lines submitted its formal Response to Restated
Terms on 30 June 2009. Between 1 July 2009 and 30 June 2010, the Parties will seek to negotiate agreement
on revised terms, and failing that make a reference to the PPP Arbiter. Any required additional finance will
also need to be in place for the start of the second Review Period on 1 July 2010.
6 In my evidence to the Transport Select Committee (op cit).
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Annex 2

THE FUNCTIONS AND DUTIES OF THE PPP ARBITER

1. The role of the PPP Arbiter was established by the Greater London Authority Act 1999 (GLA Act). Under
the terms of the GLA Act, the Arbiter is independent of Government and of the PPP Parties and can only be
dismissed by the Secretary of State on grounds of incapacity or misbehaviour, or for unreasonable delay in the
discharge of his functions.

2. The Arbiter is a corporation sole. I was appointed as the first Arbiter on 31 December 2002, and my
appointment now runs to 30 December 2010. I am supported by a small permanent staV. As I am appointed
as an individual, and am personally responsible for the exercise of my statutory functions, I have also
appointed an Advisory Board to provide independent and expert challenge to my decisions and procedures.
Although I am not required by statute to do so, I have published each year a Business Plan and my Annual
Report and Accounts setting out the work programme of my OYce and the resources used.

3. As PPP Arbiter, I have two principal statutory functions:

— to give directions on matters specified in the PPP Agreements, when asked to do so by one of the
Parties to a PPP Agreement; and

— to give guidance on any matter relating to a PPP Agreement, when asked to do so by either (or both)
of the Parties to a PPP Agreement.

4. When the Arbiter is asked for guidance by one Party only, the Act gives me discretion about whether to
give guidance. Where I am asked for directions, or am asked for guidance by both Parties to an Agreement,
I am required to give directions or such guidance as I consider appropriate.

5. Although the Arbiter can be asked for guidance or directions at any time, it was expected that he would
exercise formal functions in three main circumstances:

— in giving an annual “definitive statement” on the performance of the two Metronet infracos;

— at the Periodic Review of the Agreements which takes place every 71
2 years; and

— at an Extraordinary Review of the terms of a PPP Agreement if there were material changes in costs
and revenues within a Review Period.

6. In addition, the Act gives the PPP Arbiter further powers “for the purposes of the proper discharge of the
functions” conferred on him by the GLA Act. For example the PPP Arbiter may do “all such things as he
considers appropriate for or in connection with the giving of a direction or guidance and… do such other
things as he considers necessary or expedient… for purposes preparatory or ancillary to the giving of directions
or guidance generally… notwithstanding that there is no matter in relation to which a direction or guidance
is required”.

7. The PPP Arbiter’s function in respect of directions is limited by the terms of the PPP Agreements: if there
is no specific provision in a PPP Agreement for the PPP Arbiter’s involvement then disputes are dealt with
through contractual dispute resolution. Even on matters within his remit, he is only brought in if one of the
Parties seek a direction from him. The PPP Arbiter therefore has no unilateral power to change, or propose
to change, provisions in the PPP Agreements. Even where he has made a direction on a disputed matter within
his remit, the Parties may, under the provisions of the GLA Act, jointly agree to set it aside.

8. In exercising his functions, the Arbiter is under a statutory duty to act in the way he considers is best
calculated to achieve four objectives:

— to ensure that London Underground has the opportunity to revise its requirements under the PPP
Agreements if the proper price exceeds the resources available;

— to promote eYciency and economy in the provision, construction, renewal, or improvement and
maintenance of the railway infrastructure;

— to ensure that if a rate of return is incorporated in a PPP Agreement, and taking into account matters
specified in the Agreement, a company which is eYcient and economic in its performance of the
requirements in that PPP Agreement would earn that return; and

— to enable the Infracos to plan the future performance of the PPP Agreements with reasonable
certainty.

The Arbiter is also under a duty to take account of any factors which are notified to him by both Parties to
an Agreement, or are specified in the relevant PPP Agreement, as ones to which he must have regard.
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9. For the purposes of assessing costs at a Periodic Review or Extraordinary Review, the PPP Agreement
establishes the concept of the Notional Infraco. This is defined as the entity which has the same obligations
as Infraco, which carries out its activities in an overall eYcient and economic manner and in accordance with
Good Industry Practice, and has certain other specified characteristics. A key part of the Arbiter’s role is
therefore to assess what constitutes Good Industry Practice and the level of performance and cost which would
be eYcient and economic.

Examination of Witnesses

Witnesses: Mr Chris Bolt, Arbiter for the London Underground PPP Agreements, Mr Steve Allen,
Transport for London, and Professor Stephen Glaister, Imperial College London, examined.

Q370 Chairman: Welcome to the three of you. I am
Lord Best; I am taking the chair for Lord Vallance on
this occasion. Thank you all very much for joining us.
I have one or two things to tell you in advance. This
is the seventh of our public inquiry meetings about
private finance projects, seven out of I think 10 in all.
You are all extremely welcome and thank you very
much for the written evidence that some of us had a
chance to go through in some depth and much
enjoyed. If you would speak loudly and clearly for the
webcast and for the shorthand writer that would be
much appreciated. Could I suggest that if someone
has already answered a question, there is no need for
all of you to chip in, but do please feel free to do so if
there is something you want to add. Would you wish
to make an opening statement or shall we go straight
into questions; we are in your hands.
Mr Bolt: I am happy to go straight to questions.
Professor Glaister: I think, Chairman, that I should
declare an interest which is my regular part time job
is as Director of the RAC Foundation but I am
partnership director of Tube Lines, one of the parties
to the PPP contract.

Q371 Chairman: Thank you very much for that
declaration. Perhaps I could ask the first question
and get us started. What do you see as the
appropriate role of the private sector in transport
infrastructure provision? Where does the private
sector come in on this in terms of procurement? That
is an overview question, if you like, to get us started.
Professor Glaister: At the moment almost all
transport services are provided by the private sector
in this country. In the balance of history they have
always been provided by the private sector with some
periods when, of course, they were nationalised. The
technical answer to your question I guess is that it
depends what you want to achieve, but I see no
diYculty in principle in using the private sector to
deliver services. The issue, which I guess is your
interest, is how the procuring authority—the public
authority, whether it is central government or local or
whatever—imposes its wishes in the public interest
on the activities of the private sector and that is a
particularly interesting question when, as is often the
case, there are subsidies involved and the tax payer is
putting in a contribution. The issue for me is not
whether it is appropriate use of private sector—it

plainly can be highly appropriate use of private
sector—but the form of contract or licensing
arrangements between the public sector and the
private provider. Plainly you can, as a matter of
choice, use the public sector to do all of the provision
but that is quite rare these days.
Mr Allen: Speaking from the point of view of an
operator of transport services, I agree with
everything that Stephen has just said. It seems to me
the key thing, as a public authority, is to be clear
about what are the things you need to manage
yourself and you need to own eVectively that
knowledge in-house and what are the things that can
be put out to the private sector or not as a matter of
choice. That then becomes a judgment about what is
the most eVective and eYcient way of operating those
things. As the operator of the services I think you
need to be able to keep, for example, a knowledge of
your own asset base in-house; I think that is
something you cannot outsource. I would say as a
matter of public policy generally the public authority
wants to specify certain things about the level of
services that are provided, but how those are
provided are often things that can be a matter of
choice as to whether or not you contract them out or
manage them directly yourself. Often it is an accident
of history more or less as to whether things are
publicly provided or privately provided.
Mr Bolt: To echo that, clearly there are debates in
some of the transport sectors, the status of Network
Rail is an obvious example where it is clearly
classified to the private sector but a 100% of its debt
is guaranteed by government and is operating within
a funding framework set by government. I think the
issue—which we will probably come onto in more
detail—is not so much what can the private sector do
(because it can do, as Stephen says, virtually anything
in the transport arena you want to), it is how is that
best structured to deliver value for money and deliver
the strategic objectives which, to use the old-
fashioned phrase, government is looking for from
what is essentially a public service.

Q372 Lord Moonie: We have heard of the diYculties
of the London Transport public/private partnerships;
what is your view of the general performance of
transport public/private partnerships both in the UK
and elsewhere?
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Professor Glaister: May I just clarify, when you talk
about PPPs are we to include in that PFIs? There is
technically a small diVerence.

Q373 Lord Moonie: Yes, I am using it as an
umbrella term.
Professor Glaister: In that case I would say it has been
an extremely mixed experience in the transport field
and I think you would get that impression from
reading the various reports from the National Audit
OYce on the subject. I think it has worked well and I
would expect it to have worked well when the
situation is relatively simple. I am sure we will keep
coming back to this point, but I think that if you are
going to have a contract between the private sector
and a public authority it must be one which can be
enforced and managed and one where the private
sector has been able to set down on paper what it
wants for the period of the contract and that, for a
PFI, is typically as long as 30 years. You would expect
it to work well where the situation is very simple,
perhaps if it is just a piece of highway that the
authority wants; it is relatively easy to say what you
want from a highway for the next 30 years, although
there are complications there. The record shows that
they have been, with mixed results, generally
speaking successful. Where the situation is very
complicated and subject to very rapid policy change
and rapid economic change, I would expect it to be
less successful because the length of the contract
becomes much more of a problem and it becomes
much harder for the public authority to write down
in a contract which is enforceable and manageable
what it wants.
Mr Bolt: Just to add a little bit to that, you refer to
the problems with the Underground PPP. I think
against a background of what Stephen has said, one
of the challenges there was to develop a framework
which could take an existing operation—an existing
set of assets—and apply some of the principles of PPP
and PFI. Given the uncertain state of the assets and
the pace with which transport demand over a whole
network like the underground changes, that led to a
need for periodic review provisions and
extraordinary review provisions and some of that
introduces complication which has proved
problematic with the PPP. Some of the contractual
complexities followed, I think, from the nature of the
assets which were being put into the PPP structure.
Professor Glaister: There was the further complication
in the case of the London arrangements in that there
were I think four or five pre-existing PFI contracts
and the PPP was overlayed on that. The interactions
between those five or six agreements created all sorts
of special diYculties.
Mr Allen: Again I agree with everything Stephen and
Chris have said. One of the issues with the London
Underground PPPs is that the role of on-going

maintenance on an operating railway is necessarily
quite intertwined with the operations, so it is very
diYcult to write a specification that you are not going
to change for 30 years when you are having to make
day to day changes in operational matters. I think
one of the key tests of whether PFIs or PPPs are
successful is that you can write an output
specification that you eVectively do not need to
change more or less for the period of that contract,
for the 30 years. It is relatively easy to contemplate
that for a road or for bridge constructions—once you
have described what it is you want built you are not
really going to change it—and those have tended to
be the more successful PFI projects in the transport
arena.
Professor Glaister: It is not just the possibility that
because of changes of political authority—what the
authority wants out of a thing may change—it is also
the change in the economic environment and London
is a place where the economic environment has
changed fantastically quickly and changes in the level
of demand, for instance, the location where people
work and live, the coming of the Olympics, the wish
to build Crossrail, all sorts of things that have come
along since the signing of that contract which create
considerable diYculties with something that you
write down in 2003 and expect to last for 30 years.

Q374 Baroness Hamwee: That was actually what I
was going to ask about, the fare box being so
vulnerable to economic changes really quite rapidly
as I understand it. We have heard from other
witnesses that one of the benefits of PFI is the
bundling up of the creation of the asset and running
it, but it rather sounds from what you are saying—I
should not be putting words in your mouth—that
transport is rather distinct from this, from perhaps a
hospital or school and so on. I just want to pursue
that a bit because it has come up from many of our
witnesses that the services are as important as the
building of the assets.
Professor Glaister: As you say, it is bundling the
operation and provision but also the raising of the
capital, the borrowing. There are three things tied
together. I think the same principles do apply in other
areas. I am not at all expert, of course, in hospitals
but there is the same problem that you have to be
clear what it is you want over that period in terms of
the physical infrastructure. As medical practice
changes it may well be the case that the type of
building you specify is not actually what you want
because you may change the balance between in-
hospital care and out of hospital care, the kind of
operating facilities and so on. The test I would apply
is: can you be confident that you write down what
you want for whatever the period of the contract is or
can you draft in change provisions which is of course
a way of dealing with these things? However, I think
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throughout the whole of procurement it is rare to find
30 year contracts which have not been regretted,
apart from property leases which are diVerent.
Throughout the piece I think 30 years is a very long
time.

Q375 Baroness Hamwee: I was wondering whether
transport was distinct in that regard as well, in the
length of time, to put it in lay terms, you would expect
a road or a railway and the operation of it to last.
Mr Bolt: It is probably not so much the particular
type of asset as whether the nature of the demand for
it is going to change over that period. I think there
will be emerging problems on some of the other PFI
projects where changes in those requirements mean
that the lack of flexibility within a project financed
contractual framework is a problem. The attempt in
the London Underground PPP is to get round that
with the periodic review provisions, but I think the
real question is whether that is putting together two
mutually inconsistent models or whether it is actually
getting the best of both models.
Mr Allen: There is a further point that we should
perhaps bring out. Projects that are about building a
new asset and then maintaining that asset over a
period are inherently easier to structure than projects
that are upgrading or renewing an old asset and then
maintaining it whilst you upgrade it and renew it and
whilst you continue to operate it. Road projects that
are greenfield road projects and maintaining a section
of road over time are going to be much easier than
trying to upgrade and maintain a bit of operating
railway, doing it at night whilst you are continuing to
operate it during the day.

Q376 Lord GriYths of Fforestfach: If you accept the
case you make which I think is very well made namely
that you cannot forecast demand over 20 years—
things are going to be changing and for the rail
system it does have considerable implications—
would you then advocate that state provision was
superior to private provision?
Professor Glaister: I do not think that follows. It is to
do with the nature of the contract. The problem with
PFI contracts is that, because the authority wants to
get the benefit of whole life costing over a long period
of time and because the authority wants to reduce the
annual payments, they tend to be very long contracts.
Those are both advantages in a sense but they have
the disadvantage you describe. It does not mean that
you cannot use a procurement contract of a diVerent
kind which is perhaps much shorter with provision
for re-letting the contract and at that point changing
your requirements. The train operating company
franchises are typically seven years—there is a lot of
debate about whether it should be seven or 15 or three
but they are much shorter than 30—and you have the
opportunity at the point of re-tendering to change

what you want. You are not tied into such a long
commitment. It is not that the diYculty you
described necessarily drives you towards public
ownership; it is the full contract that matters.

Q377 Lord Tugendhat: I have declared my interests
in the past but in view of Professor Glaister’s
appearance before us I think I should repeat that I am
a member of the Council at Imperial College and I
welcome him to the Committee in that spirit. We have
heard from several witnesses that the introduction of
PFI led to more rigorous risk assessment and better
due diligence and altogether a more professional
approach to traditional procurement. While quite a
lot of people have said that, some people have said
that it did so per se, as it were, and others that as
practice developed so the due diligence became better
and the risk assessment became better, that it was a
learning process/ Either way I wonder what our
witnesses think about that.
Mr Allen: I would agree with that as a general
statement. I do think the involvement of private
finance requires more rigour around the costing up
front and more rigour around whole life costing of
assets. All too often in a wholly public procurement
you start oV with an underestimated cost and the
authority tends not to budget properly for
maintenance of the asset over its life. So if you look
back over the history of London Underground there
has been a consistent history of failing to maintain
the assets it has inherited. The problem comes back
to something Stephen said earlier. When the
contracts and the services that are being provided by
the private sector are so complex I think some of
those incentives around the rigorous assessment
become quite blunted because the providers of the
finance cannot actually understand very clearly the
technicalities of what has been provided and then
become very reliant on what the companies providing
services tell them and it all becomes rather
incestuous. It works very well when you have
contracted for something relatively simple and it can
be transparently costed and assessed; it works
increasingly less well the more complex the bundling
of the services that you are trying to contract for.
Professor Glaister: I would agree with the proposition
that history shows that there has been more
sophistication in those matters but I do not ascribe it
to the PFI as such. You could have secured those
skills within the public sector if you wanted to, it is
just that we are not very good at doing that and I
guess in other parts of the world they have been much
better in risk assessing entirely public owned projects.
In any case, you would expect those advantages to
apply to other kinds of procurement from the private
sector; it is not to do with PFI as such, it is to do with
competence in for profit companies providing
services. The debate at the time of the London



Processed: 11-03-2010 01:34:45 Page Layout: LOENEW [O] PPSysB Job: 441961 Unit: PAG3

177private finance projects and off-balance sheet debt: evidence

1 December 2009 Mr Chris Bolt, Mr Steve Allen and Professor Stephen Glaister

Underground PPP was about whether you went with
that suggestion or whether, as an alternative, you
raised the capital through bond issues and then
separately had procurement contracts with the
private sector of a length to be determined (which is
a slightly separate debate). Had you done that I think
you would have expected the same kind of due
diligence and so on from the private sector because
then they are making a commitment for a long period
of time so in the interests of the bankers and the
shareholders they need to do those things. So you do
not have to have a PFI deal to get those benefits.
Mr Bolt: One additional point on that that I find
rather surprising. Within this structure the role of the
technical adviser to the lenders is particularly
important but one of the observations I had during
the Metronet saga was that over a period there was
perhaps capture of the technical adviser by the
company. Would the rigour of the oversight by
lenders be improved, for example, if there was
rotation of technical advisers in the same way that
you have rotation of auditors?
Mr Allen: I would certainly echo what Chris says on
that. Having been one of Metronet’s lenders in a
previous job there was concern amongst the lender
group that the technical adviser was not oVering
independent advice and was too close to Metronet
the company and that was because of the complexity
of the contract. Essentially there was so much that the
technical adviser had to advise on that the only way
they could do was by getting themselves deeply
embedded with the companies actually providing the
services at which point the independence of their role
had been lost. I very much agree with what Chris says
on that point.

Q378 Lord Tugendhat: My impression from one of
our witnesses, Sir Peter Dixon of University College
Hospital, was that one of the problems he had run
into was that PFI made the projects rather more
inflexible, that the design for the hospital was as it
was and time has moved on and you do it diVerently
now. It was harder to change as a result. I see you
nodding in agreement.
Professor Glaister: Yes. I am sure you understand this
better than I do, but fundamentally the procurer says
what it wants as an output for 30 years and it leaves
it to the provider to design and build and operate
something to provide that service. Once it has been
done they have invested the money, they have a right
to a return on that money and as long as they oVer the
services they undertook to oVer they have got you
“banged to rights”, as it were, you are going to have
to pay. You could of course change it but it will cost
you money to unscramble the contracts and repay the
commitment.

Mr Allen: I would say, however, that there are some
positive aspects to that. One of the principal causes of
cost overruns on public procurements is the
procuring authority changing its specification
repeatedly, so the fact that within a PFI contract there
are constraints on the public authority doing that,
that has been one of the reasons why you have seen
fewer cost overruns once the contracts have been let,
which then comes back to what we were saying at the
outset, provided you can specify that requirement up
front and not have to change it then there is probably
some advantage to that, but if you are necessarily
going to have to change it then you are going to pay
through contractual variations.

Q379 Baroness Hamwee: I think we have covered
quite a lot of the ground on this question but not all
of it. Are large transport projects too large to conduct
as PFIs or is there something else about them which
makes them hard to control regardless of the
procurement method? Perhaps the point we have not
covered is whether it might be helpful to break them
down into smaller projects, smaller component parts.
Mr Allen: I think some are definitely too large so we
made a positive decision not to structure Crossrail as
a PPP contract. It is down to the size of the risks you
would be asking a contractor or even a consortium of
contractors to take on a £16 billion project. It is just
betting everybody’s balance sheet on the outcome of
that one project. The market will just not take that
risk and I think you would struggle to find suYcient
equity in a consortium vehicle to back that kind of
risk. There certainly are some and I think one of the
lessons might be that the London Underground PPP
contracts were too large to structure eYciently.
Professor Glaister: I would say it is not size as such; it
is, as I said earlier, to do with complexity and the
ability to manage. I can imagine you might have a
very large and very simple situation which you might
consider doing under PPP or PFI. However, there is
a point which I guess Steve has just alluded to, if you
are going to have a contract like this you have to
manage it eVectively; you really do have to put a lot
of resources into getting the provider to perform and
indeed doing your own thing on site. If you are in a
situation where things are going badly you will often,
as a procurer, like to be in a situation where you can
threaten to use alternative suppliers as a way of
discipline. The problem with the London
Underground and some other big ones is that there
just is not an alternative supplier around to step in.
Indeed, Chris may or may not want to comment
about Metronet but we were in that situation and
eVectively the only practical solution—although it
was investigated as to what the alternatives were—
was for the thing to fall back into public ownership
because that was the only way of keeping the service
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going. There was no way of saying that there was a
third provider who could step in and take it over.

Q380 Baroness Hamwee: There might have been a
political component in that as well.
Professor Glaister: Indeed.
Mr Bolt: With a large project the risk tends to be
large. If it was just large but building something you
had built a number of before then that might not a
problem but where it has the complexity of London
Underground or building major new rail routes or
things like that, the risks are very significant in
relation to the likely balance sheet of any private
sector provider.
Professor Glaister: An alternative that was suggested
at the time of the negotiations for the PPP was not
three very large contacts but a portfolio of much
smaller contracts. You might, for instance, have let a
20 or 30 year contract for one set of escalators and
another contract for a diVerent set of escalators; one
set of trains and another set of trains would be
diVerent contracts. That is what Bob Kiley set out as
a PPC, I think he called it. It was not that you could
not use the private sector under contract, but they
had been broken up into smaller more manageable
segments and perhaps under shorter periods of time
as well.

Q381 Lord Eatwell: Whilst on risk, do you think that
extraordinary review clauses in private finance
projects are a problem or do they have an important
role to play, particularly in large scale projects?
Mr Bolt: My answer to that would be that in a
contract with all the features and complexities we
have talked about for London Underground you
would not have got the deal away without the
extraordinary review provisions because of the risks
and the fact that things can change even within a
relatively short period, the seven and a half year
periodic review period. Whether that fits comfortably
with a fixed project finance contract structure I think
is the more important question and I think if you look
at the experience of Metronet clearly there were
diVerences of view about how that extraordinary
review mechanism should work which meant that it
was left far too late before it was operated and
Metronet going into administration was virtually
inevitable. It turned out to be a failure because of the
way the mechanism worked, not, I think, because of
the existence of the mechanism.

Q382 Lord Eatwell: I am very struck by the use of the
phrase “we would not have got the project away” in
a sense that that suggests this is, if you like, a subsidy
to the private sector. Let me explain why. The project
is supposed to be transferring risk and what you are
eVectively doing is capping the risk which will be
carried by the private sector and so you are giving

them a little sweetener in risk mitigation terms in
order for the project to be taken up. Is that right?
Professor Glaister: I think that is right and I think it is
a small part of a wider and very poisonous feature of
what has happened in some PFIs, namely that a
structure is set out which intends to transfer risk as
you must—the whole point is to transfer risk, if you
do not do that then you are lost—and then at a late
stage in the negotiation, because there is a
commitment to close a deal but it is turning out to be
more expensive or whatever than the original terms,
there is a negotiation which reduces the risk to the
private sector before the deal is finally signed. That
happened, I believe, with the Underground PPPs; it
certainly happened with the Northern Line trains
deal and a number of other things. So there are things
that are negotiated at the last minute that reduce the
exposure to risk to the private sector to get the cost of
the thing down, but that is another way of saying you
hide the cost to the public sector of the risk. If you
allow it to be opened up under review contracts later
on that is how the thing is dealt with. In view of what
we have said it is helpful to have some re-opener, but
either it is a 30 year commitment or it is not, and this
whole thing depends on there being some kind of
solid 30 year commitment to repay the debt which has
incurred in building the kit in the first place. I think
the re-openers can only be quite a small feature of
this. That is a big diVerence from traditional—if I can
call it that—regulated industry where there is not a
contract as such and every period of time, typically
five years, the regulator can see where we were
expecting to be, where are we now, where will we
expect to be over the next period of time and what is
a reasonable settlement given where we sit now, not
what was expected a number of years ago when the
contract was signed
Mr Bolt: That is the particular diVerence between the
Underground PPP structure and a typical regulated
utility structure where the price review is eVectively a
fixed price contract for that five year period unless
certain specified things happen, so if there is a change
of law or a new cost for digging up the road or
something those are often allowed as specific
adjustments to prices. With the PPP there is a general
re-opening; it says that any change in the eYcient
level of costs is potentially eligible for extraordinary
review apart from in the case of the Metronet
companies it is the first £50 million which is
eVectively 1% of the value of the contract, in the case
of Tube Lines it was the first £200 million.

Q383 Lord Eatwell: I find your comparison with
regulated industries very intriguing because in my
field, which is financial regulation, you change it all
the time. It is not even a question of waiting for
distinct intervals; if something turns up you change
the regulations.
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Professor Glaister: Yes, and that is always open to a
utility regulator. By convention they tend to do things
every five years unless something goes horribly
wrong, but they can and do vary that interval. If the
cost of capital changes very suddenly and a company
is no longer able to finance its activities, then the
legislation typically requires a regulator to re-open it
and to make sure they can finance the activities at the
going rate.
Mr Bolt: The statutory duty is about enabling
companies to finance their activities. I use the phrase
“a fixed five year contract” unless there is something
major that changes. In the case of the water
companies, one water company recently tried to say
that we need that interim emergency price control; it
went to the Competition Commission and the
Competition Commission basically said that
provided you can get through to the end of this
pricing review period and things can get picked up in
the next pricing, you should not make an adjustment.
That is a much more eVective transfer of risk to the
private sector than a more open-ended mechanism of
the sort we have got with the Underground PPP.
Mr Allen: I think the specifics of the extraordinary
review mechanism are unique to the London
Underground PPP contracts. I am not aware that
they feature in any other PPP or PFI contracts. I
think that arises from this attempt to create a hybrid
between a project finance contract and utility
financing. I think that was doomed to failure from
the start.

Q384 Lord GriYths of Fforestfach: If you were going
to have, as in the London Underground PPP, reviews
every seven and a half years as was intended, what is
the benefit of that kind of model as opposed to
conventional privatisation/regulation model?
Mr Bolt: Can I kick oV on that one? As you know, I
was in ORR in the period from 1994 to 1999 when the
Underground PPP structure was being developed
and in the OYce of Rail Regulator we said why not
set this up and regulate it in the same way as the
national rail network and the answer seemed to come
back, “Because we are going to do it diVerently”.
Professor Glaister: In my opinion the regulated
utilities system—which is now a vast sector of the
economy—has worked spectacularly well. There are
all sorts of things we could quibble about but
fundamentally the system of regulation has done
what it was supposed to do whereas the Underground
PPP with its fixed reviews is not working as well, if I
can put it like that. So I do not recognise the premise
of your question.

Q385 Chairman: Given the escalating costs of many
of the transport PFI deals and the large optimism
bias built into the public sector comparator, are
estimates of the eYciency of PFI options like to be

overly optimistic? Let me just spice up the question a
bit by adding, was the eYciency benchmark set for
the London Underground PPPs too stringent?
Mr Allen: If I can start with a specific point on the
value for money comparison on the London
Underground PPPs, those were 30 year contracts, as
you know, with seven and a half year review points.
All of the bidders who bid for those contracts
eVectively priced seven and a half year firm prices
knowing that they could re-price at those subsequent
review points and yet the value for money
comparison was done on a 30 year basis even though
you only had firm prices for seven and a half year. If
you looked at the value for money comparison over
the seven and a half years for which you had a fixed
price those contracts were not value for money. I
think there was something fundamentally wrong with
the way that assessment was done when the contracts
were signed.
Professor Glaister: I do not know enough about it but
I wonder about the phrasing of your question which
says “given the large optimism bias built into the
public sector comparator”. I do not know that is an
established fact.

Q386 Chairman: “Large” being the word you are
wondering about.
Professor Glaister: Or any. Plainly, if you are going to
make this kind of choice between doing it in-house or
doing it with the private sector you need some kind
of comparison of the two things. You obviously need
that. I do not know whether it has been established
independently that the public sector comparator was
largely biased.
Lord Moonie: Our witness from the National Audit
OYce said that in only one case that he could think
of where the public sector had been more expensive
than the private sector had it not been for optimism
bias not being built in.
Chairman: We have heard a lot of optimism bias.
Lord Moonie, would you like to take the next
question?

Q387 Lord Moonie: An unusual feature of the
Metronet contracts was the fact that the bankers
recovered 95% of their commitment if the company
failed. What, if any, were the economic arguments for
this protected status for the banks? What
consequences were foreseen? On a personal basis
could I just add was this lack of transfer of risk to the
banks reflected in the costing of the money provided?
Mr Allen: Since I have already said that I was one of
the bank’s lenders perhaps I should pick that up. In
response to your last question it certainly was not.
You might have expected that eVectively the pricing
of the debt at least was 95% close to a government
cost of credit and then perhaps a 5% at a higher risk
weighting, and yet the pricing was more like it was a
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100% at a high risk weighting. The banks took the
benefit of some extremely advantageous pricing
there. Again I think it comes back to the point that
was made earlier that I think there was a perception
at the time that this was what was required, you had
three large contracts to design and a limited appetite
in the bank market to provide that debt and they
wanted some contractual underpinning in order to
take on those risks. I am not sure that the economic
arguments were very strong; I think it was more a
pragmatic argument of what you needed to do in
order to sign a contract. I think it is true to say that
the banks being 95% guaranteed did blunt some of
the incentives that you usually expect to see from
private finance and some of the rigour that you look
for in terms of their policing of the contracts. Having
said that, I think that can be overstated. When we
were negotiating with the Metronet banks—I am
talking now about when I was at TFL—we found
that they did care about losing 5% of their money so
the idea that they just walked away and washed their
hands of it is not actually the case. I would say that
when somebody says that in order to get these
contracts away we need to be able to oVer this sort of
underpinning to the banks that is telling you
something about the complexity of the structure that
you are trying to let and that should be a very strong
warning light that this is not a contract that can be let
to the market on a sensible basis.
Professor Glaister: I think that is right. This bank
protection was not in the original design; it was
drafted in at quite a late stage fundamentally to get
the contract away. I think it raises a wider question
about the balance of equity and debt in these kinds of
arrangements. The theory is that if there are
shareholders and their stake is at risk they will be
prudent in making sure the company performs
eYciently. That is the fundamental thing. There is
only 35 million of equity in the Metronet contracts.
Mr Bolt: It was £350 million for the two.
Professor Glaister: Thank you. It was a small
proportion of the total, that is my point. At the point
when the government was deciding whether to close
this deal or not I think the advice was that the
incentives to perform are so strong that this contract
could never fail and in fact those incentives were very
substantially blunted by this 95% underwriting of the
debt, which was most of the private sector
investment.
Mr Allen: Stephen’s point about the capitalisation of
PFI and PPP companies is very important and not
limited to the experience with Metronet. Croydon
Tramlink is another example that we have managed
where eVectively because the shareholders have a
very limited amount of equity in the company there
comes a point when actually they would rather let the
company fail than continue to support an investor.
The risk you transfer eVectively to the company is

limited by the amount of equity that the shareholders
put in in the first place, and if the risks that the
company is trying to bear are larger than that it may
be that shareholders walk away from it. That is
certainly what happened with Metronet, they said,
“Fine, we’ll just face losing our equity; we’ve
eVectively had profitable sub-contracts, we can lose
our equity and not be too concerned about that”.

Q388 Lord Tugendhat: Can I jump a little bit and ask
whether you believe that investment in transport
infrastructure has been greater as a result of the use
of PPP than it would otherwise would have been?
Mr Bolt: I think a factor which has probably led to
some increase in expenditure has been the longer term
framework that has been established to enable, in the
case of TFL, the longer term TFL financial
settlements, so a commitment from government to
programmes of investment which are similar to the
experience on the national rail network with the five
year commitment that it reflected in the 2005
Railways Act. I think you could get some of that
without a PPP structure as, in a sense, the heavy rail
example demonstrates.

Q389 Lord Tugendhat: What about in other spheres?
Do you think that we have more new hospitals than
we would have had if it were not for the PPP? There is
a suggestion that Chelsea and Westminster might not
have been built if it had not been for PPP.
Professor Glaister: I think that was entirely a matter of
choice of the government of the day. It was always
open to them to have borrowed the money in the way
that governments borrow money normally,
separately from the contract for the provision of the
buildings and the provision of the service. For all
sorts of reasons the government of the day chose to
do it that way rather than this way. The ultimate cost
to the tax payer is about the same—you could argue
it could be higher or lower—it is just the timing that
is diVerent and the transparency is diVerent. It was a
fact that for a long period authorities could not get
their hospitals or their roads unless they had a PFI
deal of a particular kind; the Treasury just did not
allow it. That was a choice the Treasury made; there
was nothing fundamental that said they had to do it
that way. There were issues to do with the public
balance sheet which I rather think was spurious but
was an issue at the time. There were advantages to do
with whole life costings but, as I said, you could have
got that in any case. It was just a particular way of
doing things which the government chose and there
were alternatives. After all, when the PPP for the
Underground was signed, Steve Allen and his
colleagues were allowed to borrow £3.1 billion on the
markets of public debt in the normal way to fund all
sorts of other things, proving there was that
alternative there.
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1 December 2009 Mr Chris Bolt, Mr Steve Allen and Professor Stephen Glaister

Mr Allen: I think things have moved on. At the time
the London Underground PPP contracts were signed
it is quite clear the Treasury would not have
committed that level of funding to the underground
under anything other than a PPP structure and that
is partly because of the experience of things like the
Jubilee Line extension where there was a concern that
public sector was not good at managing large capital
projects. Since then we have developed long term
funding agreements with government and prudential
borrowing has come in for local authorities who have
the ability to borrow on their own account and the
long term nature of those agreements allows you to
plan your activities and finance them in that way. I
think we have moved on, but at the time I think you
had not had the PPP structure investment would have
been at a lower level.

Q390 Baroness Hamwee: Mr Allen used a phrase—
I might not have got this absolutely right in—in the
context of the Underground PPP “all of the bidders”.
I wanted to ask whether, in the transport field there is
real competition or is the pool of bidders really rather
limited bidders really rather limited?
Mr Allen: I think it depends on the particular assets
you are looking to procure and also related to the
complexity of the contracts. If you are looking for

Memorandum by the LIFT Council

1. Introduction

1.1 Local Improvement Finance Trusts (LIFT) are a Government-endorsed finance scheme based on long
term joint ventures at national and local level to improve investment in primary and social care services in
England. Already around £1.8 billion of funding has been injected into GP premises and community facilities
across the country in this programme, with over £1 billion in the pipeline. To date, over 260 LIFT buildings
are either in construction or open to patients. LIFT facilities often co-locate a wide range of services, including
GP practices; podiatry services; occupational therapy; physiotherapy; multi-purpose diagnostic and treatment
clinics; and mental health services. In addition, children’s centres, libraries, leisure facilities and social care
facilities including residential, day-care and nursing supported housing schemes are just some of the premises
that have been built through Local Authorities under LIFT.

1.2 Each local joint venture company (the LIFTCo) is owned by representatives of the local Primary Care
Trust (PCT), Community Health Partnerships7 and a private sector partner. Projects are overseen by a
Strategic Partnering Board, comprising representatives of stakeholders from the local health economy,
including in some areas local authorities. Unlike Private Finance Initiative (PFI) deals, LIFT schemes are
based on the local LIFTCo owning and maintaining the new premises and leasing space to PCTs, General
Practitioners (GPs) and other social care or voluntary sector tenants, oVering a real partnership approach
between the public and private sectors. LIFT was first introduced by the Department of Health (DH) in
2000 with the aim of attracting a total of up to £1 billion of private investment by 2010; a level of primary care
investment unprecedented in the history of the NHS.

1.3 The LIFT Council (formerly LIFT LOBI) is the representative trade body for private sector investors in
LIFT schemes. Our membership comprises 13 organisations; over 95% of the private equity investors in LIFT
ventures around the country. The LIFT Council acts as a forum for debate and decision-making for members
on all issues relating to LIFT and represents the interests and consensus opinion of its members. We welcome
7 Community Health Partnerships (CHP)—known until autumn 2007 as Partnerships for Health (PfH)—is an independent company,

wholly owned by the Department of Health. Its main activity has been to deliver the Local Improvement Finance Trust (LIFT)
Initiative which provides clean, modern, purpose-built premises for health and local authority services in England.

something relatively straightforward in terms of road
construction or maybe track laying on the railway,
there is probably quite a depth of the market there.
Some things are more specialised: train manufacture,
signalling and equipment. I think one of the potential
problems of PPP and PFI structures is that you
bundle together a disparate group of services and
people have to form consortia and therefore you do
not necessarily get the best bidder for each particular
class of asset, but again I think if you break them
down into smaller more sensible groupings then you
can generally get suYcient depth of competition. I
would say there is another warning light as to how
you structure the contract: if there is not suYcient
interest from the market then the market is probably
telling you something about the way you have
structured the contract.
Professor Glaister: It is an international market. The
capital markets are very international; the
management market is very international. We have
several train operating franchises essentially owned
by German and Hong Kong professionals. The
equipment is entirely international so I do not think
there is any diYculty about getting competition as
long as, as Steve has indicated, what is oVered for
competition makes sense.
Chairman: We are out of time, but thank you, all three
of you, very much indeed for a stimulating session.
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the opportunity to feed into the Committee’s inquiry into Private Finance Projects and oV-balance sheet debt
and submission addresses the issues in the terms of reference.

1.4 In particular, The LIFT Council hopes that the Committee will consider innovative public-private
partnership (PPP) models such as LIFT, which oVers a meaningful partnership between public and private
sectors, within the scope of its inquiry. Representatives from The LIFT Council would welcome the
opportunity to give oral evidence to the Committee as part of this inquiry.

2. Summary

2.1 There is a clear diYculty in comparing large hospital-type private finance projects and what would
otherwise have been built with public capital as the data that does exist is historic. It is certainly clear, however,
that investment in public facilities over the last decade would have been significantly lower without private
finance (PF) and PPP models. LIFT itself has been responsible for £1.8 billion of investment in primary and
community care facilities in the NHS; if the public sector had built £1.8 billion worth of facilities, the sums
available for NHS services would have been massively reduced.

2.2 PF/PPP projects are constantly assessed for value through a number of mechanisms; under LIFT, this
forms a key part of the initial planning stages. Cost/value assessments of PF/PPP can sometimes be distorted
if they are not accurately priced using the actual cost of borrowing rather than the HM Treasury discount rate.

2.3 Facilities built under PF/PPP see a much higher level of initial build quality given that maintenance costs
over a period are built in and must be met by the private sector partner. It is also worth noting that the private
sector is obligated under PPP contracts to monitor public satisfaction with its facilities, something which was
never required with public schemes.

2.4 Risk transfer to the private sector is genuine and at about the right level, given that under LIFT the private
sector is contractually required to cover the costs of cost over-runs, the ongoing maintenance of the built
facility and must ensure the facility is in as good a condition after 25 years as it was when built. This never
happened with facilities built under the previous public financing and contractual structure. Indeed many
25 year old facilities had been so badly maintained that the backlog maintenance costs across the NHS were
astronomically large and this was one of the drivers for why the PF Initiative was devised in the first place.
The contractual structure put in place by the public sector ensures the appropriate transfer of risk to the
private sector.

2.5 The performance and quality of LIFT projects is extensively monitored by way of monthly reports to the
PCT during the operational phase and the Service Level Agreement8 and is measured against these results—
this simply does not exist in traditional public procurement where there is no in-built system to monitor quality.

2.6 The LIFT model provides PCTs with a true partner who is able to challenge and support them to better
understand what they want and ensure any facility strongly aligns with local need, existing estate and strategic
objectives. The estates strategy is therefore critical and it is in this area that the LIFTCo can work together
with the PCT to identify where the existing estate is holding back quality and cost improvements in clinical
service delivery and improved value for money.

2.7 It is The LIFT Council’s position that the key issue on accounting for LIFT projects is that PCT partners
are provided with clarity on the issue. In the absence of guidance, many LIFT schemes were put on hold,
including those with robust financial plans and which would otherwise gone ahead on the basis of local
appetite and need. Despite the publication of guidance, this uncertainty has still not been fully resolved as the
Department of Health now has further work to do in applying the guidance and PCTs’ capital allocations are
not likely to be confirmed until 2010.

2.8 The permanent eVect of the current financial crisis is that the cost of borrowing has increased which means
that the costs of schemes will inevitably rise as a direct result, although this will be the same for public capital
projects as well.

2.9 The LIFT model, which oVers a meaningful partnership between the public and private sectors, is a
fantastic example of an alternative to PFI. LIFT is predicated on a partnership approach based on a defined
geographical area which is not limited to a single project meaning that the private sector and PCTs’ success
are totally linked. The flexibility of LIFT means it can be applied to many diVerent types of projects outside
health and its use should be expanded more broadly across social and residential care, social housing etc. There
8 Service Level Agreement or Specifications—the output-based requirements of the service levels to be provided by LIFTCo or its supply

chain with respect to those services to be provided during the period when a PCT is in occupation of the premises. They can include,
for example, internal and externalmaintenance, power and utilities, IM&T and telecoms, aswell as laundry, security, cleaning, catering,
snow clearing and litter picking, depending on each scheme and what services the public sector has decided to procure from LIFTCo
for those premises.
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is also a key role for LIFT in working with PCTs to realise eYciency savings and derive maximum value from
the NHS estate by ensuring estates management closely aligns with commissioning strategy and local need.

2.10 A crucial point as the Government looks to reduce public debt is that there must be a move towards
bringing in yet more private sector capital to support service delivery so that frontline services do not suVer.
Wise spending on new facilities that are properly designed to improve patient care service delivery and decrease
the cost of each episode of care should be encouraged. Private finance looks to be here to stay as it seems
unlikely that the Government will in the future have access to the levels of public capital that are required to
deliver the requisite public infrastructure and in the case of LIFT, high-quality primary care and community
facilities.

3. How should the cost and benefits of Private Finance projects be assessed? What discount rate should be used in

comparing Private Finance with conventional public procurement? Are current procurement procedures satisfactory?

Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting value-for-

money?

3.1 Reams of immensely detailed documentation assessing the value of Private Finance (PF) projects already
exist. The most appropriate way in which to assess the costs and benefits of PF projects would be comparison
against projects that would otherwise have been publicly funded, yet the only public sector comparator data
that exists is historic and it is impossible to know what would have been built had only public capital been
available. On that basis private sector and public-private partnership (PPP) schemes do far better since public
schemes never used to be assessed.

3.2 The LIFT Council would warn against a situation where the comparison is done on the basis of real PPP
costs benchmarked against perceived public sector only costs. The most appropriate way to assess value would
be a move towards the benchmarking of PF/PPP projects, thus avoiding the pitfalls of using outdated public
sector data which does not give an accurate picture of the present value and cost of schemes. We would also
caution against only looking at initial build costs. Whole life cycle costs should be compared as an initial cheap
build hospital may well look good in the analysis but its true cost over 25 years will be considerably more than
an initial expensive build. Furthermore, ward and department closures for repairs and additional revenue costs
from a cheaply built facility are frequently ignored in such comparisons.

3.3 On the issue of the discount rate used, the tendency to use the HM Treasury discount rate eVectively makes
PF/PPP projects appear more expensive than they actually are as the private sector does not have access to
this rate and instead must use a discount rate which accurately matches their cost of funding. This issue would
be resolved if a Government infrastructure bank was able to lend to the private sector at the HM Treasury
discount rate or projects were assessed using the discount rate used by the private sector. It is also worth noting
that all financial models under the LIFT scheme are sent to the Primary Care Trust (PCT) to approve and are
scrutinised by financial advisers making them absolutely transparent.

3.4 On procurement, current procedures are not satisfactory since timescales are too long and the public sector
has a tendency to employ too many external advisers which can add significant cost as well as confused strategy
and delay in delivery. In addition, relationships with external consultants are not based on the same
partnership approach, shared goals and linked financial success as the LIFT model. The LIFT Council would
advocate better targeted use of advisors, clearer role descriptions and improved scrutiny of such costs.

4. How does the performance (eg, cost, delivery dates and service quality) of schools, hospitals, prisons, roads and other

projects operated under private finance compare to those which were traditionally procured?

4.1 As per the answer to the question above, it is a challenge to compare the costs, performance and quality
of PF/PPP projects and those procured using public capital as the data for the latter group is historic and some
costs, eg on-going maintenance and life-cycle, simply do not exist. However, back when projects were
traditionally procured, research undertaken by the Department of Health made clear that the vast majority
of such projects were built late, with significant cost overruns and a high proportion ended up in court cases
with contractors.

4.2 Projects procured under LIFT typically see some of the shortest procurement times in the public sector.
LIFT projects have been on time and cost less than previous schemes delivered through public capital, as this
is a requirement of the business case process. In addition, performance is enhanced as a result of schemes being
fully and properly maintained over their lifetimes. One of the main reasons for the establishment of LIFT was
to reverse the previous situation whereby once health facilities were built, they were not subsequently
maintained to an appropriate level and became dilapidated because of a lack of resources. LIFT has been
successful in attracting over £1.8 billion in new investment in primary care and community facilities, with the
scheme initially focusing on some of the most deprived areas of England.
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4.3 In addition, facilities built under PF/PPP see a much higher level of initial build quality given that
maintenance costs over a period are built in and must be met by the private sector partner. It is also worth
noting that the private sector is obligated under PPP contracts to monitor public satisfaction with its facilities,
something which was never required with public schemes.

5. Is there significant risk transfer to the private sector or is it more apparent than real?

5.1 Risk transfer to the private sector is genuine and at about the right level, given that under LIFT the private
sector is contractually required to cover the costs of cost over-runs, the ongoing maintenance of projects and
must ensure the facility is in as good a condition after 25 years as it was when built. The contractual structure
put in place by the public sector ensures the appropriate transfer of risk to the private sector.

5.2 Given that the risk management process of projects is eVectively managed by the private sector, the risk
transfer may not always be apparent; for example, and as mentioned above, the private sector tends to bear
the costs of an initial higher-quality build and take greater care in the design and planning stages in order to
avoid higher costs of maintenance, to future-proof facilities and to avoid being penalised. The benefit of PF/
PPP models is that the public sector derives value from this higher level of service which is reflected in the costs.

5.3 There would be a major risk transfer in a disaster scenario, though this is clearly a rare occurrence.

6. How effective and costly has it been to monitor the private sector providers’ performance and quality of service in

Private Finance projects in comparison with traditional procurement?

6.1 The performance and quality of LIFT projects is extensively monitored by way of monthly reports to the
PCT during the operational phase and the Service Level Agreement—this simply does not exist in traditional
public procurement where there is no in-built system to monitor quality. The private sector reports monthly
to PCTs against agreed procedures and is measured against the results. There is no cost to the public sector of
these reports and it is cost eVective for the PCT since the private sector foots the cost of the collation of data.

7. When the basis of a Private Finance contract needs to be altered post procurement because of changing client needs—

for example, a bigger jail is required due to a larger than expected prison population—has this proved problematic

compared to projects under traditional procurement? What has been the experience of PFI projects that have reverted

to the public sector?

7.1 It is acknowledged that it can be cumbersome to change the use of a facility under PFI, slightly less so
under LIFT, and this is an area which does require improvement. However, it should also recognised that
changing contracts in this way is much more time and cost eVective than having to implement a new
procurement exercise. In addition, it used to be the situation pre-LIFT where the public sector constantly
changed its mind about what it wanted. This led to the illusion of flexibility as frequently when a change in
specification was requested, part of a new built facility was knocked down before it had even been brought
into use. This resulted in huge cost overruns and court cases with contractors. We should therefore not
necessarily aspire to the situation that went before. Under LIFT, private sector partners will accommodate
requests from PCTs to update, improve or change the facility at any point after the completion of the initial
construction phase, with value for money guaranteed by market testing—the only constraint in this situation
is sign-oV via the Strategic Partnering Board.9

7.2 The LIFT Council would therefore argue that the crux of this issue is enabling public sector partners to
understand what they want and ensuring any facility strongly aligns with local need, existing estate and
strategic objectives. In LIFT, the private sector partner can be used to support the PCT’s vision and ensure
very little needs adjusting. Flexibility and future-proofing can be built into a facility as required, though too
much can be the product of poor remitting.

7.3 The estates strategy is therefore critical and it is in this area that the LIFTCo can work together with the
PCT to identify where the existing estate is holding back quality and cost improvements in clinical service
delivery and improved value for money. Indeed, 2008’s Pre-Budget Report announced that the Department
of Health will enable PCTs to extend LIFT public-private partnerships to the management of their entire estate
and we look forward to working with colleagues at the Department and our PCT partners to make this a
reality.

7.4 The LIFT Council is only aware of one project having reverted to the public sector which makes this
question diYcult to answer.
9 The Strategic Partnering Board is a body set up by the parties to an SPA (Strategic Partnering Agreement) and other co-opted parties,

which meets regularly to consider (among other matters) how the SPA is operating. The SPB acts as approver for the SSDP (Strategic
Service Development Plan).
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8. How should future payments by the Government under existing Private Finance contracts be recorded in public sector

accounts? Is risk transfer an appropriate test? Should all such liabilities be included in the national debt? Should they

be accounted for separately from government debt? How much does the public sector accounting treatment of capital and

revenue aspects of projects matter?

8.1 It is The LIFT Council’s position that the key issue on accounting for LIFT projects is that PCT partners
are provided with clarity on the issue. Whilst HM Treasury finally released guidance on the implications of
IFRS (International Financial Reporting Standards) for public sector resource accounting in June, the
guidance was extremely technical and parts of it remain open to interpretation. Many LIFT projects were put
on hold while awaiting the release of guidance and resolution of the on/oV balance sheet issue. Some PCTs,
uncertain about their ability to cover extra costs and so unwilling to start new projects, were unnecessarily
holding up schemes which would otherwise go-ahead on the basis of local appetite and need. Even schemes
which had robust financial plans and which were not aVected by the IFRS issue were put on hold due to this
cloud of uncertainty which has still not been fully resolved. This was further compounded by the fact that the
Department of Health now has further work to do in applying the guidance and that PCTs’ capital allocations
are not likely to be confirmed until 2010.

9. Would public sector investment in the last decade have been lower without Private Finance? If so, by how much?

9.1 The answer is certainly yes, public sector investment would have been significantly lower without PF/PPP
although it is almost impossible to quantify by how much for reasons previously set out. LIFT itself has been
responsible for £1.8 billion of investment in primary and community care facilities in the NHS; if the public
sector had built £1.8 billion worth of facilities, the sums available for NHS services would have been massively
reduced. In addition, under LIFT, the cost for PCTs is spread out over a period of 25 years which makes it
eminently more aVordable as well as incorporating the cost of building maintenance over this period.

10. How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis likely to have

a permanent effect on the Private Finance market?

10.1 The eVect of the current financial crisis is that the cost of borrowing has most likely increased
permanently and is at least unlikely to decrease over the next three to four years. However, there is not a
significant problem for the LIFT market in terms of accessing capital, although the cost of capital has
increased and more conditions are now applied. It is worth noting, however, that no projects have yet failed
because of lack of finance, but this is not to say this cannot happen, although it is unlikely in the case of LIFT
projects which are around the £7 million mark on average. Had public capital been used, the same issues would
still apply, though this would contribute to both the increasing public debt and impact upon the UK’s credit
rating. The impact of all this is that the costs of schemes will inevitably rise as a direct result of the increased
cost of capital, but again this will apply to public capital projects as well.

11. Are there realistic alternative roles for private finance than the current PFI-type private finance models? Should

the UK be aiming for more diversity in private finance models? Would a national infrastructure bank (such as the

proposed Dodd-Hagel NIB in the US) add any value in the UK? Should the public sector have a more hands-on role

in financing and/or delivery?

11.1 We believe the LIFT model, which oVers a meaningful partnership between the public and private
sectors, is a fantastic example of an alternative to PFI. LIFT is predicated on a partnership approach based
on a defined geographical area which is not limited to a single project, meaning that the private sector and
PCTs’ success are totally linked. In addition, the flexibility of LIFT means it can be applied to many diVerent
types of projects outside health and its use should be expanded more broadly across social and residential care,
social housing etc. There is also a key role for LIFT in working with PCTs to realise eYciency savings and
derive maximum value from the NHS estate by ensuring estates management closely aligns with
commissioning strategy and local need.

11.2 Benefits of the LIFT model include:

— Local strategic direction and partnerships with community stakeholders ensures development is
tailored to local circumstances.

— Realising eYciency savings and deriving value from the NHS estate.

— Role for LIFTCo in supporting PCT partners with commissioning and estates management.

— A reliable long-term approach with national support and standardised documentation.

— Private sector expertise, management and investment.
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— Integrated care: co-location of healthcare professionals helps to forge links between primary and
social care with benefits for staV and patients.

— Flexible leases and share options help to resolve GP recruitment and retention problems.

— Advanced primary care centres reduce pressure on secondary care and enable care closer to home.

— Provision of new purpose-built GP premises suitable for modern primary care.

— Enhanced patient choice within a patient-led NHS.

— Initial focus on launching LIFT schemes in areas of high deprivation has led to real progress in
tackling health inequalities where it is most needed.

— Facilities which act as local community “hubs”.

11.3 The creation of a UK infrastructure bank could be used to reduce the cost of borrowing which would
subsequently impact on the cost to PCTs.

12. Is there an optimal mix between conventional public procurement and Private Finance for public sector investment?

What is the long run role of private finance in the delivery of infrastructure both in the UK and globally?

12.1 As above, the LIFT model clearly oVers a public-private partnership route yet we would argue there is
no optimal mix between conventional public procurement and PF/PPP—this decision must be based on
pragmatism and value for money. The more choice of models that exist, the better the chance of achieving
value for money. The key challenge will be for the public sector to understand which is best over the short,
medium and long terms.

12.2 A crucial point as the Government looks to reduce public debt is that there must be a move towards
bringing in yet more private sector capital to support service delivery so that frontline services do not suVer.
Private finance looks to be here to stay as it seems unlikely that the Government will in the future have access
to the levels of public capital that are required to deliver the requisite public infrastructure and in the case of
LIFT, high-quality primary care and community facilities.

September 2009

Memorandum by Partnerships UK

Our comments are set out against each of the published enquiry questions, which are shown in italics below.

We have kept to the requested six-page limit but include also an appendix which summarises the key features
of a PFI contract, as context and explanation of any jargon in our response.

Question 1 (part 1): How should the cost and benefits of Private Finance projects be assessed? What discount rate

should be used in comparing Private Finance with conventional public procurement?

1.1 The costs and benefits of PFI projects should be assessed under the rubric of the Green book, like other
government investment decisions. Further guidance has been developed for assessing value for money (VFM)
in PFI.10

1.2 The assessment of VFM requires the best eVorts of procuring authorities to assess the various costs and
risk factors. PFI is intended to give certainty about whole-life costs relatively early compared to conventional
procurement, because after contract signature PFI involves “payment for performance”: the risks of poor or
expensive service delivery largely fall to the private sector. Compared to a conventional procurement11 there
is more incentive to consider all costs at the outset.12

1.3 VFM is not a matter just of lowest cost but of overall value. This reflects cost but also certainty ie the extent
of risk transfer, and quality. VFM involves quantitative and qualitative factors. Examples of the latter are ease
of drafting output requirements suYciently clearly, and the relevance to a particular project that PFI relieves
the public sector of operational responsibilities it may not be best equipped to manage.

1.4 For the discount rate, PUK regards the use of a Social Time Preference Rate, as per the Green Book, as
a reasonable approach. The Green Book applies to all types of resource allocation decision and the approach
adopted for PFI is therefore consistent with other evaluations undertaken within government.
10 See www.hm-treasury.gov.uk/ppp vfm index.htm.
11 Which we take to mean separate arrangements for the design, construction, and then operations of an asset for the delivery of public

services eg hospital.Much of the work underneath these separate arrangements (eg construction) will likely be performedby the private
sector in either scenario.

12 “Unitary charge” payments are determined using the contracted “payment mechanism”. See appendix for further explanation of these
terms, if required.
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Question 1 (part 2): Are current procurement procedures satisfactory? Is enough information disclosed on Private

Finance projects fully to assess whether the taxpayer is getting value-for-money?

1.5 Current procurement procedures are satisfactory in concept, as they embody the use of competition to
derive the best balance of quality and price. The Competitive Dialogue process is widely perceived by the
private sector as adding cost and time to the process. This may be particularly relevant to the “dialogue” stage
of the procurement, where more bidders are kept in the competition for a longer period substantially to settle
the contract before choosing a preferred bidder. In our view it is more about how procurements are delivered
than the underlying requirements of the process and there is limited scope for moving away from Competitive
Dialogue given EU procurement directives. Public sector bodies in the main are more satisfied with the way
the Competitive Dialogue process is working.

1.6 It should be recalled that higher transaction costs are in part a response to perceived failures of public
contracts to come in on time and on budget.

1.7 As regards disclosure of information, enough information is disclosed to procuring authorities and HM
Treasury for them to assess VFM . The drivers of VFM are well understood across a community of sponsors
and advisers on both the public and private sides. The National Audit OYce plays an important role and
circulates information using its published reports.

2. How does the performance (eg, cost, delivery dates and service quality) of schools, hospitals, prisons, roads and other

projects operated under private finance compare to those which were traditionally procured?

2.1 IPSOS Mori undertook some research on behalf of HM Treasury in 2008 on the performance of PFI
projects.13 Key findings were:

— nearly all public-sector contract managers were positive about the overall performance of their
project, with 73% rating it as good or very good. 96% rated performance as satisfactory or better;

— of contract managers who have assessed user satisfaction, 92% found services delivered to an
acceptable standard, and

— 74% of contract managers believe they have suYcient resources to manage the delivery of the
contract.

3. Is there significant risk transfer to the private sector or is it more apparent than real?

3.1 There is significant risk transfer. PFI involves payment for performance and this is a fundamental driver
of VFM—contracts link payment to quality of services rather than construction of an asset. The recovery of
the contractor’s capital investment is deferred over many years to ensure that the assets remain fit-for-
purpose.14 The private sector having capital as well as future profits at risk is a powerful incentive for pre-
signature due diligence and performance against the contract.

3.2 PFI contracts transfer delivery risk to the private sector in a way which is not achieved with the
conventional separate procurement of capital investment and service delivery. PFI bundles the initial
investment together with asset maintenance and related services in a single contract with a performance-
related payment and internal interfaces managed by the private sector. If performance is suYciently poor that
the contract is terminated for contractor default, PFI does not guarantee a compensation payment—
shareholder and lender investment in the project remains at risk.15

3.3 A number of contractors and banks have lost money on PFI investments. Detailed information is not easy
to obtain because businesses do not see this as a “good news story” but there are a number of well-known
examples within the industry where providers of capital have lost money, including a number of transactions
involving Jarvis, National Physical Laboratory, several projects with Ballast Wiltshire as contractor, Neath
Port Talbot energy-from-waste, and more recently Cornwall schools and Defence Animal Centre.

3.4 The private sector charges a cost for assuming risks and it is the cost:benefit analysis which is the central
question here. This analysis involves comparing (a) the risk premium charged by the private sector to (b) an
estimate of additional costs associated with those risks were they left with the public sector. The analysis is
more than simply two parties performing exactly the same analysis and coming up with diVerent answers (if
it were simply that, the private sector risk premium would likely equal or exceed the public sector’s cost of
13 www.partnershipsuk.org.uk/uploads/documents/Ipsos%20Mori%20Report%20OTF%20Web.pdf
14 Typically this “deferral” is achieved using a combination of bank debt and contractor equity invested in a special purpose vehicle.

However, the choice of the best form of financing is part of the competitive procurement.
15 A limited number of transactions have moved away from this—in some circumstances underwriting lender losses to some degree may

be value for money given potential savings on finance costs. Similarly, some projects involve public-sector capital contributions of a
limited value at the outset, to reduce external financing.
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risk)—both analyses will reflect the potential costs which might arise under a given allocation of risks and the
objective is to determine a risk allocation which incentivises the right people to do the right things.

3.5 It must also be recognised that where public services are involved the public sector will never be in a zero-
risk situation. There will always be some risks retained by the public sector. For example if the construction
of a school is delayed that will aVect the delivery of teaching, which is delivered by the public sector for the
local community using the PFI assets and services.16

3.6 One of the issues PFI was designed to address was poor maintenance of facilities and the long-term cost
of this. It was considered that parts of the public sector gave insuYcient attention to life-cycle maintenance.
PFI was designed to break this cycle of new build and decay by making long-term maintenance integral to the
project—long-termism as an antidote to the false economies of the past.

4. How effective and costly has it been to monitor the private sector providers’ performance and quality of service in

Private Finance projects in comparison with traditional procurement?

4.1 It is not a straightforward comparison. In PFI, responsibility for service delivery lies with the private
sector and the public sector has a contract management role. As noted above, 74% of contract managers
believe they have adequate resources but this suggests that just over a quarter do not.

4.2 PFI contractors are required (under the PFI contract) to provide monitoring information to the authority.
The authority will review this data and supplement it where appropriate. But in essence there is a single point
of interface for the public authority to deal with and clear standards to be met.

4.3 With a conventional procurement, typically the public sector will be more closely involved with delivery
of services. There may not be a “contract management” function at all rather the service will operate within
a wider context of management responsibilities and feedback from stakeholders which may be very eVective
or very poor or somewhere between.

4.4 In practice, there are models between these extremes. There are examples of the government distinguishing
commissioning and provision of services within the public sector (such as primary healthcare, council
housing).

5. When the basis of a Private Finance contract needs to be altered post procurement because of changing client needs—

for example, a bigger jail is required due to a larger than expected prison population—has this proved problematic

compared to projects under traditional procurement? What has been the experience of PFI projects that have reverted

to the public sector?

5.1 It is a benefit of PFI that costs of services can be set for a long period. As a corollary of that, PFI makes
it harder for short-term budgetary pressures on the public-authority side to undermine long-term VFM-
orientated decision-making. This again is a benefit, in the long term. The determination of long-term fixed
prices should not be seen only as a hindrance to flexibility. Moreover, all sunk costs are inflexible and in that
sense conventional procurement is as inflexible as PFI insofar as an asset no longer required still needs to be
paid for.

5.2 The nature of a PFI contract is that it requires clear decisions at the outset by the procuring authority. On
the back of these decisions the service provider makes long-term planning and investment decisions and both
parties enter a long-term contract for services. It should be expected therefore that change will tend to involve
a greater level of process and potentially cost than were the public sector in a direct management role. PFI is
only suitable where the procuring authority has a long-term need which it is able to articulate clearly.

5.3 Making changes to established PFI service requirements can be more expensive than the conventional
equivalent because the authority is negotiating with a sitting contractor. To some extent this brings with it the
due diligence and planning which is a positive feature of PFI. But as above—PFI is not designed for complete
flexibility.

5.4 Nonetheless there is a distinction between inadequate planning and genuine significant unforeseen
changes in service demand or authorities’ financial resources. Authorities can weight the importance of
flexibility in the technical or financial solution as they wish in the procurement of each project, and there are
contractual provisions for contract changes. These have to work within the overall conceptual approach but
do give comfort around the cost of changes. SOPC417 includes guidance on “Change Protocols” with features
16 In any event there will likely be specific risks it is VFM for the public sector to retain, for example certain risks relating to insurance

or the condition of existing facilities—these are examples of the many questions of detail which procuring authorities need to consider
for their project.

17 PFI standard contract guidance, see www.hm-treasury.gov.uk/ppp standardised contracts.htm.
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such as pre-agreed costings for small changes and a role for competition in respect of larger ones. The NAO
published, in 2008, a detailed review of the experience of making changes to PFI contracts.18

5.5 We would also note that some of the supposed costs of changing PFI arrangements are illusory. Whole-
life costing can make the costs of changes in the PFI context not so much higher as more transparent as the
long-term implications of changes will be estimated and paid for. Moreover, all sunk costs are inflexible: with
up-front payment for an asset, if it turns out later that that asset is not needed there is no need to pay for it
again but it has been paid for. With PFI, contract termination by the authority (and to a lesser extent major
changes) can crystallise payment obligations because the unitary charge is only slowly paid over time and in
eVect needs to be accelerated.19 This appears expensive but work undertaken needs to be paid for in both
cases.

5.6 As regards the last point in the question, there are relatively few projects which have reverted to the public
sector and we are not aware of research on this particular point.

6. How should future payments by the Government under existing Private Finance contracts be recorded in public sector

accounts? Is risk transfer an appropriate test? Should all such liabilities be included in the national debt? Should they

be accounted for separately from government debt? How much does the public sector accounting treatment of capital and

revenue aspects of projects matter?

6.1 PUK is not in a position to provide evidence in this area.

7. Would public sector investment in the last decade have been lower without Private Finance? If so, by how much?

7.1 It partly depends on what view would have been taken of the budgetary impact of conventional
procurement methods. PUK is not in a position to assess this.

7.2 It may be that with the greater certainty over whole-life costs which PFI brings—if one assumes a moral
obligation to maintain assets in which public money has been invested regardless of procurement route—PFI
sustains a higher level of investment.

8. How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis likely to have

a permanent effect on the Private Finance market?

8.1 The headline figures on projects reaching financial close over the last couple of years are as follows:

2009–10 to date
2007–08 2008–09 (five-and-a-half months)

Mainstream PFI20

Number of projects 48 19 11
Total capital value (£bn) 7.4 2.5 2.9
Building Schools for the Future projects21

Number of projects 12 12 14

8.2 So there were fewer projects reaching financial close in 2008–09 than in the year before but there is evidence
of a recovery in 2009/10. It is diYcult to isolate the impact of the credit crunch as the capital value is only an
indication of the amount of third-party finance raised and the timetable is led in the first instance by
departmental spending programmes rather than market factors. Nonetheless, the use of third-party finance in
most PFI projects has meant that the financial crisis has put pressure on timescales and costs.

8.3 We make the following specific observations about the impact of the credit crunch:

— fewer banks are participating because of the closing of the syndication market;

— the bond market has closed to PFI because of the retrenching of the monoline insurers, removing a
source of competition for bank funding;

— there have nonetheless been some new market entrants, bank and non-bank;

— direct government finance through The Infrastructure Finance Unit (HMT’s funding entity designed
to fill gaps in the PFI project finance market) has been required on only one project to date;

18 “Making Changes in Operational PFI Projects”, January 2008, www.nao.org.uk.
19 Although SOPC contains some provision for payment by installments. Payments also may include an element of future profits for the

PFI contractor.
20 Data from Partnerships UK projects database.
21 The structure of BSF projects is more complicated than a standalone PFI therefore we have separated the figures.
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— the cost of finance has risen due to rising credit margins, but underlying rates have fallen, and

— any permanent eVect is likely to arise more from regulatory changes, such as increases to capital
adequacy requirements, than the underlying economics. PFI has experienced limited losses compared
to other lending sectors.

8.4 HM Treasury has issued guidance to help authorities manage the impact of the current financial climate,
which PUK helped to write.22

8.5 If the appetite for lenders to provide funding were permanently diminished then the future of PFI
financing would have to look diVerent if investment continues. However, the UK has spent a lot of time
building up the credibility of the PFI process to financiers and that knowledge remains in place within the
market. Moreover, deals have still been reaching financial close, new lenders have entered the market, and in
any event the PFI model is not premised on project finance from the banking market although that is the most
common financing route to date.

9. Are there realistic alternative roles for private finance than the current PFI-type private finance models? Should

the UK be aiming for more diversity in private finance models? Would a national infrastructure bank (such as the

proposed Dodd-Hagel NIB in the US) add any value in the UK? Should the public sector have a more hands-on role

in financing and/or delivery?

9.1 PFI has been designed as a very robust vehicle for delivering important public services. The view HMT
have taken to date is that, rather than make frequent changes to the basic model, there is merit in a well-
understood procurement methodology with a large market of suppliers and advisers, within which context
competitive tension can be applied eVectively and projects can be brought to a successful conclusion. The
development of the model has been evolutionary, mainly through successive issuance of the standard contract
guidance, SOPC. In our view this is a reasonable approach.

9.2 Other models however are available and could be further developed. Also, there is variation within the
PFI market in terms of, for example, what scope of services is included within the contract or the source of
private finance.

9.3 The UK already has some diversity of approach with a range of PPP models in addition to PFI. Other
models include lease plus, prime contracting, enhanced design-and-build, design-build-operate ie without so
much capital at risk as PFI, the ITC Model Agreement, outsourcing, joint ventures (from minority public-
sector stakes through to 50:50 joint ventures), the project “integrator” model, concessions, co-financings etc.
These and others could be further developed to provide a range of options. We see value in continuity and
institutional learning but also believe a diversity of choice is useful so long as there is a level of order within
the market.

9.4 Many of these models require more development to be of practical use. A key benefit of private sector debt
finance is to provide scrutiny of projects by parties with neither the possibility of commercial upside nor the
imperative of policy delivery and there is a danger of superficially-attractive and only-apparently-cheaper
models.

9.5 As regards a national infrastructure bank, if the purpose is to provide capital which is ultimately backed
by the taxpayer there is an argument that this is best used as a shorter-term measure, as HMT has done with
The Infrastructure Finance Unit. It is diYcult to replicate private-sector incentives within the public sector.
However, there may be merit in exploring ways of providing a greater level of quality assurance or due
diligence from the public sector, or new ways of financing using public money alongside private capital, or
other ways in which a central resource can act as a project sponsor or adviser in some form.

10. Is there an optimal mix between conventional public procurement and Private Finance for public sector investment?

What is the long run role of private finance in the delivery of infrastructure both in the UK and globally?

10.1 Ultimately, all the complexity of PFI is designed to create an arrangement whereby the right people are
incentivised to do the right thing in order to deliver public services. As noted above, PFI is not the appropriate
structure in all cases. The objective should be value for money and in our view both conventional procurement
and PFI have a role and in fact a spectrum should be available. The market can help decide the best mix
through its responses to the needs of government and it is not necessary to be dogmatic. The policy framework
should be enabling rather than limiting.
22 See “Financial Markets Dislocation Guidance” on www.hm-treasury.gov.uk/ppp finance guidance.htm.
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10.2 Private finance is in our view likely to continue to have a useful role unless a political decision is taken
to further increase gilts issuance or taxation and deliver all infrastructure assets through conventional
procurement.

James Stewart
Chief Executive, on behalf of Partnerships UK

23 September 2009

APPENDIX

KEY FEATURES OF A TYPICAL PFI CONTRACT

Most PFI contracts contain the following key features:23

— an initial construction of some physical asset, eg a school or waste treatment facility;

— a subsequent “operational” period, which might last 25 years making the total contract length
25 years plus the construction period;

— a “unitary charge” becomes payable once the asset is available for service, and continues throughout
the operational period, usually on a monthly basis;

— if the asset never becomes available, no payment is made by the authority;

— if the quality of the service fails to meet the “output specification”, there are deductions levied from
the “unitary charge”, by the operation of the “payment mechanism”. The output specification and
the payment mechanism lie at the heart of the contract and deliver the risk transfer;

— deductions can be made for failures relating purely to services delivered during the operational phase,
or can relate to failings which reflect shortcomings in the initial design or construction, or both;

— because of the long-term nature of the payment obligation on the authority, ie over 25 years, but a
requirement for the contractor to pay for the initial asset at the time of its construction, there is
typically a significant requirement for long-term finance. In the majority of PFI contracts this is
provided from the banking market as that has proved to be the best value-for-money source of finance
for most projects;

— the involvement of lenders serves an additional purpose: the best that can happen for lenders is that
they get their money back and therefore their “due diligence” analysis is focussed on downside risks.
This helps ensure project robustness as lenders are independent of both the procuring authority and
the providers of the construction and operational services;

— the type of lending involved is often described as “project finance”, because the lending is normally
to an entity set up specifically for the project in question and lenders’ risks relate purely to the
performance of that project;

— as well as bank funding, some larger projects have accessed the bond market;

— moreover, the standard PFI contract guidance does not actually require any particular finance model.
It is not necessary to involve third-party finance at all although it does bring certain benefits. Some
sectors of PFI have used corporate finance fairly extensively, for example the housing or waste
sectors;

— typically there are two key elements to the financial appraisal of proposed PFI transactions: “value
for money” and “aVordability”. Value for money refers to the overall cost-benefit analysis of PFI as
opposed to alternative procurement routes. AVordability refers to the impact of a PFI project on the
procuring authority’s budget and accounts. The two are related but the former is an economic
appraisal whereas to assess aVordability the authority needs to understand matters of accounting
presentation such as the balance sheet treatment of project assets, and

— important caveats to the fixed nature of the unitary charge are (a) an element of indexation to inflation
and (b) benchmarking or market testing arrangements for the costs of certain ongoing service
elements. These arrangements avoid transferring risks which the private sector cannot control or
easily price whilst maintaining the integrity of the original packaging of design and construction risks
and responsibilities.

23 Further guidance can be found on the HMT and PUK websites. For example the standard contract guidance, SOPC, is at: http://
www.hm-treasury.gov.uk/ppp standardised contracts.htm.
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Examination of Witnesses

Witnesses: Mr James Stewart, Partnerships UK, Mr Mike Dwan and Mr David Pokora, Lift Council,
examined.

Q391 Chairman: Thank you very much Mr Stewart,
Mr Dwan and Mr Pokora, for joining us for the
second half of our meeting. Can I, as we ask all our
witnesses, ask you if you would speak loudly and
clearly for the shorthand writer and for our webcast?
Would any of you like to make any opening
statement before we get into the questions?
Mr Dwan: I would like to make a short opening
statement about the LIFT industry and the
diVerences about LIFT and PPP. It is very interesting
hearing the evidence before as well to make some
comparisons. LIFT is a true public/private
partnership because 40% of the equity in the
company that provides the services is actually owned
by the public sector and the returns and risks are
shared equally and proportionate to our
shareholdings. What is also unique about the LIFT
industry is that we provide a range of projects and
services over a 20 to 25 year period, not a single
project. The main diVerence I would draw your
attention to is that a PFI is managing an investment;
a LIFT company is about developing a relationship
that is spread over a series of transactions and
diVerent services, all designed to create an impetus
that helps improve health, social care and community
care in that area.

Q392 Chairman: We have heard from earlier
witnesses that in PFI contracts too the relationship is
incredibly important as to whether or not it works,
but I take the point you make. Mr Stewart, would
you like to do the same for Partnerships UK?
Mr Stewart: I do not feel I need to.

Q393 Chairman: Fine, then let us make a start. Can
I ask all three of you, how successful are current
procurement arrangements for private finance
projects and what would you recommend as the most
important improvements that could be made in the
light of the experience we have all now accumulated?
Mr Stewart: I think it is the most reviewed
procurement method that has ever been. You only
have to look at the NAO reports, of which there have
been many, to work out whether or not it has been
successful. If you look at the whole spectrum of
projects as a whole then I think broadly it has been a
very successful procurement method. Unfortunately
the market often gets judged on the bottom 10% of
deals rather than the 80% in the middle. I deliberately
say the 80% in the middle because I also think it
should not be judged on the top 10% either. I think
you not only should look at the procurement method
but what surrounds the procurement method. So I
think what has been successful about the PFI/PPP
market is that it has been run as a market, as a

programme. There has been very strong policy
stewardship for it which never existed really before
for any other form of procurement. There have been
considerably more support mechanisms for it; for
example within departments, private finance units,
bodies like Partnerships UK, specialist teams within
the Treasury, OGC which again never existed for
other forms of procurement. Then with that comes
things like standardised contracts which have
actually been enforced in the market. I do not think
you should look just at the procurement method but
also everything that comes with it. The last point I
would make is that the market is changing and so
when you look at PFI you have to consider it both in
a historic context but also in today’s market. One of
the things I would be saying in a conference speech at
the moment is that if you look at the pipe line it is now
dominated by local authority projects. I think
something like 80% by value of future projects are
local authority projects. If you compare that to five
years ago there were many, many more larger
projects, one of which you spent quite a lot of time on
in the previous session, which is the London
Underground PPP. These days there are relatively few
large PPP projects and that means that the
procurement methods that we have to use need to be
adapted to cope for a diVerent type of market. What
you are now seeing is projects being run as part of
programmes—whether it is the Waste Programme,
the Building Schools for the Future Programme, the
LIFT programme—rather than these sorts of
monolithic, very large projects which take on a life of
their own.
Mr Pokora: From my point of view I think it has been
an undoubted success. In the LIFT industry as a
whole we have over £2 billion worth of procurement
already actually either in construction or operational
and a further nearly £1 billion that is currently being
worked on. It is quite clear that it has been an
undoubted success. I think one of the areas that I
would certainly highlight by way of improvement
would relate to actually being very, very clear about
what the drivers are for the public sector, what is it
that really matters in terms of these schemes? We have
all experienced changes during the development
process of an individual scheme where at one stage it
is the total cost that is important and the next stage it
is the speed of getting the building operational. That
can lead to a longer procurement which is not in
anyone’s interest, certainly not in the LIFT
companies’ interests. Being clear about that right
from the outset is something we would certainly find
of benefit.
Mr Dwan: The other point I would make is that by
necessity there is a tendency to create a master
contract and a master procurement and with the
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LIFT market where that £2 billion is actually 260-
odd projects (some of those are relatively small
projects, maybe £1 million or £2 million) and to apply
a contract structure which is in principle the same as
some of the bigger PFIs and then make that project
bear those costs and the time and delay of assessing
it on that basis is perhaps overkill. Linking some
form of materiality to the risk transfer taking place
for the size of the project would be an improvement;
it would reduce the cost of delivering and improve the
timescale.

Q394 Chairman: We have heard how Treasury has
very firmly steered people towards PFI and other
PPP funding procurement methods, but should
public authorities have a much freer choice on the
method of procurement on a case by case basis?
Mr Stewart: Certainly at the outset there was this
compulsion to consider PFI before looking at any
alternative but that compulsion went a long time ago
and now public authorities are encouraged to
consider PFI versus alternative forms of procurement
on a VFM basis and I think, for example, if you look
at the Building Schools for the Future Programme—
which is sometimes called a PFI programme—if you
delve into that you will see that that is structured on
the basis of Local Education Partnerships which
deliver the investment 50% via design and build and
50% via a PFI structure. That mix may well change.
That split came about because people considered that
refurbishment was better to do under a design and
build structure and the new builds were considered
better under a PFI model. That was a decision taken
at the time on the basis of value for money.
Mr Dwan: In the LIFT market place the principle is
about delivering an improved estate and that does
not just mean new build, that means better utilisation
and better management of the existing estate and
churning that estate to meet changing demographic
needs. You have a living, breathing relationship
which responds to the service needs over that 20 to 25
year period and new build is only part of it. Being
able to create a structure that allows you in a
relatively short space of time to respond to those
changing needs, and provide outside expert input has
been a key benefit. As a result of that most of the
parties involved in a LIFTCo arena see it as a much
stronger and greater partnership, not just about
procuring an initial funding stream.
Mr Stewart: I think what is hovering behind both of
these questions is the issue of new procurement
models. If you would like me to just cover that I
could. As I said, the market is changing and I think
two interesting things are happening at the moment.
The first is that on the large projects—Steve Allen
was referring to Crossrail earlier—what you are
seeing is PPP methodology being brought into a
public sector world. If you look at Crossrail they have

set up a client entity which is the Department of
Transport and Transport for London and that client
entity sets the requirement in output terms, decides
what it wants to buy, decides how much money it has
to buy its requirement and then sets a challenge for a
delivery body to respond to that output specification
according to the given budget. The delivery body sits
wholly within the public sector, it is staVed primarily
by professionals from the private sector, and then
that public sector delivery body then lets the
contracts to the private sector. What you are seeing
between the client entity and the delivery body is a lot
of PPP type methodology but sitting wholly within a
public sector context. The other interesting thing
about new models at the smaller end of the scale will
be the recognition that the whole life cost approach
of PPPs is seen as very attractive. If you are interested
in sustainable solutions you have to take a whole life
cost approach to delivering your requirement. What
will be interesting in the future will be to see how we
come up with some new approaches to incentivise
whole life cost and my guess is that we will see some
design and build—which is where I think you struggle
on whole life cost approach. I think we will continue
to see some PPPs but I think we will see some models
appearing in the middle which might be 10 to 15 year
contracts with or without finance but with some long
term maintenance, again the key being that the
providers of the service are incentivised to take a
whole life cost approach.

Q395 Lord GriYths of Fforestfach: A number of
witnesses have said that in making a decision between
a traditional approach to procurement and a PFI
approach you obviously have to take into account
costs, but in addition they have said that there are a
whole lot of subjective factors like will it delivered on
time or the management of risk and so on, which are
highly subjective but they may actually be a sort of
deciding factor as to whether you choose one or the
other. Would you agree with that or disagree with it?
Mr Pokora: Certainly from my point of view I do
agree. I think that in selecting the partner—whether
you are selecting a partner for an individual single
project or for a 20 to 25 year relationship—then you
need to understand how that relationship is going to
work and whether you can actually have any sort of
rapport with the individuals and organisations
concerned. That is missing if you are simply paying
with a cheque for something and then the two parties
walk apart from each other. With the whole
fundamental premise of PFI and LIFT we do not
walk away, we are there for the long term. On the
question of flexibility—or the lack of flexibility, and
there are diVerent views on that—my view is that in
selecting a partner you should be selecting one who
will respond to change into the future because all
public sector bodies—healthcare is the one I know
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best of all—do change but they change whether you
are building something with exchequer monies or
whether you are building it with private finance. The
change is totally irrelevant to how the facility is
funded, so you are looking to the company you want
to work with to see how they will support you and
help you make those changes that will inevitably
occur over the 20 or so years of an agreement.
Mr Stewart: There is a technical answer which is, as
you would expect, a fairly lengthy document which
was issued by the Treasury in 2006 which provides a
fairly precise framework for making what is called
the stage one decision as to whether you should
pursue PFI or a conventional approach. I would
hope everyone would agree you should not make that
decision on cost grounds alone, ie just on a
quantitative assessment which means that you have
to make a qualitative assessment as well and that
qualitative assessment is designed to take other
factors into account which will improve your
decision making process. Inevitably when you get
into qualitative assessment some of that is subjective.
I think one of the advantages that was focussed on
when this document was produced was the fact that
there was a track record of doing PFI deals. When
people were required to look at qualitative
assessment criteria like the time taken to deliver
procurement, they were very, very strongly advised to
look at the track record in their particular sector and
use the data available in that particular sector to help
them decide whether PFI was a good route. In a sense
what they have been told to say is that if it has been
shown that PFI is a successful procurement method
for schools in the past then you should be able to take
confidence that it would work in the future as well. If
you are doing a one-oV project which no-one has ever
done before then it is going to be a more subjective
exercise.

Q396 Lord Eatwell: I am intrigued by how we are
going to measure the benefits of a PPP project. Mr
Pokora has said just now that it is clearly successful
because there is a large amount of projects. That does
not seem to me that that defines success at all; it might
just be a waste of money. There is an approach which
measures the benefits of PPPs on user satisfaction.
Do you think that is a satisfactory objective measure?
Mr Pokora: I will answer that first as you came back
at me with my initial response. In and of itself no, but
all tests of whatever kind, if they are fairly applied
across all procurement methods and all financing
methods, then you do have a means of evaluating
those and putting them into the qualitative and
quantitative assessments that need to be made The
diVerence and the problem of course is that whereas
we have an approach in our LIFT contracts whereby
we will test the views of users of our facilities, that is
not the norm as far as publicly procured buildings are

concerned, so you do not have a means of being able
to evaluate whether ours are more successful than a
publicly procured building, but it is one of the tests
that you could use if you had the evidence.

Q397 Lord Eatwell: I just feel somehow that if those
involved in the procurement decided to fix on PPP or
some form of PFI structure they are then going to be
somewhat biased towards saying that they are rather
satisfied with it because otherwise it would reflect on
their prior decision.
Mr Stewart: Except that it will not have been their
prior decision because the rate at which people move
jobs in the public sector ensures that somebody else
probably did it before them. I think when they talk
about users here it is not only the oYcial sitting in a
public authority who is dealing with the contract,
some of this is also end users, consumers as well. I
think the frustration is that we live in an environment
where we have very poor data.

Q398 Lord Eatwell: Yes, that has been commented
on by several others.
Mr Stewart: The interesting thing is that PFIs and
PPPs is a more data rich environment than
conventional. One of the problems is that there is
almost no data available on the performance of
conventional contracts because there is no such thing
as an operational phase of a conventional contract, it
is just absorbed within the public authority’s general
budget. So comparing PPPs with other types of
projects is very diYcult. If you are interested, one of
the things you should look at is the Building Schools
for the Future Programme because a major eVort was
made at the start of that to collect much more data
and there is this comparison between design and
build and PFI in-built within the programme. I think
it gets even more interesting when you not only look
at the outputs but you look at the outcomes and so
you start looking at educational outcomes within
schools that have been delivered through PPI as
opposed to an alternative form of procurement. I
know that is not your question but personally I think
we should be looking at outcomes, so we should be
looking at recidivism in prisons and we should be
looking at educational outcomes in schools rather
than just saying: is the private sector contractor
delivering to a certain level of performance?

Q399 Baroness Hamwee: You have already talked
about some of the benefits of the LIFT model
compared with conventional PFIs, but I would like to
ask if there is anything you would like to add to that
and also to ask your views on the impact of the
absence of a public sector comparator.
Mr Dwan: I outlined in the introductory statement
the principal benefit and actually sitting around a
table with people who are taking risk and reward
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alongside you has a lot to be said for it. Certainly
when the decision making is being made and when
you are saying to them, “Are you sure this is what you
want because if it is not what you want you need to
say now because there will be an impact on you both
financially and practically”, that is really important
In developing the partnership—these really are
proper partnerships—we know we are going to be
around for 20 to 25 years; there is nowhere to hide in
that partnership so if you get something wrong you
will still be there, somebody will say, “Why did you
put this building up 10 years ago? Why is it like this
and why is it like that?” As a result of this type of
relationship the LIFT companies themselves build in
a lot of flexibility. We build, quite often, extra space
that LIFTCo takes at its risk because it can assess in
the future there might be an additional demographic
surge or a diVerent episode of care pattern to host. We
are also very well placed to be the community
developer; because we represent principally the NHS
but also local authorities and social care we can
create a community asset that can host a range of
diVerent services and can create a flexible structure to
put an asset in place and then say that you can hire it
on an hourly basis if you want, if that is appropriate.
We can provide much greater flexibility that a rigid
PFI which is a single project with a single purpose. If
you allow the relationship to develop to its full extent,
at the moment we are having very active debates
about looking after the existing estate, trying to
increase the utilisation of that estate, moving towards
a carbon neutral position which we have on a number
of our LIFT buildings and driving a much more
joined up community focus approach, you could not
do that within a rigid PFI type structure. I also do not
think you could do it unless there was a share in the
equity return and risk because you would not have
the same relationship.

Q400 Lord Moonie: Is the LIFT approach part of a
broadening out of private finance models? If so,
where do you see things going?
Mr Dwan: That ties into what I was just saying, that
increasingly what we are talking about is providing
the range of services which are focussed on the better
utilisation, better management, better availability of
assets rather than raising funding to build new things.
There is a natural maturity that takes place if you
think about any estate; there are only so many new
buildings which are appropriate and at a certain
point in time you need to match services to existing
assets and integrate on a better basis. What
increasingly is happening is that as projects have
succeeded and they have generated income,
employment and improved healthcare in
communities that has led to greater and wider
discussions about using LIFTCo as a focal point for
community assets. We think that about 80 to 85% of

the money invested in LIFT projects is retained in
that community so it has a fundamental regenerative
eVect on that community as well. I think a model
which allows a flexing of response that is not focussed
on a single purpose, that allows the deliver of services
alone—whether they are professional services or life
cycle services—is the next level, a more sophisticated
version of a true public/private partnership.
Mr Stewart: I think the diVerence with the LIFT
model to the traditional PFI model is that the asset
is owned in the long term by the private sector
company whereas in a PFI contract at the end of
the contract term the asset returns to the public
sector. That encourages very diVerent behaviour in
the private sector and encourages them to invest not
only in that asset and make sure it does have
alternative uses, but it also means they will take on
a development role and actually build other assets
around it and are encouraged to do so. There have
been LIFT schemes where there have been leisure
centres, retail developments and housing
developments sitting alongside the health sector
assets. I think the fact that the private sector own
the asset for the long term encourages that kind of
behaviour. I would want to support what Mike was
saying about the community focus aspect of LIFT.
I think the challenge going forward is going to be
to ensure that we have community investment across
sectors. At the moment we have a very silo driven
approach where investment in communities follows
the budget which come down particular channels
whether it is a schools channel, a health channel or
a social care channel and what we need to do is
develop new models at a community level which
encourage a cross-sectoral approach. I think the
Total Place pilots which are going on at the moment
are a good example of that kind of activity. I think
the co-location fund which has been set up within
DCSF (which is a £200 million fund specifically
aimed at cross-sectoral projects) is another good
example, but we have to crack cross-sectoral
regeneration community based investment going
forward and we have not so far.

Q401 Lord Lipsey: Reading through the amount of
evidence we have had I am very struck by the range
of views expressed from those who think that PFIs
are the finest thing since sliced bread to one
academic witness who could not think of a single
thing to be said in its favour. I wonder if you could
bring to our attention any particular project or
group of projects which appear to you to have
delivered significant innovation that would not have
come about without the PFI model.
Mr Pokora: There is one particular scheme that I
have been involved in which was regeneration of an
area in the West Midlands for which it was
absolutely essential that a regional development
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agency funding was secured. Without that funding
this particular project in this particular area, and
therefore this area of the community, could not form
the hub of the regeneration eVort. It was quite clear
that without the private sector involvement in
putting together the bid for that and actually the
fact that the private sectors are willing to put finance
into that scheme itself and take the risk on the
development, that money would not have been
available to the public sector, to the NHS and the
local authority particularly. For us that is one very
specific example where we could do that and the
value again of the LIFT company being around not
just for that one project but for that plus other
projects into the future was a key factor in the
success of winning that particular funding.
Mr Dwan: To pick up on the community point and
also James’s point about joining up a community
project, we have been able as an industry—I can
forward you numerous examples of this—to ensure
that community assets are developed and allow the
parties taking part to run at their own pace, so if
their party has not got funding in place and is not
able to co-locate we can chaperone the development,
host it, make it available and hold it in time. A
development of this approach is the total system
change which is taking place in the NHS at the
moment where ownership of the asset is being
detached from the service provider so that we are
providing a hosted infrastructure into which service
providers can be asked to perform services on an
individual episode of care, on a daily or weekly
basis. Without an independent party that is able to
pull together the range of skills required to achieve
this, this kind of system change could not have
happened.
Mr Stewart: Can I just tackle it from a slightly
diVerent place? I think you see a diVerent form of
innovation in these programmes. One of the changes
that has taken place in the market in the last five
years is that, as we have gone to these smaller
projects being parts of programmes, the private
sector has reconfigured the way they manage their
resources. What you have seen in the private sector
is specific sector based teams as opposed to a generic
PPP team. You will see a LIFT team or you will see
a team focussing on the schools sector, or you will
see a team focussing on the waste sector. What that
has enabled is research and development—which
ultimately will hopefully lead to innovation—being
thought about on a long term basis across the
programme rather than on the individual deal.
When you are in the midst of an individual deal and
you are bidding it is very diYcult to really create
innovation because you are always against the
clock, you are always justifying the cost of that
R&D on the basis of that single bid, and that is
always very diYcult. Whereas if you are in a

programme people will take a longer term view. It
is boring things like going out and researching the
best form of door in a school and then bulk buying
it for the future and things like that which will
reduce the whole life cost. I think in these
programmes we are definitely seeing more
innovation than on the individual deals.

Q402 Chairman: This question sounds a bit like an
exam question but we have had some rather
conflicting evidence about the numbers so possibly
you, Mr Stewart, can tell us how many private
finance projects and their aggregate value are
included in the national debt figures and how many
are not?
Mr Stewart: Unfortunately you are going to have to
ask the Treasury. I sat in a PAC hearing alongside a
member of the Treasury who was asked a very similar
question and he did provide a note to the Committee.
If I gave you an answer I would not give you the
proper answer.

Q403 Chairman: Since devising the question we have
heard from the OYce of National Statistics and I
think the figure may be that there are £64 billion
worth of schemes, including the London
Underground public/private partnership, £51 billion
operational or under construction and about £25
billion of this total are designated as on-balance sheet
schemes for the purposes of the accounts of the public
sector bodies concerned. So it looks as if about half
may be the answer.
Mr Stewart: I would say those sums seem a little bit
low to me but that is oV the top of my head.

Q404 Lord Eatwell: I am intrigued by the
development of the secondary market in the financial
instruments used to fund PFIs. The development of
the secondary market in finance has brought us to the
pretty path that we are in now in the sense that what
happened, as we know, is that bankers in the
mortgage market took insuYcient care in to whom
they leant money because they could then securitize
and sell on the debt, the consequences of which we are
living with now. Do you think that similar
consequences could arise from a secondary market in
financial instruments associated with PFI so that
there would be less care taken over the construction
of the project at its initial stage?
Mr Stewart: The first thing I would say is that there is
not only a secondary market there is a tertiary market
and whatever the one beyond tertiary is. Generally
these assets tend to change hands once the
construction is complete and the reason for that is
because contractors are happy to hold their equity
stakes for the construction phase and typically one
year into operation, but then a number of contractors
wish to recycle that equity back into new projects



Processed: 11-03-2010 01:34:45 Page Layout: LOENEW [O] PPSysB Job: 441961 Unit: PAG3

197private finance projects and off-balance sheet debt: evidence

1 December 2009 Mr James Stewart, Mr Mike Dwan and Mr David Pokora

once they get through the construction phase and do
not see themselves as the long term holders of those
assets. There are some exceptions to that. Balfour
Beatty, for example—I think you had someone from
Balfour Beatty in front of you—have held onto their
PFI investments on their balance sheets but other
construction companies would look to recycle their
capital and hopefully take some profits. From a
public policy point of view recycling is encouraged.

Q405 Lord Eatwell: Surely then all this stuV about
life time that we have been so concerned about no
long applies because the originator is stepping out.
Mr Stewart: In a typical project you would normally
have more than one equity provider at the outset.
You would typically have maybe a couple of private
sector contractors, it might be the builder, might be
the FM provider as well and you might also have
some third party equity. Therefore you would have
potentially some continuity from the third party
equity provider who would probably be in there for
the long term. Typically these assets will then get sold
to secondary fund and I think it has been
disappointing that the secondary funds, when they
set themselves up, did market themselves as being in
for the long term. That has not proved to be the case
and they have tended to sell the assets on again at
some point. That was partly driven by quite an active
secondary market and the fact that the prices
available were very good. That has corrected itself so
what we are beginning to see now are the assets being
held by funds who are in for the long term and for the
operational phase of these projects, but we are not in
a perfect world yet.

Q406 Lord Moonie: What incentive is there for a
constructor to innovate if he knows he can get his
money out as soon as the thing is built?
Mr Stewart: Do you mean during the operational
phase?

Q407 Lord Moonie: Yes, look for new methods
which will be of benefit to the 30 year project rather
than his one year horizon.
Mr Stewart: I would argue quite strongly that there is
a greater incentive because the secondary investor
will need to innovate partly to get an enhanced
return. You might say that is the wrong kind of
innovation but in practice they have to do things to
the project to make that project better from both the
public sector’s point of view and the private sector’s
point of view so they will be re-energised to work
quite hard on that project.
Mr Dwan: If you take the LIFT market we have
today—and I cannot foresee it for the moment—
there has been no secondary market interest because
these are living, breathing companies carrying out a
rolling programme. As a result of that we have no

contractors who are equity holders in the LIFT
companies themselves; contractors are market tested
and appointed on a project by project basis so their
incentive is to get the next project, give the best price
and to innovate at that point. This type of
programme, as James alluded to before, has created
a diVerent type of equity partner and participant in
LIFTCo who genuinely has a long term interest
because they are going to make a long term return
that increases or ebbs and flows as to how well they
perform over that period.
Mr Pokora: The only additional comment I would
make is that the operational transfer of risk does not
change whoever holds the equity, whether it is
primary, secondary or tertiary investor. The actual
contractual terms on which that facility is being run
do not change as a result of who the investor is, so
from a public sector perspective they get the same
service provision to the same standard, to the same
cost irrespective; it is the private sector secondary
investor who is taking on that risk.

Q408 Lord Eatwell: That may be true but the
question is whether the initial contractor takes the
full care with respect to the life time of the project that
he or she would if they were literally in it for the
lifetime. If they can get out then worrying about, for
example, the durability of your door in 15 years’ time
if you are getting out in 10 may be not quite so
important.
Mr Stewart: There are three phases to a project.
People often forget the first phase. The first phase is
bidding. So the people who take the bid cost risks are
generally the first people who provide the equity and
once you have won the contract and you have then
signed the contract you are into a construction phase
which is the second phase. The third phase is the
operational phase. My view is that the people who
put the equity into the bid phase and the construction
phase are a diVerent animal to the people who should
have their equity invested in the operational phase of
these contracts and therefore I have not objection to
people recycling their equity. What you then want is
people in for the duration of the operational phase
who have expertise and experience in that phase.
When it comes to innovation, I think the innovation
you require in the operational phase is very diVerent
to the innovation you are looking for in a bid phase
or a construction phase.

Q409 Baroness Hamwee: Can I just pursue that to
understand it? Are you saying that you cannot get out
entirely because the liability remains? Is that what Mr
Pokora was saying?
Mr Pokora: The contract that was originally signed
has within it the clauses for availability or whatever
performance obligations there are on either the
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special purpose vehicle—in our case the LIFT
company—and those obligations do not change
irrespective of who the investors are.

Q410 Baroness Hamwee: You are not assigning the
liability.
Mr Pokora: No. I think the point is well made and
again it comes back to a question of where it is a
single project procurement that is being handled, it
comes back to the relationship, it comes back to the
trust, it comes back to the actual qualitative
assessment one makes of the bidders in terms of what
they are oVering because to me I have spent time both
sides of the fence and I know that I was looking for a
flexible friend, not in terms of credit facilities but
certainly a partner who would work with me to deal
with the changes that would inevitably be required
over the time and therefore that does require
someone who has invested in the outset in the best
way of this facility being run not just built.

Q411 Baroness Hamwee: Moving to a diVerent topic
now, do you think there should be some form of
National Infrastructure Bank?
Mr Stewart: It depends what market you are talking
about. If your question is: should there be a National
Infrastructure Bank for PFI/PPP projects then I
think the answer is no because there is liquidity in the
markets. This year 23 deals have closed; one has used
the Treasury Infrastructure Finance unit which is the
lender of last resort; the other 22 have closed on their
own. I think the Treasury Infrastructure Unit is
serving its purpose. It is acting as a catalyst for the
market; it is there as a lender of last resort. A
National Infrastructure Bank implies a lot more than
the Treasury Infrastructure Finance Unit. I think if
you go to the wider infrastructure market then you
are into a diVerent question. The interesting thing in
the market at the moment is that people are using the
term “infrastructure” rather than PFI/PPP. I do not
know if you have seen the Policy Exchange report
recently but you are into the whole issue of provision
of strategic infrastructure over the next 50 years in
this country and you are into the whole climate
change agenda and having 20% renewable energy by
2020, you are into long term transport needs, water
and waste. I think someone attached a figure the
other day of £500 billion for that requirement. Then
you have to say where is the funding going to come
from? It will undoubtedly come from a combination
of private sector sources and public sector sources
and you then get into what role are the pension funds
going to play in the long term funding of
infrastructure and what role is government going to
play.

Q412 Baroness Hamwee: I think I should say I
surrender!

Mr Dwan: If I could make one more comment on
this, I think our view is that an Infrastructure Bank is
not required but what is required is an additional
choice of funding. One of the things we have learned
is that the banks find it incredibly diYcult and nigh-
on impossible to price long term debt because they do
not know what the price of their own debt is going to
be over that period and trying to match that to our
requirements for 20, 25 maybe even 30 years’ money
is incredibly diYcult. It is common sense that that
type of long term arrangement is more suited to
diVerent types of institutions and diVerent types of
returns, but we have ended up where we are now. No
LIFT projects have failed due to lack of funding; the
average size of a LIFT project is £10 million to £20
million so it has tended to fall into a pocket that an
individual bank could fund. Nevertheless, the banks
would be much more comfortable funding the
construction period and somebody else pricing and
funding the long term risk. We are actually, as an
industry, active in creating our own fund to do just
that and we hope to make an announcement some
time next year. I think any help that could be given to
facilitate funds like that coming into the market
would be welcome and perhaps any help that is given
on how tier one capital is reserved, at the moment,
regardless of the risk—because clearly we have a
pseudo-government risk here—would be helpful as
well in introducing some lower price, long term
funding.

Q413 Chairman: The money continues to be
available, but is it on terms that are not as good as
those that previous schemes have been able to
benefit from?
Mr Dwan: If I draw a comparison, a typical LIFT
scheme with its blended cost of debt and equity—
subordinated debt—is priced somewhere between
7–8% as a blended cost. The finance margin, you have
an underlying cost of funding which is the long term
swap rate, and long term swap rates have been lower
so some of the increased bank pricing has been
compensated by a lower long term swap rate, which
is what you would expect and that would come down
with the current state of the economy. Bank rates for
the LIFT market went down as low as 65 basis
points—point 65—but are currently now about 200
basis points, but when you take the compensation
long term swap rate it is slightly higher but not
dramatically higher. The thing which is currently
aVecting the LIFT market pricing is that we take full
RPI risk and obviously RPI at the moment is very
low and a number of us are suVering RPI deficiencies
because the process drives you down forecasting an
RPI return into your financial model, that is not your
current return and so there is an ebb and flow taking
place in RPI at the moment as well.
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Q414 Lord Tugendhat: Do you think the
introduction of private finance has actually led to
more public procurement and more infrastructure
than would otherwise have taken place or not?
Mr Dwan: I think using the programme example—
James’ term—and using LIFT in particular, private
finance has, in addition to the provision of project
funding, been more about partnership and bringing
skills to the table, developing a relationship and then
creating an infrastructure. If you consider in the NHS
a large number of the assets had been built before the
NHS was even formed let alone currently providing
services, primary care has fundamentally changed as
a result of the LIFT programme: 260-odd buildings,
the high level of investment, properties which now
have decent infection control measures and can
deliver flexible services, all things that did not exist. It
could have been done without private finance but I
fail to see how it could have been coordinated and
managed and given an impetus without the focus that
has been taken by the LIFT company, so for LIFT, I
think it has had a very positive impact.
Mr Stewart: My answer would be a definite yes. I was
around when this whole initiative started in 1992 and
obviously a lot of the original assumptions around
PFI were revisited in 1997 and at the setting up of
Partnerships UK. What was happening in 1992, 1993
and 1994 was that the government was faced with a
massive investment programme. They knew they had
to invest but they had no confidence in the current
delivery mechanism. People in Treasury and the
wider government felt that if this enormous
programme—a lot of which has now been
delivered—was to be delivered then a diVerent
procurement methodology was required and much
greater involvement of the private sector was needed,
ie if left to public sector bodies doing conventional
procurement it would never happen. Whether you
agree with it or not, what PFI has given Treasury and
other public oYcials is confidence that if they make a
decision to invest that investment will be delivered
and as a result more money has been made available
for that investment. I think the biggest and best
example I can give to you is Building Schools for the
Future. Building Schools for the Future is a PPP
programme—using it in its widest sense—and I think
confidence in the delivery mechanism (which is
essentially a PPP delivery mechanism) enabled
government to morally commit to a 15 year
investment programme in the whole of the secondary
schools estate which, at the outset was a £45 billion
figure. Do I think that government would have
committed to a 15 year programme of £45 billion
without that PPP approach? No, I do not think they
would. Just to reinforce that, within that programme
one of the keys to that programme was a sequential
approach so in the past money had been handed out
to all local authorities on a fairly even annual basis

but what the BSF programme involved was local
authorities forming an orderly queue and those of
greatest need getting their money first and then those
with not such great a need coming at the end of a 15
year programme. I think that confidence is a big
thing. I think the whole programme approach has
encouraged more investment. I think you also have to
come back to the fiscal side of it which is with PFI
being applied to the revenue account. Does that mean
more investment or not? I do not know. What I would
say is that even those projects that go through the
revenue account still have to go through an approval
process, so it is not as though on the revenue account
or oV-balance sheet means no outside controls; they
are still part of departmental and central government
control systems and still get approved in the same
way.
Mr Pokora: My view is that, without question, there
has been far more investment and far more hospitals
and health centres built over the last five to 10 years.
As someone who has a background in healthcare I
know just how diYcult it was to try to get any form
of money that would allow me to invest in services, to
change the way clinical care was given to improve
that care because, at the end of the day, services come
first but buildings get in the way of good, high quality
care. The last five to 10 years have seen a significant
increased investment and my colleagues up and down
the country—my past colleagues I should say now—
have been able to deliver the kind of clinical services
that frankly were only dreamed about before.
Chairman: You are all entirely clear but we have had
it suggested to us that a lot of this investment would
have happened anyway, so it is not quite as clear cut
for us as it is for you.

Q415 Lord Moonie: You have talked about
innovation in the third phase, can you give us any
examples of innovation in the third phase? You do
not have to do it tonight if you want to go away and
have a think about it.
Mr Stewart: I think there is a real challenge at the
moment. We were talking about flexibility in these
contracts earlier but we are facing a situation where
revenue budgets are going to get cut and public
authorities who have a PFI contract will be looking
at those contracts alongside other parts of their
budget and what cannot happen is that other parts of
an authority’s budget get cut and the PFI contract
gets left alone. Therefore these PFI/PPP contracts are
going to come under strain and both the public sector
and the private sector are going to have to innovate
within the context of those contracts to create
eYciency savings in those contracts as any other part
of the budget. That will put a pressure on the
relationships, on the contractual mechanisms and the
partnership between public and private sectors.
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Those people who innovate in that circumstance will
do the best.

Q416 Lord Moonie: An example that was not a PFI
was Railtrack who decided they did not have to
repaint the Forth Bridge. It saved them a lot of
money in the short term.
Mr Dwan: I can give you a couple of operational
innovations to introduce the concept. As an industry
I think LIFT is quite unusual in that we group
together to share best practice and to debate how we
can further improve what we have already oVered. As
an industry, for example, we have just created our
own insurance policy for the property phase which is
reducing premiums by 10% per annum and that is all
passed straight back to the NHS. We reckon that is
around £4 million. In addition to that, we have a
green energy initiative where, even though we are not
obligated to, we are seeking to get to a carbon neutral
position across the estate and provide, to a degree,
renewable energy sources. So you can bring
innovation in the operational period and it does not
necessarily have to cost anything.

Q417 Lord Moonie: Just using that specific example,
would that not be an easier example to implement if
your constructor was involved in it from the outset?
Mr Dwan: If you go back to what I said about LIFT,
we instruct the contractor to make sure that we have
the plug in points and the appropriate specifications.
The contractor would tend to go for best price and
fastest deliver so that is where LIFTCo has to play its
part and say, “No, I want a long term return for a
long term interest here so I will instruct you
accordingly”.

Q418 Lord Moonie: Do you believe that private
finance is more applicable to some public services
than others? In particular, as a sub-question, is there
any scope for increasing provision or adding
provision of certain services to PFIs, hospitals for
example?
Mr Dwan: This is something that the individual
members have individual views on but as a point of
principle we are very comfortable providing services
which are non-clinical. As soon as we step over, as a
partner, into providing clinical services we are into a
whole diVerent ball game. Those services can include

anything from green energy to estate management to
financial advice. to property legal advice—a whole
range of diVerent things—which allows the NHS to
concentrate on delivering clinical services to the best
quality and at the most appropriate time. I think to
that extent we are very comfortable about expanding
the range of services that enhance our ultimate oVer.
Mr Stewart: The fact that the question contains the
words “private finance” implies that this applies to
public services that have a capital investment element
because those services that do not have a capital
investment do not need private finance. I think the
answer is absolutely yes. We have found that PFI
works for some types of projects and does not work
for some others. You were talking earlier about size
of projects and I agree with the previous answer. The
issue I think is much more about complexity rather
than size. For instance I went to see the Connaught
project about 12 months ago which is a very, very
substantial garrison project in Salisbury, a £1.2
billion project so very, very significant. However,
technically it is relatively simple because what
happens is that units flow oV a manufacturing
production line in a modular form and just get put
together almost like a Lego block. Technically it is
simple and therefore the size of the project is not
overwhelming. When you get to a very large hospital
project or you get to a very large transport project, it
is complexity and risk that challenges the whole
process. Where you have large and complex projects
we have learned that PFI/PPPs are very diYcult. I
think we learned a long time ago, for example, that
ITC projects do not work because of the pace of
technology change and so a diVerent procurement
methodology was thought up. I think we learned that
one-oV, small projects do not work because the fixed
costs of doing those kinds of projects are too high
whereas a small project as part of a programme is
okay. Those are just three examples.
Lord Moonie: Just to add as a footnote to that, you
should have seen the Colchester project when we
discovered there were Roman remains under some of
the bits we were trying to build on. I was responsible
for setting that up.
Chairman: Thank you very much indeed for your
evidence. Congratulations on the work of your two
organisations which we know are doing very good
work.
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Present Best, L Lipsey, L
Forsyth of Drumlean L MacGregor of Pulham Market, L
Griffiths of Fforestfach, L Tugendhat, L
Hamwee, Baroness Vallance of Tummel, L (Chairman)
Levene of Portsoken, L

Examination of Witnesses

Witnesses: Mr Adrian Olsen, Bank of Ireland, Mr Philip Turville, Royal Bank of Canada Capital Markets
and Mr Laughlan Waterston, Sumitomo Mitsui Banking Corporation, examined.

Q419 Chairman: Welcome to the Economic AVairs
Committee. This meeting is the eighth public hearing
of our inquiry into private finance projects. Copies of
the members’ entries in the Register of Interests and
of interests declared as relevant to this inquiry are
available to the public and to the witnesses. Mr
Olsen, Mr Turville, Mr Waterston, welcome. Thank
you for sparing your time this afternoon. We would
be grateful if you could speak reasonably clearly and
slowly for the benefit of the webcast and the
shorthand writer. When we reach the questions, in
order to save time, if one person answers and the
others are happy with that answer, then leave it at
that, but feel free, if you want to add to the first
answer, to do so. Would you like to make an opening
statement or should we go straight into questions?
Mr Olsen: Happy to go straight to questions.

Q420 Chairman: Perhaps I might start with the first
question, a general question. What has been the
impact of the recent financial crisis on raising funds
for private finance projects?
Mr Olsen: Clearly the shortage of both capital and
liquidity in the financial markets over the last 12 to 18
months has had a significant eVect and influence
upon the ability for projects to find banking finance
over the last 12 to 18 months of the process. A
number of projects have closed but a number have
struggled to find suYcient lending capacity from the
markets to permit those to go to full financial close.
There has been a significant eVect on the availability
of bank debt.
Mr Waterston: May I add that to an extent the
withdrawal of all of the mono-line insurers from the
markets and the lack of liquidity in the bond market
have also resulted in less funding being available for
PP projects and any other project finance
transactions. I refer to the mono-line insurers because
they insured the bond issues which used to fund
project finance and gave them a high credit rating so
they were able to be bought in the market.
Mr Olsen: A further by-product of the reduced
capital and liquidity has been the disappearance of
the syndication in the market. As banks have

withdrawn or reduced their capabilities to lend, those
banks which historically would have taken an
underwriting position prior to syndicating into the
market have ceased to do so.

Q421 Chairman: Do you think this is a temporary
phenomenon or have we moved on to a new era?
Mr Olsen: The severity of the situation we have found
ourselves in is temporary. We will, in time, move back
to some semblance of normality, let us call it. There
has been a paradigm shift, a quantum shift in the way
in which banks in this space and indeed banks
generally will lend in future. The capacity that was in
place two or three years ago will be significantly less
when we emerge from current troubles than it was at
the peak of the market.
Mr Waterston: Twenty to 30 banks were lending in
PP/PFI before the crisis with long term debt at very
cheap margins because of their very cheap cost of
funding. That number has now been dramatically
cut; at one point it was down to less than five and is
probably around 10 at the moment. That is very
temporary but whether that will increase to where it
was before the crisis is debatable. I doubt the liquidity
will return to quite that high level. A few banks may
return but it is the issue of providing the long term
debt with the level of liquidity there used to be. I think
that is very unlikely but the liquidity will increase a
bit.

Q422 Lord MacGregor of Pulham Market: We are
very interested in the secondary market for PFI
projects. Could you give us an overview of the pros
and cons of the existence of the secondary market?
Mr Olsen: When you say “secondary market” do you
mean secondary equity market or secondary debt
market?

Q423 Lord MacGregor of Pulham Market: You
could try both but particularly the secondary equity
market.
Mr Olsen: It would be fair to say from my perspective
that I have little experience of secondary equity
markets. I can speak to the secondary debt markets
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but other than observing from a distance, not to
avoid the question, I really do not have anything very
much to say on that particular subject.
Mr Turville: RBC is more on the advisory side than
perhaps my colleagues here. We have been involved
in a number of transactions, both buying and selling
secondary assets in the PFI market. The secondary
market remains open but there is a lot less liquidity
within the market now. There has been some change
in the players and some of the funds which were very
active say two years ago are less active in today’s
market. You may have seen from the PFI press of last
week or so that there have been a few transactions
which still occur; Carillion sold a couple of assets in
the last couple of days, for example.

Q424 Lord MacGregor of Pulham Market: Until
recently did it encourage the initial flow of funds into
the PFI market in the sense that people knew that
there was a secondary market to pass on to?
Mr Turville: It certainly does. It is the same on the
bank debt side. The presence of the secondary
markets encourages people to provide funding to the
transactions in the first place.
Mr Olsen: It is particularly pertinent to those equity
providers which are perhaps construction companies
or operating companies which are eVectively
recycling their capital into the secondary market,
freeing up capital to return to the primary market for
the next set of deals.

Q425 Lord MacGregor of Pulham Market: Mr
Turville, I see you advised on the Norfolk and
Norwich University Hospital NHS refinancing.
Mr Turville: Yes.

Q426 Lord MacGregor of Pulham Market: I should
declare a very oblique interest in that I am resident in
Norfolk and was an MP there for some time. We had
some criticism from the previous witness on that. I do
not know whether you have had chance to see it. If
you did, I would be interested in your comments and
if not, perhaps you could look and let us have your
comments.
Mr Turville: I have not seen those particular
comments. I did attend the hearing of the Committee
of Public Accounts probably two or three years ago
on that. I am happy to have a look at those particular
comments and revert separately.
Chairman: If you could let the Clerk have a note, that
would be useful.

Q427 Lord Levene of Portsoken: I wonder whether
you could let us know your overview on the
eVectiveness of PFI projects generally in terms of
having projects in the public sector built on cost and
on time compared with traditional procurement.
When the system was originally introduced this was

largely the object of the exercise, to say the public
sector is not very good so, if we do a project like this
within the private sector, it should improve it. What
has been your experience of that?
Mr Olsen: It is certainly the case and the evidence
would suggest, as you have already stated, that the
projects which have been completed have to a very
large extent been completed on time and on budget.
I would put that down to the policing, the rigours of
the due diligence process which go in to and up to
financial close and then the monitoring and the
policing which happens on the project post actual
close. Certainly evidence would suggest that PFI
definitely delivers on time and on budget. I am sure
there are exceptions but in the main that seems to be
the case. That surely is one part perhaps of the value
for money debate and discussion that ensues from
PFI. Certainly my own evidence on the 50 or 60 deals
that my bank has done in this space would suggest
that PFI does deliver on time and on budget.

Q428 Lord Levene of Portsoken: When you are
talking about those transactions, were they
straightforward construction projects or did they
include the running and operation of them as part of
the deal?
Mr Olsen: In all cases running an operation post
construction and of course a mixture of construction
technology. At one end of the spectrum, a standard
accommodation type project all the way through to
some of the MoD projects, waste projects, with a full
spectrum of technologies and diYculties from the
very simple to the very complex.

Q429 Lord Levene of Portsoken: We had a witness
here three or four weeks ago who told us that they
were virtually only able to use PFI as a method of
procurement because it was the only area where there
was cash available but that the traditional method of
procurement through the public sector doing the
procurement itself was much cheaper and more
eVective. What would you answer to that?
Mr Olsen: My personal view is that I simply do not
have enough reference data to compare it with the
traditional procurement method. My answer would
be that I have seen PFI in action and the evidence
suggests that it does work on time and on budget but
unfortunately I have no frame of reference to look at
the traditional procurement method.
Mr Waterston: I agree that it is diYcult to comment
on the traditional procurement side because there is
very little evidence, whereas there is a huge amount of
statistics on the PFI side. I would certainly back up
what Adrian says that there is no doubt on our side
that the PFI structure does help ensure that the PFI
projects are more often built on time and on budget
than you would see under traditional procurement.
You just need to look at projects such as the Scottish
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Parliament or Thames Barrier to see the evidence of
that.

Q430 Lord Levene of Portsoken: Presumably you are
saying that is how not to do it.
Mr Waterston: Yes, sorry; evidence that the PFI
structure is more eVective. Furthermore, under the
PFI structure, and this is an important point, where
there are time delays or cost overruns, in the majority
of scenarios they are borne by the private sector,
whereas, if it were a traditional project, the cost
overruns and the time delays would more often be
borne by the public sector. It is a very important
distinction to make that if there is a delay in a PFI
project, which does not happen that often but it does
happen, first of all the costs are borne by the builder,
who pays liquidated damages to cover the bank’s
costs, cover additional costs in the project. If there is
an extra cost to them in building it, perhaps steel goes
up in price, then they have to cover the cost not the
public sector. That is another benefit of the PFI
element, referring to some points in the PPP Forum
paper which was submitted to the House of Lords
and which refers to a 2003 NAO Report on
construction and PFI projects which gave some
interesting statistics on how they very often did
complete on budget and on price.

Q431 Lord Forsyth of Drumlean: Earlier we have
some evidence some weeks ago from the contractors
and someone said that they were pretty neutral as to
whether they did a project by PFI or by traditional
means. When they were asked which resulted in them
making most money, they said it was PFI. Why is it
that the contractors should make more money out of
PFI than traditional methods, do you think?
Mr Waterston: That is a diYcult question to answer
from the banking side.

Q432 Lord Forsyth of Drumlean: That is why I
asked it.
Mr Waterston: We do not see the actual profit level
within the building contractor. I suppose it depends
case by case between the various contractors.
Perhaps that contractor had not had delays on its
projects so had not had to pay liquidated damages or
perhaps had calculated the costs very carefully so
there were no cost overruns. I am sorry I cannot
answer that in any more detail.

Q433 Lord Forsyth of Drumlean: Surely as bankers
you will be looking at the margins which are going to
be obtained in forming a deal. I am surprised you do
not have that.
Mr Olsen: We do indeed. The due diligence and the
risk process that we go through on that is to look at
the price and establish that it is neither too much
more nor too little. We need the contractor not to

pare the price down to the bone and perhaps get into
diYculty over the thing but equally not to overprice
because they will not win the competition that ensues
around the bidding process. It is a question of finding
a balance between “too expensive” and “too cheap”.
Neither is good from our perspective: one does not
win the bid and the other one leaves a contractor
potentially in diYculty. There have been some
examples over the life of PFI where contractors have
actually ceased to exist because of the mis-pricing of
their contract.

Q434 Lord Forsyth of Drumlean: So they make more
money because you, the banks, insist on a bigger
cushion.
Mr Olsen: What I am saying is that there is a happy
medium between the two. The price they charge is the
price they charge; they do their due diligence, they do
their costings. We ask our technical advisers to look
at those costings and the detail. We would bring
expert help to bear on that. The question we ask of
our technical advisers is whether it is a fair price, a
sensible price for the work the contractor is going to
do. There will be some element in that price for the
risks they perceive they are taking on but, most
importantly, we will make sure that the price is not
too little so that we have a contractor with the
potential to bleed very badly in actually undertaking
that contract.

Q435 Lord GriYths of Fforestfach: You have made
the case from your experience that for PFI, in terms
of construction, it is on time and on budget. You then
said that in 60 or so transactions in which you had
been involved there were also subsequent running
costs. I just wonder whether you have any
observations on the role of the private sector as
opposed to the public sector in delivering services, on
the quality of services delivered when the project is
completed and the cost of that as you go forward.
Mr Olsen: Clearly most PFI projects require the
private sector both to construct and operate certain
elements. Clearly in schools the private sector does
not deliver education, they deliver janitorial services,
if I may use that term. I come back. In a way it is the
same answer as I made to Lord Forsyth of
Drumlean’s question. We will look at the operator,
the company which is providing the operational
services through the life of the project and we will ask
similar questions of the contract price that they are
proposing to put forward to them, that is whether it
is an appropriate price for the services that they are
going to deliver over the next 20 or 30 years in a lot
of cases. Is it the case that the public sector could
provide those services? I am sure the answer to that is
yes. Could they provide it more cheaply, more
eYciently? Again, I am afraid to say, I do not have
enough data to be able to compare the two. Evidence
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to date on the projects that I am aware of which have
reached construction completion is that the
operational services appear to be going very, very
well. A very clear delivery is required and for those
contractors who are not delivering there are
sanctions, usually in the form of reduced payments,
which again is the policing that PFI brings to the
process.

Q436 Lord Tugendhat: I realise that we are deviating
somewhat from the line of march but nonetheless
might I deviate still further, in particular to ask Mr
Olsen a question. The Bank of Ireland must of course
have a great deal of experience of the Republic of
Ireland and also Northern Ireland.
Mr Olsen: Yes.

Q437 Lord Tugendhat: Coming back to the question
Lord Levene of Portsoken asked about the eYciency
of PFI versus traditional public sector procurement
in the United Kingdom, on the basis of the Northern
Irish and the Republic of Ireland experience, is there
any light you can cast on this. How do they do it in
the Republic?
Mr Olsen: If I may cover Northern Ireland first,
clearly the processes in Northern Ireland are identical
to the processes in Great Britain. You could argue
that there are certain local issues, let us call them,
which need to be dealt with.

Q438 Lord Tugendhat: I imagine.
Mr Olsen: The general underlying process in
Northern Ireland is identical to the procedure in
England, Wales and Scotland. In the Republic the
process was a little later in starting. We only started
to see a programme around about 2000–01, maybe
six or seven years after the UK launched. Again, the
process is very similar. Obviously the law is very
similar and the processes are, in fact I would be hard
pressed to name any particular part of the process
that deviates from the UK, with the possible
exception of the method by which the bid is
submitted. In some cases, but not all cases, when a
bid is submitted it has to be submitted with full bank
financing in place as the bid is submitted into the
authority, which is not the case here.

Q439 Lord Tugendhat: Did the Republic follow the
United Kingdom in this particular case because the
benefits of PFI over the traditional form of public
procurement had been suYciently demonstrated on
this side of the water?
Mr Olsen: I clearly cannot speak for the politicians
and civil servants of the Republic. I sense and
imagine that is the case and indeed in other
jurisdictions as well. We are seeing this concept
elsewhere, variously named but fundamentally what
we know as PFI rolling out in Canada, in mainland

Europe, Australia, New Zealand, Far East and
Middle East. It is rolling out right across the world as
a concept. Whilst every jurisdiction has a slightly
diVerent hybrid, the fundamentals are basically the
same as the UK.

Q440 Baroness Hamwee: I should quite like to
pursue whether the availability of European funds in
the Republic of Ireland made a diVerence, at any rate
to the timing, but I will not.
Mr Olsen: I could not possibly comment.

Q441 Baroness Hamwee: Coming back to the script,
we have asked you about the current financial
situation. Do you think that pension funds are going
to become a significant source of funds for private
finance projects in the future?
Mr Turville: The answer is that I think they should
be. Pension funds are a natural source of long-term
financing and therefore a very good fit for PFI
projects. To date we estimate around 25% of PFI
projects were financed in the capital markets and a
significant proportion of those bonds have been
placed with pension funds, particularly with the UK
institutions. You can take some statistics I have been
provided with by my bond colleagues. There have
been over £50 billion sterling issuance in the
corporate bond market to date and that compares to
2008 at about £18 billion and £23 billion in 2007. So
in diYcult times for the financial markets the
corporate bond market has been booming and a lot
of that issuance has been dominated by the utilities;
the figure for utilities is around 25 to 30%. We have
seen BAA in the last 10 days issue £935 million into
the capital markets. That is a huge source of liquidity.
To date they have played a significant role but
moving forward as banks have withdrawn from the
markets and term has become an issue for banks, the
banks are looking to lend shorter term that they were
24 months ago. The pension funds are the natural
source of financing.

Q442 Baroness Hamwee: If you were advising a
pension fund, would you say there are any particular
risks for it? I ask that question just to get at it from
the other point of view. Are there any constraints that
pension funds, because of their own nature, might
encounter? So, though they should be a good source
of finance, we might find that they are not.
Mr Turville: The risk profile of transactions is one of
the issues for pension funds. The UK model
historically has been to use mono-line
intermediation; so the mono-line would use his
former triple A rating to credit enhance and that
makes it easier for pension funds to purchase the
debt. A lot of PFI projects have been rated at very low
investment grades, really triple B minus. A lot of
deals the banks were undertaking at the peak of the
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market were actually non-investment grade. That is
very diYcult for pension plans. I talked about utility
issuance. Utilities are generally rated in the single A
category. To really tap into the huge popular
resources available from pension plans the projects
need to be structured to a higher credit level and that
is something we see in overseas markets. The UK is
heavily dependent on mono-lines. In Canada there
has been huge unwrapped issuance but the projects
have generally been rated high triple B to single A
range and the Canadian pension plans have bought
that paper.

Q443 Lord MacGregor of Pulham Market: May I
just be clear? Were the figures you gave us related to
bonds for UK banks’ PFI projects?
Mr Turville: No, total sterling corporate bond issues.

Q444 Lord MacGregor of Pulham Market: I thought
they were. Could you break it down for PFI projects?
Mr Turville: Our estimate is around 25% of PFI deals
have been funded in the capital markets since the
inception of PPP, generally focused on the larger
transactions, transactions like the Royal London and
Bart’s hospital projects and Allenby/Connaught, the
MoD accommodation transaction, deals which were
over £1 billion. There was a time when the majority
of large PPP projects, say £200 million plus, were
funded in the capital markets.

Q445 Lord GriYths of Fforestfach: Why, in your
experience, do you think people who have equity
stakes in PFI projects sell them on? Do you think it is
a good thing they do sell and do you think there is any
case for putting any restriction on the proportion of
their equity stake which they can trade?
Mr Olsen: The balance sheet of construction and
operation companies in particular, who would
historically have come in to the PFI space, ostensibly
to win contracts for their discipline, is obviously
constrained in the same way as any other balance
sheet is constrained and their ability to recycle that
capital into a secondary or even a tertiary market is
important because it frees up that capital capability
for them to come back into the primary market and
deliver the thing they are actually really there for and
their expertise is designed for which is building and
operating these projects. There is also an increasingly
growing financial investor market which is buying
these assets, this equity. That obviously is part of the
food chain.

Q446 Lord GriYths of Fforestfach: Which is a good
thing.
Mr Olsen: Which is a good thing because it frees up
the contractors in particular to move on to the next
phase in the wave of projects. My sense is that if any

limitation were to be placed on that process, it would
skew the market.

Q447 Lord GriYths of Fforestfach: And increase the
cost of capital.
Mr Olsen: It would presumably increase the cost of
capital at the primary end. My sense would be that
the free market process—

Q448 Lord GriYths of Fforestfach: Because they
would be taking on more risk in holding their
equity stake.
Mr Olsen: Exactly.
Mr Waterston: If you were a typical building
contractor, you have a limited capacity on your
balance sheet to put equity into projects. So if you
want to continue building PFI projects year after
year, 10 years, 15 years or whatever, you need to find
a way of releasing that capital so you can put more of
it into projects. It has been very fortunate that there
are these secondary funds which have come in and
taken up that capacity. I would add that in terms of
the restrictions mentioned there is currently a form of
restriction in the SoPC4 standard contract whereby,
during the construction phase, there is a limitation on
the equity providers selling equity without the
approval of the local authority. So the local authority
has eVectively to approve the sale for that period of
two to three years during the development phase.
After that, once you are into the operation, then it is
up to the equity providers to sell. Even so, within the
SoPC4 there are still more criteria about whom they
can sell to and there is a number of potential investors
to whom they cannot sell which are defined in the
standard contract. One further point to add is that in
terms of liquidity of the secondary market, it is very
much the case in other European countries where we
see PPP that there is this similar lack of restriction on
selling equity stakes and projects, particularly after
the construction phases.

Q449 Chairman: I can see the benefit from the point
of view of the equity holder or the construction
company, but a number of witnesses have said to us
that from the point of view of those who are on the
receiving end of a PFI contract the bundling of the
long term with the investment in the asset itself was a
great benefit because that persuaded those who were
producing the asset to think long term. If those who
are the initial equity holders can simply sell oV their
equity without constraint if and when they want,
does that not water down and weaken the apparent
benefit from the point of view of the receiver of the
asset?
Mr Olsen: It is particularly the case of the
construction contractors and/or the operators that
they come into the process to do a job. The contractor
is a builder and his job is to come in and build the
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entire thing, whatever the asset is, to spec on time and
on budget and hand over that asset in a fit state, fit for
purpose et cetera. The operator then comes in and
operates it. There is symmetry to those two things
because the operator will want to be very sure that the
asset he is taking on and managing for 25-30 years is
fit for purpose. The funders, in particular the banks,
will—coming back to my point about policing these
contracts—need the contractor through his
contractual obligations to continue to operate and
deliver under that contract through the life of the
loan or the asset as a whole. There is a degree of
horses for courses in this question. You have diVerent
parties coming into the project and applying their
expertise at the time it is most needed, policed in
particular by the funding community, whether that is
banks or capital markets. I suppose it is clear that the
pure financial equity houses are in it for the longer
term equity returns of course and, again, they have a
commonality of interest with the banks to ensure that
the project is operating in a way that ensures the cash
flows continue to happen. So from all directions it is
almost like a symbiotic relationship between the
parties, all producing and providing their pieces of
expertise to ensure the thing remains intact for
everybody’s benefit, including the public sector of
course. In policing the project the public sector is
getting what it asked for.
Mr Waterston: It is important to note that the buyers
of this potential equity that is sold also have a vested
interest. The incoming buyer of an equity stake in a
PFI project is going to have a strong interest also in
maintaining the project for the user. It is not as
though the fact of selling it could result in a lesser
degree of due diligence by the new owner. It is a niche
market, a niche infrastructure specialist market. The
infrastructure funds which are out there are very
experienced in PFI projects and would certainly be
expected to maintain the assets as well as the
previous owner.

Q450 Lord GriYths of Fforestfach: To me the acid
test would be—let us assume you take a primary
equity stake in something and then you feel after a
certain time you have done your bit or you need cash
for something else so you sell it on—whether the
person you sell it to will say “Ah ha, they were very
generous in the costs that they imagined for servicing
this project. Could we now embark on a cost-cutting
exercise and through that deliver a lesser quality of
service to the customer?” If we could find examples of
that, I think it would support what you are saying.
Whether there are any or not I do not know.
Mr Olsen: I am certainly not aware of any examples.
We come back to the specification set out at the outset
that the school, the hospital, whatever the project is,

has to deliver a certain standard of service and there
is obviously a cost for that. Clearly any private
enterprise will look to optimise its costs versus its
deliverability. We are back to the due diligence
process that we all went through at the beginning of
the process before financial close. I am interested to
hear what the equity says about this, but my sense is
that there is actually very little fat built into these
things and there are not very many costs, if any, to
take out of the process. They are very, very optimally
structured.
Mr Waterston: If a new owner did try to run down the
costs in that way, they would soon find that parts of
the school were unavailable because the operator was
not doing its job because it was not getting the money.
It would then have deductions and its equity stake
would be greatly underperforming.
Mr Olsen: And it would have a lot of lenders on its
back, banging on the door asking why it was not
performing and indeed the public sector saying
exactly the same thing.

Q451 Lord Forsyth of Drumlean: On the secondary
markets, has the stalling of the securitisation markets
eVectively made it impossible to have a secondary
market?
Mr Waterston: In terms of the secondary market for
senior debt, I would argue yes, it certainly has
aVected the secondary market. SMBC has an active
securitisation programme, we have closed two
synthetic securitisations, senior debts in PPP projects
and we are working on our third one. There are
several other banks which have done this. That is
important to banks such as SMBC because it frees up
capital which we can then use to lend in the products
on a primary basis again. I would say that the fact
that has stalled has meant that it has not been
possible to free up capital to allow more lending to
projects. That has aVected the market on a fairly wide
basis. We are starting to see the securitisation markets
recover to a certain extent because we are working on
the third securitisation vehicle at the moment but we
need to see a much wider recovery of securitisation
markets to have a marked impact on the market as a
whole and improve the primary market and
secondary market.

Q452 Lord Forsyth of Drumlean: Given the previous
answer to Lord GriYths of Fforestfach about the
importance of the secondary market to reduce the
cost of capital, does that mean that PFI will be less
attractive as a way of moving forward because it will
be more expensive.
Mr Waterston: I do not necessarily think the
securitisation markets are solely linked to that. The
securitisation markets are important to some banks
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that use securitisation to create capital so they can
lend to the projects. What is resulting is that there are
fewer banks in the market to lend long-term debt to
PFI projects because the securitisation markets have
dried up. So some of the banks that had been lending
are doing less. It is really a question of whether there
are enough banks in the market to lend. There is
certainly no doubt that banks’ liquidity costs have
gone up across all forms of lending not just PFIs. It
is not solely related to securitisation markets drying
up but that has certainly had an impact on the
amount of liquidity available to lend to PFI.

Q453 Lord Forsyth of Drumlean: Just to be clear, in
simple terms, as I understood it the previous answer
said that the benefit of the secondary market is that
contractors would be able to refresh their balance
sheets and go on to the next project and if that were
not available, the cost of capital would be higher.
Does it not therefore follow that if there is less capital
available and if the cost of capital is higher, that the
eVect will be that the contractors’ costs under PFI
will be greater than they were before?
Mr Waterston: We need to diVerentiate here between
the secondary market for contractors’ equity stakes
and the secondary market for senior debt. Being on
the banking side, commenting on the secondary
market for senior debt, what I am answering
particularly there is the availability of a secondary
market for senior debt and the fact that a
securitisation market that is liquid allows us to free
up capital for new primary lending. It is important to
diVerentiate between that and a secondary market for
equity stakes.

Q454 Lord Forsyth of Drumlean: I understand that
but if there is less debt available, does that not mean
there has been more equity and equity is more
expensive and the overall thing will be more
expensive.
Mr Olsen: Yes; correct, if it were the case that the debt
markets dried up to a point where we needed to inject
more equity to make the funding whole.

Q455 Lord Forsyth of Drumlean: For clarity, does
that not mean in the current circumstances that PFI
will be more expensive?
Mr Olsen: Yes, in the current circumstances, it would
tend to be more expensive.

Q456 Lord Best: I would like to hear your views on
the creation of a government-backed national
infrastructure bank along the lines of the
Scandinavians on the grounds that this potentially
gives the best of both worlds. It brings all the PFI
benefits, on budget, on time, whole life contracting
and all that, with lower interest rates as well. What do
you feel about that?

Mr Turville: Yes, the discussion on a national
infrastructure bank is very topical at the moment. It
really depends on what the objectives are for that
bank. There has been less liquidity in the PPP market
but liquidity is returning. I think we have seen the
high watermark in terms of the cost of debt. Projects
like the M25 where 16 or 17 banks came into the
syndicate for that transaction and at one stage it
looked likely that the TIFU, the Treasury bank that
was established was going to be needed to fund a
shortfall in debt for that transaction, that turned out
not to be the case. That demonstrates that very large
PPP projects can still be done but size is very much a
driver of the terms which are achieved on
transactions. From my perspective, it is unclear what
a national infrastructure bank would actually
achieve, what its purpose would be. Is it to fund
shortfalls in the debt markets? As TIFU
demonstrates, they have done one transaction and
that need was perhaps there six or 12 months ago;
perhaps there is less of a need today, apart from
absolutely jumbo projects which, to be honest, we are
not really seeing in the UK. We are seeing them more
in continental Europe, in France in their high-speed
rail projects for example. A national infrastructure
bank which is there to bridge that gap perhaps is not
required. There is no doubt a national infrastructure
bank could apply the PFI principles that the banks
apply and go through the same due diligence process
as any of the bankers active in the PFI market and
that is really what TIFU has already done; it has
applied those principles. Yes, it could happen but the
actual need to bridge liquidity has past.

Q457 Lord Best: Why do you think then the
Americans seem likely to set up just such a bank?
Mr Turville: It may be to do with the scale of the
transactions. The largest projects in the UK, the two I
have mentioned, Allenby and Bart’s, and the London
Underground PPP programme, are all £1 billion or
£2 billion transactions. In a number of projects in the
US and high-speed rail in Europe you are talking
about £5 billion to £10 billion transactions and the
banks and the market are just not there for those
transactions.
Mr Olsen: In the US, the banks have historically been
absent from this market, the project finance market,
not just the PFI market. Most of the US banks, if not
all of them, prefer not to lend long term and they have
been very conspicuous by their absence over many
years.

Q458 Lord Best: It is just a matter of scale though.
In Scandinavia the banks, who all participate in this
central bank, have total lending of only about £4.5
billion, something like that over a period of 25 years
or however long they have been going. It is not
because of the scale; there must be a lot of relatively



Processed: 10-03-2010 22:26:56 Page Layout: LOENEW [E] PPSysB Job: 442162 Unit: PAG1

208 private finance projects and off-balance sheet debt: evidence

8 December 2009 Mr Adrian Olsen, Mr Philip Turville and Mr Laughlan Waterston

small projects in Scandinavia. They seem to be very
enamoured with this.
Mr Olsen: Yes, that would be the case. I am not
personally familiar with the process up in
Scandinavia. From my perspective, I would mirror
Philip’s comments. What is the infrastructure bank
going to do? What is its raison d’être? Is it to provide
cheap finance? It can certainly do that on the basis
that the state can borrow far more cheaply than the
banks can at the moment; most banks anyway. Is it to
fill a funding gap? I think that funding gap has largely
disappeared. We are certainly not out of the woods
yet but it has largely disappeared. Or is it something
else? Those questions have to be asked before you can
decide whether it would make sense to go ahead with
that NIB.

Q459 Lord Lipsey: Sorry to jump about but can we
just go back to where Lord Forsyth of Drumlean was,
about the equity proportion in some of these things? I
take your point that in current market conditions the
equity share when funding a project may tend to be
rising. Taking a layman’s view, some of the examples
before this Committee have rather suggested that
there is really quite a small equity share in some of
these projects and as a result, if they do go belly up,
the people who are ultimately responsible are not
losing much money and that really brings out the
question of whether a true risk transfer is taking place
to begin with. I would welcome your observations on
that problem.
Mr Olsen: Project finance, which is the style of finance
which we use in PFI, has been around for about 30
years. In particular it grew out of the financing in the
North Sea in the early 1970s and it has always been
the case that project finance uses a very high gearing
rate, which is the ratio between debt and equity,
typically something between 90:10 and 80:20,
something of that order. The structures which have
grown up around PFI therefore grew out of that
method, that system of finance. The passing of risks,
yes, you are right, if equity has only 10% say in the
total funding you could argue that equity is only
taking a relatively small part of the risk. However,

Supplementary memorandum by Philip Turville, Managing Director, Head of Transportation, Europe,

Royal Bank of Canada, Capital Markets1

As requested by the Committee at my evidence hearing on 8 December 2009, I have the following observations
on the initial written evidence supplied by Dr Edwards2 (using his paragraph numbers):

2. The private sector cost of capital quoted seems high in the current market. Based on my experience of
raising finance for PFI projects, a private sector WACC (post-tax, nominal) in the range of 5.5%–5.8% would
be more typical based on the current 20 year swap rates and a typical 90/10 gearing structure. This compares
to the current 20 year Gilt rate of 4.39%.
1 This further evidence was requested by Lord MacGregor at the meeting on 8 December 2009.
2 Dr Chris Edwards’ written evidence is printed in this volume at p 130 and p 151.

what one must not forget is that the remaining 90 or
80% is still coming from the private sector, albeit in
the form of debt rather than share equity. The risks
are still being passed to the private sector, it is just
that banks, or the capital markets in the case of
bonded projects, are taking the lion’s share of the risk
with equity providing an equity net. They sit at the
bottom of the pile if a problem happens. Equity takes
the first risk with senior lenders taking the second or
third layers of risk depending on the financial
structure.
Mr Waterston: The other point to add to that is that
the sub-contractors also take a high degree of risk
even if they are not putting equity into the project. If
you are an operational contractor, you are typically
taking 200% of your annual fee as a risk and if you
under-perform you get terminated, which is a very
large incentive to a lot of operational contractors; a
building contractor is also taking a massive risk if it
cannot complete the project on time.

Q460 Lord GriYths of Fforestfach: If, on the other
hand, equity holders were to walk away when things
went wrong, would it not be disastrous for their
reputation? If they want to survive in this market and
play a role going forward, it seems to me that is not
the way to go about it.
Mr Olsen: Yes, it is a small market. It is a relatively
small group of institutions which play and,
absolutely right, there is a reputational risk for
everybody in this market. You do that once; I suspect
you might just get away with it. You do it twice; you
are going to have banks and funders walking away
and not supporting your bids and presumably the
public sector too will get a very clear steer as to which
bidders are reputationally sound and which are not.
Yes, there is a very strong reputational risk in the
process. Again, I suspect a kind of self-policing goes
on.
Chairman: That probably covers most of the ground
that we were expecting from this session, so if no
members have any other questions, we will draw to a
close. Thank you very much indeed for spending the
time with us and for your answers. We look forward
to that additional little note on Norwich. Thank you.
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3. The 92% cost diVerential again seems high. Using the private sector WACC range indicated above, the
diVerential in the pure cost of finance would be substantially lower.

8. (second paragraph). The set-up costs incurred by the private sector are included in value for money
comparisons in my experience. Such costs will be funded by the private sector and therefore incorporated in
the unitary charge paid by the public sector which is subject to the value for money analysis.

9. Without commenting on the specific figures, it is likely that the £465 million NPV quoted incorporates a
number of costs other than financing costs associated with construction. For example, the “rent” will also
typically cover maintenance costs for the facility (for the full contract term), insurance and management.

Please note that we have only commented areas above where we feel qualified to comment and where it would
not breach client confidentiality. This does not mean that RBC Capital Markets in any way agrees with or
endorses the remaining elements of Dr Edwards’ evidence.

Letter and memorandum by John Laing

On behalf of John Laing plc, it is my pleasure to respond to your call for evidence to support the Economic
AVairs Committee’s enquiry: “Private Finance Projects and oV-balance sheet debt”.

John Laing is a specialist owner, operator and manager of public sector assets in the UK and internationally.
Our reputation is the product of our success in delivering 67 privately-financed infrastructure schemes for the
public sector, ranging from the award-winning MoD HQ in London’s Whitehall, to the ground-breaking
Croydon Urban Regeneration Vehicle, as well as hospital, school and major road projects in the UK, Europe
and North America. Our project development and management skills draw on our long heritage in
infrastructure—the group was established over 160 years ago, and until 2001 was a leading international
construction contractor.

Our response to your call for evidence is attached. In summary, we strongly believe that the use of private
finance in publicly procured infrastructure, whether through PFI or other forms of PPP, has delivered (and
can continue to do so) substantial benefits to governments. It is not, of course, a one-size-fits-all solution, and
improvements could be made in how it is used, but used appropriately, it can make a valuable contribution to
supporting public sector infrastructure investment.

We would be happy to supplement the attached written evidence if the Committee so requests.

Chief Executive

25 September 2009

1. Question 1—How should the cost and benefits of Private Finance projects be assessed? What discount rate should

be used in comparing Private Finance with conventional public procurement? Are current procurement procedures

satisfactory? Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting

value-for-money?

1.1 Cost-benefit analysis for private finance projects should be evaluated holistically using a Value for Money
(VfM) assessment. In its VfM guidance, HM Treasury defines value for money as “the optimum combination
of whole-of-life costs and quality (or fitness for purpose) to meet the user’s requirements”.1 The very nature
of Private Finance projects, whereby a consortium contracts with a procuring authority not only for design
and construction but also for maintenance, operation and asset management of a facility, embeds this principle
of whole-life costing. Similarly, quality to meet defined long-term end-user’s requirements is a fundamental
part of Private Finance projects, requiring ongoing active management to make this a success.

1.2 HM Treasury’s guidance on VfM combines both a qualitiative and quantitative assessment, so that too
much weight is not placed on comparative costs (PFI versus traditional procurement) which can only ever be
approximate. Accurate cost-benefit comparisons between projects delivered through private finance and
traditional procurement are hard to make because like-for-like information on traditional procurement is
limited. The VfM Quantitative Assessment which HM Treasury provide in their guidance2 is based on assumed
Optimism Bias (understatements in forecasts for capital expenditure and long-term maintenance in
traditionally procured projects) which, although based on previous experience, cannot be regarded as
definitive. The guidance emphasises the need for a combined approach, not placing too much reliance on the
quantitative assessment, which seems entirely appropriate in the circumstances. The VfM assessment could be
improved if more information were available on the cost of traditionally procured projects, including costs of
procurement, construction and long-term maintenance, to match the extensive body of information on PFI
projects. This information should not only be used to make the internal VfM assessment more accurate, but
should also be made public to allow a more informed debate on the merits of PFI in the public arena.
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1.3 Caution must be shown when seeking to make comparisons between traditional and privately financed
projects that are based on “brick for brick” pricing alone, since this disregards the fundamental diVerences in
the scope of traditional and privately financed projects. Private finance allows a clearer focus on long-term
outcomes for clients and communities, including non-monetary targets (such as educational outcomes within
the Building Schools the Future Programme, or Health & Safety targets for some roads projects), that cannot
be eVectively incorporated into traditionally procured projects.

1.4 A sensible measure for the discount rate used in comparing private finance with conventional public
procurement is the public sector cost of funds plus a risk premium to recognise the diVerences between the
two approaches. Independent reviews comparing the eVectiveness of PFI and traditional procurement have
consistently shown that traditional procurement compares very badly in terms of its failure to deliver capital
works on time and the frequency of cost overruns (see 2.4 below). Under HM Treasury’s VfM Quantitative
Assessment, the risk premium is recognised by means of estimates for Optimism Bias in traditional
procurement, and a single discount rate (3.5% real) is applied to all assessments.

1.5 Current PFI procurement procedures have successfully delivered a large number of infrastructure projects,
as illustrated by the substantial increase in UK infrastructure investment pre and post 1997, and the part
played by PFI in that.3 Nevertheless, the process could benefit from the following improvements:

— Procurement through the private finance route under the Competitive Dialogue process can
sometimes be more costly than necessary. The costs borne by each bidder can represent a significant
percentage of capital expenditure, including duplication of early stage costs (eg investigations and
early design work). In part, we believe that this derives from a fear of criticism in public sector bodies,
which leads them to be particularly risk-averse in the extent of detailed development at early stages
of a bid. Far less scrutiny is applied to equivalent projects procured under framework or traditional
procurement routes. Procuring authorities are well aware of this issue in PFI procurement, and have
improved processes to some extent, although there is further to go.

— Procurement through the private finance route can be a lengthy process. This in itself creates
significant costs for both the public and private sector parties, in terms of direct staV resource and
expenditure on external advisors. Sometimes, delays can occur because of insuYcient pre-launch
planning, or unrealistic expectations on cost or scope, which can lead to the need to seek re-approval
for higher funding support during a procurement, causing delay. Comprehensive planning before
launch is clearly critical, which is embedded in Government procedures, but still needs to be adhered
to more closely.

— More focus should be placed on developing new models for procurement that capture the potential
for Public Private Partnerships to deliver multi-sector regeneration projects that are better aligned to
the joined-up needs of communities (we have considered this in more detail in our response to
Question 9, below).

— Supporting the need for more “like for like” comparisons between privately and publicly financed
projects, more information should be disclosed about the performance of both types of project,
analysed by sector/type to facilitate its use (as noted in 1.2 and 1.3 above). For example, delivery
dates, budget control, customer satisfaction, response and rectification, change control, lifecycle
management and end user outcomes. Such information would help eVectively communicate how
VfM is achieved through these projects and would ensure that a more meaningful assessment and
comparison with private finance is possible. As outlined above, all privately financed projects are
subject to scrutiny on a regular basis, meaning that performance information is readily available for
these projects. This is rarely communicated outside of industry press and successes are not widely
acknowledged in the mainstream press.

2. Question 2—How does the performance (eg, cost, delivery dates and service quality) of schools, hospitals, prisons,

roads and other projects operated under private finance compare to those which were traditionally procured?

2.1 All projects delivered using private finance are subject to regular performance scrutiny from both the
Public Sector partner and senior lenders. This ensures that the infrastructure is operated to a high quality,
failing which there are financial penalties to enforce this, and in extremis the contract can be terminated. These
long-term incentives and drivers do not exist in traditional procurement. The private finance procurement
route creates a clear focus of accountability for an infrastructure project in its entirety, which is not typically
the case for traditionally procured projects that may involve multiple contracts and give little guarantee that
the infrastructure will be maintained and serviced to a consistently high standard over the long-term.
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2.2 Timely delivery of key facilities brings clear benefits to communities, as does the high quality operation
and maintenance of facilities and technologies by specialist providers. Furthermore, clearly defined
availability criteria assist the private sector in ensuring the maximum availability of highways, classrooms,
hospital wards and fire stations. Each of these mechanisms are components of Private Finance projects. We
see this evidence in many of our projects.

2.3 On our M40 road PFI contract, innovation was required to meet performance expectations. Replacing
a traditional surfacing treatment with an alternative preventative solution ensured that there was minimum
disruption to motorists. Cost eYciencies were delivered, as well as a dramatic reduction in the environmental
impact—as evidenced by an independent sustainability consultant that calculated a 94% CO2 saving, when
comparing preservatives against a resurfacing application.

2.4 The superior performance of PFI-procured projects is reflected within the findings of a number of
independent assessments:

— A 2001 NAO report4 found that 81% of of public sector managers reported at least satisfactory VfM,
with 52% reporting excellent or good VfM.

— A 2003 NAO report5 found that only 30% of major non-PFI construction projects were delivered on
time and 27% on budget, compared with 76% of PFI projects delivered on time (and only 8% more
than two months late) and with no cost overrun paid by the public sector. Further, a Mott McDonald
“Review of Large Public Procurement in the UK” for HM Treasury in 2002 reported cost overruns on
traditionally procured projects of up to 51% for building projects and 66% for engineering projects
attributed to “the large number of risks excluded from the contractor’s price at the award stage”.

— Significant delivery problems have materialised in some traditionally procured projects, with a
number of high profile examples, such as the Scottish Parliament building (which was initially
estimated to cost £109 million but ultimately cost the tax payer £430 million with a three year delay)
and the Jubilee Line extension to the London Underground (major delays and cost overruns,
contrasted with the on-time/on-budget delivery of the privately-financed Lewisham Extension to the
Docklands Light Railway).

— The 2003 HM Treasury paper “PFI: meeting the investment challenge” highlighted that a number of
key projects procured traditionally had been delivered late and significantly over budget; (such as
Guy’s hospital, the Trident submarine project, and the top 25 MOD equipment projects at a total cost
of over £4.5 billion), which could have necessitated cuts elsewhere in the public purse to balance the
over-spend.

— Guy’s hospital in London was the last traditionally procured major hospital before the introduction
of private finance. The hospital was due for completion at the end of 1992 however due to a number
of problems was not completed till April 1997. The National Audit OYce described the project as
“one of the worst cases of overspending in recent NHS history” and the HM Treasury put the rise in
cost of the project at £124 million to £160 million.

— A 2006 survey6 on operational PFI projects by Partnerships UK found that 96% of public sector
managers believed that operational performance was satisfactory or better, with 66% believing it
good or very good.

— A 2008 review of educational performance in PFI schools by KPMG7 indicated a statistically
significant correlation between PFI school projects and improved educational outcomes.

3. Question 3—Is there significant risk transfer to the private sector or is it more apparent than real?

3.1 Yes, there is significant risk transfer to the private sector. John Laing have experienced this first hand with
the termination of the National Physical Laboratory PFI contract in December 2004. The private sector
partners, including John Laing as a project sponsor and (in that project) construction contractor, reported an
overall loss in excess of £100 million.

3.2 The significance of risk transfer has been illustrated through a few high profile cases of private sector
ventures going into administration, the most recent of which being the announcement that Newschools
(Cornwall) Ltd had gone into administration in July of this year.

3.3 In certain LIFT projects, we are assuming full risk on the development and construction of community
primary care facilities that can then be utilised by Primary Care Trusts (PCT). The financial risk on residual
value of these properties remains with the private sector should the PCT no longer have need for the facilities.
This innovation gives PCTs significant flexibility in their care delivery models but requires a substantial
transfer of risk to the private sector.
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3.4 The benefit to the public sector of transferring the risk to the private sector is that should a project
encounter diYculties, the private sector contractor typically carries responsibility to remedy any significant
problem, and if a facility is not completed or is not available for use by the public sector client, then the private
sector partner will receive no payment.

3.5 There are also a much larger number of lower profile instances where the private sector partner has had
to bear the consequences of unforeseen circumstances; but has successfully managed the implications of these
to safeguard the long-term sustainability of a project. The following are examples from our own portfolio:

— M40 road project: to meet our maintenance obligations we undertook works to the Loudwater
viaduct. As a result of our testing regime we identified that reinforcement of the parapets was failing,
even though we had not anticipated this pre-existing condition and had made no allowance in our
budget, we undertook the additional rectification works at a cost of circa £4 million, all without
recourse to the taxpayer.

— All our road projects (M40, A55, M6, A130) link payment to traYc volumes, We are required to take
this risk on traYc for the 25 year project period. As we have seen over the last few years, changes in
oil price (and its impact on the price of fuel) and performance of the economy have had a significant
impact on peoples travel patterns, consequently all our roads projects are suVering from a significant
drop in traYc and a related drop in our revenue.

3.6 These examples not only illustrate that the transfer of risk is very real for privately financed projects, but
also that such projects are actually highly adaptable to change; and able to manage change eVectively to
safeguard the long-term provision of the services.

4. Question 4—How effective and costly has it been to monitor the private sector providers’ performance and quality

of service in Private Finance projects in comparison with traditional procurement?

4.1 It should be recognised that for all private finance projects, the private sector partner is obliged to commit
to high levels of scrutiny and to produce regular performance reports on a monthly basis as required by the
senior lenders and the public sector. This covers service availability, end-user satisfaction, financial
performance and any deductions. Such extensive information and objective analysis of the performance of
traditionally procured projects is not available.

4.2 The performance monitoring is intensive and carries and administration cost. The more detailed the
requirements the more expensive it is to provide them. Most organisations are becoming streamlined so they
will achieve economies of scale for the reporting process.

4.3 The information collected does allow measurements to be taken on performance levels and for problems
to be identified and mitigated before they become material.

4.4 The translation of identified problems into remedial actions is one of the particular strengths of private
finance projects. Because of the holistic nature of the service requirements procured, public sector clients will
have a single point of contact, increasing the eVectiveness of privately procured projects, with whom all
performance issues can be raised and dealt with. With projects procured using the traditional route, the
composite elements that make up the “whole” of the project are often separate contracts, with no single
partner taking overall responsibility for the long-term performance.

5. Question 5—When the basis of a Private Finance contract needs to be altered post procurement because of changing

client needs—for example, a bigger jail is required due to a larger than expected prison population—has this proved

problematic compared to projects under traditional procurement? What has been the experience of PFI projects that

have reverted to the public sector?

5.1 PFI contracts have improved and evolved their variation process to make them more eYcient for all
parties involved. A process, contract and delivery are already in place. The interfaces are established and a
working framework already exists. A best value approach will have been evaluated with the help of the SPV
such that the Authority will have benefitted from the private sectors expertise on budget and programme
control to keep the variation on track. Historically, some contractual variations have sometimes proved to be
more challenging within projects delivered through the private finance route than those traditionally procured.
This is because the holistic nature of private finance projects implies that most variations will create
consequences for a number of other linked activities and processes, which shape the long-term performance
of the project. Such variations must be planned carefully, to protect overall project performance. There are
also significant legal costs associated with larger variations because of the complex nature of such contracts.
The variation process within PFI contracts has been significantly improved in recent years, in recognition of
these issues.
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5.2 An example of a successful variation from John Laing’s project portfolio is the addition of two wards (144
beds), a renal unit and medical school facilities to the Norfolk and Norwich University Hospital. This was a
result of the client’s changing requirements, decided during construction of the new hospital. A variation
process, as defined in the original PFI contract, was followed and construction on the additional facilities was
able to start prior to handover of the original hospital. The same architectural and engineering design team
and building contractor was used, which ensured both timely delivery and full integration of the additional
facilities with the original hospital project. The additional facilities were completed on time. Since then the
NHS Trust has instructed the Special Project Company to complete a further £12 million (capex) of variations,
thereby demonstrating the strength of our partnership.

5.3 It is important to recognise that whilst such changes can bring additional complexities over traditional
procurement, the long-term success of a project can be enhanced by the level of scrutiny applied when planning
and implementing change.

5.4 At our Cleveland Tactical Training Centre project, an extension was built via a traditional procurement
process which linked onto our PFI facility, it was procured in isolation of the SPV and ultimately delivered
late, and over budget, and was not operational for over twelve months after completion due to confusion over
the project management and ownership of a number of building quality issues. The preferred route for change
of John Laing’s public sector partner for this project is now via the PFI variation procedures route. Examples
of this kind are rarely reported, because there is no process by which to do it for traditionally procured projects.

5.5 Not all variations come at a cost, however. Variations can be banded in a PFI contract depending on their
complexity and size, and so simple changes need not create expensive and laborious processes. On many
occasions the initial outlay can be oVset by savings in the maintenance budget; for example at one of John
Laing’s London hospitals we were able to oVer value added lifecycle changes through the replacement of
previous flooring with that oVering improved performance. Not only was this flooring easier to install and
replace, but it also provided for an extended lifespan, reducing the frequency with which the disruption to
patients and staV during replacement need occur.

5.6 By working hard to build eVective partnerships and partnering behaviours between the public and private
sector partners even complex variations can be managed eYciently. The police authority at our Cleveland
Tactical Training Centre wished to make a £300k upgrade to their firearms range. We worked with the
authority to accommodate a number of their new requirements at no additional cost. The client recognised
the concessions made by the SPV and successfully used the variations process to fulfil their needs. This has
been achieved because of the ethos of cooperation and trust that has developed between the Client and the
service delivery teams, as has been generally acknowledged by Partnerships UK in their 2006 report.8

5.7 In 2008, the NAO9 reported that 90% of contract managers are satisfied or very satisfied with the quality
of work done to implement changes.

6. Question 6—How should future payments by the Government under existing Private Finance contracts be recorded

in public sector accounts? Is risk transfer an appropriate test? Should all such liabilities be included in the national debt?

Should they be accounted for separately from government debt? How much does the public sector accounting treatment

of capital and revenue aspects of projects matter?

6.1 The public sector should apply the same accounting principles as the private sector does when accounting
for future PFI payments. The wider adoption of International Accounting Standards, and the harmonisation
of public sector accounting rules between the EU and the UK, should enhance comparability and
transparency. To the extent that risk transfer is a criterion to assess accounting treatment, it should be applied.

6.2 The accounting treatment of PFI projects should not influence the procurement approach to be used by
the public sector—this should be based on which can provide the best VfM.

6.3 There is a tendency for misleading figures to be reported on PFI commitments, whereby aggregate
commitments are quoted implying that this is equivalent to a debt already incurred by the public sector. In
fact, a significant part of the commitment relates to the future cost of maintenance and the future cost of
servicing debt in the project, which in traditionally procured projects will not be recognised until incurred.

7. Question 7—Would public sector investment in the last decade have been lower without Private Finance? If so, by

how much?

7.1 In HM Treasury’s 2008 report “Infrastructure procurement: delivering long-term value”, the part played
by PFI in delivering UK infrastructure is strongly emphasised, but kept in perspective. It states that “. . .
[although], the vast majority of investment in the UK’s public services has been, and will continue to be,
procured through conventional means . . . the PFI programme continues to play a small but important plan
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in the Government’s investment plans . . .”. PFI has delivered very large number (over 500) of large
infrastructure projects since its inception, so there is no question that it has played an important role. It is
diYcult to assess hypothetically whether traditional procurement would have been able to deliver to the same
extent, but the evidence of comparative performance of the latter suggest that it would not have done. It is
clear that the past decade has witnessed the most active period of infrastructure investment within the UK
since the period of mass reconstruction after the Second World War and privately financed projects have made
a significant contribution to this activity.

7.2 For example, since May 1997 Department of Health data identifies that projects totalling £10,878 million
have been procured through private finance. To give some examples, in its 2008 report10, HM Treasury noted
that: in education, the total schools capital investment rose from less than £700 million in 1996–97 to £5.9
billion in 2007–08, and is projected to rise in 2010 to £8.2 billion; and in health in the same period 70 PFI (and
23 traditionally) procured hospital schemes were completed, and as at the time of the report another 27 PFI
(and seven public capital) projects were under construction, modernising the NHS estate such that only 20%
of the NHS estate is pre-1948 (down from 50% in 1997). This demonstrates the significant contribution made
by PFI to investment in NHS infrastructure over the last decade.

7.3 As illustrated by the independent findings comparing the performance of private and traditional projects
cited in our response to Question 2, a major benefit that private finance has yielded for the public sector is cost
certainty. This certainty has enabled it to plan eVectively for long-term infrastructure renewal within the UK;
and has enabled the UK Government to embark on a very large volume of projects.

8. Question 8—How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis

likely to have a permanent effect on the Private Finance market?

8.1 The impact of the financial crisis has been felt in two main respects: the impact on senior debt financing for
projects (availability and cost), and the impact on Government’s future spending plans (potential reductions in
investment programmes).

8.2 Having said this, despite less than favourable market conditions, it is important to recognise that
significant projects delivered through the private finance route are still closing during this challenging time. It
is still possible to secure financial backing for high quality projects. For example, John Laing secured a major
waste project with the Greater Manchester Waste Disposal Authority. This was achieved through extensive
work between the Authority, John Laing, partners and funders; together with vital support from Government
and backing from the Treasury’s Infrastructure Finance Unit. The project is recognised as the largest
municipal waste contract in Western Europe, with a total value to the Viridor Laing consortium of £3.8 billion.
In addition, John Laing has also closed significant projects in the UK education and fire and rescue sectors,
including the Barnsley Building Schools for the Future programme valued at over £250 Million and the North
East Fire And Rescue Authority project (NEFRA), valued at £27 million.

8.3 In response to financial market diYculties, HM Treasury established the Infrastructure Financing Unit
(“IFU”) in 2009, which has facilitated the closing of projects which might have otherwise suVered from
funding shortfalls (for instance, the Greater Manchester Waste project referred to above).

8.4 Conditions in the project financing markets are gradually easing, with debt pricing beginning to reduce,
albeit still high by historical levels.

9. Question 9—Are there realistic alternative roles for private finance than the current PFI-type private finance

models? Should the UK be aiming for more diversity in private finance models? Would a national infrastructure bank

(such as the proposed Dodd-Hagel NIB in the US) add any value in the UK? Should the public sector have a more

hands-on role in financing and/or delivery?

9.1 John Laing is at the forefront of developing new and innovative Public Private Partnership models with
private finance at their core. For example, over the past year we have entered into the two of the UK’s first
Local Asset Backed Vehicles (“LABV”) in the UK: a £450 million, 25 year joint venture with the London
Borough of Croydon; and a 10 year joint venture with Tunbridge Wells Borough Council.

9.2 Each of these innovative projects has been designed to eVectively deliver local regeneration and re-provide
key Public Sector infrastructure. They will achieve this through adopting a long-term partnership model, in
which the Public Sector partner commits land and assets and John Laing provides equity and development
expertise, to maximise the value of existing land assets through the planning process and subsequent
developments, including commercial and residential uses.
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9.3 There are already alternatives to PFI in its traditional form. The “LIFT” programme created framework
partnerships in primary healthcare and included the public sector as co-investor in the project companies; the
“BSF” programme further capitalised on in the education sector. The LABV model has been developed as a
direct response to the Public Sector’s agenda to realise greater eYciency in the use of its assets. It enables the
Public Sector partner to share risk with an equity-holding Private Sector partner and to draw upon the
development expertise of this partner, incorporating an inherent flexibility within the project delivery
approach to respond to changing market conditions and pursue the most mutually advantageous route to
realising the agreed outcomes of each project.

9.4 There is diversity in private finance models already. We have considerable experience in Europe and North
America and bring this experience to the projects we bid. European procurement can sometimes be
significantly shorter than UK procurement, lowering the procurement costs for all parties. Preferred Bidder
periods can be very short (down to six weeks or less), and the entire procurement from OJEU launch to close,
can be as short as 12 months. Some of these more positive aspects could be learnt from and incorporated in
the UK model.

9.5 We are not opposed to a NIB structure. We do think that its terms of reference would need to be very
carefully considered to ensure that it becomes a valuable tool to facilitate privately financed infrastructure, but
does not restrict the key drivers of PFI/PPP (for instance, the commercial drivers and incentives within these
projects).

9.6 In considering the roles most eVectively performed by Public and Private Sectors within the realisation of
infrastructure projects, John Laing believes that the Public Sector is always best placed to judge and define
the strategic and social requirements within its infrastructure projects. The Private Sector can assist within the
successful fulfilment of these requirements through its expertise in delivering eYciency, innovation and
management of risk, enabling the delivery of high quality infrastructure and services. The key to the successful
realisation of new Public Private Partnership models is achieving an eVective combination of the key strengths
of both the public and private sectors and ensuring these are eVectively reflected in the roles they are obliged
to perform.

10. Question 10—Is there an optimal mix between conventional public procurement and Private Finance for public

sector investment? What is the long run role of private finance in the delivery of infrastructure both in the UK and

globally?

10.1 From data and experience to date, there does not seem to be an optimal mix of private and public sector
procurement. HM Treasury have consistently stated that PFI should only account for 10–15% of public sector
investment, and it is clearly only appropriate as a tool in certain situations (large capital projects, with clearly
defined future requirements, etc). It is very much dependent on the risk profile and project characteristics. We
recommend that both models continue to be used so one acts as a benchmark for the other.

10.2 John Laing has significant experience in both overseas and UK markets for private finance projects;
including projects in Germany, Poland, Finland, Norway, Netherlands, Hungary, Australia, Canada and
India. We have seen that many countries have looked to the UK and its experience of private finance as a
solution for infrastructure renewal. Further, the Private Finance project skills that we have developed within
the UK are hugely exportable. Whilst each country will look to adapt the model to suit its own respective
requirements and market conditions, the UK will remain as the reference for innovation and further evolution
of public private partnership models for many years to come.

References

1 Value for Money Assessment Guidance, HM Treasury, November 2006.
2 Quantitative Assessment User Guide, HM Treasury, March 2007.
3 Infrastructure Procurement: delivering long-term value, HM Treasury, March 2008.
4 Managing the Relationship to secure a successful partner in PFI projects, National Audit OYce, 2001.
5 PFI: Construction Performance, National Audit OYce, 2003.
6 Report on Operational PFI Projects, Partnership UK, 2006.
7 Investment in school facilities and PFI—do they play a role in educational outcomes? KPMG, 2008.
8 Report on Operational PFI Projects, Partnership UK, 2006.
9 Making changes in operational PFI projects, National Audit OYce, 2008.

10 Infrastructure Procurement: delivering long-term value, HM Treasury, March 2008.



Processed: 10-03-2010 22:26:56 Page Layout: LOENEW [E] PPSysB Job: 442162 Unit: PAG1

216 private finance projects and off-balance sheet debt: evidence

Letter and memorandum by PPP Forum

The PPP Forum is pleased to respond to the Committee’s request for written evidence to the above Inquiry.

Established in 2001, PPP Forum is an industry body representing leading private sector companies in the PPP/
PFI industry. We currently have over 80 members covering the spectrum of professions in the industry from
project sponsors and contractors to advisers and funders. Our role is to:

— Engage with the Government and its Departments and related public sector organisations in
developing PPP/PFI policy.

— Promote accurate and informed information about the achievements made by PPP/PFI in delivering
modern public services from new and upgraded infrastructure.

— Take part in public debate and present an informed and business based perspective on PPP/PFI and
related issues.

Whilst we are a pro-PPP/PFI body, we recognise that procurement policy has to meet the wider interests of a
government providing public services. We have therefore given our response an objective analysis when
answering the questions the Inquiry seeks to address. PPP/PFI has delivered significant infrastructure in the
last 15 years and the timing of this Inquiry should enable the Committee to draw clear conclusions about the
eVectiveness of this policy to date.

For further information on the content of this submission or the PPP Forum, please do not hesitate to
contact me.

Director

1. How should the cost and benefits of Private Finance projects be assessed? What discount rate should be used in

comparing Private Finance with conventional public procurement? Are current procurement procedures satisfactory?

Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting value-for-

money?

The cost and benefits of the Private Finance Initiative (PFI) can be assessed on a macro level, as regards the
PFI programme as a whole, and on a micro level, on a project-by-project basis.

On a macro level, the question to ask is “where would we be today without the PFI?”. In this context, the PFI
can be seen as a very successful delivery tool enabling the Government to procure many more infrastructure
projects than it would have been able to do in the same time period using traditional procurement methods.
In 15 years, the PFI programme has delivered over 510 PFI projects which have now completed construction
and are in operation. This has meant that the benefits of new infrastructure have been realised much earlier
than by more piecemeal renewal.

A couple of examples. In its 2008 report1, the Treasury noted that in education, the total schools capital
investment rose from less than £700 million in 1996–97 to £5.9 billion in 2007–08, and is projected to rise in
2010 to £8.2 billion. On the ground, this means that in Autumn 2009, over 100,000 secondary school students
will be returning to learning environments which have benefitted from investment as part of the Building
Schools for the Future (BSF) programme alone. Furthermore, a 2008 KPMG report2 indicated a statistically
significant correlation between PFI school projects and improved educational outcomes.

In health, the 2008 Treasury report noted3 that between 1996 and 2008 70 PFI (and 23 traditionally) procured
hospital schemes were completed, and as at the time of the report another 27 PFI (and seven public capital)
projects were under construction, modernising the NHS estate such that only 20% of the NHS estate is pre-
1948 (down from 50% in 1997). It is not only a tool for the initial delivery of the assets—PFI is a whole-life
cycle solution—it locks in the continued delivery the services, and maintenance of the assets, for the period of
the relevant contract (up to 30 years).

How does PFI deliver?: It encourages innovation in project design and delivery; it imports private sector
discipline into the delivery of public sector infrastructure and services, resulting in time-certain and cost-
certain procurement; it allows the public sector to leverage up limited public sector resources making them go
further and enabling delivery of an intensive building programme—the public sector does not have suYcient
skilled procurement teams to have been able to achieve the same volume of capex-intensive procurements that
have been successfully undertaken since 1997 had it only used traditional procurement methods (which, due
to the risks the public sector retains under that method, require more skilled public sector staV during the
procurement, construction and operation stages than PFI procurements); by speeding up the delivery of assets,
it also accelerates the delivery of the related social benefit (improved healthcare, education, transport); the
standardisation of documentation has made possible faster procurement of multiple PFI projects in
“commoditised” form; the long-term nature of PFI deals locks in the maintenance of assets, and allows
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procuring bodies to make long-term plans for the delivery of a service, with limited risk of a change in policy/
Government aVecting those plans.

Is another way better?: On a micro level, the question can be phrased “what are the costs and benefits of a
particular project as procured under the PFI compared against another method of achieving the same
outcome?”. Or, put another way, is the project “value for money” (VFM)? The alternative procurement
method currently used for making this comparison has been “traditional procurement”—ie the public sector
designs and delivers the project and the resultant services, and only contracts to the private sector the
construction of the relevant infrastructure. Recent developments in the Treasury’s guidance for doing this
comparison (the Quantitative Evaluation Tool, QET) have made this assessment much simpler and more
transparent, giving a level of independence to the findings.

Room for improvement: First, the cost/benefit analysis is currently routinely only made at the time of the
project’s procurement—it should also be made periodically during the service delivery period—this would
show that operational costs (to the public sector) during a PFI project’s life are controlled and continue to
oVer VFM, and that the quality of the relevant asset is being maintained (compared to traditionally procured
assets, where historically chronic under-maintenance and lack of investment led to the severe deterioration of
assets). This is reinforced by the payment reductions found in PFI projects—if a project is not being operated
and maintained to the required standard, the tariV will be reduced. No such controls on service and asset
quality exist for traditionally procured projects.

Use a diVerent comparator: Second, there have been few major traditional procurements of projects that might
otherwise be suitable for PFI in recent years and, even for the few there have been, as data on those projects
is not routinely collected (the last major collection seems to have been in 2002 for a study Mott MacDonald
did for Treasury of 39 traditionally procured and 11 PFI procured projects, which was then used for their 2002
report on optimism bias4) and there is a particular lack of data on the operating phase of traditionally procured
assets.5 So the data that is used for the QET is old and therefore perhaps not credible. As such, a better VFM
comparator could be a similar PFI project, on which a more straight-forward comparison could be made and
for which much more detailed and recent data is available.

Protection of asset condition: Another benefit to be considered in this analysis is the requirement that PFI assets
be handed back at the end on the PFI project in a specified condition. This is another means of avoiding the
chronic running down through lack of life-cycle maintenance of traditionally procured public assets which was
historically the overriding experience for traditionally procured projects.

Discount rate: The discount rate to be applied is a matter for the procuring authority to decide, taking into
account the relevant optimism bias assumed in the QET. The underlying discount rate should be applied
consistently across all methods of procurement being considered.

Competitive dialogue works: The current procurement procedures are challenging but workable. In the case of
competitive dialogue, the theory is good—it should result in more effective competition and therefore better
VFM—but the challenge lies in improving its practical application. The Government needs to give procuring
bodies more direction on how the successive stages of the competitive dialogue procedure should be run,
particularly the appropriate level of detail that the competitive dialogue procedures need to be invoked for at
each stage of the bid. Currently, procuring bodies are erring on the side of caution and invoking them at every
stage, which is pushing the bidding costs up for limited benefit. For example, what is the benefit of two bidders
doing two sets of title investigations, incurring one set of unnecessary legal costs, when one set could be done
and shared? If there was more guidance on this point, then there could be significant cost and time savings. As
such guidance would reduce the complexity of the procurement process, it may also reduce the risk of challenges
to the tender award.

Not enough information: There is plenty of information on PFI projects available—on both the construction
and operation phases—to assess VFM. But if traditional procurement is used as the VFM comparator, there
is not enough information on conventionally procured projects, and the limited information that exists is too
old, to make a meaningful comparison—see comments above.
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2. How does the performance (eg, cost, delivery dates and service quality) of schools, hospitals, prisons, roads and other

projects operated under private finance compare to those which were traditionally procured?

Constructed and operated on time and on budget: During the construction phase, PFI procurement has a proven
better track record of bringing projects in on-budget and on-time in comparison to traditional procurement.

Some numbers: A 2003 NAO report on the construction of PFI projects6 stated that “[procuring] departments
were obtaining a high level of price certainty under PFI contracts, and there was little change in the payments
as a result of construction related changes”—70% of contracts had no price change at all, and the 30% that
did were all due to authority-led changes which would have also resulted in price increases under traditional
procurement (with only six of 37 having an increase in annual payments of more than £10,000).7 Compare that
with 73% of traditionally procured projects which ran over budget according to a 1999 study referred to in the
2003 NAO report,8 and according to the 2002 Mott MacDonald report9 cost overruns of up to 51% for
building projects and 66% for engineering projects which was attributed to “the large number of risks excluded
from the contractor’s price at the award stage”.10

The 2003 NAO report also stated that “76% [of PFI projects] were ready to use by the contractual deadline”
(and only three of the 37 surveyed were more than two months late),11 compared with a finding in the 2001
NAO report12 (based on the 1999 study referred to above13) that 70% of traditionally procured projects
reviewed were delivered late.14

Some traditionally procured assets help illustrate how costly and late they can be—Thames Barrier: estimated
cost £54 million and build period of four years, final cost £535 million15 and it took eight and a half years to
build; Scottish Parliament: original budgeted cost £109 million, final cost £431 million and three year delay;16

British Library: estimated cost £116 million, final cost £520 million17and four year delay; Guy’s Hospital Phase
III: estimated cost £83.1 million, final cost in excess of £152 million18and a three year and four months delay.19

Inherent discipline in PFI projects: One reason PFI projects are on-time and on-budget is that the process of
procuring, and the structure of, a PFI project typically instils discipline and rigour to its procurement. A high
level of initial due diligence is required before the procuring body can make a business case for the project to
get Treasury funding for the ongoing service payments. And a high level of detail is required as a result of the
procurement procedures and as a feature of the contractual structure of a PFI. This means that the procuring
body needs to decide in detail what it wants before the contract is signed, which results in better-developed
projects going to market, and the need to vary the contract after its award (particularly during construction)
is reduced. Under traditional procurement though the award process is shorter and less complicated, the trend
has been that contracts are regularly varied after award, resulting in significant costs increases and delays to
the construction process.

In addition, the private sector has a proven better track record of being able to (and it is in its interests to)
control costs during construction and operation. Due to risk transfer such costs are, as regards the public
sector, fixed and, rather than haggling for payment of cost overruns, the private sector is focussed on the
project becoming operational, and on continuing to operate the asset, in accordance with the PFI contract to
ensure that its long-term payment stream under the contract commences and continues to flow.

PFI ensures standards of operation and maintenance: During the operational phase, as noted above, it is
diYcult to make a comparison (of PFI vs traditional procurement) given the lack of data available on the
operation and maintenance of traditionally procured projects.20 But the presence in PFI contracts of required
service levels and the transfer of life-cycle risk to the private sector, the fact that there are payment deductions
for not meeting service standards, and the fact that those service levels and maintenance requirements are
locked-in for up to 30 years, means that the assets should be operated and maintained to a certain level each
and every year. It appears that there is no equivalent procedure (or incentive) in the public sector to track and
maintain performance. The long-term nature of PFI deals also enables procuring bodies to make long-term
service delivery plans and is a major improvement on traditionally procured assets whose operation and
maintenance budgets remain exposed to cutbacks or redeployment.

And performance levels are being met: In Treasury’s review of over 500 operational PFI projects,21 79% of
projects reported that service standards are delivered always or almost always, 89% reported that services were
being provided in line with the contract or better, 83% reported that their contracts always or almost always
accurately specified the services required, and 72% report good or very good service.22
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3. Is there significant risk transfer to the private sector or is it more apparent than real?

Risk transfer is real: There are numerous examples of private sector losses, illustrating that the private sector
is taking real risks—when they could not manage them, they sustained losses (losses that without that risk
transfer would be likely to have been incurred by the public sector).

Examples of private sector losses: National Physical Laboratory, which was terminated for non-performance
in December 2004, resulting in losses for the private sector in excess of £100 million;23 the Cornwall Schools
project, which has recently failed in operation and has been terminated by the Cornish LEA Council, resulting
in the loss of the shareholders equity investment of £5.5 million; the Defence Animal Centre PPP which has
also recently run into diYculties during operation, which the project company (with £2.6 million of equity at
risk24) and its lenders are currently trying to resolve; Dudley Hospital on which the sponsors incurred
additional costs of £100 million25 due to time and cost overruns during construction; Kajima Construction,
which in one year lost £80 million due to construction delays and cost overruns;26 Croydon Tramlink, whose
private sector operators made financial losses between 2000–03 of £18.3 million;27 Leeds Royal Amouries
Museum, which the NAO reported “involved a major transfer of risk to the private sector” and which was
delivered on-time in March 1996 and to budget, but which nevertheless incurred losses during operation, with
the private sector’s cumulative loss estimated to be £10 million by early 1999.28

Risk transfer is valuable even on successful projects: The value of risk transfer is sometimes diYcult to
appreciate as not all risks transferred to the private sector will materialise on every deal. The fact that risks
have not materialised on some deals could be put down to the fact that they have been allocated to the party
best able to manage them, and that the incentives for managing them (in the form of liabilities borne) have
been set at the right levels, ensuring contractual performance. Sometimes risks do materialise, and where they
have there is real and tangible evidence of both private sector equity and debt investors in PFI projects
incurring significant losses (as described above) which would otherwise have been borne by the public sector.

PFI gives financial and practical protection: And it is not just a matter of financial loss. The other practical issue
which is important to the public sector and continuity of service is how the aftermath of the risk materialising
is dealt with, particularly when the risk impacts multiple projects. The PFI sector has been subjected to
systematic shocks, shocks which have been accommodated by the private sector (for example by
restructurings), and through which projects have survived. For example, when Jarvis failed29 and 27 PFI
projects were aVected, query whether the projects could have as eVectively been kept on track had they been
traditionally procured. Similarly in the case of Ballast, whose failure aVected multiple PFI projects, which it
was involved in as bidder, contractor or equity holder, most of which projects continued.

4. How effective and costly has it been to monitor the private sector providers’ performance and quality of service in

Private Finance projects in comparison with traditional procurement?

PFI has detailed performance metrics: One of the real benefits of PFI is that the structure gives the ability to
measure in detail the performance of an asset over the life of the PFI contract (between 15 and 30 years)—
performance measurement is built into contracts, is transparent and can be provided to the public sector by
a contractor at a marginal cost, as it tracks reporting requirements it already has to its shareholders and its
lenders.

In traditional procurements, the only way to replicate such an assessment would be through internal
procedures in the relevant body responsible for administering that asset. As noted above, historically there
seems to be a lack of data collected and made available on the operation and performance of traditionally
procured projects.

5. When the basis of a Private Finance contract needs to be altered post procurement because of changing client needs—

for example, a bigger jail is required due to a larger than expected prison population—has this proved problematic

compared to projects under traditional procurement? What has been the experience of PFI projects that have reverted

to the public sector?

Lessons have been learned: The process for making mid-contract variations in PFI projects has improved
dramatically since the introduction of PFI. Lessons have been learned from early projects which resulted in
the enhanced and simplified change mechanics being included in SoPC4. Procuring authorities appear better
prepared to carry out long term planning and scoping of their initial project requirements, minimising the need
for changes during the contract. In addition, the variations procedure in PFI contracts forces procuring
authorities to properly analyse the proposed variation and its rationale, and to develop the best way forward
with the private sector, resulting in better variations being made.
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The NAO 2008 report on changes to operational PFI projects30 notes that “PFI projects are oVering suYcient
flexibility to the public sector”,31 “The timescales for completion of larger changes compares well with
[traditionally procured projects]”32 and “if the change process is managed well and there is a good relationship
between the parties, changes are more likely to be cost-eVective and implemented quickly”.33

Coping with small variations: Smaller variations have a reputation for being problematic and expensive. This
is being addressed in practice—some contracts are now designed to take certain probable small variations into
account, and procedures have been developed to provide (in terms of cost and time) in advance for better
certainty and cost-control should they arise. Many change procedures now include a competitive element,
eVectively benchmarking the quote received from the incumbent contractor against the market, again
controlling costs and ensuring VFM.

Coping with large variations: Larger variations can throw up diVerent more complex issues. If the variation is
required to be funded by the private sector, the relationship between classes of lenders (those lending against
the originally scoped project, and those lending for the variation) can be diYcult to resolve. It can therefore
simplify matters considerably (and reduce costs) if the public sector funds the larger variations. There is also
evidence that PFI change mechanics have worked especially well for significant changes—as noted above, the
2008 NAO report found that timescales for larger changes under PFI contracts compares well with
traditionally procured projects.

Timing of variation: The experience of dealing with a variation can also diVer based on whether it is made
during the construction or the operation phase. Those made during the construction phase are more
problematic than those during the operation phase, as the knock-on implications for the construction
timetable are much more complicated and can be costly.

Facilitates long-term planning: The long-term nature of PFI deals gives long-term stability to procuring bodies,
whose service provision solutions might otherwise be subject to political interference for example on a change
of policy or of Government. With PFI they can plan for the long-term with their PFI delivery partner.

6. How should future payments by the Government under existing Private Finance contracts be recorded in public sector

accounts? Is risk transfer an appropriate test? Should all such liabilities be included in the national debt? Should they

be accounted for separately from government debt? How much does the public sector accounting treatment of capital and

revenue aspects of projects matter?

The harmonisation of UK and EU budgetary and debt measurement rules on the recording of payments under
PFI contracts in public sector accounts is a welcome development, increasing transparency and comparability
of government debt across the EU.

7. Would public sector investment in the last decade have been lower without Private Finance? If so, by how much?

PFI has delivered key Government policy: PFI procurement represents only about 10–15% of the Government’s
total investment in public services34 and has been described by the Government as having “a small but
important role in the Government’s investment plans”.35At the same time, it has been the key tool for delivery
of Government policy in certain areas such as health, education and prisons. So although its absence may not
have been felt significantly across the whole procurement programme, it would have meant significantly less
progress was made in certain sectors, as the same level of investment could not have been facilitated using
traditional procurement methods, both in financial terms (due to the large initial capital outlay which would
have been required to pay up-front for the construction of the assets) and in practical terms (as noted above,
the public sector is not set up to deliver such an intensive procurement programme in terms of sheer volume
of deals, particularly taking into account the variety of procuring bodies that have procured PFI projects since
1997, such as local authorities, NHS Trusts, LEAs etc).

8. How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis likely to have

a permanent effect on the Private Finance market?

PFI debt is no diVerent: As a general point, the financial crisis has had an impact which has been felt across
the whole economy, including the PFI sector. The impact on the PFI sector is no more or less than the rest of
the UK’s economy. In recent months, the finance market has steadied—credit risk is becoming less of a concern
and pricing, liquidity and terms are stabilising, and this has flowed through to PFI financings.

Help rebuild the economy: The use of PFI is a key tool for the Government in its endeavours to stabilise and
rebuild the economy as it permits the leveraging up of limited Government resources to bring more projects
to market, creating more economic activity and jobs than if those resources were deployed in traditionally
procured projects.
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Facilitating greater investment: There is a latent demand in the private sector for public sector infrastructure
investment, in the form of life insurance and pension funds looking for long-term stable investments, which
could be accessed more eVectively by the public sector if such opportunities were available for investment. It
would be helpful if the Government could facilitate the meeting of that demand by revising the regulatory
provisions regarding the proportion of those funds permitted to be invested in infrastructure.

Government can also further assist the market by being clear on the priorities it has for infrastructure
investment and development. If the Government is pushing a particular sector forward (or parts of the sector,
recent examples being waste and Building Schools for the Future), the private sector will follow. The
establishment of The Infrastructure Financing Unit (TIFU) by the Treasury is a good example of this. It has
facilitated the achievement of financial close of various projects simply by its existence—to date one project
has utilised TIFU funds (Manchester Waste), but other projects’ successful closing has been due in some part
to the backstop that TIFU provides, thus allaying funding concerns that might have otherwise stalled deals.

Some impact on new launches: Overall, the financial crisis has delayed, but not prevented, the progress of some
larger PFI deals, as compared with for example the M&A debt market where the credit crisis had a much more
dramatic and sustained impact on the availability of debt.

More particularly, the market for smaller PFI deals has remained liquid since the financial crisis, albeit that
senior debt interest margins have increased (though these have largely been oVset by low interest rate swaps)
and there has been a reduction in the volume of long tenor debt available, although there is still suYcient
supply in the market to support the funding of the current UK PFI pipeline.

Larger, more complicated deals have felt some impact—there is a question as to whether there is enough
liquidity in the market to fund large deals, particularly as the project bond market has stalled due to the impact
of the financial crisis on the monoline insurers who had played an integral role in bond financing structures.
Again, the availability of long tenor debt for very big ticket projects (such as M25) or projects with volume
risk (such as waste PFI) has been aVected, resulting in cash sweep arrangements being introduced to reduce
the debt tenors (but at no extra cost to the public sector). These larger projects have also benefitted from recent
increases in lending activity by the European Investment Bank and, as already mentioned, from TIFU’s
presence as a backstop if there is a shortfall in private funding due to the financial crisis. TIFU has given
procuring bodies the confidence to press on with deals in uncertain markets—it allows them to concentrate on
selecting a preferred bidder on the basis of the quality and deliverability of the bid, rather than being distracted
by concerns regarding the credit of the bidder’s funders, or their liquidity. TIFU’s presence has also helped
keep a control on the cost of funding.

No permanent eVect: Private finance has always had to adapt to changing markets—it has invested in
infrastructure for many years and across many sectors, and has evolved as necessary to meet changing
requirements, and will continue to do so. For example, though the project bond market is currently very
limited, it is expected to adapt to the departure of the monolines and become available again in some fashion.

9. Are there realistic alternative roles for private finance than the current PFI-type private finance models? Should

the UK be aiming for more diversity in private finance models? Would a national infrastructure bank (such as the

proposed Dodd-Hagel NIB in the US) add any value in the UK? Should the public sector have a more hands-on role

in financing and/or delivery?

PFI not the only solution: In addition to the SoPC4 PFI project structure, there are already many other delivery
models being employed for private sector investment in public infrastructure, such as those discussed in the
2008 Treasury paper—joint ventures, strategic alliances, strategic infrastructure partnerships, concessions,
using a integrator approach and other hybrids of these structures,36 and others currently in use in the market,
such as Local Asset Backed Vehicles and Private Developer Schemes.37 Many of these methods are frequently
employed and embraced by the private sector whose approach is flexible and capable of innovation.

Other private finance models could include the creation of infrastructure utilities, like the English and Welsh
water utilities, rewarded on the basis of a regulated return on assets, for example a road network privatisation.
But this would not be appropriate for construction projects—it can only work where a business can be created
from existing operational assets.

Another option would be to harness the life insurance and pensions funds’ long-term appetite for
infrastructure investment and its stable long-term cashflows, for example by relaxing the regulatory
restrictions on the proportion of funds able to be invested in such assets (as mentioned above).

It is hard to see what value a NIB would add. It is likely that it would invoke issues of state aid that would
prove diYcult to resolve, and it would tie up more public capital where the greatest element of infrastructure
capital is already provided by the public.
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Public sector is hands-on already: The public sector already has a hands-on role in financing, in the form of
funding competitions which are now required for every project, and in delivery in its role in the original design
of the service output they require.

10. Is there an optimal mix between conventional public procurement and Private Finance for public sector investment?

What is the long run role of private finance in the delivery of infrastructure both in the UK and globally?

The optimal mix depends: This can only be determined by reference to projects under consideration during a
particular period—some projects are better suited to a PFI structure, and others to traditional procurement
methods, as demonstrated by the fact that only 10–15% of spending on public services is on PFI projects. Only
those projects suited to PFI should be structured in that way. So there can be no hard and fast rule as to what
the proportions of each should be in any given period—it will change with the projects coming up in
accordance with Government policy.

The UK is ahead of the game: The UK PFI market has acted as a pathfinder in the global PFI market in the
development of models for private sector investment in public assets. It has built up a considerable skills base,
in both the public and private sectors. And it has led the way in standardisation of documentation, in the
development of public and private sector guidance on the letting of PFI contracts and their ongoing
management and scrutiny, and in the development of a vibrant secondary market in PFI projects. The UK is
now looked to by many jurisdictions for best practice, and is exporting its private and public sector expertise
to other jurisdictions. This is something that the UK should promote.

PFI is here to stay globally: The interest in using PFI as an investment tool is growing across the world, and
plays a key role in the investment strategies of the UK and other major economies such as the US, the Middle
East, Canada, Australia and India. The size of the global PPP market in 2008 was US$71,225 million, with
212 deals closing. The UK is ahead of the curve in its embrace of PFI in public sector infrastructure investment,
and in its development of a sophisticated PFI market, a fact of which the UK Government and public service,
and the private sector, can be proud.
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Examination of Witnesses

Witnesses: Mr Adrian Ewer, CEO of John Laing, Mr David Metter, CEO of Innisfree and Chair PPP Forum
and Mr Paul Davies, PricewaterhouseCoopers, examined.

Q461 Chairman: Mr Metter, Mr Davies and Mr
Ewer welcome to the Economic AVairs Committee.
Thank you for coming. I should be grateful, as ever,
if you could speak reasonably slowly and clearly for
the benefit of the webcast and for the shorthand
writer. When we reach questions, if one person has

answered and the other two are quite happy with that
answer, then we will take that as assent. Of course if
you want to add something individually, then feel free
to do so. Would you like to make an opening
statement or shall we go straight to questions?
Mr Metter: May I make a brief opening statement?
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Q462 Chairman: Yes.
Mr Metter: I am Chairman of the PPP Forum. I am
also Chief Executive of Innisfree. With my PPP
Forum hat on, I would like to invite a delegation or
some of your lordships to visit some of the projects.
We feel that there is a big separation in this world
between people discussing PFI and very few people
ever actually get to see the projects and to see the
transformation which is actually happening on the
ground. We would be very happy to arrange for a
delegation to visit a number of schools, secondary
schools, hospitals and other types of projects so you
can actually see how these projects are working on
the ground. I did listen to the previous session and
may I just make three little points. Innisfree is a
channel for institutional investment into the PFI
sector. We are the principal equity investors in the
sector and some of the questions had an equity slant
to them. One of the matters Baroness Hamwee raised
was about pension funds. We have over £750 million
of UK and oVshore pension funds investing through
our funds into PFI; these are pension funds like BT,
British Rail, British Aerospace, British Steel; we have
many local authority pension funds also which are
investing in this sector through our funds. Last
quarter, we invested over £250 million into the
secondary market and this has given the possibility
for major contractors and other holders of primary
equity stakes to recycle their equity, which has been
very useful in the current market where capital is so
constrained. I would say that in the primary market
business is very quiet in the UK. I know there is a lot
of discussion about which procurement method is
right, whether PFI is good value for money and we
can debate that for as long as anybody would like,
but essentially the Government have run out of
money and they have not really been investing in big
PFI projects for the last three years, well before this
credit crunch came. I should say that we are very
active in Canada and Sweden where we would expect
to be made preferred bidder on some very large super
hospitals which demonstrates that this PFI process,
which is really an evolution on from traditional
procurement, is proving very successful elsewhere in
the world. They all have the same problems over
there, the same sort of opposition, the same media
debate, the same groups of political interest that
oppose it but where there is a strong government will
and a need for social infrastructure it is being
overcome and this method, which is a smart
procurement method is being used very successfully.

Q463 Chairman: Thank you very much. Perhaps I
could begin the questions by asking you to give us a
brief summary of what you see as the pros and cons
of private finance projects? In your written evidence
you concentrated fairly heavily on the pros. Perhaps

you would like to point out whether you think there
as some cons and what those might be.
Mr Metter: Essentially the major pro is the process
itself. It has been able to deliver a substantial
infrastructure programme which is probably
unmatched, certainly in UK infrastructure
procurement, over the last 100 years. The cons are
that it is too closely linked to the current Labour
Party. This has meant that the media never
communicates any of the successes of PFI; they seem
to try very hard to find failings and find fault, which
is part of the political process where they are trying to
hold the Government to account. Equally the
Conservative Party: if one read The Observer last
Sunday you would have also seen that for them it is
important to oppose this policy at the moment. That
is a problem because it saps the political will and it
causes Government to become less strong about this
process. I say that added on to the fact that there is
not much money around at present. A lot of the
debate which goes on around PFI is not practical
debate. Once you unwind it there are certain political
positions which are driving opposition to PFI and
which are often self-serving. That is the big con. If
you look at the NHS hospital estate there are over
1,000 hospitals in the NHS estate. One hundred have
been renewed through PFI. There are still many,
many hospitals which are pre-1940 which need to be
rebuilt, projects like Royal Liverpool Hospital where
there is a huge need for that project to be done and
actually it will probably be cheaper to do it and run
it through PFI than it is costing the NHS at the
moment. A lot of the political will has been sapped I
believe because of the strong political opposition one
sees to it. I have no doubt that when the Conservative
Party gets into power they will re-badge PFI, much as
has happened in Canada since they will need to use it
because it is the procurement tool that is eYcient and
delivers projects.

Q464 Chairman: Leaving aside the political
environment, do you think there are any inherent
cons as well as pros in the PFI approach?
Mr Metter: Do you mean actually in the practical
space?

Q465 Chairman: Yes.
Mr Metter: PFI is a complex trade-oV between
various stakeholders and various interest groups. It is
not perfect for anyone; it is not perfect for
Government, not perfect for the private sector, it is
not perfect for the users. So you get this envelope,
which is a trade-oV but it does work very well. You
will find people from all those sectors who will have
problems with PFI. School masters actually want
better schools, they want more money spent on the
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schools but that is not aVordable. The public sector
sometimes wants more control without risks being
transferred; the private sector finds itself often
dealing with public sector partners who are not up to
it. We find a lot of the corporate memory gets lost in
these projects because people change their jobs. If
you look at the Treasury, the people who have been
in charge or responsible for procurement change their
job every year or two so you lose that continuity.
Everybody has their negative slant but overall one
has to look at what has been delivered and whether
the users, whether the local communities are pleased
with the projects.
Mr Davies: May I add one pro and one con? A pro is
because these are long-term contracts being put in
place, it really focuses everybody in the public sector
in particular on what is important, what they want,
what is aVordable at the outset. That is the pro
because that really focuses that due diligence and that
concentration. The con is that means you do have a
long-term contract on a particular output
specification where, for some types of services, you
may want to change that after a period, so it is getting
into quite long-term structured contracts but that is
in our view a necessary evil, to get the discipline at the
outset and to really focus on what you want when you
are purchasing as a public sector provider.

Q466 Lord Lipsey: When assessing what the pros
and cons actually are, some people put it that it is the
whole-life approach to investment, the fact that it is
not just what happens in year one or when you are
constructing it but over the whole life. Others think
that the greater benefit comes because the projects are
more carefully assessed before they are launched and
it is a more sophisticated contracting process than
traditional contracting. So, developing the
Chairman’s point about pros and cons, which of
those sorts of more detailed pros strike you as the
most important in getting the right output from a
public point of view?
Mr Ewer: One of the pros you have just outlined,
which is incredibly important in delivering a lot of
value which is because it is so detailed and
contractual and very long in the gestation period
before contract is awarded, is the level of preparation
that is done by all parties involved, public sector and
private sector, including the whole private sector
supply chain, contractors, service providers. When
the contract is signed the public sector knows exactly
what it is buying and the private sector knows exactly
what it has to deliver and that level of preparation is
one of the reasons why so many of these are delivered
on time and on budget and to very good quality of
service; it is so well defined prior to the contracts
becoming binding. That is a tremendous benefit of
this whole process.

Q467 Lord Lipsey: At the same time that whole
process was much criticised and this was particularly
true of the London Underground contracts where the
whole process of design disappeared up its own
backside, the complexity, lawyers crawling over it
and all sorts of things which were damaging to the
project.
Mr Ewer: I was not involved in that London
Underground project. As an outside observer, I think
that is where the actual procurement was not well
organised and managed. I do not actually believe
they were projects really which suited PFI because it
was very hard to define exactly what was required. I
say that as an observer not through any detailed
knowledge. It is the one example which is held out as
a major failure. It was a very unusual PFI and we all
suVer as a result of that one because it is constantly
played out as the reason for the failing. There are
other projects which have failed which should never
have been PFIs and they are ones which are largely
experimental because no-one was able to define at the
outset exactly how to get to the desired outcome.

Q468 Lord Best: You have not given us much about
the downsides to PFI contracts and you have not
touched on the other side of having those long-term
commitments, those long-term contracts, which is,
we have heard evidence, that you are boxed in then
for 20 years or 25 or 30 years and even though you
spent all that time in preparation, yes, at the
beginning, things come along that you had not
thought of when you signed up and to change things
later on is going to cost you an arm and a leg. We were
hearing how the hospital day surgery becomes much
more prevalent, which means you want less space
taken up by people who sleep there overnight and
more space taken up by places where the surgery can
take place in the day. To try to change the contract—
oh dear, you have 25 years left on it. Could you just
comment on that downside?
Mr Metter: One has tradeoVs. Having a long-term
operating contract connected to these projects gives
the public sector a great deal of confidence. Only last
week I was up in South Lanarkshire where the
regional board is looking at their budget cuts and
they cannot touch the PFI project. I have no doubt
that over the next five or 10 years the maintenance
budgets of many, many traditionally procured
projects are going to be cut because that is what has
happened in the past. So projects which may have
been built new very successfully are not maintained.
Under the PFI contract, you cannot do that. We have
a contractual relationship with the public sector and
it is very diYcult for them to change that. On the one
hand you can be sure that at the end of 25 years you
can get your hospital back and actually, although
there is a lot of scaremongering about how much
hospitals change, if you look at hospitals over the last
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100 years we have some very old hospitals in the UK
which are still working very successfully. The
question is whether a hospital is going to change so
much as to make these projects ineYcient. Maybe,
but one has to look at that on a probability basis. We
have a variation procedure in these contracts which
allows variations to be made and for the projects to
change their uses, so that comes down to the nature
of the partnership and how both sides of it engage to
improve or change these facilities. We have projects
which have been running for seven years now so we
are not at the stage where a whole lot of projects have
just been built and nobody really knows how they are
going to work in their operating period. We have
hospital projects like Dartford Hospital which have
been working for seven years; Norfolk and Norwich
is a hospital which has been working very
successfully. These projects have had variations; they
have had a change to the services oVered and
buildings. So far this has worked very well.

Q469 Lord Best: You have been listening to the
discussion on the secondary market in this field and
your views on this would be very welcome too. This
business of whether or not the fact that you know you
are going to sell the contract on afterwards to
somebody else means that the amount of risk that
you are accepting is reduced and that risk is
undermining some of the many—
Mr Metter: May I just say something about risk
because this risk discussion tends to launch itself into
the sort of very low probability outcomes that do not
often happen in business life. For the most part 95%
of our business activity is involved in building a
project on time and on cost and if we do not do that
we suVer the losses. We also have to operate to a
performance specification which is set by the public
sector and if that is not run properly we do not get
paid. So 95% of our lives are concerned with building
projects on cost and on time and trying to deliver the
services so we get paid. If we do not do that, various
stakeholders within the project, whether they are
service providers, contractors, equity holders, debt
holders, suVer the consequences of that. However, if
you go to the extraordinary situation where a nuclear
bomb falls on a hospital, clearly the Government, if
it is a strategic hospital, are going to have to step in
and sort that out. So at some point, if you have a
strategic social infrastructure asset, the Government
are going to have to stand in; it is not like say a
business park that they can just let go. But by the time
you get to that point, the equity will have lost their
money, the debt will have lost their money, the
contractors will probably have lost their money, the
insurers will probably have lost their money and then
you get to the point where the Government stand in.
For the most part business risks are transferred very,
very successfully. There is always risk argument at the

interface. What happens if the Government change
the law? Should we take the risk on that? Should we
take the risk if there are strikes and these aVect our
ability to run our project or if the Ministry of Defence
does not vet our workers properly should we suVer
the losses for that? There is a very fine marginal
discussion about where risk should fall. In the broad
sense the risk transfer works very well. Equity
investors do lose their money. We recently lost our
entire equity stake on a Cornwall schools project and
it is not clear that Cornwall is going to be any worse
oV for taking the project themselves. We lose money;
we try not to. We try to make sure our contractors
and service providers lose money before we do. The
banks sit behind us, trying to make sure they do not
lose their money. There is a very strong
understanding of all of this which has developed over
the past 15 years. The model now is very good and the
risk transfer works in the way the Government want
it to. Clearly the Government could transfer much
more risk. For example, in the very early days of PFI
they suggested that we should take the risk for the
number of prisoners they put into the prison when we
had absolutely no control over how many prisoners
they were going to send to the prison. They realised
very quickly that to make the private sector take that
risk was just going to be very expensive for them
because sure, you will take that risk but you will just
assume for example that the prison is full all the time.
As you know, service contracts in PFI projects are
benchmarked every five years because to expect the
private sector to forecast labour costs for 25 years
would not be good value for money for the
Government because if you did the private sector
would just take the worst assumptions. There is a
very, very, very well trodden path on this risk transfer
and I certainly believe we have it mostly right.
Mr Davies: Just to contextualise this, PFI is just one
part of a much wider private sector way of procuring.
Like Adrian from the last group, when I started in
this in the early 1980s in the oil and gas sector the
model we used in PFI of having a single purpose
company with all the risk passed to the sub-contracts
was standard across the industry. We were doing it for
project finance generally. To try to limit it in the PFI
world of trading in secondary equity rather cuts
across what is generally done in international project
finance markets in the delivery of projects. Elsewhere
we manage the risks well, we make those operate and
this would be trying to do something diVerent.

Q470 Lord MacGregor of Pulham Market:
Following up on the point Mr Metter was making, in
your written evidence to us you gave a number of
examples of private sector losses. Has that led to
more institutions being nervous about entering the
market? Has it increased the costs or has it not had
that eVect?
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Mr Metter: What has happened is that in the early
days PFI was more experimental in terms of what
types of projects were undertaken. For example IT
projects turned out not to be a good idea. A lot of
projects which are very heavy on service provision are
not a good idea. We now see the market pushing a bit
towards that. Where PFI works is if banks are
lending money and equity investors are investing
money and there is a big capital project. Then we are
there. If you take us out of the frame, then you start
moving perhaps towards a more traditional type of
procurement where you have contractors versus the
public sector. The types of projects suitable for PFI
have evolved over time. The kind of huge losses—
Adrian can tell you about the losses on the National
Physical Laboratory because his company was
involved in that—due to risks being taken that the
private sector would probably not take today and
perhaps the public sector would not ask the private
sector to take.
Mr Ewer: I was in front of the Committee of Public
Accounts to explain why we lost so much money. The
National Physics Laboratory was a project where the
NAO have definitely written a report and gone into
it. John Laing, the company I work for, was at that
point in its cycle a construction company as well as an
equity investor in PFI projects. We lost £60 million on
the construction and we basically lost our equity as
well and the private sector in total lost over £100
million on that project. The reason why is that it was
a project where the definition of what was required in
some very complex science laboratories was not clear
and there was a misinterpretation from us on the
supply side as to what was required and from the
client as a purchaser as to what they thought they
were getting from us. We could not work it out at the
end of the day so the project became an experiment
of trying to make laboratories work. At the end of the
day that is not for PFI. PFI needs to be for delivery
of something which is very, very well defined in terms
of what people expect out of it. We kept pouring
money into this black hole. At the end of the day also
the public sector has an excellent asset which delivers
98% of what the scientists required and paid a lot less
for it than it would have paid if we had known what
we were trying to build in the first place.

Q471 Lord GriYths of Fforestfach: May I ask for
clarification? You said it was the National Physics
Laboratory. Is it the National Physical Laboratory?
Mr Ewer: Physical; sorry, my mistake. At
Teddington.

Q472 Lord Forsyth of Drumlean: We have had some
evidence that the bidding costs on PFI were very high
and that that resulted in there being very few people
coming to the party to bid. The CBI said to us that
two was enough to tango, that two was enough to

have a vigorous competition. I wonder what you
think about that.
Mr Metter: Actually the bidding process in the UK
has been very, very expensive and it has meant that
for some of the larger projects only the biggest
organisations have been known to compete and
many big overseas organisations have come in such
as Skanska, Bouygues, Vinci, Siemens, big US and
European corporations who are able to bear these
very high bid costs. It is also true that many of the big
UK contractors, Balfour Beatty, Laing, Carillion and
other sorts of large contractors have been able to
stand the bid costs.

Q473 Lord Forsyth of Drumlean: Just before you
move on, the evidence we have had was that on
average there are two or three bidders in any process.
Is that correct or not?
Mr Metter: There are now. There used to be five or six
bidders and it was very ineYcient. If you were one of
five bidders, how much were you going to spend on a
bid, especially since, under the UK process, there is a
tendency for too much to be required at each stage of
the process. Well that is our view. Certainly if one
looks at the market in Canada and in Sweden they do
these projects at much, much less cost.

Q474 Lord Forsyth of Drumlean: Does that make it
less competitive?
Mr Metter: I do not think it makes it less competitive,
if there are fewer bidding costs.

Q475 Lord Forsyth of Drumlean: If you only have
two firms bidding for a large project rather than six,
because, in your own words, the process has become
so expensive and cumbersome, to a laddie like me
that would suggest there would be less competition.
Is that wrong?
Mr Metter: The thing is that when you get down to
two, remember each bidding group is a consortium of
a number of contractors, service providers, banks
and lenders so it is not one organisation against
another. Each of those organisations is going to
spend a lot of money. A big hospital bid would cost
up to £10 million to bid and in the UK if you lose that
you just lose your £10 million. In Canada they
actually pay it to you. If you get down to two, they
pay the losing bidders bid costs because they are
sensitive to these sorts of issues. It does not aVect
competition. Why should three be better than two
when you are getting down to the final stages of a
competition? They will always eliminate on the way.
Mr Davies: Things to avoid. There are two sides to
that. I have been in many bids when you are just two
and that does not stunt competition at all because
you have no idea what the other bidder is doing and
you want to win so you are as competitive as you can
be. If you are bidding with four or five, you will spend
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less money until you get to the final knockings and
you have been narrowed down because the
probability is so much lower. From the public sector
angle, if you do too many it is going to detract from
the attractiveness of your competition. There is
however a risk of only doing it for two bidders and
that is particularly if you are doing contracts where
there are a number of them around the country
because there are not unlimited contractors there and
they choose their project. If you are relying at an early
stage that some people will stay through the whole of
that bidding process, you might be taking an
unnecessary risk and end up with one bidder. So on
some deals, at an early stage, you will probably have
more than two, because you do need two to tango. In
the final knockings, if you are down to two, you will
get extreme competition. It does not dent it and, for
all the reasons David gave, that is fine and you will
get strong competition.
Mr Metter: It is important to recognise that in these
projects price is not the only major variable. Design
is an important variable and so is quality. In the early
stages of PFI where there was too much emphasis on
price we ended up getting a lot of schools that were
built like sheds. They were not good civic amenities
and there was a lot of unhappiness about that. In the
bidding process, people often tend to think price,
price, price, but it is certainly not that. Once you are
building big landmark buildings like, for example,
our project at Barts, the design is hugely important
because these projects are going to be there for 100
years or so. The ability to design these projects well is
also very important and also attracts a high level of
competition.

Q476 Lord GriYths of Fforestfach: May I ask what
you think are the pros and cons of using a ring-fenced
special purpose vehicle to finance, little equity, large
debt and so on, as opposed to some other model?
Mr Metter: A special purpose vehicle means that that
project and its risks are ring-fenced from other
projects. If you put everything in a pool, if one of
them goes badly wrong, it is going to taint all the
others. The way the finance will come in will mean it
will be more corporate in nature than project. That
has certain problems with it, especially if you want
contractors to take a stake in the project and you
want to have diVerent stakeholders in diVerent
projects. It is much better to keep these projects
separate from each other. That is our view.
Mr Davies: You can transfer ownership, there is a
focus on due diligence by the lenders on the project
risks; there is a focus directly on that one project, it is
not lost in a morass; you can maximise the amount of
debt, which is a cheaper form of capital because the
markets are used to it, they are used to it in project
finance worldwide. You can very focusedly pass risk
out to sub-contractors. In the earlier session you were

saying that equity means not much risk transfer, but
that is not true: it is just passed through under that
structure to a number of sub-contractors and it is a
model which has been proven outside PFI for 15
years before we even started PFI.

Q477 Baroness Hamwee: May I go back to two
points which we have been covering? The first is on
competition. We are all used to the concept of a
preferred bidder, but can you just continue the
explanation of whether competition remains and
whether the bidder is actually in a very advantageous
position because by the time—I cannot think of the
term for the person who wants the project—the
procurer is with a preferred bidder it seems to me that
there is very little negotiating scope left on the
procurer’s side. Is the preferred bidder not in a hugely
advantageous position?
Mr Davies: Two points there. First, under what is
now known as the competitive dialogue, a lot of the
competition and the definition of what is required
and the pricing, is done with more than one bidder. It
is not just the preferred bidder. The new directive
means that it is taken far longer down the line which
has on the one side the adverse eVect on bid costs but
on the other side is removing the risk you have
described. In theory, when you select that preferred
bidder, so much has been bottomed out. In practice
there can still be quite a lengthy time with that
preferred bidder then delivering the project. The key
negotiation strategy you have is that they have given
you your bid, they have given you your price and you
are trying to deliver within that price. To the extent
that there is any change from that price thereafter, it
is normally only for reasons which are outwith their
control. For instance, if the debt market price has
increased, which I have had on some projects, their
price goes up and it is a straight pass through. It is
something you can observe; you know that it has
been imposed on them. So your negotiating power is
holding them true to the bid that you agreed when
you made them preferred bidder and that tends to be
tied down pretty tightly.

Q478 Chairman: In your experience, have you ever
seen the price come down when these external
factors vary?
Mr Davies: Interest rates falling, absolutely.
Indexation of bids; sometimes the actual price we
agree with a preferred bidder has an indexation to
RPI or consumer index or whatever which can go in
either direction. Yes, it can come down. Recently,
because of what has happened in the price of funding,
it has gone in the opposite direction because that has
been pushing it from a funding point.
Mr Ewer: There have been examples in the past as
well where the price has come down because a
preferred bidder has been appointed, even though
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their price is unaVordable and then there has been
what you call a value engineering exercise to descope
the project post preferred bidder and if you take
scope out the price does come down.

Q479 Baroness Hamwee: We have heard from a
number of witnesses that innovation is a benefit of
private finance projects. We have heard this
afternoon that they are best suited to the sort of
projects where there is experience and one knows
what the project is about really. I do not know
whether there is a conflict between those two and
whether you can provide examples of significant
innovation.
Mr Metter: I think that significant innovation,
certainly at the practical level, is not apparent very
much any more. This has to do with risk transfer
issues because when projects and delivery become
very innovative the price attached to that is often
beyond the Government’s aVordability. When PFI
started there was this innovation dimension to it, but
it very quickly walked away. I am sure there is
innovation down at very, very technical levels. There
are hospitals where there are innovations on ward
design but it is at a very, very detailed technical level.
If you took people round and they were not experts
in hospitals, they would not really notice that.
Certainly the main innovation is the PFI process
itself and its development and the financing and
contractual nature that has been built up over the last
10 or 15 years.

Q480 Lord Tugendhat: PFI is obviously firmly
established in relation to physical assets, though
given the constraints which are clearly going to apply
to public expenditure over the next few years, do you
think there is any potential for extending this form of
operation to the provision of diVerent sorts of service,
clinical or teaching to take two examples, or any
others that might come to your mind?
Mr Metter: I think PFI is best suited to projects which
require capital because there you get the benefit of the
debt providers and the equity providers to create
discipline on the contract, to make sure the contract
works eYciently and that is what drives the eYciency.
If one takes the capital away, for example in schools
projects where it is just a refurbishment project and
no new schools are built, or the moves for the NHS
to put all the community workers in some kind of
service company which the private sector then
manages, I think those projects are more diYcult. It
depends whether you take the point that it is the
finance which is providing the discipline on the
contract, that is driving up the eYciency or whether
without the finance you would still have the same
ability from the various parties to drive the
eYciencies. You could take the finance out and go
back to traditional procurement and deal with the

problems there where you have a public sector which
is not really incentivised to drive eYciency. They
might want to but actually when you get down to it,
they are not personally incentivised to drive
eYciency, particularly in the areas of procurement in
the various departments. It has not previously
attracted the best human resource. So you have this
problem of how to drive the eYciency and PFI has
enabled that driver to be taken out of the public
sector into the private sector. If one does not take that
point, then one can have service projects and the
public sector can be the principal in the process.
Lord Forsyth of Drumlean: I resisted the temptation
to respond to your opening remarks about how PFI
had been identified with the Labour Government. I
think it was actually started by us and one of the
reasons that I was very enthusiastic about it, even
though on my birthday I had to open the Skye bridge
with 1,000 demonstrators led by Robbie the Pict, was
that you could actually go beyond simply
transferring financial risk and in the example you
gave of prisons, although you could not ask the
private sector to take the risk for how many people
there were in prison, you might be able to take the
risk on how many people were released from prison
and did not come back and the whole business of
rehabilitation in prison and the running of the Prison
Service. Prisons are not just buildings with facilities,
they are places where people go and hopefully they
are rehabilitated and do not come back. Therefore
you could transfer that risk in that way. Similarly
with the Skye bridge, the contractor was taking the
risk as to the volume of traYc which would go across
that bridge. As it happened, the traYc volume went
up enormously because it turned out that quite a lot
of people were not actually paying for the ferry which
had been the previous method of crossing the
waterway. Are you not being a little unambitious?
This was originally sold as an idea which would
enable a real transfer of risk in the provision of
services and facilities. It is not just about financing. If
you make it just about financing, it is much more
diYcult to justify.

Q481 Lord GriYths of Fforestfach: May I just add to
that before you answer it? I always thought that PFI
was really to take over where privatisation could not
go. Nobody suggests that you should privatise all
schools in Britain, whereas you can clearly privatise
British Steel. The idea was that we get the resources,
the innovation, the enterprise of the private sector
into the public sector. I have to say, in a number of
our sessions, I just wonder whether simply looking at
the financing we are really missing this bigger picture
which I always thought was eVectively the case for
privatisation in areas where privatisation could not
easily be applied.
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Mr Metter: I agree with you but a lot of the
boundaries are political. For example, there is a very
clear boundary in the hospitals about what the PFI
project can do. The PFI project does not get involved
in medical services or nursing services or many
pathology services, where it could. The PFI project
could provide all the nurses; equally in schools it
could—

Q482 Lord Forsyth of Drumlean: Sorry to interrupt
you, but you have said that it should not, in answer
to Lord Tugendhat’s point.
Mr Metter: No, but if it were done as part of the
hospital project. In a hospital project we have a
project to build a whole huge hospital and we have a
whole range of services which we provide which are
what we call soft services, services like laundry,
cleaning, food; many of the services which feed
directly into patients are provided by PFI. A natural
extension of that would be to provide nursing
services, but that is a red line. Equally with the
schools, there is no reason why some of the teaching
could not go into the PFI project. On the roads there
have been moves to make congestion reduction part
of the payment mechanism and one could add other
things on but it all comes down to how you measure
it and what it is going to cost. Certainly we are not the
drivers of that; we are responding to public sector
opportunity.
Mr Ewer: In theory you are right. There is no reason
why the private sector could not embrace the
provision of the service rather than just provide the
hardware from which the service is delivered. I would
agree with Mr Metter in terms of the politics around
it probably being no, the private sector will keep its
hands oV the bit about delivering clinical services or
teaching. There is no reason why we could not, as a
private sector, include in our consortium an
organisation which was providing teachers. What
needs to happen there is that the public sector needs
to be focused much more on monitoring and
measuring outcomes and less fixed on the cost of
providing the hardware which is where the fixation
seems to be. I do not believe the public sector is doing
enough to measure outcomes. If it were to look at
schools which had been delivered under PFI, I think
it would see the outcomes have improved as they do
if you give teachers and students new facilities that
they feel proud of, that they can breathe more in
rather than facilities which are poorly maintained.
Measuring outcomes is very important. If that is
properly measured, I think the public sector might
then allow the private sector to look at embracing the
services side.
Mr Metter: There are indirect benefits. I was up at
one of our projects which is called Cathkin High
School, which is a new secondary school in Glasgow.
It is a brand new school in a very deprived area and

this school is creating a social transformation in the
area. Twenty-five per cent of the children who go to
that school are socially deprived; they are not fed
properly at home. So the school is actually providing
them with a centre of improvement and improving
their lives and actually, rather than being in a
rundown old school, as they used to be, which was no
better probably than their houses or some of the
amenities they used, they have this new building
which they are all very proud of. That is why I
suggested earlier that it would be useful to visit some
of these projects because one can see there is a huge
social transformation going on in areas where new
amenities have been built in areas which have been
deprived. Hairmyres Hospital in Glasgow also. If one
looks at what their hospital was like before and the
kind of medical treatment people were getting
compared with what they are getting now, one can see
there is a huge case for . . . I am not suggesting PFI.
You could build these hospitals and schools using
any mechanism you wanted to, but they do create an
engine for social transformation. A new hospital in
Walsall and the whole city is using it as an anchor for
regenerating the whole city.
Lord Levene of Portsoken: The point that Lord
Forsyth of Drumlean was making was absolutely
right. I remember when we started this whole thing it
was under an initiative, which I am sure you will
remember, called Competing for Quality. We had a lot
of work, successful work, undertaken by companies
like Serco and Capita which actually took on the
whole responsibility for service, included in which
may well have been the building, construction,
modification of a facility. Within their contract they
might go and raise the money separately but I am just
wondering to what extent we have become a bit too
fixated on where the finance is coming from.

Q483 Chairman: We have missed an earlier question
which we were really going to ask and you have come
to it. Many of the benefits claimed for PFIs are not to
do with the financing at all, but it is the fact that the
private sector is actually doing the construction and
doing the service stuV and that it is looking over the
long term and you have bundled contracts. A lot of
the pluses are there. Many of the detractors of PFIs
have said that the main con, not one which you have
mentioned, is the private cost of capital. Private
finance is inherently significantly more expensive
than if the Government were to raise the finance. One
of the questions we wanted to put to you was whether
it is possible to get your cake and eat it, in other words
perhaps to have a national infrastructure bank which
is able to take in money at government rates rather
than rates which the banks themselves or private
banks would produce and yet have the same
contractual arrangements in terms of bundling, of
long-term view, good due diligence and the provision
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of the services by the private sector. Is it possible to
combine the two?
Mr Metter: On the first point, which is this idea that
the Government can do it more cheaply than the
private sector because it can borrow more cheaply, I
see that as a subsidy because there is a market price
for this type of project, this package of buildings and
services, which is driven out by competition. We have
a competition and provided the competition is fair, it
is going to drive out the market price. If the
Government then go and choose to oVer capital to
this project at a lower rate than the market would
command, it amounts to a subsidy because actually
the project risks are the same. That is how I see it. So
the Government have a policy choice. They can
decide they are going to subsidise all these projects,
they are going to borrow money cheaply in the gilt
markets and they are going to pay for these projects.
The second thing is that they then take on the
responsibility for being able to deliver these projects
on cost and on time. There is no or limited risk
transfer there because it is dependent on contracts it
has been able to negotiate with various contractors
and because they do not have finance at risk as the
government is paying them directly. If we go back to
traditional procurement, it is getting back pretty
close to that, I can tell you anecdotally, when I was a
young engineer on the Thames Barrier 30 years ago
where I used to spend my days, all I used to do was
fill in claim forms. I was a graduate engineer on that
site and my job was to fill in claim forms. That was
how traditional procurement worked. There was a
price but the contractors were not concerned about
the price, they were concerned about the claims. The
entire commercial activity was directed towards
claims. The whole thing became very confused and
that was why we went to PFI procurement. You can
now unpick it and say let us take finance out and can
we deliver these projects in the same way? First, the
government departments would have hugely to staV
up because actually one thing PFI does is to
outsource a huge amount of intelligent procurement
resource. Imagine the NHS, Department of Health,
trying to procure 100 hospitals over the last 10 years.
It would not be able to with its current staV. There are
those issues: does it have the human resource, would
that human resource be energetic enough to be able
to deliver these projects? The answer ought to be yes,
why should they not, why should a government
department not be able to do this. The question is
why they are not able to do this. It all has to do with
productivity and why the public sector productivity is
so low? I do not think anybody has been able to
answer that question. In theory, I agree with you that
you can take the finance out. I will just give you an
example. We won a hospital project in Vancouver and
the debt markets are currently very expensive as a
previous witness said to you. With debt costing what

it is costing today, the whole value for money
equation changes. The Province of British Columbia
was not prepared to pay the sorts of debt levels that
were required so they have stepped in and put in the
money themselves but they have left the equity in
there because they want the equity to manage and
take the responsibility for the project.

Q484 Chairman: Yes, you might well have a hybrid.
Mr Metter: That is the debt out of it and I agree with
you that you might have to take the debt out of it if
you want to go forward because the debt now is very
expensive. The question is whether you chuck the
equity out. That comes down to whether one believes
in markets and the private sector.

Q485 Chairman: That is another point and a very
important point. I was particularly talking about the
debt. Incidentally, when you were talking about risks,
of course the risks of a project are inherently the same
whether it is a publicly financed project or a privately
financed project. The issue is who bears the risks. As
you said in answer to an earlier question, at the end
of the day, if you have a strategic asset like a hospital
or school or whatever, then ultimately the
Government, that is the taxpayer, bears the risks if
there is some catastrophic failure. In banking format
this is called moral hazard and in a sense there is a
feeling that there is perhaps a little moral hazard
associated with the PFIs as well. I come back to it. We
had the European Investment Bank as earlier
witnesses here and the European Investment Bank
have just as good disciplines in terms of looking at
projects as a normal bank would from the private
sector. If you were financed by the equivalent of the
European Investment Bank in the UK, like a national
infrastructure bank, then on the face of it you could
get the benefit of cheaper access to capital and all the
benefits, including the equity incidentally, of private
ownership and private operation of the project itself.
Is that not so?
Mr Metter: I agree with you but the Treasury have
this bank at the moment called TIFU where they are
leveraging Treasury money into projects where it is
necessary. I think they are not cutting the price at
which they are oVering funding to the project, which
is quite right. They are taking the margin themselves
which is the right way to do it. Clearly they could
oVer a subsidy to the projects if they felt that was in
the public interest.

Q486 Lord Levene of Portsoken: You mentioned
before that you were getting pension funds interested.
How do you sell involvement in one of these projects
to pension funds? What do you tell them are the
attractions for them to become involved in the
financing?
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Mr Metter: Firstly one should recognise that what we
do in the equity capital markets is quite low risk in
global terms. What we explain to pension funds or
any investors who want to come into our funds is that
we are involved in low risk infrastructure projects and
what I mean by low risk is that we do not take
patronage risk. We are not investing in projects where
there is a usage fee, road tolls; there are many
infrastructure projects where we do not do that. Our
risk is whether we can build a project and whether we
can deliver the service and then we get paid. That
creates the risk profile and that is very attractive to
many pension funds because many of the UK
pension funds follow an investment process called
liability driven investment. They have worked out
what their long-term pension liabilities are and they
need to finance those and matching PFI-type income
helps them to do that. They are very keen on that.
Our PFI income is also index-linked so in terms of
smart pension funds, when they invest in our project
they are eVectively getting index-linked returns for 25
years which is very attractive to them.

Q487 Lord Levene of Portsoken: May I ask Mr
Davies a question? I have seen your CV. You mention
the M25 road widening. How long ago was that?
Mr Davies: It closed this year.

Q488 Lord Levene of Portsoken: Was that a project
which you started from scratch or which you took
over? I am just interested to know how a large public
sector project like that, which in the normal way
would have been run by the private sector, would
tend to run over budget and whether you took it on
and from start to finish it ran to time or whether you
had to do a lot to change it, just as an example.
Mr Davies: By way of example. Yes, PwC advised on
that; we advised the public sector, the Highways
Agency, throughout the project. It started with us,
sitting with them, working out exactly what—

Q489 Lord Levene of Portsoken: How long ago was
that?
Mr Davies: About four and a half years originally,
but the intensity of work grew over time. You decide
with them what is aVordable, exactly what outputs
you require, you develop those into output
specifications, you work out how you are going to
approach the market and the contractual structure,
then you invite bids and you have made sure that it
was done in a way which would invite competitive
bids. We had a number of bidders, narrowed it down
to two and then finally chose one, the preferred
bidder, and negotiated with them to financial close.

Q490 Lord Levene of Portsoken: To get to the point
we were just talking about, was it just to do the
construction work or did it also encompass, for

example, working with whoever was going to
reorganise the traYc on there as part of the whole
programme?
Mr Davies: The whole programme. They are being
measured on the construction, the operation and the
eYcient running of traYc during that period. For
instance, if you are driving round the M25 you will
see lane closures, you will see movement between
lanes, all of that is part of their programme, they
manage, they get rewarded if it is run eYciently and
they get deductions if there is greater congestion and
they do not do it eYciently.

Q491 Lord Levene of Portsoken: Was it one
contractor or a consortium?
Mr Davies: It is a consortium.

Q492 Lord Levene of Portsoken: And they
performed more or less on time, did they?
Mr Davies: Yes; so far, absolutely and they have
taken over the full operation and everything worked.
They did immediate clearance of the area and the
evening of financial close they were on site doing it.
So far yes; on time and on budget.

Q493 Lord MacGregor of Pulham Market: A wind-
up question. You heard what our previous witnesses
said about the eVect of the credit crunch and I
wondered whether you could just project forward as
to what you think the impact of the credit crunch will
be on the long-term impact on funding of the PFI.
Mr Davies: May I start and maybe talk about the
M25 as an example?

Q494 Lord MacGregor of Pulham Market: Are you
answering the old question or the new question?
Mr Davies: The new question.

Q495 Lord MacGregor of Pulham Market: I have
not finished the question.
Mr Davies: I do apologise.

Q496 Lord MacGregor of Pulham Market: I really
want to address this to Mr Metter. I understand the
point about LVI but my impression is that most of the
LVI arrangements at the moment are with long-term
gilts and long-term bonds and so on. I am not fully
aware of the big impact of what you have been
talking about for the pension funds. How is that
being marketed at the moment? Do you see that as a
way of overcoming any short-term diYculties with
the bank market and so on?
Mr Metter: I think we are going to go through a
diYcult period with PFI because I do believe it is
driven by government will, ministerial will. They
really have to want to build schools and build
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hospitals for some kind of political purpose and that
gets the wave going. We see that in Canada now
where they have overcome the problems. We do not
have that at the moment. We have had a very slow
deal pipeline for the last two or three years. There are
not that many new UK PFI projects coming through.
Then when you overlay the problems in the debt
markets on top of that, it makes it even more diYcult,
particularly, as I mentioned earlier, as it is a trade-oV
between various stakeholders. For example, for
equity, the new debt arrangements are very bad, these
ideas of semi-perms and banks requiring really tough
terms to provide long-term finance starts unpicking
the equity investment case. There has been £60 billion
of PFI projects and 90% of that is being provided by
way of debt, that is about £54 billion. Long-term debt
has been raised eVectively by the Government in very,
very strong credit markets, so the other side of the
credit crunch has been that the Government have
been able to raise the funding very cheaply. The
banks have been providing debt at around about 50
basis points above the reference gilts for these
projects. Today it is costing £350 basis points above
the reference gilts so it is becoming much, much more
expensive. The question now is whether 50 was the
right price. It was a very good deal for the
Government. If you look at the overall cost of capital
for PFI projects, which is what people should look at,
you will find that the overall cost of capital for PFI
projects through the 10-year to 15-year period has
been about the reference gilt rate plus about 1°–2%,
depending on how you measure the equity return.
The Government have been able to raise this money
indirectly through PFI, lock it into these contracts
and have the benefit of all the infrastructure in what,
time will tell, have been very, very favourable terms.
I do not think we are going to see this for some time.
The question is whether this national investment
bank might be the answer because they might be
prepared to provide the debt to these projects on
terms which mirror the terms that were previously
available.

Q497 Lord MacGregor of Pulham Market: Does
that also mean you think it is going to be more
diYcult to market to pension funds?
Mr Metter: We are quite a specialist fund manager
and we do not market to our investors because we
have got to know them over the years and we add new
pension funds in. They have fairly sophisticated
teams who are investing across the infrastructure area
so that was tough for them as well. We find that with
pension funds generally, most investors who we
might go out to try to raise funds from today would
find it very tough because they have lost so much
money in the last few years.

Q498 Lord GriYths of Fforestfach: It comes down to
performance indicators. You made a very convincing
case that we should be broadening performance
indicators to get at the final outcome. Mr Metter, you
gave the example of this school in Glasgow and I am
sure a new school has a terrific impact on the culture
of a school. However, we might have some civil
servant from the Department for Education come
along with a very sceptical turn of mind asking
whether we know, for example, the quality of entry of
the pupils who come into this new school compared
with what you are benchmarking it against or the
quality of the teaching staV, whether that has
changed, or the quality of the head or the senior
leadership of the school that you have, if it is an
academy, what role the sponsors play, the question is
how diYcult it is to isolate in the example of the
school that you gave in Glasgow—and I believe it is
clearly having a changed eVect—the contribution of
the building as opposed to all these other factors?
Mr Metter: If you look, the general GCSE
attainment has been measured and there has been a
lot of improvement in PFI schools because we
measure PFI schools, but actually it is probably also
the case for any new school where children have a
better environment. So how much extra is the PFI
school oVering? A lot of the PFI services are not
interfacing with the children but interfacing with the
staV at the school. Their lives are hugely improved
and headmistresses and headmasters do not have to
do all sorts of things they previously did. My guess is
that it is the new school which is transforming the
environment, so if you can get them a new school,
that is 90% of the way there. We had a school in
Aberystwyth and when they opened that school in
Aberystwyth the Mayor of Aberystwyth said it was
the best day in Aberystwyth’s life since 1876 and they
had been trying to get a new school for 125 years.
Okay, maybe they said that to make us feel good but
I think there was some truth in it. You just cannot get
new schools. PFI has been able to deliver hundreds of
new schools. It is changing now because Government
are going soft on the Building Schools for the Future
programme. It is now becoming the Refurbish Old
Buildings project, not new schools.
Lord GriYths of Fforestfach: Aberystwyth is a master
stroke in convincing us of the case.

Q499 Baroness Hamwee: If you have figures which
you think are valuable on the performance of the
schools which you have been involved with or which
have been produced by PFI, I would be very
interested to see those, if that is possible.
Mr Metter: May I once again invite you to come to
visit some of our projects.
Baroness Hamwee: We have heard that and I am sure
the Chairman is going to discuss that with us
afterwards.
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Chairman: We will draw a line under it now and thank
you very much for your time with us and your
obvious enthusiasm for PFIs. We have indeed noted
your invitation, although I think you will find that

Supplementary memorandum by Mr Paul Davies, PricewaterhouseCoopers

Thank you for the opportunity to present on project finance and the PFI market. I thought I would write to
make a few further points which were raised in the session but we did not have time to cover fully. These points
are relatively inter-related and relate to the potential for a UK infrastructure bank, whether risks for a project
are the same irrespective of the method by which they are procured, and finally whether Government can
benefit from the procurement disciplines of PFI without incurring the cost of finance.

1. The potential for a UK infrastructure bank

From many of the contributors you will have heard a relatively passionate explanation of the benefits of PFI,
emphasising the benefits of the rigour of the PFI procurement process and contractual structure; in particular
the upfront due diligence on costs and contracts, transferring PFI risks to competent sub-contractors, a
payment regime that enforces continual asset maintenance, and a process that demands clarity from the public
sector at the outset about what services it requires and what it can aVord.

The key point is that because PFI transfers risk to debt and equity financiers, it institutionalises these project
disciplines. If that rigour is not imposed on each project at the outset, that project will not be able to attract
finance.

The biggest innovation of PFI has been to attract those skills used elsewhere by the private sector in project
finance into the realm of public sector services and to apply those project disciplines.

The potential for a UK Infrastructure Bank in the PFI market has to be seen in this context and what its
existence might do to those market disciplines.

— If that bank is designed to address market failure, ie where there is insuYcient lending capacity, then
its contribution would be valuable. It means that the remaining lenders can retain those skills and stay
in the market, in the knowledge that even the larger deals can get financed. This is the role that TIFU
has carried out successfully to date.

— If a UK Infrastructure Bank were designed to be as a relatively economical co-lender alongside
private sector banks and does not crowd out those lenders, then it could be a valuable entity as it will
improve project economics and aVordability. But this is a role already adequately performed by the
EIB. So the argument for an Infrastructure Bank would only be for instances where the EIB is
capacity constrained.

— If the Infrastructure Bank were designed to replace or crowd out private sector lenders, then over time
the private sector disciplines imposed across PFI deals by a multitude of debt and equity financiers
could be eroded; skills which are currently well supplied by the market. It would be optimistic to
assume one institution could retain those skills in the long term.

So any argument for an Infrastructure Bank needs to carefully consider how it might impact the existing
market and the application of project finance disciplines in public service delivery.

2. Are project risks the same irrespective of the method of procurement?

There is an argument along the lines of “the risk of a project is the same irrespective of the method of
procurement. But if the cost of finance is cheaper in the public sector, than it follows the overall project cost will
be cheaper if procured by traditional methods”. That argument ignores the reality of the procurement process.

Let us assume a Minister is about to approve commercial close for two hospitals for £100 million each; one
to be financed by PFI, one by the public sector, using traditional procurement. At that point, the Minister will
know that although the PFI’s weighted cost of capital is higher, all the rigours of PFI procurement will have
been applied as a precondition to obtaining the project’s finance; the costs and risks will have been assessed and
contractually mitigated at the outset. There is no such similar absolute assurance in the case of the traditionally
procured project; its success will depend upon the quality of the procurement team in each instance.

around this table there is quite a bit of experience of
PFIs in one fashion already. We will get back to you
if we feel the need to follow that up. Thank you
very much.
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The key point is that with two apparently identical projects, the PFI project is likely to be inherently less risky
because of the imposed discipline of its debt and equity financers before the project commences. This benefit
typically outweighs the higher cost of finances.

3. Can Government benefit from the disciplines of PFI without enduring the cost of finance?

PFI is still a very small part of Government procurement; less than 10% of annual procurement spend. What
is clear is that while many of the non-PFI projects may have no finance requirement, they can all benefit from
the skills developed in PFI and that a healthy PFI sector can improve the quality of procurement across
Government.

What PFI has created is a small army of individuals in both the public and private sector who have strong
project finance disciplines and could use them far wider across Government.

Given the economic challenges we currently face, to not systematically export that expertise and discipline
across Government would seem to me to be a huge wasted opportunity.

Paul A T Davies
Partner
PricewaterhouseCoopers

21 December 2009
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TUESDAY 15 DECEMBER 2009

Present Best, L Kingsmill, B
Eatwell, L Lipsey, L
Forsyth of Drumlean, L MacGregor of Pulham Market, L
Hamwee, B Vallance of Tummel, L (Chairman)

Memorandum by the Department of Health

How should the costs and benefits of PFI schemes be assessed? Is enough information on PFI projects disclosed to allow

a proper assessment of their value for money for the taxpayer?

We believe the current HM Treasury approved methodology accurately and fairly assesses the costs and
benefits of NHS PFI schemes. The fact that all our approved business cases are publicly available provides
adequate transparency for taxpayers to assess their relative value for money.

The methodology for assessing the costs and benefits of a PFI option in delivering a capital investment scheme
has always remained much the same. It follows standard economic appraisal techniques which have been
adopted into guidance issued by Treasury which all Departments have to follow.

A long list of estate and service options is first developed that could meet the service needs of the procuring
authority (in the NHS a Primary Care Trust (PCT), an NHS Trust or a NHS Foundation Trust). A “short list”
of the most promising options is then produced by applying a weighting and scoring matrix. Discounted Cash
Flow (DCF) analysis, a technique used to assess the relative economic costs of investment options to the public
sector as a whole (that is, not to individual NHS organisations) is then applied to the “whole life” costs of the
diVerent options (ie capital, property, lifecycle and running costs). Non-quantifiable benefits are assessed on
a scoring system to produce a “preferred” option which oVers the lowest cost per benefit point, taking into
account the relative level of risk associated with each option; and is also aVordable. This now becomes the
Public Sector Comparator (PSC).

Exactly the same Discounted Cash Flow (DCF) analysis is then applied to the preferred PFI option, identified
following a competitive bidding process. In this way the PFI option is only used if it can be clearly
demonstrated that it oVers value for money when compared to the public capital funded alternative, the PSC.
Alongside this the PFI option must also clearly demonstrate that it is aVordable to the NHS in terms of the
local health economy (ie normally the procuring NHS Trust and its main commissioning PCTs) as well as other
stakeholders (eg commissioners of tertiary services).

Since 2004 Treasury guidance also now requires the value for money comparison to apply “optimism bias”,
the requirement to make an explicit, quantified upward adjustment to counteract the known tendency for the
costs of projects to be underestimated (discounting price inflation), particularly in the early stages of
developing and costing proposals. The Department’s own research found that its capital investment business
cases increased by on average between 30-40% between initial Outline Business Case and the final Full
Business Case, which for large projects may not be ready until up three or four years later. This is applied
equally to the PFI and PSC options.

This economic, value for money and aVordability appraisal and the conclusions has be fully set out in
successive business cases which have to be approved by the local NHS bodies and by the Department and HM
Treasury for larger cases. These business cases have to be made publicly available a month after their approval
and distributed to the main stakeholders and public access points (eg local trade unions and public libraries).
Trusts are also advised to set up dedicated websites for their schemes as means of informing the public, patients
and staV about the progress of the scheme and to place their Business Cases on there as they are made publicly
available.

Below are links to the websites for two of the largest PFI schemes being taken forward, the £1 billion Barts
and the London NHS Trust and £338 million St Helens and Knowsley Hospitals NHS Trust projects. These
were approved at a time when the key value for money test between the PSC and the preferred PFI option was
conducted at the Full Business Case (FBC) stage (it is now done at the earlier Outline Business Case (OBC)
stage under revised Treasury guidance). The FBCs are on these sites are easily accessible in terms of quickly
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finding the relevant information (eg in the Barts and London FBC chapters are headed “The PSC”, “The
Economic Appraisal”, “Risk analysis”, “AVordability Analysis”).

http://www.bartsandthelondon.org.uk/newhospitals/fbc.asp

http://www.sthk.nhs.uk/pages/AboutUs.aspx?iPageId%3817

Is the risk transfer from the public to private sector in PFI schemes more apparent than real?

As mentioned above, the PSC and the preferred PFI option must reflect not only the “whole life” costs of the
project but also the estimated values to the public and private sector of the risks that additional costs may arise
once the contract is signed (ie this distinguishes this analysis from the principle of “optimism bias”). These are
allocated “optimally” ie: to reflect the respective abilities of the public and private sectors to best manage them.
Risks may or may not materialise and the risk analysis must be subjected to sensitivity testing (optimistic,
pessimistic and most likely). The types of risk which must be considered (eg failure to build to design, incorrect
construction time estimate, unforseen ground/site conditions) and how they should be assessed and costed is
set out in Departmental guidance to the NHS.

The Department would argue that the principle of risk transfer has worked on PFI. This is evidenced first in
terms of more schemes being completed to time and to cost (the great majority of the NHS’ PFI schemes have
opened on or ahead of schedule) and delivering satisfactory standards of ongoing facilities management
services once operational. The National Audit OYce (NAO) produced a report in 2003 (“PFI: Construction
Performance”) which concluded that PFI provides greater price certainty to government departments than
conventional procurement, incentivises consortia to deliver on time, and encourages good quality design and
construction. (Link: http://www.nao.org.uk/publications/0203/pfi construction performance.aspx).

This work was repeated in 2008, by which time the number and scale of PFI schemes had greatly expanded of
course, including in the health sector. The findings were still very much the same. To quote: “PFI project
completion to time remained broadly the same as projects reported on in 2003.”

(Link: http://www.nao.org.uk/publications/0809/pfi construction.aspx).

To date the NAO have only looked at the detailed construction and operational performance of one NHS PFI
scheme, that for Dartford and Gravesham NHS Trust in 2005 (“Darent Valley Hospital: The PFI Contract
in Action”; Link: http://www.nao.org.uk/publications/0405/darent valley hospital.aspx). This found that the
mechanical and engineering element of the construction work was carried out at a loss by the consortium,
resulting in their only breaking even on this phase, but that new hospital still opened two months ahead of
schedule and at no extra cost to the Trust. It also concluded that, to quote: “Payment deductions for under-
performance (of the ongoing facilities management services) have been low, mainly reflecting the good delivery
of services”. The NAO is currently preparing a report in relation to all operational PFI projects in the NHS
and this is expected to be published in early 2010.

There have been some well reported start up problems at a few PFI schemes (eg the new Cumberland Infirmary
for North Cumbria Acute Hospitals NHS Trust in 2000), but the Department asserted that these were the sort
of teething problems one would expect to see during the commissioning phase of any major new project.

Conversely, poor performance by consortia has been genuinely penalised. Sir Robert McAlpine booked losses
of £67 million on delays at the Dudley Hospitals PFI scheme, which opened six months behind schedule.
Problems at the Manchester Children’s hospital PFI scheme contributed most to a £48 million write-down
suVered by Bovis Lend Lease in 2007.

How effective and costly is the monitoring of private sector providers’ performance in Private Finance Projects?

DH guidance requires the contractor to set up a Performance Monitoring System (PMS) to monitor
performance against the individual service specifications. It also requires the NHS procuring body (eg an NHS
Trust) itself to establish its own monitoring arrangements to measure the performance of the contractor, to be
done either using the operator’s own system or its own (under the contract the Trust always has the right to
check how the contractor is operating). Most Trusts set up regular meetings with the contractor at both Board
and operational level and have arrangements to audit and monitor the PMS extensively. The contractors’ have
their own auditing programmes which Trusts’ attend as well as carrying out their own inspections.

Many PFI contracts are very large and very intricate with a wide range of facilities management services
(building maintenance, cleaning, catering etc) and equipment provision—and the contract price can run to
many millions of pounds per annum. In these circumstances, we would expect that significant resources would
be required to manage and monitor the contract. Other smaller contracts may not require a similar level of
Trust management resource. The Department does not advocate a prescriptive approach to the level of
resources required for contract management and monitoring; this is something that Trusts are best placed to
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know given their individual resources. The Department oVers support and advice to Trusts with PFI projects
via the Private Finance Unit, which provides, in additional to published guidance, regular meetings and
seminars for Trust contract management staV.

As mentioned, the NAO is preparing a report in relation to all operational PFI projects in the NHS, expected
to be published in early 2010.

How should public liabilities under PFI schemes be accounted for? Should such liabilities be included in the national

debt?

These questions are really for HM Treasury to respond to. Treasury have always been clear in guidance to
Departments that it is value for money and not the accounting treatment which is the key determinant of
whether a PFI scheme should go ahead. This year’s 2009 budget Report reiterated the message by making clear
Treasury’s full support for continuing with PFI schemes across all sectors where they are demonstrably value
for money and aVordable.

Would public sector investment in the last decade have been lower without PFI?

The Government’s policy has always been that the reason for using PFI is to provide extra resources in cases
where it is clearly demonstrated in a Full Business Case that the PFI option is:

— aVordable to the NHS;

— meets NHS service needs;

— and delivers better value for money to the NHS and the taxpayer when compared to the public
capital funded alternative.

Given that 101 major PFI hospital build schemes worth almost £11 billion have signed contracts since 1997
(plus a number of smaller schemes), it is of course true that this has been additional expenditure to the capital
resources allocated to the Department by HM Treasury (ie public capital). It is also important to make the
point that there has been no displacement calculations made between the two sources of finance and the
Department has seen a 7.5% annual average real terms increase in its public capital budget between 1997–98
and 2007–08.

It is also the case that PFI has allowed a highly ambitious building programme to be completed at a pace that
would have not been achievable using traditional public capital funded routes. This is down to two factors.
Firstly, local health economies were accountable for the procurements, not a central unit. This empowered the
communities.

Secondly, the PFI aVordability test depended on the revenue aVordability of the subsequent payments to the
private sector. This took control from Treasury capital funding, which was subject to change according to
overall government needs, and gave it to local communities as the scale of long term revenue funding was more
transparent to them, giving them greater confidence to commit.

What impact has the financial crisis had on new Private Finance projects?

The availability of finance has reduced as the larger schemes can no longer rely on the wrapped bond market;
some banks have reduced their activity in the UK PFI sector. Whilst underlying interest rates have fallen, bank
margins have gone up, which should theoretically result in a broadly neutral cost of finance when compared
to pre-crunch costs.

In the health sector, the eVects of this remain largely untested. There has been only one NHS PFI scheme in
the market in the last 18 months, and this won’t reach financial close until early next year. However, in taking
this scheme forward we are aware of considerable volatility in the market, which aVects pricing and thus
aVordability. We will be carefully monitoring the funding competition for the scheme which has just started
following the appointment of the preferred bidder.

Is there an optimal mix between conventional public procurement and Private Finance for public sector investment?

What is the long run role for private finance in the delivery of public sector infrastructure?

As mentioned, the PFI option is only used in cases where it is clearly demonstrated in a Full Business Case
that it is aVordable, meets NHS service needs and delivers value for money. This year’s 2009 Budget Report
reiterated HM Treasury’s full support for continuing with PFI schemes across all sectors where they are
demonstrably value for money and aVordable.
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However, as also discussed the PFI model is not suited for all the NHS’ capital investment requirements; since
2003 the Department has not undertaken any IM&T or sub £20 million PFI schemes, following the
conclusions of “PFI—meeting the investment challenge”. It is also undoubtedly the case that NHS bodies will
look even more closely at the aVordability of taking forward major revenue funded investment schemes as
budgets tighten in future years.

Running in parallel with the above is the fact that the demands from the NHS are also changing as NHS Trusts
look to maintain more flexibility with smaller, phased or refurbishment projects in their estate planning. This
is so they can react and adapt quickly to changing healthcare patterns and demands, all a logical and correct
response to this Government’s health reforms such Payments by Results, choice (eg NHS and Independent
Sector Treatment Centres), the movement of more services into primary care and community settings and the
requirement for more diagnostic facilities.

Are there alternative models to PFI which might prove more effective?

PFI was never put forward as a solution for primary care, where asset ownership is much more mixed, with
premises being a mix of owned by the PCT, leased, owned by GPs or leased or rented by GPs. It was recognised
that an alternative model needed to be developed which was more flexible (ie could deliver a string of new,
small, diVering facilities as required over the years in a locality as opposed to just one new hospital); and also
simpler in terms of payment mechanism and contract structure.

In response the Department developed and launched a new Public Private Partnership, the NHS Local
Improvement Finance Trust (LIFT) initiative, in 2000. The Department entered a national joint venture with
Partnerships UK (PUK) to establish Partnerships for Health (PfH) to deliver LIFT. The Department
subsequently bought out the PUK stake in PfH in 2006, making PfH 100% owned by the Department. PfH
was subsequently renamed Community Health Partnerships (CHP). However, it continues as a distinct entity
with the same role as before.

CHP delivers LIFT, on behalf of the Department, in partnership with local health economies through the
establishment of local LIFT Companies (LIFTCos). Each LIFTCo is a joint venture and a limited company
with the local NHS, CHP and the private sector partner all as shareholders owning and maintaining the
building and leasing the premises to Primary Care Trusts (PCTs), GPs, Local Authority Social Services,
dentists, pharmacists, etc. Shareholding of each LIFT is 60% private sector, 20% PCT and 20% CHP.

This establishes a long term partnership between stakeholders, where after initial contract signature setting up
the LIFTCo the private sector is actively involved through the LIFT Board in terms of planning and agreeing
more facilities in future years as demands require.

The Department believes this alternative PPP model has been highly successful in modernising the primary
care estate (over 240 LIFT facilities have opened or are under construction with a capital value of nearly
£2.0bn). Now patients expect to find as many of the services they need as possible in one place we would
highlight some excellent examples of innovation in the way health, social care and the community services have
been drawn together by the joint use of buildings which actively seek to co-locate services. Links are provided
below to two such examples:

http://www.nntlift.co.uk/

http://www.communityhealthpartnerships.co.uk/index.php?id%184&ob%2

Department of Health

November 2009
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Examination of Witnesses

Witnesses: Mr Peter Houten, Director, School Formation and Investment Group, Department for Children,
Schools and Families, Mr Peter Coates, Director, Capital and Investments, Department of Health,
Ms Kate Mingay, Corporate Finance Director, Department for Transport, and Mr Jon Thompson, Director

General Finance, Minister of Defence, examined.

Q500 Chairman: Mr Houten, Mr Coates, Mr
Thompson, Ms Mingay, welcome. Thank you for
coming along. We are very grateful to you for giving
us your time. Would any of you like to say anything
by way of introduction, or shall we move straight into
questions?
Mr Coates: Straight into questions, please.

Q501 Chairman: It has been suggested to us that
until about 2002 PFI was often seen as something of
a wheeze to get round Treasury rules which restrained
spending on infrastructure. Do you agree that that
was so? Has the perception changed?
Mr Coates: From a Department of Health
perspective it would be diYcult not to say there was
some element of truth in that, because the Minister of
State at the time was on record several times as saying
it is the “only game in town” as far as NHS PFI was
concerned. From my personal view, I do not think
that is particularly unhelpful, because along with a
new initiative was a lack of clarity about how to
deliver it, and by focusing it on accounting, balance
sheets and such like it gave some kind of framework
to discussions about what a contract would look like,
because the objective was to transfer, you might say,
risk across to the private sector. That has changed. It
changed over time, and quite quickly in the NHS,
from a helpful wheeze to a helpful delivery system
and the number of schemes we pushed forward I
thought demonstrated that the NHS had got more
comfortable with delivering PFI than it did through
public capital.

Q502 Chairman: You are all nodding at that.
Ms Mingay: I would like to say something diVerent.
From Transport’s perspective it has never been the
reason for going ahead. If you slice the data between
before 2002 and 2009, it does not tell you that story
particularly. We had around 50% of projects in
financial close before March 2002 which were on
balance sheet compared to about 20 in the later
period. That is by number of projects. If you do it by
value of projects, it is more like 50:50. The reason for
the shift in our numbers is due to the type of projects
that we were doing. In the early days, we were doing
more Highways Agency DBFO (design, build,
finance and operate) type PFIs, whereas now we are
doing a much wider range, including a number of
street lighting and highways maintenance deals. The
shift for us has changed the number of on/oVs but it
has always been driven by value for money.

Q503 Chairman: Do you all think that PFIs have
improved outcomes as well as getting things done?
Mr Houten: From an education perspective it
certainly has. Although clearly with a school there are
a lot of things that go into delivering the outcomes,
from the leadership to the teaching and learning
within the school, if you look at any of the studies
that we have done about what children think about
their school after it has been rebuilt under PFI and
the impact that has on things like a reduction in the
bullying that happens in schools, because we design
out the spaces where bullying can happen and put in
good lighting, we certainly think the investment that
we have been able to make through PFI—and when
we talk to heads about it they are certainly clear
about it—has helped them or improved the outcomes
of the schools.
Mr Thompson: The question of outcomes for Defence
is quite a diYcult question, but it has certainly
improved outputs. The National Audit OYce Report
in 2008 demonstrated that it has certainly improved
performance, so there is plenty of evidence to that
eVect, yes.

Q504 Lord MacGregor of Pulham Market: Mr
Houten, on the point you made, is that because it was
a new school, a new building, and therefore was much
more attractive to teach in and to avoid bullying and
so on? Or are there particular things linked to PFI
that brought it about?
Mr Houten: It is broadly about the fact that it is a new
school, but the fact that we have been able to make so
many investments through PFI has spread that
benefit across a wide number of schools. We are
approaching now 1,000 schools that will have
benefited from PFI funding over the past dozen
years, so we have been able to spread those benefits
much more widely.

Q505 Lord MacGregor of Pulham Market: It has
been the fact that it is a new school, rather than
something intrinsic in PFI which produces other
benefits.
Mr Houten: Interestingly, although I am slightly
dubious about the study myself, there is a piece of
work that KPMG or one of the consultant firms1 did
that looked at the diVerence between PFI schools and
other new build schools that showed some eVect from
PFI but I struggle to understand precisely what the
dynamic is there. In theory, as long as the school is
rebuilt well and you do all the right kinds of things,
like engaging the head and the teachers in the process,
1 Note by witness: The study was in fact undertaken by KPMG.
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and the pupils in the process, then whether it is
through PFI or another route should not really
change the nature of the outcomes.

Q506 Lord Eatwell: Still on the overall eVect of PFI
projects, do you think the introduction of PFI has
increased aggregate investment? Or has the old
aggregate level stayed about the same and simply the
composition has changed?
Mr Thompson: It is quite diYcult to answer your
question because we do not have a counterfactual
position for if there was not a PFI. Our annual spend
on the acquisition of assets is around £7.5 billion a
year. Over the last 10 years we have gained control of
£9 billion worth of assets through PFI, so the
question is: Would we have gained control of those
assets if there was not PFI? It is quite diYcult to
answer that. We would say, however, that we think
the 54 deals that we have done have brought some
additional value and we would argue it is over and
above what we would otherwise have spent through
more traditional means.
Ms Mingay: From my perspective I would have to
deflect that question to Treasury, who I think you are
seeing next month. The reason is because for our
local authority PFI projects we have a separate
budget called PFI Credits, so whether you are
spending through conventional procurement or PFI
these are things that are ultimately allocated through
the spending process.
Mr Coates: From the health perspective, my personal
opinion is that it has brought additional investment
that would not have been achieved in the same
timeframe. In 2000 the Government announced the
intention to build 100 new major hospitals by 2010.
Unless we had a mechanism to empower the NHS to
decide on its own programme and its own
aVordability, we would have got mired into the
central bureaucracy of public capital and discussing
those with Treasury. By empowering the local NHS,
we have ended up with 110 major PFI schemes in
build or operation, and my personal view is that we
would never have achieved with public capital alone.

Q507 Lord Lipsey: Traditional procurement got a
pretty bad press, which is why PFI came about in the
first place—or one of the reasons. Do you think those
doing traditional procurement—and there is plenty
of it still going on—have learned the lessons from PFI
or is it still very much as it was before PFI came
along?
Mr Coates: We do consider the transfer of certain
aspects of PFI into public procurement. In the
Department of Health we have a programme called
Procure 21 which is around trying to bring
partnership working and better design into hospitals.
We do have a healthy public capital programme. We

have 29 operational large public capital schemes in
the NHS, so it is not all one-way traYc. There are
things we can transfer from PFI and do.
Ms Mingay: From my perspective, I think we have
learned things from capital procurement, particularly
on the larger projects such as Crossrail, where the
assessment of project risks has become much more
developed. We have thought a lot more about the
risk, where we can transfer the risk to the private
sector but, also, on the retained risks, of which there
are many, how we manage and mitigate those in the
public sector, and, in addition, a lot of quantified risk
assessment before final decisions were taken on a
willingness to proceed. In that sense we have learned
a lot, but we still think that by tying the success of a
project to the contractor’s financial risks, the
thorough assessment of risks you get is very strong
and powerful and you also get that whole life
approach which means the risk analysis is continued
over the long term. It is not to say that we have not
learned things through conventional procurement
and transferred them across, but the power of the PFI
and the due diligence you get through that is very
strong.
Mr Houten: In education our model now is that we
tend to have a mixed economy, in that each local
authority will procure some through PFI and some
through design and build, so both processes are
working together alongside each other. You can very
much look across from one to the other and make
sure that where they need common things there are
common things in the processes. The trouble is, as
Kate says, you can transfer the risk of construction
but you cannot transfer the long-term risks of
running the school.
Mr Thompson: We have a standard methodology to
evaluate all procurements, but that was developed
through PFI. We learned, if you like, the lessons in
PFI procurements in terms of risk transfer and due
diligence and all of that. Then in 2007 we adopted
that as a standard methodology for all. Yes, we have
certainly learned from the PFI experience.

Q508 Baroness Hamwee: This goes back, to some
extent, to the start of the questions. I almost feel I
ought to wash my mouth out after I have made this
suggestion, but would it be a good idea to broaden
the performance indicators for PFI projects to
outcomes? Perhaps Mr Houten would have a go at
this first. Could payments be made dependent on
pupils’ performance in PFI schools? Perhaps I will
wrap up with that the performance of staV, and
whether frontline staV are more eVective in private
financed projects. You mentioned designing out areas
which might lend themselves to unobserved bullying,
but what about staV performance?
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Mr Houten: On your first point, clearly we wanted to
hold the contractor accountable for as wide a range
of things as possible within their gift to influence. But
I think it would be rather diYcult in the context of a
school to ask the organisation running the building to
take a risk on what the workforce delivered within
that school. I think that would be rather diYcult.
Through Building Schools for the Future and
through the vehicle that is called the Local Education
Partnership, which includes the contractor and the
local authority, in which we take a stake through the
BSFI, we have a wider range of performance
indicators for the local education partnership which
do look at things like the outcomes for the children.
In terms of the exclusivity that the contractor has for
10 years, the performance against those KPIs can
impact on whether or not they retain that exclusivity
over time.
Ms Mingay: I would give two examples from the
transport sector where we try to identify the specific
output that the service provider can control, which
contributes to the outcome we are looking for rather
than making them responsible for the general
outcome themselves. One is in local authority
highways maintenance PFI, where one of the things
we are looking for is a reduction in traYc accidents.
The output that we are looking for to contribute to
this outcome is requiring skid resistance levels on
road surfaces to be improved and maintained to
specific levels. That is something that we can
measure, and that contributes to the outcome of
lower road accidents rather than them being exposed
to outcomes themselves which may or may not be a
function of things they can control. Another is a joint
PFI we are doing with the MoD on search and rescue
of helicopters, where it is all about saving the lives of
people out at sea and in trouble. The service provided
delivers outputs like “helicopter availability” or “air
crews trained to required standards” or “response
times go get airborne” and these kinds of things,
rather than how many lives they saved, when the
number of the locations of the incidents or the
particular circumstances again may be out of their
control. We find doing it that way works very well.

Q509 Lord Forsyth of Drumlean: You require them
to put particular skid resistant surfaces on the roads,
so someone in the department decides that that is the
way to reduce the accidents on the roads.
Ms Mingay: It is not the only thing but it is one of the
things which they can contribute, yes.

Q510 Lord Forsyth of Drumlean: Why not make the
broad objective of reducing the number of accidents
and relate that to the projects, so they decide whether
the answer is skid resistant surfaces or a particular
configuration of the road or a particular design of the

road? Surely that would represent less opportunity
for making the wrong decision as to what would be
eVective at the centre and the cost and the risk would
be borne by the private sector. Is that not one of the
whole points of PFI?
Ms Mingay: If you are building a new road, I would
agree. On a highways maintenance contract, where
you are eVectively inheriting an existing area with
existing roads, you are inheriting the configurations
as they are and so I do not think they have the
influence to control all those things without spending
a lot of money, which is not conceived of that. On a
new road, that might be more possible.

Q511 Lord Forsyth of Drumlean: On new roads, you
are up for that, are you?
Ms Mingay: We would consider it.

Q512 Lord Forsyth of Drumlean: Is not one of the
benefits of PFI as it is explained to us that you are
able to transfer the risk. When you say you would
consider it, what prevents you from letting contracts
where it is not just about building the road but taking
the risk and responsibility for that the function and
the outcomes of the road?
Ms Mingay: It is back to the essential thing about risk
transfer, making sure that you transfer risks that they
can control and manage eVectively. If in all the things
they could contribute to that outcome they could
manage those, then I suspect we would, but if some
things are them and some things are a range of other
external outputs, other things, then it might not be a
value-for-money approach.

Q513 Lord Forsyth of Drumlean: Presumably on a
given road you will have a view on what the likely
number of accidents are per kilometre or mile.
Ms Mingay: I expect some of my colleagues might,
yes.

Q514 Lord Forsyth of Drumlean: Why could you not
have provision in a PFI contract that if that rate were
to be reduced by a certain amount, there would be a
financial reward? You would be able to work out
what the cost-benefit analysis of that would be. Is it
because you fear losing control of what happens to
the road? What is the diYculty?
Ms Mingay: One of the aspects is that these are long-
term contracts and maybe those things vary over a
period of time and the mix of factors varies over time
and therefore maybe it is quite hard to contractualise.
When I look at the PFIs that we have done in
transport, where we have been more successful is
where we have worked with the private sector to
isolate the risks that they can really manage well for
us, and where we tend to be less successful is where we
put things in the mix which they cannot and therefore
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they do not price suYciently or they get an outcome
which is not quite what we want it to be.

Q515 Baroness Hamwee: Mr Coates has mentioned
KPIs (key performance indicators). Happily the
world has moved on a bit, so that there is much more
setting of performance indicators locally than
imposed centrally. Would you encourage bidders for
PFIs, either as part of the competition process or
once they have the contract, to be consulting locally
on what the performance indicators should be? It
very much follows on Lord Forsyth’s question. You
cannot be a politician anywhere without hearing
people say, “You have to wait for an accident
before they will change that junction.”
Mr Coates: My experience is that most NHS Trusts
have themselves a very firm view how they want their
hospital operated, and you have to remember that in
NHS PFI the operation is that half of the hospital is
a governmental NHS liability. Though what you say
has sense to it, my hope is that as these contracts
mature and relationships mature—and some of them
are still very young—discussions will be held in real
time about how you can make the contract run more
eVectively and more eYciently with what we want,
rather than one that is based on the dogma of the
contract. If these things are going to last 30 years,
ultimately the contract can be put into a desk drawer
somewhere and we can say, “How do we make it work
for both of us, rather than continually referring to the
contract all the time?”

Q516 Baroness Kingsmill: This is an extension of the
discussion we have just been having, I suppose, with
Lady Hamwee and Lord Forsyth. Do you think the
private finance schemes could be extended to deliver
public services; that is, to provide teachers? What
would you think were the limitations that are
economic and political to this? Perhaps we could try
defence to start with this.
Mr Thompson: The vast majority of what we procure
is not really suitable for private finance. It is
equipment which could be used and is used in theatre
and therefore it is not really suitable for the private
finance deals.

Q517 Baroness Kingsmill: Does it always have to be
equipment? Could it be services?
Mr Thompson: Yes, it could be. Of the 54 deals that we
have done, one quarter are for property and the
services that go with them, a quarter are for
information systems and the services that go with
them, so, yes, it is possible to do that, but as far as we
are concerned we could continue on the provision of
assets and the services that go with them in a support
function but we cannot extend that much further into
frontline areas of defence. But there are still further

deals for us to do. We have two significant ones in the
pipeline. Kate referred to one. The other one is the
rationalisation of defence training estate and the
provision of a single place for training and all the
services that would run with that.

Q518 Baroness Kingsmill: Perhaps we could hear
from education and health. Could the core services be
delivered by PFI?
Mr Houten: As with defence, we would make a
distinction between core and support services.
Clearly there is a fundamental tenet that has been
there for a long time, which is that people cannot
make profit on the delivery of statutory secondary
education. That would be a pretty fundamental
barrier, it seems to me.

Q519 Baroness Kingsmill: A lot of people do make
profit on the provision of education, do they not? In
the private sector.
Mr Houten: In the private sector but not in the state
education sector.

Q520 Baroness Kingsmill: You think it is a political
distinction rather than an economic one. I am still
trying to get to the bottom of why you think you
cannot provide these services.
Mr Houten: Like defence, clearly if you want the
private sector to deliver the services, you need to be
able to establish the risk, you need to be able to define
that and price that. In the delivery of education that
is quite diYcult. In the core delivery of education we
have broad objectives that our schools want to
achieve, not just on standards but on the
safeguarding of people and broader wellbeing, and it
seems to me it would be very diYcult to put that
within a contractual framework.

Q521 Baroness Kingsmill: Do you think that is the
same with health?
Mr Coates: We have to work within the rules set by
our minister of the government of the day, but you
can look elsewhere in the world and say have other
governments adopted diVerent models of assets and
broader structure provision that do allow for the
provision of services in the control of operational
staV? Countries such as Portugal do operate a
diVerent model and do so apparently successfully.
There is always a but in this. My view on the but is
that PFI is not a great vehicle for using to add on
bolt-on services that are complex and changing all the
time. They tend to be long-term contracts around
certain outcomes: that the building does not fall
down and that the roof stays on and that the windows
do not leak or let in draughts. You have to look at a
diVerent form of contract if you are going to say you
want to provide service and service outcomes. We
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use, for example, a joint venture for the provision of
finance and accounting services, which are part of the
core functions of a hospital but nevertheless we do
outsource all that but through a diVerent contracting
mechanism.

Q522 Baroness Kingsmill: I do not want to push you
on this one, but why could you not have a PFI for the
provision of hip replacements in a particular area, for
example.
Mr Coates: We do. We do have that and it is called the
Independent Sector Treatment Centre, a programme
which essentially outsources the provision of clinical
services to private sector providers. That is a very
successful and well-known programme. We do it in
certain areas within certain constraints.

Q523 Baroness Kingsmill: I am sorry, nobody has
really answered the question yet. What are those
constraints?
Mr Coates: Those policies are set by ministers.
Particularly in health there was a publication which
essentially said that anybody who was covered by a
Royal College of some form would not be subject to
PFI contracting.

Q524 Baroness Kingsmill: So it is political rather
than economical.
Mr Coates: From our department it is the ministerial
guidance, yes.
Baroness Kingsmill: Thank you.

Q525 Lord Forsyth of Drumlean: Are there any
examples of significant innovation arising from
using PFI?
Mr Thompson: From our perspective we do not think
there has been a tremendous amount of innovation
through PFI. It has brought some industry standards
to us but there is nothing particular about which I
would want to say, “Yes, look at this. This is a
fantastic innovation because of PFI,” to be honest.
Mr Houten: I do not know whether you would call it
tremendous innovation but I would point to
interesting things that are happening through the
incentives that PFI provides. For example, on
sustainability in schools, given that the private sector
has to manage the assets and live with it for 25 years
and make sure that the profit flows then it gives
incentives for the private sector to build in
sustainability. I can think of a school in Nottingham
where the local authority wants to be a zero carbon
city, therefore it has insisted on zero carbon targets
for its schools, and that encourages the private sector
to think of creating ways of delivering that.

Mr Coates: We have a zero carbon LIFT contract
with Newquay in Cornwall. I agree with the MoD
that the structure of PFI tends to prevent real
innovation.

Q526 Lord Forsyth of Drumlean: Forgive me, but
that is not an example of innovation, that is just an
example of applying conditions to the contract, is it
not?
Mr Coates: Yes.

Q527 Lord Forsyth of Drumlean: Is this just the
nature of the public sector? Are there any examples of
innovation where contracts are procured
conventionally?
Ms Mingay: My colleagues will talk about the work
they are doing on managed motorways, where you
eVectively create your fifth lane by doing hard
shoulder run-in with the use of gantries and
technology rather than building the extra lane, would
fall under that category. When we think about PFI we
do not see it necessarily as a big area of innovation
but more as a whole life costing, providing better
focused planning and integration and that kind of
thing. The example that I was going to provide on our
side, which is a potential one, is in the area of street
lighting, where the private sector providers are
looking at the potential for use of a central
management system, where eVectively instead of
having physical car-based spotters, they are looking
to provide equipment to adjust lighting levels and
report faults through a remote system. That kind of
innovation is the sort of thing we are seeing.

Q528 Lord Forsyth of Drumlean: I cannot help
thinking, going back over the answers of the last three
questions, that if the PFI process is so circumscribed
then it is no surprise that there is not any innovation.
For example, this distinction that is being made
between frontline services and core services, if we
take education, which is probably the easiest one on
which to focus, why could PFI not be about asking
people to provide schools that achieve certain
outcomes in terms of how many pupils leave able to
read and write or how many pupils achieve certain
things in the examinations? It seems to me to be
focused on what size the windows are and what the
building looked like and whether the building is
going to fall down. Is there not scope to broaden it,
and in so doing to get innovation which goes
somewhat beyond the physical nature of the
buildings or the precise nature of the surface on the
road or whatever it is?
Mr Coates: From a health perspective we see PFI as
part of an evolutionary process where you provide
assets and services. I really would point to the LIFT
structure we have, whereby a joint venture is between
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the private sector and public sector, in which both
local authorities and health services are encouraged
to take partnership, to design co-location of services,
so that the public has one-stop shops to visit for
health and social care and social services. There are
now over 200 of these buildings operational across
the country, where if you want to go into a library,
you turn left for a dentist, turn right for a doctor and
upstairs for social care. They are not unusual
facilities. You say: Has PFI brought innovation? We
should say: How can PFI evolve in a way that we can
bring diVerences to bear on the way we provide
services? I think LIFT is a very good example of that.
Mr Thompson: In the spirit that you are making your
inquiry and in an area I would just do some
speculating about, one of the issues is about the
number of variables and the number of variables
which are inside a particular third party’s control or
not. We have an outcome-based PFI which is about
pilot training. There is a process but what we require
are pilots who are fully trained to a certain standard.
This for us is an interesting deal that we have tried to
put together, but in terms of the conversations about:
“Who is carrying what risks?” there are so many
variables around how you get from place A to the
outcomes, that you need to construct a deal in such a
way that it fundamentally goes to the heart of
whether somebody would want to do a deal in this
way. It would be down to Peter to give you the answer
about education, but my guess is that there are so
many variables around it, could you construct a deal
that would give you outcomes because of the
tremendous number of variables?
Lord Forsyth of Drumlean: There are quite a lot of
independent schools that do precisely that and make
a deal with the people who pay twice, once in taxation
and once in fees, are there not? I am sorry.

Q529 Lord Best: We have been struggling to find an
objective basis for determining whether or when one
might use PFI rather than traditional procurement
processes. We are clear that that goes beyond just cost
modelling tests and that all the other factors you have
to take into account, but we soon get into subjective
judgments about whether or not one or other is
better. Do you think we are looking for a holy grail
and wasting our time? Will we ever find a really
objective basis for determining whether or when PFI
might be better than traditional procurement?
Mr Coates: We tend to agree with your analysis, in
that, after a while, experience comes to bear and you
know by experience what schemes will be suitable for
PFI and what schemes will never be suitable. We
know that infill schemes, trying to attach new assets
on to existing assets, ones which require lots of
maintenance, particularly of old buildings, are very,
very diYcult to undertake under PFI. Schemes that

are not high in terms of value, the overheads there
make PFI diYcult to do. There is no hard and fast
question to the answer, though.
Mr Thompson: In all our procurements, we are
searching for value for money, aVordability and
delivery. If you focus on the third part of this, which
is about delivery, then there is a huge range of non
financial factors that we can bring to bear on making
a decision. How fast, for example, could you receive
the delivery of whatever it is that you are procuring?
How confident are you in diVerent sorts of methods
of procurement to give you what you want? In some
of the things that we do it is about availability of
function or of service or of a piece of equipment and
therefore you could say that there is something you
could bring to bear that is not a financial issue, so
there are some other criteria that you can bring to the
decision-making process.

Q530 Chairman: Does it make any real sense to
calculate a public sector comparator? Or is this just
something that you go through as a matter of form?
Mr Thompson: It does for us because we have a range
of diVerent methods of procuring functions. We have
PFI, we have traditional open market procurement
where there is clearly competition, but we also have
the fairly unique situation that some of the things
that we require can really only be sourced from one
particular supplier, and so doing a public sector
comparator is definitely useful for us.

Q531 Chairman: I can see that from a defence point
of view.
Mr Coates: It is a good discipline, particularly as you
come to the end of a negotiation, where you can say,
in eVect, to the private sector, “We have priced out
what it costs to do ourselves, and if you keep putting
the price up it is no longer a viable proposition.” It
ends up being a useful lever mechanism to keep prices
reasonable.

Q532 Chairman: It is a negotiating tool rather than
a hurdle.
Mr Coates: I suspect we us it more as a negotiating
tool, yes.
Ms Mingay: On the qualitative assessment, which we
have got more robust with over time, it is ultimately
an art rather than a science, where you draw upon
your experience about what you have done elsewhere
in other sectors and what has worked well or not; but
it is still valuable in putting alongside the quantitative
analysis to see whether on balance you think it is
something that is worth doing. If you have not done
the quantitative analysis, you will not know whether
you can aVord it or not or whether that is a better
route to go along or not. I think you need to do both.
They are not perfect but it is good guidance.
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Q533 Chairman: Where PFI is the only show in
town, as has sometimes been the case presumably, it
is just a matter of form, is that right?
Mr Coates: It is a good discipline. There is a
temptation, I suspect, to go out quickly and say, “Yes,
I’ll have a new hospital because there is a green light
and the economy is good and the NHS balances are
good,” without clearly thinking through exactly what
you require. The discipline of preparing a costed
comparator is a good starting point for Trusts, to
make them articulate exactly what they want and
how they want it.

Q534 Lord MacGregor of Pulham Market: Some of
our witnesses have argued that bundling of
construction and long-term maintenance under PFI
produces better quality infrastructure because the
contractor has to live with the infrastructure over a
long period of time. Others have told us of the
benefits of the secondary market and the importance
of a healthy secondary market in shares in PFI, not
least because it widens the market for funding. Is
there a possible conflict here, in that, if you emphasise
the benefits of a secondary market and in a particular
project the secondary market happens very quickly,
you lose some of the benefits of the quality of
maintenance over the long term?
Mr Coates: From our perspective there is no doubt
that matched together those two things must produce
a benefit to the end user of the asset. We are aware
there are questions about the markets and the need to
have a fluid market, but our perception is that was
rather an early view of PFI, when there were diVerent
players in the market in the early days than there tend
to be now. Our perspective is that there are more
longer-term funds investing in PFI who see it as a
long-term asset as opposed to a thing you can make
a turn on, and therefore there is now getting a better
match between long-term ownership and long-term
viability. You also must remember that if there is a
churning of the equity, there is still over 90% of the
value of the contract in terms of banks and other
investors, and there is always a performance regime
in play within the contract. A very small deduction
can make a significant impact on the profits of the
organisations that run the contracts and can act as a
very strong incentive even after several sales of the
equity.

Q535 Lord MacGregor of Pulham Market: Are you
saying that it was in some of the earlier contracts that
they were passed on fairly quickly and you did not
necessarily get the benefits long term, but that has
been sorted out now?
Mr Coates: DiVerent markets are playing in newer
contracts, but once you have signed the original
contract, then that equity has been passed on and

that is history you cannot undo. My point is that it is
not a significant issue because there are still many
performance elements in the contract whereby
somebody is on the rack for the money to be lost if
they do not perform.

Q536 Chairman: Many of our witnesses have
emphasised the benefits of whole life costing that
arise from the bundling under PFI of build and
service provision in the same contract. Other
witnesses have told us that private finance is by its
nature significantly more expensive than it would be
if it had been public sector finance. Is it possible to
achieve both; in other words, to have the benefits of
whole life costing and the bundling on the one hand
but not necessarily to have recourse to private debt—
and I stress debt rather than equity. If so, how would
that be done and what would the consequences be?
Ms Mingay: The advantage of private finance debt is
that it does do that upfront due diligence on behalf of
the lenders and the contractor is suitably incentivised
to work through any problems and not walk away
from their obligations through the life of their
contract. Whilst in one sense you can go a long way to
replicate the project scrutiny in the absence of private
debt finance, we feel that the reduced through-life
incentive is more diYcult to replace. You can do some
degree of ongoing incentive through performance
bonds or guarantees, but these can be limited in
financial extent and also not necessarily deal with
contractor failure. In order to capture these whole life
benefits, a project with private finance would need to
create a substitute for this incentivisation. Whilst we
have not had a lot of experience of that in transport,
we would like to encourage eVorts in this direction
where possible.

Q537 Chairman: In a past guise I have been involved
in projects which have been financed in part by the
European Investment Bank, for example, and I have
to say that the scrutiny that you got from the
European Investment Bank and its due diligence was
very strong. Is there not a possibility for having
something else of that type?
Ms Mingay: I would classify the European
Investment Bank as a lender of private finance, albeit
that their ownership might be slightly diVerent, but
they act as a commercial lender eVectively.

Q538 Chairman: Yes, it still does not quite get my
point, that you can have a body of that sort which is
capable of the same kind of scrutiny.
Ms Mingay: Yes.

Q539 Chairman: It is not beyond the bounds of
possibility that a public sector body could have that
kind of expertise, is it?
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Ms Mingay: I think that is right. The debate is around
whether people need money at risk to make that due
diligence as eVective as possible. When we bump
along with problems, they get worked through, and
people have the perseverance to work through them
to make the project work rather than just handing the
keys back.

Q540 Chairman: Of course you could have money at
risk in the equity element of the financing, which is a
significant part of a PFI deal, could you not?
Ms Mingay: Yes.

Q541 Chairman: Without necessarily having the
money at risk in terms of the debt financing.
Ms Mingay: You can. It is just a matter of scale and
whether you get the right incentives. I am sure it can
be done but it has to be thought through case by case.

Q542 Chairman: Are there any other reactions to
that one?
Mr Thompson: We do whole life costing for a
significant portion of all our procurements, so
whether they are privately financed or traditionally
financed through Treasury funds. As I said in answer
to an earlier question, the disciplines which we had
originally applied in PFI we have then brought across
to non PFI procurement. We have those disciplines in
both sides of our procurement.

Q543 Lord Eatwell: It has been suggested to us that
there are some projects, and the London
Underground has figured prominently in these
discussions, that are simply too big to do as private
finance projects. Is there something about large
projects that makes them particularly diYcult to
control or diYcult to manage eVectively to a private
finance initiative? Does size matter?
Ms Mingay: Large projects are diYcult to control
whether they are in the public sector or the private
sector. Because inherently they are complex, they
have a lot of interface and have a lot of risk to
manage, it does not matter whether it is private or
public. The NAO’s November 2009 Report on
commercial skills for complex procurements brought
this out. Large projects are more diYcult but it is not
to say that they are incapable of doing it. You
mentioned Metronet. The main cause of Metronet’s
failure was of poor corporate governance and
leadership. It is fair to say that the complexity as
much as the size was probably a contributory factor
in its ability to deliver some of its obligations. When
we look forwards and we think about Crossrail and
where we are working through starting to develop
that project, that is an example of a large project
where the diYculty not only lies in the scale but also
in the complexity, the interfaces with London

Underground and with Network Rail. The resulting
impact on the private sector provider to manage all
that risk we just felt was too much. Whilst it has not
been a good candidate for PFI and we have drawn
upon some of our experiences elsewhere to say, “No,
that is not one we want to do that way,” we have
taken some of the techniques that we have used in
PFI, through contractualising agreements between
sponsors, between the delivery agent and through
risk management processes, and put them into
eVectively a public sector context, as well as saying—
because on these very large projects you often have
projects within projects—that there are elements
where private finance can be incorporated into the
deal. Again in Crossrail it is the rolling stock and the
construction of the Canary Wharf Station being done
by the private sector, where the rest is being done
publicly. Irrespective of whether it is conventional or
PFI, the strong need for commercial skills on the
public side again is something that the NAO Report
highlighted and it is something that we would echo,
irrespective of whether we procure it as a PFI or
conventionally.
Mr Coates: It is not a statement that is true of health,
where some of the most complex and diYcult projects
we have ever undertaken have been PFI projects.
Bart’s and the London, which is over £1 billion and
probably the largest single health project ever
undertaken in the NHS, comes to mind, and
Manchester, which is always in the “too diYcult” box
for public procurement, has now been successfully
delivered and opened.
Mr Thompson: I am not sure if there are some that are
simply too big. The biggest deal was for £13 billion,
but the bigger the deal gets and the more complicated
it gets, the more interfaces it has, the more risks it is
carrying, the more diYcult it is to finance. I think it is
just the scale of projects.

Q544 Baroness Kingsmill: A previous witness did
suggest that PFI can distort health policy; for
example, it being an easy thing to do to get a PFI
project oV the ground to make a large hospital, but
once that large hospital is in progress, if health needs
in the area change, you might rather have small
clinics or walk-in clinics or things like that. Could
you comment on that as a downside?
Mr Coates: I saw that in the transcript and I confess
I did not fully understand the logic in it. If you take
as a given that no matter how it is borrowed or who
borrows the money, the Government broadly has to
borrow money to build assets, be it through Treasury
gilts or through PFI lending, then any decision to
build a large asset, if you change your mind very
quickly afterwards, leaves an enormous tail of
liabilities that have to be paid for by the taxpayer.
With PFI these are much more visible to the Trust
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because they can still see the payments going out to
the bank, but in gilts, as I am sure you realise, it goes
into the consolidated fund and it becomes easy to
forget about, it becomes part of an accounting loss
that you do not ever have to face up to individual
departments. The answer to the question is that any
decision to build a large asset in any particular
location is prone to the problem that you may change
your mind, and you should make sure the decision-
making processes are better to avoid that rather than
say that PFI causes a problem and that others do not.

Q545 Baroness Kingsmill: It has nothing to do with
the procurement method.
Mr Coates: It is decision making.
Baroness Kingsmill: thank you.

Q546 Chairman: A variation on that point is that, if
there is constraint on public expenditure and if you
are stuck with a PFI contract with fixed payments
over time, then your ability to react to the constraint
is obviously limited to those things that are not PFI.
Mr Coates: My point is that no matter how you fund
the borrowing, whether it is done by the Treasury or
by a PFI contractor, if you change your mind at some
point you have an expensive tail to pay oV, the
taxpayer has the tail to pay oV. These things have
always had a price. PFI makes those more
pronounced and brings those down to the local level.
You could argue that improved local accountability
improves local decision making, because they have to
live with the decision for the next 30 years.

Q547 Lord Best: We did not hear it like that. The
way it was presented to us was that the PFI
contractor has you over a barrel. For sure, over 30
years, how we deliver health or education or anything
else is bound to change. Unfortunately one is boxed
in with a PFI contract and although, yes, it costs
money to change your mind later to do something
diVerent, if you are in control of that situation
because you are not in a 30-year contract it is very
diVerent from if someone is going to make you pay a
very heavy price for changing your mind later on.
Mr Coates: A PFI contract is a collection of diVerent
contracts doing diVerent things. Some are quite
short-term contracts, five year contracts for
maintenance and five years for cleaning, and longer
contracts. If you decide not to use a PFI asset after a
number of years, over time those contracts will
collapse, the same as it would do in a public hospital,
because, for example, most public hospitals
outsource their cleaning, portering and domestics,
and if you decide to close a hospital down you still
have this tail of contracts that you have to pay oV. It
seems to me that you end up with a sum of money
that inevitably is a negotiated sum around how much

bank debt is outstanding and any, you might say, tail
of profit that a contractor may be entitled to. I do not
see that as significantly diVerent from a problem you
would have with a public asset.

Q548 Lord Lipsey: There has obviously been a break
in the upward curve of public finance because of the
credit crunch. When you gaze into your crystal ball,
do you think it will go on taking an increasing
proportion of public procurement or will it level oV
or will the credit crunch have some lasting eVect?
Mr Houten: We have continued to do PFI deals.
There have been 14 done by Partnerships for Schools
this financial year. That has been helped through the
European Investment Bank broadening the base of
lending, and Nationwide have also come into the
schools market. They were not previously in. We still
have a pretty steady flow of projects. From my
perspective PFI will remain an important part of the
mix, but we use about £1.3 billion of credits every
year. It is a diVerent system for us because it is local
authorities who do the procurement. That is against
an overall schools capital programme of between £8
billion and £9 billion. It is a proportion, but not the
lion’s share of what we do.
Ms Mingay: Government-sponsored private finance
projects is just one strand of the use of private finance
in transport. It is one tool in our kit. If you look at the
transport PFI procurement pipeline, I think we
currently have 15 projects with a capital value of £3.2
billion which are in procurement, but I also have in
procurement a range of deals which are not pure PFI
but use their techniques; namely in the rail rolling
stock market, which is to the value of a further £11
billion. That is the rolling stock for Thameslink,
Intercity Express, and Crossrail. When I look at our
procurement pipeline, pure PFI, we have a good mix.
Whether it is helicopters or tram extensions or
highways maintenance or bridges, there is a good mix
and we will use it where we think it is best, and to the
extent there will be further investment, we would
look to use it. I think we will also look to use it in and
around where we can use the techniques, where a
classic PFI may not be the right thing but it may be
applicable elsewhere. In that context I think it is
worth saying that we have spent quite a lot of time in
the last few years thinking about pension fund
money, wanting to invest in long-term infrastructure
and how we can harness that to best eVect in
transport investment. You will have seen reference to
that in the Pre-Budget Report last week, when it was
announced that Infrastructure UK was going to be
established by the Treasury, and amongst the many
things they are going to be doing they are seeking to
develop new funding models based on the success of
PFI/PP and to unlock new sources of private capital.
That is in the context of infrastructure where I think
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there are very significant ongoing needs and a desire
to continue to use it in whatever is the best way.

Q549 Lord Lipsey: Can you give us some idea of the
scale on which pension fund money is coming into
PFI projects?
Ms Mingay: I do not have that figure exactly to hand,
but if you like I can have a note sent.

Q550 Lord Lipsey: It would be interesting. We have
had another witness who has been talking quite a bit
about that and it would be interesting to know just
how that is developing.
Ms Mingay: Thank you.

Q551 Lord Forsyth of Drumlean: Moving to a system
where you are looking to pension fund investment,
which would be looking for a reliable return over a
long period of time which is secured, is that not really
just securitising future tax revenues and providing a
source of income to the private sector, which is a long

Supplementary memorandum by Ms Kate Mingay, Department for Transport

Pension Fund Money Accessible to the UK PFI Market

At the 15 December 2009 House of Lords Select Committee on Economic AVairs interview on Private Finance
Projects and OV-Balance Sheet Debt, Lord Lipsey asked me to provide a note on the scale of pension fund
money coming into PFI projects.

The potential is clearly high, with a 2009 OECD report1 estimating US$500 billion worldwide available for
infrastructure investment from pension funds if only 3% of the US$16.2 trillion held by pension funds could
be accessed for infrastructure investment.

However, I am not aware of any comprehensive monitoring of the scale of pension fund activity in the UK
PFI market. An indicator is the number of equity investment funds involved in UK PFI projects, each of which
typically count a number of pension funds among their investors. Of just over 600 signed PFI projects, equity
investment funds or their equivalent hold equity in approximately 250 of them, roughly 40%.2 Whilst the
proportion of the funds’ investment that comes from pension funds is diYcult to determine, the vehicle
through which pension funds can become involved in the secondary PFI market is well established.

Pension fund investment occurs at two market stages, the primary, following contract signature, and the
secondary, once the core construction period has been completed and the contract’s risk profile has changed:

— Primary market: indirect investment through PPP funds such as Barclay Private Equity (BPE),
Innisfree, Dutch Infrastructure Fund and Equitix.

— Secondary market: indirect investment through PPP funds as above, and on a joint venture/fund basis
into fully-invested funds such as Semperian and HBOS PPP funds.

A closer look at secondary market transactions over recent years gives a flavour of the scale of investment. It
is important to note that these transactions are not solely backed by pension funds, but include other
institutional funds so the figures provide an estimate only.

The following chart estimates the amount of primary assets acquired in the secondary market, excluding sales
from one secondary buyer to another (eg sale of Land Securities Trillium assets to Semperian), and co-
investment transactions at financial close.
1 G Inderst, “Pension Fund Investment in Infrastructure”, OECD Working Paper on Insurance and Private Pensions, January 2009.
2 Figures derived from September 2009 HM Treasury PFI Equity Holders’ List at http://www.hm-treasury.gov.uk/ppp pfi stats.htm

way away from the concept of PFI where private
capital is being put at risk?
Ms Mingay: I disagree. If you were transferring no
risk, then it would be like a quasi gilt and you are
right, but where these privately financed projects or
PPPs are diVerent and where they form a role in
pension funds asset allocation is that they have the
long life that they need to match their liabilities, and
they are not as risky as equities but not as safe and
low return as bonds, and so they are in that middle
ground where they are taking some risk, whether it is
about availability of performance for these things,
but a return that is commensurate within the
spectrum. I think that is how we see it positioned.

Q552 Lord Forsyth of Drumlean: They are not
guaranteed by the Government.
Ms Mingay: Absolutely not, no.
Chairman: That brings this session to an end. Thank
you very much indeed for your time and for your
helpful answers to our questions.
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2006 includes the large HICL (£250 million) and BBPP (£300 million) funds and Henderson’s acquisition of
John Laing (£540 million).

The level of investment dropped significantly due to the recent financial crisis and the consequent slow down
in transactions across all sectors.

The issue is how to incentivise PPP funds to return to the market, and, more challengingly, how to increase
the level of pension fund participation within these investment funds to realise the significant potential of
pension funds.

There is some indication that pension fund money is being raised in new infrastructure funds and the trend of
pension funds allocating funds into infrastructure (which includes PFI/PPP) will endure.

I have identified a selection of recent pension fund-related UK market transactions:

1. In February 3i Infrastructure, an investor body partially funded by pension funds, acquired a 49.9%
(£39 million) stake in Elgin Infrastructure Limited, whose portfolio consists of 16 education and
healthcare PFIs.

2. In January this year Lend Lease began raising £120 million of investments using its existing UK and
Ireland PFI portfolio to attract pension fund investors, among others.

3. As an example of how pension funds tend to get involved in the secondary PFI market (ie once the
core construction period has been completed), in December 2009 the Innisfree private equity fund
acquired stakes in schools and defence PFIs:

(a) The construction firm Kier Group sold its stake in two schools PFIs for £7.3 million to Innisfree
PFI Secondary Fund.

(b) Carillion sold 65% of its 50% holding in the MoD Allenby Connaught accommodation PFI and
half its 40% share in the GCHQ PFI to Innisfree for £86.9 million.

So whilst putting a figure to the scale of pension funds being invested into UK PFI is problematic, the trend
for pension fund equity holding in the secondary PFI market is well established.
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Separately, I am aware that the Treasury, through Infrastructure UK, is working closely with infrastructure
developers and funders to look at ways of stimulating increased private sector investment and unlocking new
sources of private capital—including pension fund money—to invest in UK infrastructure.

February 2010

Letter and memorandum by the British Medical Association (BMA)

Please find enclosed the British Medical Association’s submission to the above inquiry. The BMA views this
as a crucial issue to be discussed and we welcome the Committee’s timely inquiry.

The BMA submission focuses on Private Finance Initiative projects in healthcare. BMA policy has been
consistently opposed to the use of PFIs to develop healthcare facilities since its introduction in the early 1990s.
The main objections to the use of PFI schemes have been the high cost, associated low value for money, the
lack of flexibility that results, and the transfer of public funds into private sector profits. The BMA has
significant concerns about their long-term aVordability, and their impact on local health economies and
service delivery.

If required, we very much welcome any opportunity to further expand on the issues raised in the submission.

24 September 2009

The British Medical Association (BMA) welcomes the opportunity to respond to the Select Committee on
Economic AVairs inquiry into Private Finance Projects and oV-balance sheet debt. We hope that our
submission is useful.

The BMA is an independent trade union and voluntary professional association which represents doctors and
medical students from all branches of medicine all over the UK. We have a membership of over 143,000
worldwide. We promote the medical and allied sciences, seek to maintain the honour and interests of the
medical profession and promote the achievement of high quality healthcare.

The BMA submission focuses on Private Finance Initiative (PFI) projects in healthcare. Under PFI the public
sector enters into a long term contractual arrangement with private sector companies to design, build, finance
and operate an asset like a hospital. At the end of the contractual period the buildings then pass to the public
sector. The NHS does not make an upfront capital payment but is contractually obligated to pay an annual
leasing and maintenance payment to the private sector for the use of the facilities.

BMA policy has been consistently opposed to the use of PFIs to develop healthcare facilities since its
introduction in the early 1990s. The main objections to the use of PFI schemes have been the high cost,
associated low value for money, the lack of flexibility that results, and the transfer of public funds into private
sector profits. The BMA has significant concerns about their long-term aVordability, and their impact on local
health economies and service delivery.

1. How should the cost and benefits of Private Finance projects be assessed? What discount rate should be used in

comparing Private Finance with conventional public procurement? Are current procurement procedures satisfactory?

Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting value for

money? And

2. How does the performance (eg cost, delivery dates and service quality) of schools, hospitals, prisons, roads and other

projects operated under private finance compare to those which were traditionally procured?

1.1 The BMA believes that the Private Finance Initiative (PFI) is “not supported by robust evidence of cost
eVectiveness”3 and does not provide value for money. Rather, PFI appears to be an unnecessarily costly and
short-sighted means of building new hospitals.

Inefficiencies in Public Sector Procurement have been Overstated

1.2 Underpinning the approach to private sector involvement in public services such as PFI is the assumption
that private companies are faster and more eYcient than the state. Consequently, PFI supporters argue that
PFI is cheaper than public procurement. Yet government claims that PFI has reduced cost and time overruns
have not stood up to scrutiny.4 Five reports often cited by the Treasury are each flawed. For example, only
one report claimed to compare PFI with conventional procurement. However further research has shown that
the work suVered from a sample bias with selected public projects involving a disproportionately large number
of very complex schemes which are particularly vulnerable to cost and time overruns. In addition the report
3 2006 BMA Annual Representational Meeting Resolution.
4 See Pollock A, Price D, and Player, S, (2007) An Examination of the UK Treasury’s Evidence Base for Cost and Time Overrun Data in

UK Value-for-Money Policy and Appraisal, Public Money and Management, 27, 2, pp 127–134.
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measured time and cost overruns on public procurement projects from an earlier standpoint than PFI projects
thus resulting in incompatible comparisons.5 Hence the performance of PFI projects in comparison to
projects publicly-procured appears overstated and not evidence based.

Concerns about Long-term Affordability

1.3 The BMA believes that PFI is “ill-conceived and will prove to be a millstone around the NHS for the next
generation.”6 There are significant concerns as to the aVordability of PFI projects in the long term as PFI
contracts legally bind NHS Trusts into making significant payments over 25 to 30 years in an increasingly
diYcult financial period. This will threaten local health economies, and result in reduced services for patients.

1.4 This is demonstrated in the context of the Payment by Results system (PbR). PbR is the tariV system
whereby hospitals are funded on the basis of their activity with adjustments made for casemix. From the
income trusts receive from PbR, 5.8% is provided for capital costs. However it is suggested that the capital
costs of trusts with PFI schemes average 8.3% with some rising to 10.2% thus creating significant shortfalls.7

1.5 In addition, while capital charges are paid back to the Treasury and can be reinvested into the economy,
the availability charge is paid to the private consortium and lost to the system. This was conservatively
estimated in 2004 to be costing the government £125 million a year in lost revenue and as more schemes become
operational, the amount of funds that are being lost in this way will only increase.8

1.6 The inflexibility of PFI also limits the ability of NHS trusts to strategically plan for the future as they are
contractually bound to pay for a building and a pattern of service provision which could later prove
inappropriate and unfit for purpose. It is interesting that this is occurring at the same time that the
Government is encouraging service redesign and is attempting to move more health care services from
secondary care into the community and primary care sector. The relationship between these changes and
hospitals that have been built or are planned under PFI is unclear. What we do know is that the duration and
inflexibility of PFI contracts limits the available options for future strategic planning.

1.7 This is also occurring in an increasingly diYcult financial climate. The NHS has its funding guaranteed
until 2011, but after that the budget is expected to stagnate or be cut in real terms as public spending is
tightened.9 However at the same time (during the next spending review period from 2011–14) repayments for
NHS PFI projects will reach £4.18 billion, an increase of almost £1 billion from current levels.10 As a legal
contract PFI removes discretion in capital spending11 and it is likely that hospitals will be forced to make cuts
to health care services to make their ongoing PFI repayments.

1.8 On a regional level, the inflexibility of PFI contracts means that Strategic Health Authorities (SHAs) are
more likely to make economies at hospitals without PFI commitments. For example, it has recently been
reported that South London and Kent planners have decided that of four hospitals battling debts, closures
should occur at Queen Mary’s Hospital in Sidcup because the other three (Lewisham, Woolwich and Bromley)
all have PFI repayment obligations.12

1.9 Recent guidance issued by Monitor, the Foundation Trust regulator, stipulates that organisations wanting
to become foundation trusts will not be allowed to take on annual repayments which are more than 10% of
their income.13 While this figure is currently already being breached by many of the trusts making repayments
on deals,14 the guidance appears to provide them with an exemption.15 This has significant implications for
5 See Pollock A, Price, D, and Player, S, (2007) An examination of the UK Treasury’s Evidence Base for Cost and Time Overrun Data in

UK Value-for-Money Policy and Appraisal, Public Money and Management, 27, 2, pp 127–134.
6 2006 BMA Annual Representative Meeting Resolution.
7 Hellowell, M and Pollock A M, (2007) Private finance, Public Deficits: A Report on the Cost of PFI and its Impact on Health Services

in England, Edinburgh: University of Edinburgh. Available at www.health.ed.ac.uk/CIPHP/Documents/CIPHP 2007
PrviateFinancePublicDeficits Hellowell.odf

8 Edwards P, Shaoul J, StaVord A, Arblaster L, (2004) Evaluating the operation of PFI in roads and hospitals research report no 84, The
Association of Chartered Certified Accountants. London: Certified Accountants Educational Trust, at p 11. Available at http://
www.accaglobal.com/publicinterest/activities/research/reports/accountability/rr-084

9 Timmins N, (2009) Financial Times Budget lays bare cost to NHS of economic crisis as it is told to make eYciency savings of £2.3bn BMJ:
338:b1754.

10 Donnelly L, and Ball J, (2009) Hospital to cut services to pay for £60bn private finance deal, Telegraph, 8 August. Available at http://
www.telegraph.co.uk/health/healthnews/5995025/Hospitals-to-cut-services-to-pay-for-pay-60bn-private-finance-deal.html

11 Greener I, (2009) Healthcare in the UK: Understanding continuity and change, Bristol: Policy Press.
12 See Donnelly L, and Ball J, (2009) Hospitals to cut services to pay for £60bn private finance deal, Telegraph, 8 August. Available at http://

www.telegraph.co.uk/health/healthnews/5995025/Hospitals-to-cut-services-to-pay-for-pay-60bn-private-finance-deal.html
13 Monitor, (2009) Prudential Borrowing Code (PBC) for NHS Foundation Trusts, London: Monitor, at pg 8. Available at http://

www.monitor-nhsft.gov.uk/home/our-publications/browse-category/guidance-foundation-trusts/mandatory-guidance/prudential-
borro

14 Gainsbury, S, (2009) Monitor has “eVectively cancelled” PFI contracts, Health Services Journal, 24 June. Available at http://
www.hsj.co.uk/news/finance/monitor-has-eVectively-cancelled-pfi-contracts/5003163.article

15 See paragraph 20 of Monitor (2009) Prudential Borrowing Code (PBC) for NHS Foundation Trusts, London: Monitor, at p 8.
Available at http://www.monitor-nhsft.gov.uk/home/our-publications/browse-category/guidance-foundation-trusts/mandatory-
guidance/prudential-borro



Processed: 10-03-2010 22:28:37 Page Layout: LOENEW [O] PPSysB Job: 442402 Unit: PAG1

253private finance projects and off-balance sheet debt: evidence

claims as to the value for money of PFI. If the financial performance of trusts is taken as an indicator of the
aVordability of schemes, the fact that trusts are already operating with considerable deficits, despite underlying
eYciency, suggests that again, PFI does not represent good value.

3. Is there significant risk transfer to the private sector or is it more apparent than real?

3.1 Since Governments are unlikely to default on their repayments and become bankrupt they are able to
borrow money at more attractive rates than private companies.16 Consequently, as PFI deals involve the
private sector borrowing at higher rates the cost of financing a new hospital is greater. Nonetheless, supporters
argue that PFIs are value for money because risk and associated costs (which would have been shouldered by
the public sector) are transferred to the private sector. The BMA is not convinced that there is significant risk
transfer to the private sector and consequently, this argument is fundamentally flawed.

Unclear Risk Levels

3.2 The structure of PFI makes it diYcult to evaluate risk. The private sector companies involved in PFI
projects establish a separate company often known as a Special Purpose Vehicle (SPV) which then contracts
with the public sector. The SPV transfers risk to its constituent parts (for example the construction company
or the facilities management provider), making it unclear where the risk and ultimate responsibility lies.

The Risk Premium

3.3 Arguments as to the importance of risk transfer are further undercut by research which found that hospital
trusts were paying a “risk premium”—conservatively estimated at 30% of the total construction costs—to
ensure projects are running to time and budget.17 So while it is true that the private sector absorbs the cost
of overruns etc, additional charges are written into the contracts to account for this.

Public Services such as Hospitals are too Important to be Allowed to Fail

3.4 PFI has failed to shift the risk of project failure onto the private sector. If a project runs into serious
trouble, the Government has to take action to secure its viability because “the political consequences of letting
most PFI contracts go to the wall are usually too great.”18 Hospital projects are simply too important to be
allowed to fail. This has been demonstrated recently with the Government setting up a new unit within
Treasury to provide capital funding to PFI schemes frustrated by the lack of credit available in the current
financial climate. Further comment on this can be found at 8.2.

4. How effective and costly has it been to monitor the private sector providers’ performance and quality of service in

Private Finance projects in comparison with traditional procurement? And

5. When the basis of a Private Finance contract needs to be altered post procurement because of changing client needs—

for example, a bigger jail is required due to larger than expected prison population—has this proved problematic

compared to projects under traditional procurement? What has been the experience of PFI projects that have reverted

to the public sector?

Operational PFI Contracts are Difficult and Expensive to Manage and Change

4.1 PFI agreements cover the design, build, finance and operation of the hospital. Although hospital
requirements are specified in PFI contracts it is inevitable that changes will continually need to be made over
the course of 25 to 30 years operation to the services and the asset provided. However, PFI contracts have been
expensive and diYcult to manage and change post procurement. Operational changes cost the taxpayer
around £180 million in 2006 alone.19

4.2 In PFI projects, all change requests (to both services and the asset) have to be processed through SPVs
which have increasingly sought to charge additional management fees for processing such requests. The NAO
found that SPVs had sometimes acted unreasonably in attempting to impose management fees for small
changes, “occasionally employing spurious arguments and not relating fees to work done”.20 Management
16 Hellowell M, and Pollock A, (2009) The Private Financing of NHS Hospitals: Politics, Policy and Practice, Economic AVairs, Vol 29,

Issue 1, pp 13–19, March 2009 at p 14.
17 Edwards P, Shaoul J, StaVord A, Arblaster L, (2004) Evaluating the operation of PFI in roads and hospitals research report no 84, The

Association of Chartered Certified Accountants. London: Certified Accountants Educational Trust, at p 10. Available at http://
www.accaglobal.com/publicinterest/activities/research/reports/accountability/rr-084

18 The Economist (2009) PFI deals in recession: singing the blues, The Economist, 4 July, at p 29.
19 National Audit OYce (2008) Making Changes in Operational PFI projects, London: The Stationary OYce at p 4. Available at http://

www.nao.org.uk/publications/0708/making changes operational pfi.aspx
20 National Audit OYce (2008) Making Changes in Operational PFI projects, London: The Stationary OYce at p 17. Available at http://

www.nao.org.uk/publications/0708/making changes operational pfi.aspx
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fees are said to cost taxpayers £6 million annually and hundreds of operational PFIs are thought to still be
paying unjustified fees despite 2007 Treasury guidance advice to the contrary.21

4.3 The NAO found that processing and making changes is “often costly and can take longer than
expected”.22 Large variations in the cost of making similar minor changes across PFI projects, and in checking
that costs were reasonable have been found.23

4.4 There have also been challenges making large changes, particularly where the public sector lacks the
option of going to a diVerent supplier. In 2006 major changes costing £100,000 or more accounted for 90% of
the overall cost of operational PFI changes. 27% of these large changes (worth £84 million) might have been
suitable for competitive tendering but were let without competition.24 This potentially reduces the public
sector’s leverage in change negotiations and again highlights concerns about achieving value for money.

6. How should future payments by the Government under existing Private Finance contracts be recorded in public sector

accounts? Is risk transfer an appropriate test? Should all such liabilities be included in the national debt? Should they

be accounted for separately from government debt? How much does the public sector accounting treatment of capital and

revenue aspects of projects matter?

6.1 Powerful motivation for the Government’s approval of PFI is that it enables the Treasury to borrow
money without the debt appearing on the public balance sheet. The BMA has previously called on the
government to “include future debts to PFI companies when calculating the NHS deficit.”25 In principle the
BMA believes that Government finances should be transparent and accountable to tax-payers. The
Government should ensure the public has a proper account of the rates of return and profits of PFI contracts
and it must reveal the true scale of PFI debt and current and future liabilities. As the Economist has written,
the case for PFI “would be more convincing without cooking the books.”26

7. Would public sector investment in the last decade have been lower without Private Finance? If so, by how much?

7.1 Since Labour was elected 1997, PFI has been the favoured procurement mechanism for investment in the
buildings and infrastructure of the NHS. PFI schemes have been at the centre of the hospital building
programme which has seen a significant improvement in the condition of the NHS physical stock since the mid
1990s. Nonetheless, there are flaws to the argument that PFI has allowed a level of investment in public sector
infrastructure that would not have been possible otherwise.

7.2 Firstly, the Government’s preference for PFI meant that it was viewed as “the only game in town” for the
last decade. In theory projects are to be value tested against what the project would cost under public finance.
If this process concludes that private finance does not represent value for money a public procurement method
is supposed to be chosen. However, in a context where PFI is the only funding available and many NHS
hospitals are in need of capital works, managers have faced “perverse” incentives to “manipulate” their
assessments27 and subsequently we have seen a proliferation of PFI projects.28

7.3 Secondly, PFI projects still involve substantial public sector investment by the Government just as public
procurement would have. While PFI alters the timing of payments to creditors by having private companies
meet the upfront capital cost of the infrastructure it does not reduce or eliminate payments.29 The
Government still has to make repayments over the life of the PFI contract. Rather than a way of increasing
investment, PFI projects are an expensive and short-sighted means of refurbishing and building new hospitals.
21 House of Commons Committee of Public Accounts (2008) HM Treasury: Making changes in operational PFI projects. Thirty-sixth

Report of Session 2007–08, London: The Stationary OYce at p 13. Available at http://www.publications.parliament.uk/pa/cm200708/
cmselect/cmpubacc/332/33202.htm

22 National Audit OYce (2008) Making Changes in Operational PFI projects, London: The Stationary OYce at p 12. Available at http://
www.nao.org.uk/publications/0708/making changes operational pfi.aspx

23 House of Commons Committee of Public Accounts (2008) HM Treasury: Making changes in operational PFI projects. Thirty-sixth
Report of Session 2007-08, London: The Stationary OYce at p 14. Available at http://www.publications.parliament.uk/pa/cm200708/
cmselect/cmpubacc/332/33202.htm

24 National Audit OYce (2008) Making Changes in Operational PFI projects, London: The Stationary OYce at p 13. Available at http://
www.nao.org.uk/publications/0708/making changes operational pfi.aspx

25 2007 BMA Annual Representative Meeting Resolution.
26 The Economist (2009) PFI deals in recession: singing the blues, The Economist, 4 July, at p 29.
27 Hellowell M, and Pollock A, (2009) The Private Financing of NHS Hospitals: Politics, Policy and Practice, Economic AVairs, Vol 29,

Issue 1, pp 13–19, March 2009 at p 15.
28 Greener I, (2009) Healthcare in the UK: Understanding continuity and change, Bristol: Policy Press.
29 Hellowell M, and Pollock A, (2009) The Private Financing of NHS Hospitals: Politics, Policy and Practice, Economic AVairs, Vol

29, Issue 1, pp 13–19, March 2009 at p 14.
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8. How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis likely to have

a permanent effect on the Private Finance market?

8.1 The financial crisis has had a significant impact on launching new PFI projects30 and now is the time for
the Government to rethink its involvement in such schemes. The traditional source of PFI finance came from
the international bond market which has since contracted. The other alternative to raising finance is via a bank
loan. However, the financial crisis also adversely impacted on the banking industry and the availability of
credit. Given current volatility in the global markets banks appear reluctant to lend for long periods of time
which is an essential element of PFI.

8.2 The Treasury has recently set up a special unit to lend PFI projects money as private firms have been
struggling to secure funding from banks because of the credit crisis. It has been reported that this miniature
infrastructure bank within the Treasury will provide up to £2 billion in public finance.31 As a result public
finances are bailing out PFI projects. This is despite the fact that PFI was introduced and promoted as more
robust than public procurement, and as a solution to a lack of availability of public finance for public
infrastructure programs.

9. Are there realistic alterative roles for private finance than the current PFI-type private finance models? Should the

UK be aiming for more diversity in private finance models? Would a national infrastructure bank (such as the proposed

Dodd-Hagel NIB in the US) add any value in the UK? Should the public sector have a more hands on role in financing

and/or delivery? And

10. Is there an optimal mix between conventional public procurement and Private Finance for public sector investment?

What is the long run role of Private Finance in the delivery of infrastructure both in the UK and globally?

9.1 It is inevitable that the NHS Estate will need upgrading and ongoing maintenance into the future. The
BMA maintains that PFI is an unnecessarily costly and short-sighted procurement method. The BMA has
previously called on the government to “put a halt to any further PFI schemes” and “introduce and deliver a
policy of public ownership of all future NHS hospitals.”32 This year the BMA requested that the government
“bring PFIs into public ownership.”33

9.2 The BMA is committed to supporting an NHS that is publicly funded through central taxes, publicly
provided and publicly accountable, that seeks value for money but puts the care of patients before financial
targets, and significantly reduces commercial involvement.34 The smart use of public procurement of public
services would be one step in ensuring that public money was being used to provide quality healthcare to the
benefit of patients and the public, and not profits for shareholders.

Memorandum by UNISON

1. UNISON welcomes the opportunity to give evidence to The Economic AVairs Committee of the House of
Lords on the Private Finance Initiative (PFI).

2. As the largest public service union in the UK with 1.3 million members, UNISON has a substantial
membership in education, local government and health and UNISON members are directly involved with and
employed on PFI schemes.

3. UNISON has had serious concerns about PFI since its inception, including the evaluation methodology
used for PFI, the impact on public services and the public finances. UNISON has collected evidence and
commissioned expert research on PFI, in order to support our case with evidence and clear argument.

4. A key issue for UNISON is how PFI impacts on the workforce and we would like to take this opportunity
to raise issues on this to the inquiry, even though it was not one of the questions identified in the call for
evidence. PFI is about services and the workforce is therefore central to their operation, and to the quality of
the services provided.

5. The government has always been clear that PFI is not just about procuring assets:

“Private firms become long term providers of services rather than simply upfront asset builders,
combining the responsibilities of designing, building, financing and operating the assets in order to
deliver the services demanded by the private sector”35 (HM Treasury 1997)

30 See Wright S, (2009) Is PFI funding built to last? Health Service Journal, 6 August at pp 16–17 and The Economist (2009) PFI deals in
recession: singing the blues, The Economist, 4 July, p 28–29.

31 The Economist (2009) PFI deals in recession: singing the blues, The Economist, 4 July, at p 28.
32 2007 BMA Annual Representative Meeting Resolution.
33 2009 BMA Annual Representative Meeting Resolution.
34 For more information regarding the BMA’s campaign visit www.lookafterournhs.org.uk
35 HM Treasury 1997, Fiscal Policy: A New Framework For Public Investment.
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6. But this committee is not alone in overlooking workforce issues—a trip to the web sites of the OYce of
Government Commerce (OGC) or Partnerships for Schools (PfS), for example, will reveal the same omission,
with no clear and upfront policy on handling workforce issues in PFI schemes, despite the fact that they
provide and oversee procurement advice for major programmes of PFI and other projects.

7. The Treasury has a strong policy on workforce matters in PFI:

“PFI has allowed for considerable innovation in workforce practices, but the value for money that PFI
can deliver should not be achieved at the expense of staV terms and conditions. The Government has
taken a range of steps to strengthen worker protection and ensure the fair and reasonable treatment of
those working under PFI contracts.”36 HM Treasury 2003

8. Regrettably, the Treasury has never checked whether their policy is working, nor whether their
modifications have indeed meant that “PFI does not come at the expense of the workforce”.

9. “Going forward, the Government is also committed to monitoring the implementation and performance
of measures taken to avoid new joiners to PFI workforces receiving worse terms and conditions than do
transferred staV, as this will be key to establishing future best practice. It is important that the principles behind
the code, workforce protection and adequate flexibility to deliver high quality public services, are achieved.”37

HM Treasury 2003.

10. A 2004 NAO study38 on staV protections in PPP/PFI deals showed the existence of two tier workforces
in PFI. A two tier workforce is where a contractor increases profits by hiring new joiners on lower pay and
conditions than staV who transferred to them from a public authority under the TUPE regulations, which
protect their terms and conditions at the point of transfer. The study was undertaken in 2004 and preceded
the introduction of a range of workforce protections so UNISON would welcome another study that could
produce more up to date evidence of what is happening to staV on PPP/PFI projects.

11. In the meantime the workforce in PFI contracts are at risk of a downward spiral of their terms and
conditions which inevitably impacts on the quality of the services that they provide.39

Question 1: How should the cost and benefits of Private Finance projects be assessed?

12. It is diYcult to assess the costs and benefits of PFI relative to conventional procurement because of the
inbuilt bias towards PFI in the evaluation process and general lack of information. UNISON published a
powerful critique of the Treasury’s methodology for evaluating PFI projects, The Private Finance Initiative:
A Policy Built on Sand40 and UNISON’s report, Public risk for private gain?41 emphasised the general absence
of financial auditing of actual risk transfer absorbed by PFI contracts and the cost that this involved.

13. PFI schemes should be compared with a public sector comparator (PSC) to ascertain value for money.
But the methodology currently used is flawed as it is heavily subjective and depends on assumptions that are
built into the process, many of which favour PFI. For example. assumptions on time and cost overruns built
in to optimism bias calculations and assumptions on taxation. The system is therefore open to manipulation,
bearing in mind that there is no alternative to PFI for major investment. Indeed the evidence suggests that
many public bodies are compelled to sign up to PFI if they want to undertake large capital projects because
of the limited funding options available. In many instances public authorities are incentivised to use PFI. They
may get a subsidy (such as PFI credits in English local authorities) or, as in Scotland, the block grant system
of funding devolution ( the “Barnett formula”) provides a perverse incentive to use PFI so long as it can be
kept oV balance sheet.

14. UNISON has called on the government to undertake a comparative and independent review of PFI to
establish the costs of PFI projects and to ascertain whether they have an eVect on the wider economies within
which they operate.

15. UNISON remains convinced that the desire to keep capital borrowing oV the public sector balance sheet
is still a driving force for PFI that takes precedence over the growing evidence of lack of risk transfer and
escalating costs. A policy that looks increasingly irrelevant, given the record borrowing that has taken place
in order to deal with the banking crisis.

16. At the very least, UNISON would like to see genuine choices of investment models for public
infrastructure and the removal of soft services such as cleaning, catering and portering from PFI contracts.
36 HM Treasury 2003, PFI: Meeting the Investment Challenge.
37 Ibid.
38 NAO 2008, Protecting staV in PPP/PFI deals.
39 UNISON has published studies that demonstrate clearly how competition has reduced the quality of the services. The Treasury

concluded that “the evidence on satisfaction with soft services does not demonstrate value for money as consistently as other elements
of the framework.”

40 UNISON,2005 The Private Finance Initiative: A Policy Built On Sand.
41 UNISON, 2004, Public risk for private gain?
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Question 2: Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting

value-for-money?

17. UNISON branches and local communities find it very diYcult to access information on major PFI
projects involving many millions of pounds of public money that impact on their services and jobs. This stifles
consultation and debate on key public policy decisions. Even with the Freedom of Information Act vital
information is often withheld, citing “commercial confidentiality”. PFI derivatives such as LIFT in NHS
primary care and Local Education Partnerships in English schools, are one step further removed from
communities and the workforce and make meaningful information flows and consultation even more diYcult
to achieve.

18. The diYculties in accessing relevant information are illustrated by one persistent UNISON branch for
whom it took from September 2006 until April 2009 to get hold of a reasonably, redacted version of the Full
Business Case (FBC) for their hospital PFI scheme from the Mid Yorkshire Hospital NHS Trust. Furthermore
the branch struggled just to get their case prioritised by the Information Commissioner’s OYce (ICO). They
were, not surprisingly, especially interested in information on staYng. Their first complaint to the Information
Commissioner was in September 2007 following which they received an extremely redacted copy of the FBC
in December 2007 which they referred back to the Commissioner. The Commissioner was unable to allocate
a case oYcer to this complaint but by April 2008 had got the Trust to conduct a review of the application of
exemptions to disclosure and an agreement to release “a substantial amount of the previously redacted
information”. In May the Trust issued two out of a total of 63 documents deemed “commercially
confidential”—one relating to the UK Treasury Gilt rate and another to a Trust board meeting of November
2004. It was not until October 2008 that the Commissioner was able to allocate a case oYcer and a final
agreement on the release of a fuller redacted version of the FBC was reached in April 2009. There is still a
separate case pending for the release of important financial data.

19. In a recent case, waste company Veolia Environmental Services took out an injunction to prevent
Nottinghamshire County Council disclosing details of a £850 million, 26 year waste project which had the
eVect of also preventing the established public access to the council’s annual accounts. The case has now been
resolved and will hopefully set a new benchmark for disclosure.

20. UNISON believes that private bodies providing public services, and therefore in receipt of taxpayers
money, should be subject to the same scrutiny and accountability checks as public sector bodies. The public
has a right to know about the costs and quality of a public service, irrespective of which body is providing
it. UNISON is disappointed that a recent government consultation on extending the FOI Act to all bodies
undertaking public services made little progress. The government rejected a recommendation from the House
of Commons Public Accounts Committee to bring privatised public services within the scope of the Act, after
heavy lobbying from the CBI.

21. These projects are of significant public interest, and involve large sums of public money and decisions that
will impact on communities for decades to come. UNISON would therefore like the Information
Commissioner to take a proactive role in encouraging full disclosure of information on PFI and other major
outsourcing projects and to prioritise complaints when this information is not forthcoming and notes that the
Scottish Information Commissioner has taken a much stronger line on these issues.

Question 3: How does the performance (eg, cost, delivery dates and service quality) of schools, hospitals, prisons, roads

and other projects operated under private finance compare to those which were traditionally procured?

22. There is a growing body of evidence that PFI is costly, complex and inflexible, and does not provide high
quality of services.

Cost

23. A recent study42 concluded that soft services provided by PFI hospitals are more costly and at a lower
quality than non-PFI hospitals. The study cites an unpublished report by the National Audit OYce (NAO),
compiled in 2007, that compared the cost and quality of security services; linen and laundry services; portering
and cleaning services in the first wave of PFI hospitals and non-PFI hospitals, and showed that all four services
were cheaper and of better quality in non-PFI hospitals. Security cost £3.13 per sq m in PFI hospitals
compared to £3.03 in non-PFI hospitals. Linen and laundry services had a cost of £8.44 per sq m in privately
financed hospitals, but only £7.64 for those where procurement was traditional design and build. The cost for
cleaning services was £22.77 per sq m in PFI hospitals and only £20.47 in the others. Cleaning services were
42 Centre for International Public Health Policy, August 2009, The experience of the private finance initiative in the UK’sNational Health

Service, Moritz Liebe, Professor Allyson Pollock.
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highlighted as poor and more expensive, with 41% of clinicians reporting that the level of service was “poor”
or “very poor”.

24. The most corrosive eVect of PFI comes from its huge cost. In 2008 a study by the Manchester Business
School43 concluded that the additional cost of private finance for the first 12 hospitals was about £60 million
a year, which is 20–25% of the Trust’s income, creating serious budget inflexibilities for the Trusts. The higher
costs of PFI often lead to aVordability gaps, which have to be met by the public purse. This in turn puts
pressure on jobs and the quality of services and have a knock on eVect on non-PFI services.

25. UNISON’s report Reclaiming the Initiative—putting the public back into PFI (June 2009) looked at how
billions of pounds of public money have become locked into financing expensive PFI schemes. It warned that
the Government has committed taxpayers to a bill of more than £217 billion in “user charges” for PFI schemes
with a capital value of just £64 billion, between now and 2033–34. Public funding and ownership could save
as much as £3 billion per year. There is also evidence that when services come up for review they are adjusted
upwards. In 2007 a Public Accounts Committee report cast doubt on the competitiveness of PFI reviews and
showed that 2benchmarking and market testing” prices during the contract increased prices by up to 14%.

Quality

26. PFI has an impact on the functioning of hospitals and schools. There are examples of poor quality
services; cuts to services and jobs; and hospital wards and schools closing. Many of the early PFI schools were
blighted with design problems and are of poorer quality compared to traditionally procured buildings.44 But
the situation has not fared better for newly built schools procured under the Building Schools for the Future
Programme (BSF), which is partly funded by private finance. Recent evidence suggests that PFI schools
continue to suVer from a catalogue of problems, including chronic overheating, leaking roofs and inadequate
facilities. In 2007 the Association of School College Leaders (ASCL) published a critical report on PFI schools
which highlighted design and contractual problems, estimated to cost the taxpayer billions of pounds. Head
teachers have complained that PFI contractors provide a poor service and put up their fees, and have expressed
concerns that time that should be spent on education is being wasted on resolving contractual problems.

27. In August 2009 the Commission for Architecture and Built Environment revealed that more than 104
Building Schools for the Future schemes were rated “not good enough”, “mediocre” or “poor”. And more
recently data obtained by the PPP Bulletin45 under the Freedom of Information Act shows that the costs for
the scheme have grown. For example, 31councils have seen the expected costs for their schools rise from an
initial £122 million to £161 million.

Inflexible

28. PFI locks the public sector into inflexible contractual arrangements for up to 30 years, with little room
for variation. This can be seen in the case of Balmoral High School in Belfast which was built in 2002.
Demographic changes meant that by 2007 school was no longer needed, but because it was built under PFI,
the council is committed to paying £9.2 million in maintenance every year for the life of the contract.

29. Making day-to-day changes in PFI buildings can be extremely diYcult and expensive. A National Audit
OYce report published in 2008 found that £180 million a year is paid out to PFI contractors for contractual
amendments. It reported major variations in charges for what was often routine maintenance work, which had
failed to be specified in the original contract. While one school had to pay £320 to fit a new electric socket,
elsewhere the charge was £30.81. It is the unique contractual position of PFI contractors that means that small
changes can involve large adaptations to contracts as well as virtual monopoly pricing.

Question 4. Is there significant risk transfer to the private sector or is it more apparent than real?

30. The underlying principle of PFI and PPP is that risk is transferred from the public to private sectors and
yet there is no comprehensive evaluation or independent research on the actual risks of PFI contracts.
UNISON’s report “Public risk for private gain?” (July 2004) illustrated the often illusory nature of risk
transfer of PFI and PPP schemes.

31. Failed PFI contracts, on too many occasions, have had to be rescued by the public sector meeting
additional costs. The failed Metronet PPP went into administration just four years into its £17 billionn
contract to modernise two thirds of the London Underground and the failure has cost the taxpayer £410
million.
43 Public Money and Management, April 2008, The Cost of Using Private Finance to Build, Finance and Operate Hospitals Jean Shaoul,

Anne StaVord and Pam Stapleton.
44 Audit Scotland June 2002, Taking the initiative—Using PFI contracts to renew council schools.
45 PPP Bulletin, 11 September 2009, Costs Building Up.
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32. The current economic climate is leading to huge pressures on contracts and pressures on PFI companies
leading to the collapse of a number of PFI schemes. Companies that got into serious problems in the past
include Jarvis, Ballast, Melville Dundas and Metronet. Recent projects facing severe problems include the
Defence Animal Centre, a project for 29 Cornwall schools and the collapse of William Verry a facilities
management contractor for Hackney Council’s secondary schools. In theory, the special purpose vehicle
should replace a failing company and there should be reasonable continuity for the public authority. In
practice they face higher charges as in Tower Hamlets and Cornwall, where the financier and investor, Abbey
and Innisfree, both withdrew, leaving the councils to pick up the pieces.

33. The public sector generally retains demand risk—the number of patients or prisoners or pupils—with the
result that if demand changes, the public sector again picks up the bill. A number of PFI schools have had to
close due to falling pupil numbers, leaving public bodies with huge financial liabilities. When the newly built
Comart and Media Arts School closed in Brighton after pupil numbers halved, Brighton Council had to pay
PFI contractors £4.5 million for terminating the PFI deal. And, NHS Wandsworth is faced with costs upwards
of £350 million for the Roehampton PFI Queen Mary’s hospital which cost £73 million to rebuild, due to the
hospital using more services than planned. The high level of repayment is likely to impact on future health
services. Without PFI, the long term costs of adapting to significant changes in demand would be much more
manageable.

34. In refinancing deals, the public sector can end up with more risk, without commensurate reductions in
their charges. At the Norfolk and Norwich University Hospital Trust the PFI consortium made a windfall
profit of £115m and increased their annual rate of return to investors from 19% to 60%. The new deal left the
hospital with a longer contract and greater potential liabilities of up to £273 million, if the contract was
terminated early. The deal was described by the Commons’ public accounts committee as “the unacceptable
face of capitalism.”

Question 7: Would public sector investment in the last decade have been lower without Private Finance? If so, by

how much?

35. No. The decision to use private finance is a political decision and the credit crisis has amply demonstrated
that when a government decides to borrow very large sums, it is well able to do so. Governments have chosen
to use the private sector as an intermediary for their borrowing for infrastructure projects and to bundle in
services rather than provide much cheaper funding through public borrowing.

Questions 8 and 9 together:

Question 8. How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis likely

to have a permanent effect on the Private Finance market?

Question 9: Are there realistic alternative roles for private finance than the current PFI-type private finance models?

Should the UK be aiming for more diversity in private finance models? Would a national infrastructure bank (such as

the proposed Dodd-Hagel NIB in the US) add any value in the UK? Should the public sector have a more hands-on

role in financing and/or delivery?

36. UNISON’s report Reclaiming the Initiative: Putting the Public Back into PFI (2009) shows how the
reliance on private finance for public sector projects has exposed them to greater hazards and weaknesses as
the financial crisis has deepened. The report proposes a move towards a publicly funded, design and build
programme which will ensure a more eYcient and more flexible and ultimately more cost eVective way of
building public infrastructure. The key elements are to:

— by-pass the market restrictions currently holding up projects, by using direct investment, with
publicly funded design and build schemes;

— remove soft services—such as cleaning and catering from existing PFI deals. This would be in line
with an increasing body of evidence that they do not represent good value for money. In 2006, the
Treasury toughened the criteria for including soft services, though it did not ban it outright. Then,
in 2007, an NAO report found there was no evidence that including services within PFI contracts
was better value than keeping them in public hands; and

— gradually bring existing operational PFI contracts into public ownership and halt further waves of
PFI schemes.
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Conclusion

37. PFI has never been a successful policy, but has escaped the critical attention it deserves, through the
superficial appeal of the notion of a partnership between public and private sectors, that fits so well with the
political consensus that the private sector can deliver public services most eYciently.

38. The credit crisis has changed all that. As one of PFI’s foundations, bank credit, begins to look increasingly
shaky, a light is thrown on the wastefulness and ineYciency of the whole initiative and the tide of opinion is
turning against it.

39. The smart use of conventional procurement, in the hands of a more savvy public sector, would be one step
in the transformation of public services, ensuring they were run by the public sector for the benefit of the
public, rather than for private profit. PFI has been a long and wasteful experiment, and it is time to bring it
to a close. We should look forward, instead, to a more eYcient, more flexible and ultimately more “value for
money”’ way of building roads, schools and hospitals, that we as a public need.

October 2009

Examination of Witnesses

Witnesses: Ms Margie Jaffe, Policy Officer, Mr Simon Watson, National Officer, UNISON, Dr Mark

Porter, Chair of Consultants Committee, BMA, examined.

Q553 Chairman: Ms JaVe, Mr Watson and Dr
Porter, thank you for coming. Would you like to
make an opening statement or shall we move straight
to questions?
Dr Porter: We have sent in a written submission. I am
happy to rest on that and take your questions,
thank you.
Ms Jaffe: My colleague is from the BMA. I am
Margie JaVe from UNISON. Our evidence was
separate evidence, so perhaps I could make an
opening statement.

Q554 Chairman: By all means.
Ms Jaffe: Thank you very much for inviting us,
because the workforce are not always considered in
these issues. We see the services as essential to PFI
and the workforce provide the services. We wanted to
raise that with you. UNISON, in case you do not
know, is the largest public service union. We cover
health, education, local government, police, utilities,
the services that are covered by PFI—and we have
many members working in PFI projects and we
would like to bring you their experience today. We
have taken an evidence-based approach to PFI now
since it started. We have produced more than 20
reports. We have worked with academics and other
professionals who have come to us really as a focal
point of dissent. I am a policy oYcer responsible for
our approach to PFI and my colleague Simon
Watson is a specialist in local government.

Q555 Chairman: We have had a lot of witnesses who
have been in favour of PFIs and some witnesses who
have distinctly not been in favour of PFIs. Reading
your written material, you come within the latter
camp, if I might put it that way. To the extent that you
really do have big concerns about these projects,
what do you see as the major problems?

Ms Jaffe: The major problems are the higher costs.
These higher costs are in repayments, in the cost of
finance, in the way the costs escalate between outline
business case and final business case, in that paying
for what we think are large returns that the consortia
make –and this is all evidenced by reports from the
National Audit OYce, Audit Scotland and so on.
What really matters to us is that these higher costs
then lead on to aVordability problems which put
huge pressure on the projects. If there is an
aVordability problem, then the projects get cut back,
not necessarily by the service needs (for example, the
number of beds might be cut, the number of
classrooms can be minimised in schools) and it also
puts huge pressure to cut the service costs, which is
where our members come in, and there is a huge
downward pressure on the number of jobs and the
terms and conditions of the workforce. This is of
great concern to us. It has a diVerential eVect on
women, because the services that are mostly part of
PFI projects (cleaning, catering) are women’s jobs to
a large extent. The Equal Opportunities Commission
did a study to show that this was true. We are very
concerned because the Treasury did clearly state that
they did not want PFI to be at the expense of the
terms and conditions of the workforce and we very
much welcomed that, but they have never checked
whether it is and taken any action to monitor it or to
evaluate that policy. The final thing that concerns us
is the inflexibility of PFI, the fact, as you have heard
from the specialists before us, policies change but PFI
cannot adapt to them as readily as non PFI. Priorities
change and we think that you are locked into very
long contracts that are very diYcult to adapt to the
changing world of policy and politics.
Dr Porter: We feel that there is relatively little
evidence that risk has been successfully and properly
transferred, as is meant to be the headline of this
policy. The risk has been successfully transferred to
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the private sector on a number of occasions when this
has been shown with one or two egregious examples;
for example, the Norfolk and Norwich Hospital,
where the transfer was handled in such a way that the
private sector was able to make quite a high profit.
We feel that one of the things that characterises PFI
is an excessive profit—and I am not against private
profit as such, but an excessive profit for private
sector partners—that is eVectively underwritten by
government guarantee. Another major area or
problem was brought out very well by Mr Coates,
who was sitting in this seat a few minutes ago. He
said, “PFI is not a good contract for delivering
complex services that change and develop with time.”
I can only agree with that. I would perhaps add to it
slightly, that carving out part of a complex service is
probably going against what he has said there. Trying
to carve out part of a hospital’s operations and make
that private while the rest of it remains public is
leading to a number of tensions and inflexibilities in
terms of the operation of the contract. The single
greatest risk that is never talked about and never
transferred, is the risk that operations will change
with time, that over the 30 to 35 year life of a PFI
hospital contract, the treatments will change. Not
overall. I am not talking about the abandonment of
a hospital and walking out and throwing away the
key and that sort of thing. That would be clearly
absurd. That should never happen either under
public sector financing or under private financing
initiative. The way in which hospitals have developed
traditionally with time: new treatments have been
introduced in certain areas; bits of the hospital have
been updated; new units have been built; new units
have been opened. During the 30 to 35 year lifetime
of a hospital, it is inevitable that certain areas will
progress one after the other and that parts of the
hospital will need to be adapted. All of that becomes
much, much more diYcult when the operation and
running of the hospital, which we believe is part of the
complex service, when that operation and running is
outsourced to the private sector and bound by the
contracts which run into many thousands of pages,
and it is that failure to transfer the risk of future
change that really is possibly the worst aspect of it
from our point of view. The contracts do not allow
for the appropriate change and development of
clinical services with time.

Q556 Chairman: What I am not quite clear about is
whether you believe that there are things which are
inherently diYcult about PFIs or whether you are
really saying that the current state-of-the-art of PFIs
is deficient. For example, on the argument about
higher costs, PFIs are meant to go through the hurdle
of the public sector comparator in terms of costs and
if they get over that hurdle then they should not be at
higher costs, so that would argue that this was an

issue of the state of the art rather than something
inherent. Are your arguments about the state of art or
inherent diYculties?
Dr Porter: It is diYcult to say. What would we say if
PFI changed a bit, would we still be against it? If PFI
changed a bit, it would not be PFI. We are here to talk
about the problems that this particular mode of
financing and delivering services brings. Many of our
members have been involved in PFI projects. As you
would expect consultants are eVectively some of the
senior managers of a hospital in that they dispose of
resources and there is a lot of clinical consultation in
terms of the design of projects from start to end, so
we have a lot of experience in how these projects have
been running. One of the observations that
characterises all projects is that two things are
communicated very eVectively to the chairman of a
trust, to the chief executive and to the board and then
onwards transmission to everybody involved in a
project. Those two things are firstly that PFI is the
only game in town, and I heard you quoting that
earlier on and it is entirely true; that is what is told to
everybody. The other thing that we are told is that the
PSC has to be done but unless the PFI comes in
cheaper than the PSC, there will be no new hospital,
there will be no project and no build. We have seen
one or two high profile projects collapse because they
could not be made to work in that way. On the whole,
I think the transmission of those two pieces of
information to everybody involved in a project sets
up what one might see as an irresistible force designed
to produce the answer that PFI is indeed cheaper
than the public sector comparator. The way in which
this can be done is given by another answer you were
given a moment ago, which is that the risk transfer
and public sector comparator is more of an art than
a science. I would agree with that, having seen a
number of these projects taken through. I would
agree that estimating the financial cost for the
transfer of almost unquantifiable risks is indeed an
art. The whole art of PFI is to make sure that it comes
in under the PSC.

Q557 Lord MacGregor of Pulham Market: A lot of
our witnesses have said that PFI projects have
enabled far more investment in public services than
would otherwise have occurred in the same timescale.
Your comments please.
Ms Jaffe: We would say that is just a political choice.
The Government chose to use private finance and
they could equally have chosen to use a diVerent
vehicle. We know that the total bill at the moment,
the total capital for PFI is £64 billion. The money
that has been lent, borrowed to bail out the banks is
measured in the trillions, so where there is a will there
is a way, and we absolutely think that it is a political
choice. You have to oVset that against what so many
critics are saying is the weakness of PFI, the higher
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costs, because we will pay for those in the long term.
This is not some cheap alternative. We pay for it one
way or another and we are creating long-term
obligations and tying up public finances for a very
long period.

Q558 Lord Best: It is the long period I am
concentrating on and whether you think that the
long-term nature of these contracts is overall
beneficial or harmful. Perhaps if I could say on the
perspective of UNISON on this, we have heard it said
that once locked into that 30-year contract there is
the advantage—and this would be an advantage to
the workforce—that even if there were severe public
expenditure constraints coming down the track that
contract stands and that workforce remains there,
whereas without it that might be something one
would cut and that would be something that one
would not survive.
Mr Watson: Our experience of that is somewhat
diVerent. Also before getting into the meat of it just
to mention the point about freedom of information.
There was a hospital in North East Wales—I will not
mention the specific trust—where once the contracts
had been issued for the cleaning the number of
cleaners was then cut subsequently. It was only after
a long battle that the contract for that was released,
after appeals to the Information Commissioner, and
the specifics of the contract were available. We looked
at the contract and saw that it could not possibly be
done with the reduction of cleaners that the contract
was actually proposing. It was only when we went
through a long battle to have proper openness
around the contract that that protection of the
workforce that you mentioned actually came into
play. There have been a number of examples where it
has been very diYcult getting hold of information
about contracts. A quarter of the appeals to the
Information Commissioner take two to three years
for a judgment to be passed on them. One of the key
lessons that has come out of PFI for us is the fact that
there needs to be more openness more quickly around
these contracts. Talking about the length of the
contracts, one of the main problems with those is the
transaction costs because these are large, complex
contracts. It has been estimated that transaction
costs come in at around 8% of the total value. In £64
billion-worth of PFI contracts, around £5 billion
would be accounted for by transaction costs. The
complexity of the contracts as well, including the soft
services and the support services within that, grows to
an enormous size and again there are costs associated
with that. These services, for example in hospitals—
cleaning, catering, portering, the soft services
associated with those—when they have been included
as part of the PFI there has been no step change in the

quality of delivery, there has been no particular
innovation, and if they are retendered, then the
retendering is done by a special purpose vehicle and
is then outside of the public procurement regulations,
so the public accountability of those is then lost.
Besides which, there is the inflexible nature of these,
if they are over a long period, and the lack of eVective
risk transfer, because the risk always remains in the
public sector if the service fails and does not transfer
to the private sector.
Dr Porter: If I could add to that very briefly. The way
in which PFI is structured in the Health Service is that
a local health economy is encouraged to take on the
contract. If it is to build a hospital, it is the hospital
trust that is eVectively the major partner, but the PFI
does not proceed unless the primary care trust (which
is the main commissioner for that area) is also, I
would not say party to it, but I have seen a number of
problems where PCTs have evolved and changed over
time and everybody has denied responsibility several
years down the line. EVectively, the local health
economy as a whole has to agree to take it on. There
is then a thing called the unitary payment and the
unitary payment is eVectively the mortgage plus the
service charge that runs for the lifetime of the
contract and is the one that is involved in paying for
the original build, the facilities, paying for the on-
going services and also incorporates the profit
element for the providers of the original finance.
However, that unitary payment, because it is all
wrapped up as one, deliberately so as to make it easy
to manage, in a sense, becomes a very dominating
factor in the local healthcare economy. First oV you
cannot adjust it and it is eVectively top-sliced oV all
health resources in that area. We have seen on a
number of occasions that the operation of that
unitary payment has so distorted the local health
economy that it has caused near collapses of trusts,
takeovers, it has caused strategic health authorities to
have to indulge in cross-subsidies which are supposed
to be reduced and eliminated in the Health Service.
To think that that unitary payment is then going to
continue unchanged for the next 30 to 35 years is
enormously daunting to those people who are just
trying to manage it on a day-to-day basis at the
moment, because what we know about the next 30
years is that the unitary payment will continue, but
what we have discovered since these things have been
signed is that the tariV is to be frozen for four years,
as announced by the Secretary of State a few days
ago, and all sorts of things are going to change in the
future about resource delivery. The outgoings remain
top-sliced and unalterable and it is that inflexibility
extending over decades that is going to cause damage
in years to come.

Q559 Chairman: The counter-argument is that
public sector buildings have a reputation for being
chronically under-maintained over the years because
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whenever there is a squeeze on public expenditure
you go for the short-term contracts, and maintenance
contracts are the ones that suVer, whereas if you are in
a PFI contract of this type, at least the maintenance
continues.
Dr Porter: Absolutely true and I think anybody who
has worked in hospitals is aware of a number of the
older ones where maintenance has been let slide
because of squeezes on resources. One of the areas
that you might be interested in asking is what is good
about PFI. There are some things which are good in
the sense that maintenance cannot be forgotten, it is
part of the contract, but it comes expensively and it
comes inflexibly. Yes, anything can be bought but the
price at which it is bought is too high, we would say.
Ms Jaffe: Can I add something to that which is I agree
that the whole-life approach of PFIs has been an
advantage and, in a way, PFI is solving the problems
we had in the 1960s and 1970s with the neglect of
buildings and also tying the construction company
into the maintenance so that the standards should be
higher, but, in actual fact, on the whole-life cycle
costs, what we heard so interestingly from the experts
in the previous session is that they have learned the
lessons of PFI. Procurement was an unusual thing
done by a very small number of public sector people
20 years ago. Now it is central, for better or worse, to
public services, and I think these lessons from PFI
have been and are being integrated into traditional
procurement, and if there is a lesson that you have to
keep some money ring-fenced for maintenance then I
think that is one that we can carry forward.

Q560 Lord Forsyth of Drumlean: I am struggling a
bit here, Dr Porter. When I was a Health Minister—
the scheme may have changed—your members who
were general practitioners used to come to the
Department in order to get support for them to build
health centres and so on, which would be done on a
long-term mortgage, and none of these arguments
about how healthcare might change over the next 20
years was used in the way that you are using them
now against private finance being brought into the
construction of hospitals. Why are GPs’ surgeries
diVerent to hospitals in that respect?
Dr Porter: It is slightly diYcult to answer. Obviously,
if you will forgive me, that was a while ago and under
a very diVerent financial regime.

Q561 Lord Forsyth of Drumlean: Does it not still
occur?
Dr Porter: You were hearing in the last session about
LIFT and quite a lot of primary care investment,
indeed I believe the vast majority of primary care
investment goes through the LIFT scheme these days
as opposed to the sort of long-term mortgages you

were mentioning. If you were to ask me what is the
biggest diVerence, it is that the BMA has never been
against long-term investments—eVectively,
healthcare facilities have to be that—what we are
against is the way in which that is currently delivered
through PFI. PFI is very diVerent to a long-term
mortgage for example in that it also incorporates
eVectively the service contract. It wraps everything
up, as I mentioned, into a unitary payment which
goes through a special purpose vehicle that is
designed to work alongside a trust. In this way, it
takes so much out, it goes so much further than
simply putting up a building and then working out
what we are going to do with it, how it is going to
change and evolve over time, how we are going to
maintain it, which I entirely agree has been neglected
in the past. It goes so far beyond that that it builds in
the inflexibility for the future that I was talking about
just now and which I will not rehearse again. I think
they are very, very diVerent because we have moved
from a situation where you are looking to make
public sector investment in a building towards a
situation where you are working with the private
sector to build, operate, maintain and deliver services
in a building in a certain way for decades to come. I
think the two are really quite diVerent.

Q562 Lord Forsyth of Drumlean: I do not want to
prolong the discussion on that but if I think of the
health centres that have been built by GPs who are
private contractors to the NHS, that I know of, that
have been built in the last 25 years, some of them were
the most innovative of buildings, bringing in
screening and so on, and they had the advantage of
not having to conform to the rigid structure that
would be decided by the health authority, or the
health board in the case of Scotland. What I am
trying to tease out is whether you are arguing
against—you used the phrase “well, if it was changed
it would not be PFI”—the scheme as it operates now
or whether you are against the principle, because one
of the things that struck me, I am genuinely sceptical
of this, and I think we started it when we were in
government, about the last session was that the
oYcials did actually seem to be quite enthusiastic
about the benefits that came in doing their task. Are
you not in danger of throwing out the baby with the
bathwater in being so concerned about the operation
of the scheme that perhaps you lose sight of the good
aspects of it?
Dr Porter: Are we against long-term investment? No.
Building of new facilities? No. Innovation? No.
Raising money from the private sector? No. We are
not against any of these things. It is very specifically
the way in which that is being done by the private
finance initiative in various sectors, health for myself,
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and particularly in education for UNISON, and
other sectors as well. It is the way in which it is being
done via that vehicle that is the problem. I am not
saying that any other vehicle would not have
problems but that vehicle in itself. I think it has
evolved considerably since it was first devised under a
Conservative Government 15 years ago. It is now tied
into a large series of operating manuals which govern
the contracts. For example, some of the contracts run
to over 10,000 pages, which are hugely detailed and
very diVerent from the way in which innovative
change in the past has happened. We are not at all
against any of those, but it is the way PFI is
structured and operated by the Department of
Health that is building up so many problems for the
future.
Chairman: We should probably make it clear, Lord
Forsyth, that when we talk about PFI, we are using
that as a shorthand and we are talking not just about
specific PFIs but PPP and indeed the LIFT
programme. These are variations on that theme.

Q563 Lord Forsyth of Drumlean: Could I just ask Ms
JaVe, to what extent do the employees’ terms and
conditions diVer between the private finance and
traditionally procured projects? I am not talking so
much about the contracting out of cleaning and so on
but the projects themselves, large construction
projects. To what extent is there a diVerence?
Ms Jaffe: When services are contracted out we have
found that staV terms and conditions do change. We
represent members who are at the bottom of the
grades and the NAO Report on PPP and
employment confirmed that they do much worse
under PFI/PPPs than more skilled workers. I
mentioned the aVordability problems, and this is not
coming just from the private sector; it is coming from
NHS trusts, too, who do not want to pay for the same
terms and conditions as exist in the public sector for
workers who are out-sourced. They are under huge
pressure to make savings. For example, we have an
agreement, a social partnership, between the
Department of Health, the private major contractors
and the unions that the system Agenda for Change,
which in health covers all the non-clinical staV in
health, should translate over when they take on
contracts so we take pay and conditions out of the
equation and then people in theory should only win
contracts on eYciency. However, we have come up
against a barrier where trusts do not want to do that
because it is going to cost them more, so the
downward pressure that comes from the aVordability
in these contracts and the service element, which is a
large part of any contract running a hospital or a
school, means that there are worse terms and
conditions for staV. You have also then got what we

call a two-tier workforce, so staV who are transferred
from the public sector have transitional protection
under TUPE but new starters do not, so you can have
people working alongside each other on exactly the
same contracts but with totally diVerent annual leave
or sick leave or pension arrangements, for example,
and that does not mitigate for good services. What we
find is that this downward pressure on pay and
conditions in itself is linked to the quality of the
service. We do not expect you to necessarily care
about the terms and conditions of our members, but
we do hope that you will care about the quality of
service. If you have taken a group of workers and
have pushed down their pay and they are already near
the bottom of the pay scales, and you give them
longer hours and worse holidays, then what happens
is they are more stressed, there is more sickness
absence, you immediately need to have more
managers to manage them and you also get a higher
turnover. If you have got a higher turnover there is
less training, even if it is available, and less well
trained staV. Let me just give you one example of a
service where we have seen this happen, and it is
partly PFI and partly contracting, and that is
hospital cleaning, which has been contracted out
since the early 1980s, one of the longest services. The
eVects on quality were not apparent for a very, very
long time but it has been a slow and gradual process,
and we have reached a point where, by any measure
of economic eYciency, it is a much more eYcient
service. There are probably half the cleaners now in
hospitals that there were in the 1980s and they use
fewer resources and they apparently were cleaning to
the same standards, but actually we know that at the
same time hospital-acquired infections, which could
be one measure of cleaning standards, have gone up
astronomically. Cleaning is not the only solution to
hospital-acquired infections but you cannot manage
it without good cleaning services.

Q564 Lord Forsyth of Drumlean: Surely that is not a
function of contracting out services; that is a function
of specifying the degree of quality of service that
should be provided?
Ms Jaffe: The expectation every time the service is
retendered is that there will be a saving in costs and if
it is a labour-intensive service that can only come
from the pay and conditions and the number of jobs
for the people providing that service. The
Government’s reaction to hospital-acquired
infections or the deterioration in the school meals
service, which is similar, has been to insist on more
investment. They have put more money in and they
have created more jobs and it is a false economy to
cut those services. There is a recent study by a
microbiologist, Stephanie Dancer, which shows that
if you just added one more cleaner into every ward,
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the cut in hospital costs due to having to deal with
fewer infections far outweighs the extra cost of the
cleaner. I use this as an example of how services have
deteriorated because it is very slow and very gradual
and very diYcult to measure. This is to do with
contracting out. The in-house services suVer just as
much because they are competing with the outside
services, so it is a result of the constant tendering that
this is so, and it is equally so in PFI hospitals and
schools.

Q565 Chairman: Can I bring you back to the point
about two-tier employment. Does UNISON
represent members of both tiers?
Ms Jaffe: Absolutely and it is very diYcult. You can
get situations where you have a service—it happens
particularly in the voluntary sector—where you have
two people on diVerent contracts and maybe one gets
paid for night working and the other gets no extra.
Then you get the tension of, “Why should I do the
night working shift if I am not going to get paid the
same as my colleague?” or, “Why don’t I get the same
leave?” You have some organisations where there are
many, many tiers, not just two.

Q566 Baroness Kingsmill: I would not want you to
think that everybody here does not care about the
terms and conditions of your members, but it has
been put to us that public sector staV working in
hospitals and schools are more eVective than their
counterparts—and this is a sort of counter-argument
to what you are saying—in traditionally procured
and older public sector buildings. For example, they
have been talking about in schools that pupils
perform better and in hospitals patients are happier
than those in traditionally procured estates. Would
that be the case, that the staV are more eVective in a
sense?
Ms Jaffe: I do not know where they got that evidence
from. There is evidence from Audit Scotland and
from the National Audit OYce that services are
cheaper in non-PFI where they have managed to do
a direct comparison and the quality is just as good if
not better, so I do not know where they got that from.
When the Treasury looked at operational contracts
they said they were surprised that there was no step
change in the quality of services and no innovation,
so there is not the evidence. Obviously if you have got
a new building, you are going to have better—

Q567 Baroness Kingsmill: —A nicer working
environment.
Ms Jaffe: The working environment should improve
but what evidence there is that we know of applies
equally. You talk about being eVective, and one of the
arguments in favour of PFI is that by getting in
contractors to do the cleaning, the so-called non-core
services, it frees up the teachers to teach and the

doctors to look after patients and so on, but, actually,
that is not what is happening. Because of the
complexity of the contracts and because they are so
inflexible, what is tending to happen is that if you
want to make some small change, if there is
something you are not happy about, you have to have
a meeting. The SPV might have to go back to their
insurers and legal experts to find out what the risks of
change will be and then what this adds to the cost of
change. There was an example just last week where
there are two new police headquarters in Kent and
what they found is that if they run out of toilet paper
or the light bulbs go they have to fill in a form which is
then sent to Gloucester and the company then issues
whatever it is they need. There was a situation a
couple of months ago where there were huge climate
change protests in the area and the police were under
huge pressure to deal with them and the managers
were having to meet with the consortium that was
providing the HQs to discuss where the waste bins
were going to be placed, so you free up some things
but you create a whole new bureaucracy which does
not make the staV more eVective. What the police
said in that situation was, “We should be spending
our time policing not talking about where waste
bins go.”
Dr Porter: From the health sector we are not aware of
any robust evidence that there is any diVerence in the
eVectiveness between groups of staV working in
diVerently procured and managed hospitals, but I
would not be too surprised if some could be
presented, and the reason for that is a hospital built
in the 21st century is more likely than one built some
decades ago (a) to have been designed for function
and (b) to have been designed according to modern
general standards. One obvious and yet trite example
is the way in which the hospital buildings notes have
now changed so that the walls have to meet the floors
at a curve so that they can be eVectively cleaned
instead of at a right angle as was traditional, which
cannot be eVectively cleaned. From that right the way
up to what we now know about the way in which
units should be designed for eYcient through flow of
patients, and so forth, all of this knowledge is
changing with time. The only hospitals built in the
last 10 years, more or less—with a few very small
counter-examples—have been built via PFI to
relatively modern standards and designed better to
function. As such I would not be at all surprised if
evidence could be found which would support the
assertion that staV can work better and more
eYciently in modern hospitals, but that is not a
function of the funding vehicle itself; it is a function
of the way in which the only hospitals built in the 21st
century have been under that vehicle.

Q568 Lord Lipsey: We have been concentrating on
health projects in this session and there are some very
specific arguments related to health which you have
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been putting forward which suggest PFI is not
necessarily satisfactory, for example radical changes
in clinical needs. Are there any sectors you can think
of in which you think PFI might be a good thing?
Mr Watson: There have always been parts of the
public sector where the private sector has provided
services, and sometimes quite substantial services—
buying goods, building has always been provided in
substantial part by the private sector, legal services,
there is a whole range of services that have been
provided. I think PFI or some kind of procurement
vehicle could be appropriate for that to have those
services in. I think they have to be brought in under
specific circumstances. If we are looking for example
in construction, there has been a report on cartels
which came out fairly recently where there was a large
cartel in the construction industry and 113
construction companies were fined about £200
million. Many of those were involved in PFI, perhaps
not all but many of them were, so there is a tendency
when the services are put out to market, that cartels
and monopolies may start to arise. If the private
sector is being used for these services it has to be quite
carefully overseen. Some of the points around public
oversight and public scrutiny of how public money is
being spent in terms of the application of freedom of
information again need to be carefully thought about
to make sure that they are applying to the spending
of these large amounts of money. Also on equalities,
if there is going to be this large amount of public
money spent, the public sector equality duties apply
directly to the public sector and they are applied more
weakly in contracting situations, so, yes, in terms of
building physical infrastructure which is going to
remain unchanged for a significant period of time,
there may be a role there, but it has to be carefully
considered.

Q569 Lord Eatwell: One of the consistent themes in
the evidence that we have received about PFI is that
PFI projects are more likely than traditional
procurement to be delivered on time and on budget.
Do you agree? Surely that is beneficial to your
members?
Ms Jaffe: We do not necessarily agree with the
research that produced that statement.

Q570 Lord Eatwell: It has been consistent. A whole
variety of diVerent witnesses have said there are lots
of things wrong with PFI but the one thing we can say
is you tend to get delivery on time and on budget.
Ms Jaffe: The studies that evidence was based on
actually said—there is an NAO Report: “It is not
possible to judge whether these projects could have
achieved these results using a diVerent procurement
route.” It is not that you say that PFI is on time and
traditional procurement is not.

Q571 Lord Eatwell: Is that not always true? Here we
need a hospital in this particular area. We are not
going to commission two, one by public procurement
and one by PFI and let them have a race, are we, so
there is never going to be evidence in that sense.
Ms Jaffe: That would be the scientific approach, yes,
but one of the things about PFI is that it goes through
this preferred bidder stage, which can last about a
year, where all the fine details are worked out and the
final contracts put together. Mysteriously, the price
between the outline business case, which is at the start
of that process, and the final business case at the end
goes up fantastically, and so for the first wave of PFI
hospitals, for example, it was mostly between 20 and
220%. Some of that may be the public sector saying
we want you to add all the twiddles and it has got to
be gold-plated and so on, but a lot of it is because the
consortia are protecting themselves from failing to
provide to cost. We would say those figures are
inflated. Anecdotally we have long lists of projects
that are delayed but unless they hit the headlines and
unless they are very big projects, we do not get to hear
about them. I think the final point to make is that, as I
mentioned before, procurement has moved on apace
since the days of the 1960s and 1970s which was the
last big construction phase.

Q572 Lord Eatwell: Is it partly because of PFI that
public procurement has improved?
Ms Jaffe: Absolutely, PFI has had an influence,
absolutely. There is a report from the New Zealand
Treasury for example which says that most of the
advantage of PPP sector construction and
management can also be obtained from conventional
procurement methods. We would argue, finally, that
you can get time and cost considerations under
control just through modern procurement, many of
the lessons learned from PFI.
Lord Eatwell: Thank you.
Lord Forsyth of Drumlean: May I just make an
observation, as you have quoted the National Audit
OYce in Scotland, the comments that were made on
the procurement process of the Scottish Parliament,
which I think was not only delayed but its costs went
up from £40 million to £440 million, I think what
Lord Eatwell said is correct, almost everyone has said
that there is a big diVerence been made to public
procurement but also a huge diVerence in on time and
within budget. You might argue that it is more
expensive. If I may say so, you have been making a
very strong case, but are you not in danger of
undermining it by perhaps closing your eyes to what
has happened in the past and is still going on with
traditionally procured projects?
Baroness Kingsmill: You could also look at Terminal
Five which was on budget and on time and was not a
PFI. It is modern procurement possibly.
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Q573 Chairman: You have answered the question I
was going to ask which was whether it was possible to
capture some of the benefits of PFI which you
mentioned earlier on like the bundling of provision of
infrastructure and the maintenance under a public
sector approach. I think you have said yes that is do-
able. Would you go so far as to support the concept
of a national infrastructure bank which would have
access to finance more cheaply by its nature than it
would do if it were private finance?
Dr Porter: There are many ironies here and one of
them is that PFI was touted as the means by which
private sector capital could be unlocked and used to
build parts of the public sector, and now, some years
later, we are discussing setting up a national
infrastructure bank to prop up the private sector in
order to provide the capital, and it starts to sound like
an incredibly circular argument. I should more
properly say that since the first we have heard of a
national infrastructure bank is in this question, and I
do not know what it would involve, so we would
really have to reserve judgment on that one.

Q574 Chairman: I think it is being looked at in the
United States, for example, and it already operates in
at least one other European country at the moment.
It could take various forms but if you have not had a
chance to think about it then perhaps we will leave it
at that. I think it would perhaps be more interesting
in terms of the provision of debt than equity, put it
that way.
Dr Porter: It should be said that if such a thing were
to be set up, an important principle would be that it
would have to change the nature of PFI, because of
course one of the key principles is the paying of the
private sector for their ability to raise such capital.
That is one of the sources of drain on the public
purse. If they are no longer raising the capital they
should not be paid for it.
Chairman: That would be one of the benefits that is
claimed of such an approach—that the cost of capital
would come down, but let us leave that one at that.
Lord Best?

Q575 Lord Best: Would it make a diVerence to your
views on PFI projects if it were pension funds that
were at the back of this and if the profits, big or small,
accrued to the pensioners, that they were the
recipients at the end of the day, would that make any
diVerence to how you view PFI?
Ms Jaffe: I think the short answer is no because the
criticisms we have are of the methodology and where
the money came from would not change those
parameters.
Dr Porter: I would agree with that and only extend it
slightly by pointing out that the Health Service
pension scheme does not have a fund to invest. It is
paid for by the employees in any one year and runs to

budget, which is why it is set up on a secure footing
for the future. There is no fund to invest.
Lord Best: It was not only your pension that I was
thinking about! Thank you.

Q576 Lord Forsyth of Drumlean: What do you see as
the appropriate role for the private sector in the
delivery of public services?
Dr Porter: I think the private sector has a number of
important roles which have been continuing for
decades and will continue. I have worked in hospitals
which have been constructed under traditional
financing vehicles; I have worked in hospitals that
have been constructed under PFI. In each case the
hospital was built by a private company. In each case
private companies brought goods and some small
number of services to the hospital for us to use. In
each case private pharmaceutical companies
developed, innovated and delivered the drugs to us
for us to use on patients. All of these things are
appropriate uses within the mixed economy that is
the United Kingdom. I do not think anybody is
arguing for nationalising the commanding heights of
the economy. Where I have a problem is when it goes
beyond that to saying that the private sector is so
privileged that since we could not and should not put
public money into this we should actually pay the
private sector what turns out to be—and I think will
turn out to be even more—excessive amounts for the
use of this specific financing vehicle. However, in
being opposed to that, the BMA is absolutely not
opposed to the use of private industry in delivering a
whole range of things which it has always delivered to
the NHS.
Mr Watson: Just to add to that, as I said before, the
private sector has always had a role in how public
services are being delivered. It depends who is in
control of that and if it is being used as a tool by the
public sector or it is using the public sector as a tool.
I would just add that where we have seen downward
pressure on jobs and pay and conditions for people
working for private contractors in the public service,
we have presented a certain amount of evidence
regarding that. The Treasury’s policy on this is that
this should not be happening and it does not provide
quality services. What we have not actually seen is
that being well-evidenced by the Treasury itself. We
have not seen the monitoring and the enforcement of
the Treasury’s own requirements and policy as part of
this. I think that is something that would widen the
evidence base around what is happening to the
workforce and the quality of services around private
sector provision.

Q577 Lord Forsyth of Drumlean: Are you influenced
by the fact that the more private sector involvement
there is the fewer opportunities there are for you to
recruit members?
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Mr Watson: I do not see why that would necessarily
be the case.

Q578 Lord Forsyth of Drumlean: I would if I were
doing your job. I would want to get as many members
as possible.
Mr Watson: The expansion of UNISON as a trade
union has grown considerably in recent years and the
number of people employed overall in the public
sector has grown. That number of people has grown
overall. Much of that would be in the private sector
and some of that would be in the public sector. So
whilst there is a large pool of public employees, there
is a large pool of people that UNISON would wish to
recruit from.

Q579 Lord Forsyth of Drumlean: But the expansion
of PFI would reduce the opportunities for you to
recruit members.

Mr Watson: UNISON recruits in public services not
just in the public sector so the people working in PFI
projects we would equally seek to recruit them as we
would people working directly for the public sector.
Ms Jaffe: Almost 10% of our members work in the
private or voluntary sector providing public services.

Q580 Chairman: Do you find that downward
pressure upon pay and conditions is unique to the
private sector? Have you never come across it in the
public sector?
Ms Jaffe: I believe there may be a downward pressure
coming from other directions recently, but the
contracting out of services raises the expectation that
there will always be savings every time the contract is
retendered, and we think that is very destructive to
quality in public services.
Chairman: I think that brings this session to a close.
Thank you very much for your time and for your
helpful answers to our questions.
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Examination of Witnesses

Witness: Ian Pearson, a Member of the House of Commons, Economic Secretary, HM Treasury, examined.

Q581 Chairman: Welcome to the Economic AVairs
Committee. This is the 10th and last public hearing of
our inquiry into private finance projects and oV-
balance sheet debt. Copies of Members’ entries in the
Register of Interests and interests declared as relevant
to this inquiry are available to the public and
witnesses. Minister, welcome, and thank you for
making the time to come along this afternoon. I am
sure I do not have to ask you to speak loudly and
clearly for the benefit of the shorthand writer. Would
you like to say any words, as it were, by way of an
open statement or would do you want to move
straight into questions?
Ian Pearson: Thank you for the opportunity to talk to
you today. I will be very interested to hear your
conclusions when you finalise your report, but I am
happy to go straight into questions.

Q582 Chairman: Let me start with a scene-setter, if
you like. Perhaps you could outline what you see as
the primary achievements of PFIs, the Private
Finance Programme, and what problems you think
remain to be solved?
Ian Pearson: Yes, let me do that. I do think that
public/private partnerships PFI has helped to
transform the way in which the Government delivers
services to our citizens, by promoting innovation,
ensuring that the whole life costs of initiatives are
minimised, and ensuring that risk is properly
allocated and allocated to those, public or private,
who can bear it best. I think that has been a strong
theme for what we have tried to achieve through PFI
over the last twelve or more years. Particularly PFI
has a track record of delivering on time and on
budget, and I think there is some evidence that
suggests it has helped to promote a learning culture
that has benefited conventional government
procurement as well. If I was just to take the example
of my own constituency, which I do not think is
untypical, but in terms of the benefits, we have seen
investment in what is in eVect a new hospital at
Russells Hall that oVers state-of-the-art medical
facilities to a population of more than 300,000
people. We have seen another satellite hospital, the
Corbett Hospital, built brand new, oVering services.

I have got a PFI school in my constituency and the
local authority is currently bidding for the Building
Schools for the Future Programme funding as well,
which would involve private finance as well. At the
primary care level as well we will see the completion
next year of a major new health centre right in the
heart of my constituency in Brierley Hill. I do not
think my own experience is atypical of other
Members of Parliament. We have seen significant
capital investment in 21st century infrastructure over
the period that I have been a Member of Parliament
that PFI has helped to finance. You asked also about
the problems that still need to be solved with PFI. I
do believe that there has been a learning experience
over the whole period of the PFI programme, as has
been quite well documented. I think there has always
been an issue about procurement times. Procurement
times for PFI projects can be lengthy. There can be
some significant bidding costs at the front end as well,
so for bidders that are not successful that can be a
disadvantage. I do think that with best practice,
however, procurement times can be shortened. When
I was a Minister in Northern Ireland, we managed to
run a major procurement exercise from start to finish
for procuring a major new building within 12
months; and that shows what can be done with PFI.
The final area where I think there is still work to be
done will be on the client side, client-side skills. I do
think it is the case that we have not always been as
good and intelligent a purchaser as we should have
been, and as good and eVective managers as we
should have been. I think whether it is a central
government-run PFI scheme or a local authority one
or a health service one, ensuring that you have got the
right commercial skills to manage the client side of
the contract remains an issue. Again, there have been
significant improvements over the last 10, twelve or
more years.

Q583 Chairman: How do you set about getting
those skills?
Ian Pearson: There is a lot of work that has been done
through the OYce of Government Commerce in
terms of procurement capability and reviews looking
at skills more broadly across the Civil Service,



Processed: 10-03-2010 22:31:15 Page Layout: LOENEW [E] PPSysB Job: 440731 Unit: PAG2

270 private finance projects and off-balance sheet debt: evidence

19 January 2010 Ian Pearson

whether it is skills in terms of conventional
procurement or procurement of PFI/PPP projects.
That, I think, has been beneficial. There has been lots
of work as well to make sure that we are not
reinventing the wheel every time in terms of standard
of contracts, as I think you are very familiar with; but
ensuring that we have got the right calibre of people,
that they are properly supported and there is the right
level of advice available is crucial. We have recently
had initiatives like the Major Projects Review Group.
We have got the OGC Gateway programmes that are
looking at oversight to ensure proper planning of
procurement processes. All those are helpful
initiatives in procurement more generally. I think it is
one of these areas where there is always more that can
be done. Again, I would like to think that there is
clear evidence there that we have got better in
managing the client side, although we should never
be satisfied and should always want to strive to do
even better in future.

Q584 Chairman: Do you think that requires
recruiting people with those skills from the private
sector, in other words turning poachers into
gamekeepers, or do you think you have got already?
Ian Pearson: Yes, it does involve that. I think one of
the things that has been very successful has been the
way in which we have done just that through what
used to be the Treasury PFI Unit, which then became
Partnerships UK, and more recently with the
Treasury Industry Finance Unit as well. Through
both PUK and TIFU we have brought in significant
commercial skills from the private sector to work on
projects and to bolster our teams that are working on
the client side within government; and I believe that
has produced some really significant benefits.

Q585 Baroness Kingsmill: Some of the witnesses
who have appeared before us have demonstrated a
certain cynicism about the reasons for PFI and why
that method was chosen. Basically, we have been told
that it was designed to get round Treasury spending
rules. I wondered if you would like to comment on
that and whether or not you think that continues to
be the case. Supplementary to that—a third, which I
am sure you will hold along with the others—do you
think the situation will continue, that this will
continue to be a means of getting round Treasury
spending rules?
Ian Pearson: I do not accept the premise in the first
instance. I know that there is a perception amongst
some people that this is the case and that the
Government has been doing this to get round the
rules. However, what I want to say is that the
Treasury has always been very clear in its guidance
that this is about eVective risk transfer; it is about
looking at best value for money. It is not about the
accounting treatment. If you look at the figures in

terms of PFI deals, although the overall number is
very high, PFI/PPP deals only account for round
about 10% of total procurement; so it is not a route
that the Government has been wanting to go down if
it wanted to get everything oV balance sheet, as some
people have alleged. There have obviously been
recent changes to accounting treatments that you
might want to discuss in more detail, and I gather
other people have talked to you about this. Certainly
the introduction of new international financial
reporting standards will bring nearly all oV-balance
sheet PFI obligations on to the balance sheets of
departmental resource accounts, and the debt
implied will be visible in the departments’ annual
accounts as well.

Q586 Baroness Kingsmill: So what might have been
can be no longer!
Ian Pearson: I do not think it ever has been the
intention of Government that PFI deals should be
anything other than transparent. You cannot build a
big hospital in my constituency and be anything
other than transparent, quite frankly. There are
people who want to allege that this is some sleight of
hand in terms of accounting. I do not really believe
that is the case. There is a lot of information out there
at the moment. Some of it has now been reported on
diVerent bases; but just as we are used to diVerent
definitions of inflation, as we have seen in published
figures today, I think people can readily understand
diVerent ways in which accounting treatment leads to
diVerent figures being presented. As long as the
information is there and out there, I think that is the
important thing.

Q587 Baroness Kingsmill: Do you think the process
gained more flexibility in procurement?
Ian Pearson: I certainly believe that PFI has been a
revolution in the way in which governments procure
services. Looking back on it, it must have always
seemed strange that government just procured
everything through a mechanism that involved
paying up-front in some cases for an asset that has a
very long, useful life. Most people, when they are
considering purchasing a house, do not buy it
outright; they will purchase it over a period of time.
The ability of government to make unitary payments
over the expected useful life of an asset or a service I
think is an innovative initiative for government. I am
proud of the fact that we in the UK have actually
pioneered this. As you know, many of the countries
have copied us since, and I believe that it is a
legitimate, cost-eVective procurement mechanism,
but it is not the panacea for everything. I just wanted
to make the broader point as well that when we came
to power in 1997, we inherited—without wanting to
get too political—an infrastructure in this country
that in many respects was dilapidated. As part of a
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programme of increased capital investment, PFI has
allowed us to bring forward investment and to build
in particular new schools and hospitals earlier than
we would otherwise have been able to do. I think that
has been a significant benefit. For those that say,
“Well, yes, you have got to pay for it later”, yes, we
are continuing to pay for it, but in the same way that
people will pay mortgages as I have indicated. I do
not think that is an unreasonable thing to do. The
question is to make sure you have got the balance
right between what you procure by conventional
means and what you procure through PFI means,
and take into account the aVordability of that unitary
payment as part of your departmental accounts if
you are government, or as part of your budgeting
processes if you are a local authority health trust or
local education authority.

Q588 Lord Forsyth of Drumlean: I wonder if you can
help me, without being political. When I was a
minister and we had a PFI we saw it as an absolute
godsend because we saw it as a way round the very
rigid controls on capital expenditure which were
imposed by the Treasury. In your opening remarks
you explained how you had been able to get these
extra hospitals and schools. The reason you were able
to do that of course was because the Treasury were
not controlling that expenditure. I understand your
point about being able to have it on tick, like a
mortgage over a period of time; but the mortgage
analogy, if I may say so, does not seem to me to be a
very good one. It is like buying your house on a credit
card as opposed to a mortgage because the Treasury
can borrow long-term money much more cheaply
than is being charged with PFI. Can you help me with
the inconsistency with what you have said at the
beginning, which is that PFI allowed all these capital
projects to go ahead, and the answer that you have
just given to Baroness Kingsmill that it was not a way
of getting round the Treasury’s strict spending rules?
Ian Pearson: It certainly is not a way of getting round
the Treasury’s spending rules. I do not believe there is
an inconsistency. I do agree with you when you say
that the mortgage analogy is not a perfect one,
because when you have a mortgage on your house,
the person you have a mortgage with is not
responsible for maintaining that house; you are.
There are some significant diVerences between the
mortgage analogy. You are right, of course, to point
out the fact that the Government, through its Works
Loan Board, can borrow at a cheaper rate than the
capital markets and any consortium that is going to
the capital markets to borrow. But, as you know very
well, there is significant evidence out there that the
benefits overall of PFI projects and the transfer of
risks that takes place as part of the PFI process lead
to a better outcome overall, with regard to the whole
life costs of the project. The fact that we have been

able to make improvements to the infrastructure of
school buildings, hospitals and primary care in
particular at a pace that we would not have been able
to achieve through normal, conventional means I
think is a very beneficial thing to do. But it has not
been done at the expense of a rigorous analysis of
making sure that we deliver best value for money.
That is what we try to focus on as part of it.

Q589 Lord Eatwell: Could I follow up on that
because we have a group of questions all about this
additional thing. The key issue, it seems to me, in
your reply to Baroness Kingsmill and Lord Forsyth
concerns the transfer of risk. I have been very puzzled
about this business of transfer of risk. Let us take the
hospital in your constituency. The hospital has been
built by a private contractor, whoever it is, and they
are running it, but they may sell it on to somebody
else to run; you are never quite sure who will run it. If
whoever is going to run it goes belly-up, the risk goes
immediately back to the state, to the public sector, so
the public sector is never free of risk because it may
actually have the entire risk transferred back to it.
You are not going to close a hospital because some
private company fails. The transfer of risk, it seems to
me, is entirely conditional, and it is conditional on the
characteristics of the company. Those characteristics
seem to me to be something over which the public has
very little control. I suppose you can do due diligence,
but you can never be quite sure how a public
company is going to perform over such a long period
of time as these projects are involved. It seems to me
that the state is always carrying a very considerable
risk, as it has done with the Tube.
Ian Pearson: First, could I say, Lord Eatwell, on the
issue of risk I agree entirely with your comments and
your letter to the Financial Times today upon risk and
credit default swaps.

Q590 Lord Eatwell: Thank you very much.
Ian Pearson: Specifically on risk in this context.

Q591 Lord Eatwell: Yes, fine. Go ahead.
Ian Pearson: For instance, the school in my
constituency, Summerhill School, was built under a
PFI contract that had Ballast as one of the partners.
We are all very aware of the problem with Tower
Hamlets and the problems that Ballast had that
meant it went bust. It is also the case with the hospital
in my constituency. Again, there were contractual
issues during the building phase and in the
operational phase as well, which involved the
contractors taking a significantly greater financial hit
than they expected at the time of the contract. It is
still the case that the school is run under a PFI
contract, despite Ballast going bust, and despite the
contractual diYculties with the hospital as well. It is
still the case that the private sector has paid more for
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it but it is still being delivered as a PFI project and
delivering successful outcomes for hundreds of
thousands of people who use the hospital services. I
entirely accept that there has got to be some sort of
tail risk and that at the end of the day if everything
goes completely wrong public services still need to be
provided, and it will be the responsibility of
government to do that. I suppose the question I want
to put back is: how do you deal with that tail risk
because in lots and lots of instances you can see and
certainly the experience of PFI and PPP projects as
they have evolved, although there have been some
problems that have been encountered along the way,
very few indeed have involved the government or the
central or local board having to step in, in the end. I
do not think the risk is perhaps as—

Q592 Lord Eatwell: To follow on about this process,
how would you go about saying whether PFI had
actually contributed to the overall infrastructure as
you claim? Obviously there are the physical things
you can see around you in your constituency and,
indeed, across the country, but the question is: would
these have taken place anyway? Is there some way of
getting a grip on what the influence has been? I know
this is counter-factual because we cannot see it being
done, but is there some way that in the Treasury,
where you are trying to look at value for money for
the public, you try to estimate what the increment
has been?
Ian Pearson: I think it is very diYcult to do so because
you are just dealing with the counter-factual. I think
we can point to facts such as 70% of hospital schemes
have been delivered by PFI; round about 60% of new
schools have been delivered through the PFI group to
indicate that in some sectors it has been a highly
significant part of the procurement mix, and you have
to ask yourself the question: if it had not been that
part of the procurement mix and it had all been
procured by conventional means, would you have
built as many hospitals? As I say, it is 80 out of 117
that have been procured through PFI, and a similar
situation with schools. In other sectors, transport for
instance, while certainly there are some high-profile
PFI projects, a lot of the procurement in the transport
sector has been through conventional means. It is
very, very diYcult to talk about the added benefit and
quantify it, because the Government could have
made diVerent decisions on capital expenditure. Any
reasonable person looking at this would conclude, I
think, that we would not have as many new hospitals
or schools today if we had not used the PFI route as
if everything was done through conventional means.

Q593 Lord Eatwell: EVectively, more money has
been brought into infrastructure investment by this
mechanism than would otherwise be the case.

Ian Pearson: In eVect, more capital expenditure has
been taking place as a result of it. I think the figures
are something like over 670 projects with a capital
value of over £55 billion have been delivered. You
have to ask yourselves the question: if the
government had had to pay for all of that, would it
have done? That is the counter-factual. If it would
have done, then I suppose the line of reasoning would
say: would it have done so within the same spending
envelope as has existed over the last 10 or 12 years; if
so, what would not have been delivered, because you
would have had to take money from resource and put
it into capital.

Q594 Chairman: Why would it not have been? I
know this is getting very hypothetical, but why would
it not have been delivered if it was not simply an
accounting means?
Ian Pearson: Why would it not? Because what you are
doing through a PFI contract is enabling a capital
asset and service frequently to be procured and to be
paid for over a period of time—20, 25 to 30 years; and
the ability to smooth the costs of it through the
unitary payments that are made, rather than have to
account for it all in one go and actually pay for it in
all one go is obviously, I think, the reason.

Q595 Chairman: So the fundamental driver is
spreading the payments forward.
Ian Pearson: No, I am not saying that is the
fundamental driver. I have said earlier, and I stick to
it very strongly, that the fundamental driver for this
has got to be the fact that it delivers value for money,
but the practical politician in me says to you the fact
that you can actually deliver more schools and
hospitals, and more quickly than you could through
conventional means, has been attractive to the
Government, and I think Lord Forsyth was
suggesting it was attractive to a previous government.
It has certainly been attractive to us, and it is
important for our citizens as well because we are
delivering better services for them more quickly.

Q596 Chairman: If the fundamental driver is value
for money, why is there only 10% of expenditure on
infrastructure in PFIs and not 20%?
Ian Pearson: I think when it comes to PFI contracts,
certain sectors are more amenable to PFI contracts
than others. I actually think that the Government
could be more ambitious in future when it comes to
its capital expenditure and how much of it is allocated
to PFI projects and how much of it is allocated to
other procurement methods. The starting point has
got to be what delivers best value for money.

Q597 Lord Forsyth of Drumlean: I could not resist
interjecting. What you are saying is that the
attraction of being able to build all these hospitals
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and schools, which is great and are required
obviously, was that you could buy them on tick
instead of having to go along and pay cash, you go
along to the DFS and buy a three-year arrangement
or something of that kind. It is the same thing but all
you are doing is you are deferring the payment. You
said—
Ian Pearson: No, it is not all we are doing. As I say,
the attraction is very much that we can deliver best
value for money and deliver the services and modern
infrastructure more quickly as well.

Q598 Lord Forsyth of Drumlean: Yes, but you said it
was 65 billion which the Government would not
otherwise have been able to pay. The Government
will have to pay; it is just being deferred over a longer
period, and during that longer period subsequent
governments will find it more diYcult to find the
money to do the programmes that they would like to
do as a result.
Ian Pearson: It is always the case that the government
is going to want to make decisions as to how it uses
its capital resources and its revenue budget as well. I
think what is important, as I tried to indicate earlier,
is to get the right sort of mix. For instance, when I
was a Minister in Northern Ireland, I agreed a long-
term infrastructure strategy that looked at how
projects can be funded, and vigorously looked at
which were best to be funded through PFI or
conventional procurement methods. Getting the
right balance between procurement methods is right
if you are going to deliver best value for money. I
think you have to take into account aVordability in
terms of the unitary charge because even if it is best
to do something through a PFI route, if, as a result,
you are going to have a unitary charge, that meant
you would have a significant proportion of your
ongoing revenue budget gobbled up and not being
able to be used for other sources, you would not want
to do it even if it was the most cost-eVective route.
There are always other considerations that need to
come into play on this. Having a sensible level of
unitary charge is part of a department’s, a local
authority’s or health trust’s budget. It seems to me to
be a realistic thing to do, just as I certainly have a
certain level of debt that I carry, as many people do
and as well as many businesses do, and we might
want to talk more about that.

Q599 Lord Tugendhat: Chairman, I would like to
ask one more supplementary before coming to the
next question. An area where PFI has been
particularly substantial is the NHS. Obviously we
have got many new hospitals and the proportion of
old ones has dropped, but do you feel that the nature
of PFI in the NHS has actually saddled these
hospitals with debts that has made it diYcult for
them then to pursue the objective which the

Government has set, which is to move towards
foundation trust status?
Ian Pearson: No, I do not. Let me tell you why. I think
that pretty much in every circumstance that you have
had PFI deals what we tried to do is ensure that the
deal again requires a unitary payment that is
aVordable, given all the other responsibilities that an
NHS trust would have to meet. I am not saying that
there might not have been cases where people got
their sums wrong. Certainly there have been in the
past some experiences of NHS PFI projects that have
got into diYculty. I do not believe that we are
saddling NHS trusts with a millstone by making them
pay an ongoing yearly fee for the capital asset that is
being maintained for them that they operate. Again,
I think that is a sensible thing to do. I have not said
this, so just let me put it on record: there has always
been a danger in government, central or local, that
when times get hard the first thing that gets cut is the
maintenance budget. That does not or should not
happen under PFI because it is built into the contract
in the first instance. If you get PFI contracts properly
structured so they deliver best value for money, that
maintenance is required to be done anyway and
would have to be accounted for as part of the ongoing
budget of an NHS trust. Of course, there is the
additional capital repayment in eVect for that part of
the PFI transaction, but if you structure it in a way
that it is aVordable within NHS budgets, then it
strikes me as if that is the best way in which you can
deliver a project that again delivers value for money.

Q600 Lord Tugendhat: Thank you. I will move on to
the next question which is to ask you whether you
could comment on the relative merits of using ring-
fenced special purpose vehicles as opposed to a more
equity-financed model. Obviously, what lies behind
that is that SPVs can walk away in a way that the
substantive organisations might not be able to, and in
particular of course we have had the example of
London Underground.
Ian Pearson: Yes. I did not bite on Lord Eatwell’s
mention of the London Underground in the first
instance. Let me just say some points about the
broader situation. Typically a PFI project would have
10 to 15% of equity and 85 to 90% of debt within it.
Over the last two years perhaps there have been some
experiences in the marketplace that might need some
readjustment about what an appropriate equity
portion is and what an appropriate debt portion is
because there are diVerent views on leverage. A key
feature of PFI projects has always been that because
there is a level of debt built into the project that there
is a strong incentive for the lenders of that debt to do
their due diligence and make sure that the projects are
well specified and likely to run in a way that they can
over the long term get the returns that they expect
from them. Within the framework of the contract, the
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system of incentives there will ensure that that
diligence is done. It is also the case that the debt
providers, typically the banks and the insurance
companies that are involved in this marketplace, will
want to police the providers as part of this. There is
an inherent inbuilt incentive system within the PFI
model to ensure that these projects are properly
specified and delivered. As we have already said, that
is not to say that they do not always go exactly to plan
and there have not been some problems. In some
cases there clearly have been problems. Specifically
on what you are saying, I suppose what you mean is
that there should be far more equity into projects. I
do not think the typical constructor or maybe even
service operator could fund these projects entirely
from their own balance sheet. It would be a fairly
strange thing for them to do. I do not think they
would want to do it. Most of them will have some sort
of gearing within their organisations and so saying
that it should all be equity financed I do not think is
realistic. I am not sure it would produce any better
benefits in terms of the way the project is structured
and delivered anyway. Having a mixture of debt and
equity—we could always argue at the margins as to
what the percentages should be—does strike me as
the best way you are going to deliver a project, and,
as I say, you do incentivise the lenders to make sure
that they have a really clear view of the project,
understand it well and are convinced in their own
minds that it is going to deliver; because otherwise
they are not going to want to lend to it.

Q601 Baroness Hamwee: It is just a small question
arising out of answers that you have given to the last
couple of questions really. You have mentioned the
fairly standard contract that the Treasury
recommends. Are you actually recommending 15%
of equity and 85% of debt, or have you moved from
that?
Ian Pearson: We do not have a recommendation as
such, and typically it would be up to the market to
decide the appropriate structuring of a particular
transaction.

Q602 Baroness Hamwee: You mentioned the
importance of maintenance and I absolutely take
that point. We have heard quite a lot about bundling
of build and service provision: could the same be
achieved without using private debt finance and the
higher costs associated with it?
Ian Pearson: I am not sure exactly what you mean by
that question. If you mean could it all be
conventionally procured, of course it could be. It
could all be conventionally procured. But I go back
to the point in that case of saying that we would not
be going down the PFI route if we did not believe it
was the most cost-eVective solution. If you mean
could it all be private equity funded, I just do not

think that that is realistic. As I say, I do not think
companies would want to take all the equity risk on
their balance sheets. I cannot think of one company
that would find that an attractive proposition. Also,
they would demand a lot more for it, which would
make PFI unaVordable; the debt risk is a lot lower
than the equity risk. By and large, if the taxpayer is
looking to pay for these projects, we do want to see a
high level of debt finance as part of it because, other
things being equal, it is going to be cheaper than
paying for the equity.

Q603 Chairman: Is it inconceivable to have a private
equity skin in the game from the constructor but the
debt is produced from the public sector rather than
the private sector and these two things sit together?
Ian Pearson: I do not think it is inconceivable.
Certainly having that private equity skin in the game
is important. I was trying to make the point that
having the private debt skin in the game can be very
useful as well because it keeps everybody on their
mettle as well as the normal contractual management
from the client side. But you could conceive of
models which had private equity in it and public debt;
and indeed, I suppose, if you look at Manchester
Waste as a recent PFI scheme, where TIFU helped to
fund that, it is a good example of where we helped
make up the diVerence to get the project oV the
ground in diYcult circumstances. Whether you
would always want it to be 100% public sector funded
debt, I do not think there is a compelling reason why
it should be that way. As you rightly say, you should
not rule it out and it might be an appropriate one in
some circumstances.

Q604 Lord GriYths of Fforestfach: I would like turn
back to this question because it is very interesting,
and I do so because there are sceptics of the PFI
initiative and I would very much like to deal with it.
Their argument goes something like this: let us
assume you were Chancellor of the Exchequer and
you said: “We want to put 15 billion into schools and
hospitals and things like that and we have a chance to
either go the PFI route or we can go the conventional
route”, because we know that a conventional route
with public sector debt is going to be cheaper, they
then argue that it would be conceivable that you
could replicate all of the benefits you got from PFI in
terms of time and specifications, within that sort of
public sector framework. I must say personally I have
some doubts about it, but you are there as a Minister.
Because we have certainly had people come to us who
I think at the back of their minds they are really
saying, “We need not go as far as the private finance
route; the public sector will do it just as well because
we can replicate everything they do and it would be
cheaper, so we would get better for value for money.”
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Ian Pearson: I did make the point earlier that I think
there have been some indications that conventional
procurement has been more eVective in recent years
because of a learning eVect from experience from
private finance/PPP transactions. I would not want
to say that necessarily the public sector cannot run
things eYciently, because we can think of lots of
examples about where the public sector does run
things eYciently. What I do think is a diYculty in the
argument that some of the people you are talking
about put forward is that I do not think they accept
the risk transfer process. They want to argue that the
Government is not transferring any risk whatsoever
and I would want to make the point strongly that if
we are transferring risk for the period of the contract,
given the risk profile will vary over the life cycle of
that contract, typically at the front end of the
construction it will be very high, but in terms of
operation it might not be, but there are risks there
which are being transferred. It has never been
obvious to me that with some of the risks we are
talking about the public sector is best placed to bear
those risks. That is one of the fundamental reasons
why I think that PFI projects are an important way
of procuring and are likely to be more cost-eVective
because we do not get saddled with some of the risk.

Q605 Chairman: Is there a distinction between risk
that is perceived at the time that the contract is let and
risks that then arise over the period of a contract and
the contract goes over a period of years? Another of
the criticisms laid against PFI projects is that you get
tied in to a scenario that was legitimate on day one
but 30, 20 or 10 years hence is no longer legitimate,
and that to try to get out of that contract is more
diYcult than it would be under straight procurement.
Is there any validity in that argument?
Ian Pearson: In essence I do not think there is much
validity in it. If I wanted to try and support that
argument, then I would probably point to the IT
sector, which has seen substantial changes. As you
know, the Government said a number of years ago
that because of the rapid pace of technological
change the presumption should be against PFI
projects in the IT sector. Having said that, and again
if I pointed to my own constituency, we have the
Dudley Group for Learning which was a pioneering
IT project in schools where we have contracted
delivery of computers to a company called RM,
which has been hugely successful; so even in the IT
sector I would not want to rule that out. I think that
with contracts over a 20 or 30-year period things are
always going to change. I do not think it is beyond the
ability of those who are working in this space to be
able to sort that out, and I think that modern PFI
contracts can be written flexibly enough to take into
account the fact that the world might change, and
frequently does.

Q606 Lord Forsyth of Drumlean: Chairman, if I
could pick up from Lord GriYths’s analogy which
was of the Chancellor with £15 billion to spend: I
have not got a problem with the idea that if £15
billion is done on a PFI contract and it may provide
greater value for money. But the issue for me is that
the £15 billion is actually used through a PFI to gear
up in much the same way as we have seen with a
number of our companies which have been bought by
private equity, and very substantial additional
gearing, which is fine in the good times but then when
the revenues are not there the debt cannot be serviced,
and the result is there has to be a great reduction in
employment and services. Is there not a danger of this
happening in the public sector as well, that PFI has
been used as a way of eVectively doing what we have
seen happening in the private sector, which is
introducing long-term gearing which it will be very
diYcult to meet without reducing services in the
long term?
Ian Pearson: I do think it is important that the unitary
payments associated with PFI projects should be
sustainable for the long term, and that needs to be
taken into account, as I indicated, right at the start of
any process. You mentioned some of the risks abut
revenue declining in the long term, and you can see in
the private sector how there is a significant market
risk. I think that risk is likely to be less when you are
talking about operating a school or an NHS hospital.
That is not to say that over a period of time there
might not be some risks associated with that.
Catchment levels might drop dramatically, the school
might become unpopular and the local authority
might decide that it does not really need that school
in the future. Similarly, the health service economy
could change quite significantly. Those are diVerent
risks to the sort of market risks that I think you were
talking about. I think when it comes to the
organisations in the PFI consortium, at least they can
be assured that the covenant of the local authority or
the NHS trust or the central government department
is a very good and sustainable one.

Q607 Lord Forsyth of Drumlean: On a slightly
diVerent tack, we have heard from several witnesses,
including the NAO, that cost modelling tests for
“public versus private” should only be one factor in
the procurement choice, but that other factors are
taken into account—ability to deliver on time—are
hard to assess objectively, so that the final judgment
is pretty subjective. You touched on this earlier in
responding to Baroness Kingsmill. Do you agree
with that?
Ian Pearson: I would never want to disagree with the
National Audit OYce without good reason because
they produce a lot of very good work. I have to say I
do not think that their most recent report on PFI was
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amongst their best. What I would say is that, yes, I
would accept, when it comes to looking at a public
sector comparator and making judgments on this,
there is undoubtedly the ability to flex approaches
and to deliver diVerent results as a result of that.
What I would come back to is that it is important all
those assumptions are rigorously looked at, analysed
and tested, to make sure that this really does give best
value for money.

Q608 Lord Forsyth of Drumlean: Does that make the
public sector comparator irrelevant in most cases
then?
Ian Pearson: I do not think it makes it irrelevant. A
lot of detailed work has gone on in terms of defining
how you construct a proper public sector
comparator. A lot of that can be found in the
Treasury Green Book as to how things should be
applied. What I am saying is—and you would expect
a Treasury Minister to say this—rigorous application
of Treasury Green Book principles is a good thing
and should happen in all circumstances.
Lord Forsyth of Drumlean: A comforting thought!

Q609 Lord Best: Do we know the answer to this one:
what proportion of private finance projects is not
included in the statistics of public sector net debt? Do
we know the value and percentage of those projects?
Have we got those figures? We do have some
conflicting views on what they are.
Ian Pearson: Let me give you the figures that I have
available to me, and then if there is any clarification
that is required later, I am more than happy to ask my
oYcials to provide further information. The
information I have is that of current signed deals
12.94 billion is on the Government’s balance sheet
and its national accounts, and 41.6 billion is oV the
Government’s balance sheet; so we are talking about
24% on, versus 76% oV. I would say as well, as part
of this, that the Treasury has always been clear in its
guidance to departments how these things should be
accounted for. As I said right at the start, we have
diVerent ways, as a result of diVerent accounting
standards, as to how these things are treated, but
there is a lot of information out there at the moment.
I was asking where it was in the Pre-Budget Report,
and if you look at the supplementary material to the
2009 Pre-Budget Report, for example on page 34,
you will have in table 2.4 the department estimate of
capital spending by private sector signed deals under
the private finance initiative, and it is listed there for
each department. The Treasury website itself
contains details on operational PFI projects. We are
committed to ensuring transparency in these deals,
and transparency in the way they are accounted as I
have indicated already.

Q610 Lord Lipsey: I just want to take you back to
the question of maintenance and the fact that PFI
contracts make it very diYcult to cut maintenance. I
was thinking, as I heard this, that there speaks a
Treasury Minister who has never had to go through a
cuts exercise, as indeed no Treasury Minister has for
some 20 years—but I see Lord GriYths—both he and
I have, in government, had experience of cuts
exercises. When you have cuts exercises, you are
trying to find savings wherever you possibly can, and
having a bit of maintenance to chop temporarily is
one of the less painful ways of doing it. Therefore, I
am wondering; is there a danger that we have built in
to our public finances another bit of something that
is totally inflexible, and that we are going to regret
that very much in the eye-watering retrenchment of
the public sector that is about to come upon us?
Ian Pearson: I think you ask a very fair question.
First, I have not always been a Treasury Minister; I
was a Minister in Defra, where we had to make some
financial reductions. I have been a Minister in other
government departments as well, where we have had
to make some fairly tough decisions; and I have been
through a zero-based budgeting review process in a
number of departments as well. It is certainly right to
say, however, that the scale of what we are going to
have to do over the next few years is radically
diVerent from anything that we have experienced in
the last twelve years, that much is clear. The question
is therefore: through the PFI deals that have been
signed, are we constraining actions? Clearly, there are
legally binding contractual commitments as part of
PFI deals, and when I was going through those cuts
exercises in the past the first question you looked at
was, what were the things you were legally contracted
to or that were inescapable. I think it is right to say
that in most cases PFI deals would fall into that
category. The question then is: can you point to any
department or agency or within local government
where the level of unitary payment is likely to cause a
serious problem when it comes to resource decisions
because it is so high compared with the rest of the
budget that is under financial pressure? I am not
aware that is going to be a significant issue, but I
cannot pretend to you that I have got all the detail of
it; but given that PFI has been a relatively small
percentage of overall transactions when it comes to
procurement, I do not think you should
automatically assume there is likely to be a big
problem. Hand on heart, I cannot say to you there is
no problem whatsoever because I simply would not
have the evidence of that.

Q611 Chairman: Talking about it in terms of
expenditure cuts is one way of looking at it, but the
other way of looking at it is that do these contracts
not in eVect preserve areas where you are not going to
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be able to get long on eYciency improvements for the
benefit of the public sector?
Ian Pearson: Yes, I think that is one way of looking at
it. Another way of looking at it goes back to the point
I was making earlier, in the sense that it is sometimes
easy to cut the easiest things, and some of the easiest
things can be ongoing capital maintenance, which
stores up problems for the future. That would not
happen. If you are somebody who has got your child
just about to start a secondary school that happens to
be a PFI school, then you can be pretty confident that
it is going to be well maintained over the next six or
seven years, whereas depending on what happens
after the next general election and whichever
government is in power has to make decisions on
capital maintenance budgets and the money it gives
to local authorities, it might not always be the case
that it is as straightforward as that.

Q612 Lord Lipsey: Another more technical
question, if I may. There seems to be a diVerence in
treatment for PFIs in the financial statements of
Government departments on the one hand and in
departmental budgets. Should we not really try to
eliminate all such confusion so that we can get a very
clear idea of where PFI is overall rather than have
diVerent definitions running in parallel?
Ian Pearson: I do not think that we can. The reason
that I do not think that we can is on the one hand
what we have done through Government, and I think
it has been widely applauded, is move to a system of
risk resource accounting and budgeting. With the
introduction of international financial reporting
standards we do have an internationally consistent
approach. However, national accounts is done on a
diVerent basis, and we are legally bound to report our
fiscal position on a national accounts basis for
Maastricht purposes. On the one hand we are
following IFRS standards, and we are also following
national accounts standards as well. When it comes
to public sector net debt, the fiscal aggregates
continue to be based on ESA95, which is the
commonly used European system of accounting. As
I say, that is diVerent in its treatment to IFRS. I know
that can seem a bit complicated, but I suppose what
I am saying is that having a dual system while maybe
not ideal is not unusual, and just as we have, as I said
earlier, diVerent definitions of inflation, there are
diVerent ways in which you can look at company
accounts. As long as the information is there and is
transparent and people can look at it, those who
understand these things in great detail will not have
any problem coming to the judgments that they
require.

Q613 Lord MacGregor of Pulham Market: Before I
come to my main question can I ask you a question
which perhaps I ought to know the answer to but

have simply forgotten, looking at all the details of
this! I want to take you back to the exchange you had
with Lord Forsyth when he was talking about PFI if
it was done on a massive scale in any given year or
two as imposing heavy liabilities on future
generations of taxpayers, et cetera, and you gave the
analogy of a mortgage in that context. With the
analogy of the mortgage, if you took on too large a
mortgage in a given year because you have bought a
very expensive house, you are constraining your
expenditure for future years because of the interest
payments. How does the Treasury work out the limits
of PFI for any one year?
Ian Pearson: Obviously PFI projects are looked at on
a kind of case-by-case basis as to whether they deliver
value for money in the first place, but they are also
looked at in terms of aVordability. From my memory
of how this operates in some detail, the Treasury will
make decisions on, for instance, PFI credits that it
might award to local authorities that are looking to
enter into PFI contracts, and it will want to make an
assessment of what it thinks is fair, reasonable and
aVordable. Indeed, the local authority will want to
make its own assessment and its own judgments as to
whether the commitments that it will be taking on are
likely to be aVordable for the long term. If you are a
local authority treasurer, for instance, and you are
looking at a PFI schools programme, looking at
participating and building schools for the future, he
will want to make a decision based on a judgment of
the long-term aVordability of it, taking into account
that financial circumstances can change and we know
that we are entering a very diYcult and tough fiscal
environment.

Q614 Lord MacGregor of Pulham Market:
Obviously the political pressure can easily be to cram
as much in as you can, major construction projects
and so on, in one year or two years, both at the
national and local level. There is a mechanism to
constrain that, is there, by taking into account these
longer-term costs?
Ian Pearson: As I say, I would always expect ministers
to make judgments on aVordability. I would expect
local politicians and treasurers to make judgments on
what they view is aVordable for the long-term. I
happen to think that we go into politics because we
want to do the right thing. There might be some
people who for very short-term interests want to try
and window-dress and shove all things through, but
such is the level of transparency that exists in politics
today that it is a very, very diYcult thing to do. I think
making sure that you have got a very transparent
system of reporting helps deal with any concerns that
you might have that somebody might try and force
too much through too quickly because it will, rightly,
become very obvious that is happening.
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Q615 Baroness Hamwee: We have heard from the
Local Government Association that one of their
criticisms, if you like, is the lack of freedom to choose
the type of financing for any given project, and they
would like to have far more flexibility rather having
to come to you for credits and so on. I think it would
be only fair to ask from the Treasury perspective what
your comment is on that.
Ian Pearson: Somebody has to have overall control of
public finances, and—

Q616 Baroness Hamwee: Overall control of total
finances or the way choices are made of the type of
finance?
Ian Pearson: I think it is important that there is
overall control of public spending, and that is why the
Treasury has always had a strong view with regards to
prudential borrowing powers for local authorities,
for instance. There have been some changes in recent
years, but it has pretty much always been the case
that if it comes to borrowing, the cheapest source is
the public works loan boards, and local authorities
have made extensive use over many years of PWLB
funding, and it is a major part again of local
authorities’ treasurers’ management that he looks at
that. We have, rightly, got to have some controls here.
There is a very active debate in a number of areas
about local authority borrowing, and I am more than
happy to participate in that on other occasions.

Q617 Lord MacGregor of Pulham Market: Now to
my main question, and that refers to the ability of
consortium members to sell their shares in PFI into
secondary markets. I think there was quite a lot of
that going on at one point, and I was thinking about
the contractual terms that might come up. The
question really is: does that ability to sell the shares to
the secondary market limit the potential benefits that
one can get from the bundling of construction and
service delivery, because the original consortium
members have now passed on the responsibility for
that to whoever took it on on the secondary market?
Ian Pearson: No, I do not believe it limits the benefits.
In fact, I think it is a rational response to the
development of PFI projects. I think typically when
this happens is after the construction phase, maybe
after the initial bedding-in phase of the operation of
services, where the risk profile of a PFI project,
because of the construction risk up-front has been—
the initial teething problems of operating the service
have been—then you are faced with a situation where
you could be running a service and there is some risk
associated with that, but it is not the same as the build
risk and it is not same as the initial operational risk.
In those circumstances, actually recycling can be a
good idea so that contractors who join the PFI
consortium, because that is what their main business
is, are not likely to have a long-term interest in the

running of that service for the next 25 or 30 years.
They may, but they may be pure contractors in the
construction sense. The ability for them, having
taken that risk, to sell their equity and to then re-
invest the proceeds in other projects, I think, is a
wholly good and beneficial thing and ensures some
liquidity in the market and enables more deals to be
done.

Q618 Lord MacGregor of Pulham Market: I
understand that point, but does the Treasury keep an
eye on the terms on which the PFI shares are traded
and how the trades are funded and so on; or is that all
left now to experience gained in the construction of
new contracts?
Ian Pearson: The Treasury keeps a keen eye on
everything as you will be well aware. Clearly there is
a diVerence between what we are talking about now
in terms of equity and some of the refinancing of debt.
Again, there has been a history of where some of the
earlier PFI transactions did not really suYciently
take that into account as a possibility, and now there
is a risk-sharing approach to that. On the equity side
there has been a market. It is less active now than it
was a few years ago. There is some reason to expect
that might be more active in the future. We saw more
PFI deals close this year than we did last year; still not
as high as it was in previous years. I think a willing
buyer and a willing seller in the way the market
operates do ensure that there should not be any
particular problems.

Q619 Chairman: Time is running on, but perhaps I
could ask you one final question. Do you see a role
for a national infrastructure bank here in the UK and
what would it look like if it came about?
Ian Pearson: I am very interested in the idea of a
national infrastructure bank and think that we need
to do a lot more on it to decide whether it is
something we ought to introduce into the United
Kingdom. In many ways we are unusual in Europe in
not having an infrastructure bank, and many other
European countries do that. What we have done, as
you are aware, is announce that we are setting up
Infrastructure UK. I have been working very closely
with Mervyn Davies on Infrastructure UK and what
it should be doing and how it should operate. We
have appointed, as you know, Paul Skinner as
Chairman of Infrastructure UK. He will be reporting
on its progress at the Budget. One of the things we
said at the Pre-Budget Report as well was that we
wanted to put together some of the work that
Partnerships UK does at a central level with the work
of the Treasury Industry Finance Unit that has been
working in the PFI space and helping projects to get
away, and ensure that we have got a strong strategic
capability and the ability to provide professional
advice on infrastructure procurement in the future.
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How that will evolve will be highly important. In my
view, again, there is a pressing need to look at how we
can up our game on infrastructure in the United
Kingdom in this part of the 21st century. It is very
much my view that getting the UK’s infrastructure
right for the long term is a crucial priority, and it
should be a priority for whichever party is in power
after the next general election. I hope that Mervyn
and I can put in place through Infrastructure UK a
critical mass of thinking and some very bright people
in delivering capability to get us to the stage that we
can move the game on a bit, and to have the sort of
new ideas available so that whoever is in power is
going to want to take advantage of them. Whether as
part of those new ideas a national infrastructure bank
is one of the proposals that is taken forward, I think
is very much a live possibility at the moment. It is
something that I think has a number of advantages.
But we have very strong capital markets in the United
Kingdom, notwithstanding the problems that we are
all very familiar with in recent times, so we should not
automatically assume that there is a need for an
infrastructure bank in the way that people normally
think of a bank. That is why I think we need to gather
the evidence. I think that Infrastructure UK provides
us with a vehicle for taking forward a number of
diVerent strands of work, not only mapping out
priorities for infrastructure but looking at ways in

which infrastructure can be financed. If we look
creatively at this, then it might be that you want to see
vehicles such as infrastructure banks; it might be that
you want to look at PFI/PPP projects with a diVerent
typical timeframe to the PFI contracts that we have
seen to date. I am very interested in how we can get
more pension fund money from the private sector
into supporting long-term infrastructure projects.
Again, it seems an obvious thing to happen that you
have got a lot of pension funds out there that have a
requirement to de-risk that are looking for secure
assets with a decent long-term return; and you have
got a requirement on the other hand for making
investment in infrastructure that could actually
deliver some of those returns. Why it has not
happened before I think is due to a number of reasons
that I am not sure I fully understand yet, and more
work needs to be done on it; but it is an exciting
policy space. Whether it turns out that a national
infrastructure bank can deliver some of that I think is
a very open question. We ought to be making sure
that we proceed on the best available evidence.

Q620 Chairman: I think that brings our session to a
close. Thank you very much indeed, Minister, for
spending your time here and giving us some very
helpful answers to our questions.
Ian Pearson: Thank you very much for your courtesy
and questions.
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Written Evidence

Memorandum by Mr David M Adamson

I do not wish to duplicate others’ comments and have only the following comment, some derived from my
time procuring in universities.

Higher Education premises managers strongly opposed being required to use pfi per NHS (I had a private
meeting with William Waldergrave mid-90’s), firstly, because as owner-occupiers universities could and can
take a long-term and better view of the value of flexibility in use of buildings; secondly, in-house procurement
staV are generally as competent, often more competent, than pfi procurers, and thirdly, and this is generally
true for all “informed” clients, the amount paid for risk transference was expected to be excessive because of
over-statement of that risk; that has been and continues to be the case. While I was director of construction
policy at HMT/OGC (2005–07) few contradicted the above views, and there was set up a sub-committee of
the Public Sector Construction Clients’ Committee (chaired by Chris Kelly) to review these, and other, aspects
of pfi; however, after my retirement I gather that this fizzled out--the Main Contractors have a surprisingly
strong and pervasive lobby in the Civil Service, far stronger that the remainder of the construction supply chain
(which actually does the work), and far stronger than is good for the tax-payer. As years have rolled on, one
element of waste intrinsic in pfi has been caused by exclusion of designers, notably architects and building
services engineers (those responsible for sustainability) from the early concept design stages, and then to
require them to produce too many alternative designs, even before their appointment. These two matters have
been addressed to a fair extent in Smart pfi, but more change in this direction is needed. What has not been
properly addressed is the exclusion of representative input from the real building/infrastructure users; in some
pfi such as BSF, there has in some cases been too much involvement of current users who have short-term view;
what is needed and not heard, is the input of the longer-term assessment of requirement by the user community.
One further recommendation: often the pfi consortium finds it convenient to appoint the facilities manager
near, or even at, the end of the construction phase rather than earlier when those due to run the building can
give their view during design when such advice can be of more use—hospital projects are particularly bad
for this.

Most of the above applies much less or not at all to most forms of PPP, which for competent user occupier
clients is a less costly and more user-friendly procurement route.

In summary, pfi is not cost-eVective because risk is over-costed, designers and good representative users of
buildings/infrastructure are brought in too late, because many clients have, and most should be required to
have, in-house procurement teams more competent than pfi teams. PPP is in most aspects preferable; of course,
the point of pfi has been to keep capitals costs oV-balance sheet, but few regard this view as valid, or a good
enough reason to pay for pfi.

David Adamson

November 2009

Letter and memorandum by Mr David Belton, Sheffield City Council

1. How should the cost and benefits of Private Finance projects be assessed? What discount rate should be used in

comparing Private Finance with conventional public procurement? Are current procurement procedures satisfactory?

Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting value-for-

money?

We would expect any project to be assessed by options appraisal in the first instance to establish whether the
scheme would deliver any benefits.

Having established a need, we would expect any further appraisal to be based on a whole-life comparison to
take account of residual values of any assets involved.
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Typically projects with the characteristics of delivering and/or maintaining new infrastructure eg buildings or
services will be capable of alternative ways of provision, one of which would be PFI. We would look to
compare:

— PFI;

— Local authority funding-prudential borrowing eg PWLB;

— others eg bond issue;

— Central government loan funds.

The focus of existing value for money (VfM) tests is on VfM for the authority. If using central government
loan funds this test needs to relate also to VfM for the public sector more generally.

It follows that the discount rate for use in “conventional public procurement” should be that at which the
funds are procured eg if central funds then the long term treasury borrowing rate or if locally funded via
prudential borrowing then PWLB.

We believe that current procurement procedures are generally good but often lock in (or out) funders at too
early a stage so recent Treasury guidance will allow more bidder competition on funding and for options to
be kept open until much closer to financial close.

VfM is both an absolute and relative term. Current tests against an alternative option, along with scenario
testing, provide an indicator of relative VfM.

How can we be sure however that the proposal is absolutely the best VfM?

2. How does the performance (eg, cost, delivery dates and service quality) of schools, hospitals, prisons, roads and other

projects operated under private finance compare to those which were traditionally procured?

The best contemporary comparison of assets provide by either method is that of schools provided under the
BSF programme. Here it would be true to say that the standards and performance are similar. That however
is heavily influenced by the LEP structure where the procurement process and negotiation is being handled by
a single agency on the authority’s behalf.

Away from that structure PFI brings contractual standards of asset construction and services delivery that
when provided “conventionally” requires joined up and consistent thinking by the authority’s financial
oYcers, schools’ management and indeed schools’ heads. This introduces scope for flexibility which can be a
good thing but can also to a degree lead to local changes eg school heads having their own priorities.

3. Is there significant risk transfer to the private sector or is it more apparent than real?

All the risks associated with the construction delivery of the asset to time, of variation of funding costs over
time, and of operating expenses can be eVectively transferred to the private sector under PFI (at a cost).

But:

An issue with certain types of PFI eg schools is that the client has to accept and manage the demand side risk.
Therefore risk not fully transferred.

An emerging issue is that of PFI contracts with fixed price or inflation linked contracts in a public sector
funding environment where standstills or even cuts are going to be possible. Non PFI arrangements may be
easier to manage down in such an environment.

4. How effective and costly has it been to monitor the private sector providers’ performance and quality of service in

Private Finance projects in comparison with traditional procurement?

Traditionally procured assets require an in house management structure and capability to ensure provision of
a satisfactory service. Under PFI much of this responsibility is carried by the provider and governed under the
performance requirements of the contract.

This authority has recognised that contracts do not manage themselves and has made financial and
organisational provision for eVective contract management to be in place.

We are in the process then of developing this to ensure that we secure “benefits realisation”.
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5. When the basis of a Private Finance contract needs to be altered post procurement because of changing client needs—

for example, a bigger jail is required due to a larger than expected prison population—has this proved problematic

compared to projects under traditional procurement? What has been the experience of PFI projects that have reverted

to the public sector?

PFI contracts are inherently inflexible for major changes, despite contract procedures for contract variation.

The challenge eg of adding a major school extension mid way through a 25 year concession is considerable eg
costs of a legal variation, funding environment, term of the new contract, private sector opportunity for profit
generation.

(We have no PFI projects that have reverted to the public sector).

6. How should future payments by the Government under existing Private Finance contracts be recorded in public sector

accounts? Is risk transfer an appropriate test? Should all such liabilities be included in the national debt? Should they

be accounted for separately from government debt? How much does the public sector accounting treatment of capital and

revenue aspects of projects matter?

Where assets are involved then under private sector accounting the key determinant of whether a lease should
be capitalised is whether ownership passes to the client at the end of the term. (Finance Lease) It seems to me
that irregardless of the debate about “risk transfer” and “control” this should be the key decider on whether
a contract or the asset provision element thereof should be capitalised along with the associated debt stream.

After all, the authority does have the long term debt liability in respect of an asset which it is enjoying and
will in the long run retain.

To the extent that assets are not involved (and therefore) cannot be capitalised (operating lease), the long term
liability should remain oV balance sheet.

7. Would public sector investment in the last decade have been lower without Private Finance? If so, by how much?

In this authority we have been able through PFI to invest £190 million in Capital schemes (schools and an
oYce building) that would not otherwise have been possible.

8. How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis likely to have

a permanent effect on the Private Finance market?

This is having no impact on our programmes, although it is requiring close monitoring under our Highways
PFI project which is in procurement.

The “crisis” itself won’t have a permanent eVect but changes in funders’ appetite for business and terms of
funding may have a longer term eVect.

9. Are there realistic alternative roles for private finance than the current PFI-type private finance models? Should

the UK be aiming for more diversity in private finance models? Would a national infrastructure bank (such as the

proposed Dodd-Hagel NIB in the US) add any value in the UK? Should the public sector have a more hands-on role

in financing and/or delivery?

Yes a national infrastructure bank would help provide aVordable finance of a suitable scale for PFI projects.

We recognise however that this will de facto mean the debt will go on national accounts.

Under turnkey PFI frameworks for certain types of infrastructure the private sector remains the best option
operationally and we would not envisage an argument for the public sector to “get more hands-on”.

10. Is there an optimal mix between conventional public procurement and Private Finance for public sector investment?

What is the long run role of private finance in the delivery of infrastructure both in the UK and globally?

Over the long run private finance should provide a competitive market for funds, using structured products,
capable of delivery in an administratively commercial and eYcient way. Public finances may be cheaper( to
reflect AAA rating and longevity of the lender) but will not benefit from the same commercial tension, or be
product-geared to the types of funding structure needed, and will be heavy on governance and administration.

Direct government funding will also appear on Government accounts.
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Where PFI also scores is in the integration of the funding arrangement with a long term operating concession.

The large players/providers will continue to provide a VfM solution to these turnkey requirements.

25 September 2009

Memorandum by Mr T Martin Blaiklock, Consultant, Infrastructure and Energy Project Finance

Introduction

The Economic AVairs Committee has requested comment with respect to PFI-type transactions and the
associated balance sheet issues arising therein.

I have been a consultant, banker and practitioner in infrastructure and energy project finance,—PFI, PPP and
the like,—for the last 30 years, with both UK and international experience of investment, commercial and
development banking operations in this field. I also regularly give seminars and training courses on this topic.

How should the cost and benefits of Private Finance be assessed?

1.1 The main quantitative, and generally accepted, method for the comparison of PFI proposals with
conventional procurement entails:

(a) the preparation of a Public Sector Comparator (“PSC”),—the cost of undertaking a conventional,
Government-funded project over the same life cycle as a PFI option, and

(b) comparing the PSC against the expected PFI costs over the same time period (eg usually 25–30 years
for a PFI Concession).

1.2 The main criterion of comparison is the Present Value of both options. This creates two problems:

— what discount rate to use? (see below) and;

— the costs for the PFI option will be guesses as, when the comparison is first undertaken, PFI bids will
not yet have been prepared.

1.3 Overall, PSC analysis is a useful decision-making tool for Government for deciding between the PFI and
conventional options. However, it has limited utility in evaluating decision-making post-the event. Once the
decision has been taken to employ one option or the other, the decision is generally irretrievable.

What discount rate should be used?

1.4 Classic investment theory dictates that the discount rate to be used should represent the cost of capital to
the investor or, in the case of PFI, Government sponsor for finance for a similar period, eg UK 30 year gilts.

1.5 When using such discount rate, the underlying costs in the PSC analysis should also include allowances
for inflation, tax and the cost of finance or money. After all, inflation and tax exist come what may. The cost
of money will be a margin above the rate of inflation.

1.6 However, the UK Government is the only Government I have come across which does not follow this
principle.

1.7 The UK Government, as evidenced by the Green Book, undertake their analyses in “real” terms,
excluding inflation and the cost of money, as opposed to “nominal” terms, which include these items. As a
result, there is an inherent inconsistency in the analytical approach to PFI by HM Treasury. Treasury lives in
a “real” world, whereas PFI concessionaires live and price their deals in the actual, or “nominal”, world.

1.8 The consequences of this approach are that:

— in times of high inflation,—which have arisen within the last 30 years, the common time horizon for
PFI concessions—ignoring inflation can result in under-budgeting by Government departments for
the future payments they will have to make under a PFI concession; and

— it is diYcult to identify what the “real” discount rate should be.

1.9 Between 1991 and 2003 Treasury imposed, via the Green Book, a discount rate of 6% “real”, which,
assuming that inflation was 2–3%, is equivalent to a “nominal” rate of 8–9%.

Over this period, however, the cost of 30-year gilts for HM Government was 5–6% on average, ie 2.5–3%
pa lower.

Hence, by HM Treasury insisting on public authorities using a 6% “real” discount rate, Government was
imposing a higher discount rate than normal investment analysis theory and principles would dictate.
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1.10 This has had three consequences:

— the PFI option is much like a credit card for governments. It allows payments, which otherwise would
normally be due to be paid today, to be paid at some future date. Hence, a higher discount rate favours
the PFI option compared to the PSC;

Thus, by using a higher-than-expected discount rate during the years 1991–2003, HM Government
was unduly favouring the use of the PFI option;

— imposing a discount rate 2.5–3% higher than one might normally expect translates into a diVerential
favouring the PFI option of 35–40% in Present Value terms when taken over a 30 year project life
cycle;

Hence, it was no surprise that the PFI option, in most cases, always looked cheaper than the
conventional option in the PSC analysis; and

— by using a too-high a discount rate, the PFI option, when chosen, can result in under-budgeting by
PFI sponsor departments, viz the current problems faced by many NHS Trusts, who have undertaken
PFI projects.

1.11 In 2003, HM Treasury introduced a new Green Book, which dictated that the (real) discount rate to be
used was now to be 3.5%. The discount rate was termed the “social time preference” rate, terminology which
means more to economists than bankers and commercial executives. Its justification is enwrapped in Byzantine
econometric theory, and allows HM Treasury to justify whatever rate they want.

If one adds inflation of 2.5–3% to the 3.5% discount rate, then one arrives at 5.5–6% “nominal”, which fairly
closely has reflected the cost of 30 year gilts for HM Government in recent years. Good. The “new” post-2003
discount rate, albeit quoted in “real”, as opposed to “nominal”, terms, more closely reflected reality.

1.12 However, to cover their tracks (for the errors 1991–2003), HM Treasury introduced another concept
which none other of the 60–70 countries in the World who are implementing PFI/PPP schemes has adopted,
that is “Optimism Bias”. This is an automatic multiple which HM Treasury applies to public sector project
cost estimates, the multiple dependent on the complexity of the project. The concept is totally empirical and
has little theoretical or practical justification.

1.13 Hence, excluding Optimism Bias, the PSC analyses undertaken since 2003 probably more closely reflect
reality than hitherto, albeit that the process adopted (ie “real” v “nominal”) is still fundamentally flawed.

Are current procurement procedures satisfactory?

1.14 Public service procurement procedures are regulated by EU Directives. On the other hand PFI projects
takes twice as long and are twice as costly to prepare and implement than for conventional procurement. As
a result, PFI is not suitable for projects which need to be implemented immediately.

1.15 Secondly, EU Procurement rules are somewhat inflexible, which dictates against some of the issues
arising in PFI concessions. Also, there is no room for adopting procedures, eg the “Swiss Challenge”, which
can take into account more eVectively innovative proposals put forward by the private sector.

Is enough information publicly disclosed on PFI transactions?

1.16 In short, no. The UK is unique in providing very little information to justify their decisions and actions!
For PFI, during the bid process, some confidentiality may be called for, but not after concession award.

How does the performance (cost, delivery and service quality) of PFI schools, etc, compare to those traditionally

procured?

1.17 Comparison of capital costs between conventional and PFI projects can be misleading. The private
sector PFI concessionaire will build a project with assets “fit-for-purpose” and maintain those assets such that
they can achieve the required performance under the PFI concession accordingly.

The public sector, however, with a tradition of poor maintenance regimes, will often build over-engineered and
costly projects to allow for poor maintenance.

1.18 The key criterion for comparison should be: is the service provided by the PFI concessionaire comparable
to that which might otherwise be provided by the public sector? This is often diYcult to assess, and is more a
subjective than objective exercise.
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Is there significant risk transfer to the private sector or is it more apparent than real?

1.19 This question is almost impossible to answer. Risk transfer does arise under PFI transactions, but “risk”
is a subjective judgement. “Risk” can be identified, evaluated and the impacts assessed under diVerent
scenarios, but the public and private sectors will always disagree as to how much risk is actually transferred.

1.20 Secondly, there are diVerent types of risk: eg technical, commercial, financial, legal; environmental; etc.
Further, some of these risks are interdependent, eg a delay can cause a cost-over-run, and a cost-over-run can
cause a delay. So “double counting” can arise.

1.21 Given that PFI (and PPP) is a financial concepts, the key risk is financial or money-related. Hence, the
risk to be evaluated in a PFI “transfer of risk” assessment should be “financial”. Unfortunately, such an
evaluation often gets lost in the misunderstanding of what PFI is all about.

1.22 Overall, not as much risk is transferred under PFI as one might expect. Any judgement on this issue,
however, has to rely upon detailed knowledge of the underlying financial arrangements and contractual
responsibilities under the PFI Concession, details of which invariably do not fall in the public domain (see para
1.16 above)

How effective and costly has it been to monitor the private sector providers’ performance and quality of service in PFI

projects in comparison with traditional procurement?

1.23 No comment, except that it is noteworthy that, in the few PSC-type analyses which have fallen into the
public domain, little, or no, account was taken by Government agencies for monitoring costs.

PFI Contract Changes and Terminations

1.24 If a PFI concession contract needs to be re-negotiated, usually due to a change in the service specification
or technological advance, then the PFI concessionaire will always be at an advantage.

Hence, PFI concessions are best suited to project types and sectors where the underlying output performance
will not change over the 30 years of a PFI concession, eg a school building, roads, or a prison. Hospitals, in
my view, are not suitable, as the way patients are treated continuously evolves, requiring diVerent public
service assets, as technology advances.

1.25 Not many PFI deals have been terminated. The most important case has been Metronet (see NAO
Report, HC 512 2008–09). However, this NAO Report underestimates the true cost to the taxpayer of the
Metronet collapse, as it identifies costs before tax, whereas an after tax assessment is more consistent. PFI
concessionaire companies can write oV any PFI losses against profits from other activities, thereby precluding
the Exchequer from collecting taxes which otherwise would be payable.

Accounting for PFI Transactions

1.26 There is international confusion on this topic. The accounting definitions for what should be “on” and
“oV” balance sheet (eg the identification and reporting of contingent liabilities) are also confusing.

1.27 The underlying criterion adopted by many countries is the Eurostat Directive of Feb 2004, under which,
if the completion and either the demand or availability risk is passed to the private sector, then the transaction
can be deemed as “oV” balance sheet for the host government.

1.28 However, the flaw in this Directive is that it requires an assessment of commercial or physical risk transfer
for what is, in reality, a financial risk. PFI is a funding mechanism, no more, no less. It therefore requires a
financial assessment (see also para 1.21).

The judgement, therefore, as to whether a particular PFI transaction is “on” or “oV” balance sheet should be
based on where the financial risks lie.

1.29 It is also important to remember that, as a PFI concession proceeds, the financial risk will change, eg
from the construction to the operations period.

1.30 Overall, governments should at least:

(a) record in National Accounts the potential (contingent) liability of any PFI-type transaction entered
into; and

(b) provide a weighting, or probability, for such liability arising.

[Note: in the same context, governments should be asked to identify and weight potential contingent
liabilities for entities such as Network Rail and state-owned agencies or companies, which are not classified
as “PFI” or “PPP”].
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Would public sector investment in the last decade have been lower without PFI? If so, by how much?

1.31 In short, probably. The Government have used PFI (and PPP) as a credit card and probably overspent
like the rest of us!

1.32 Nevertheless, the use of PFI has not resulted in greater competition in the UK contracting industry or
created any new UK-owned and domiciled contractors, rather the opposite has arisen.

1.33 Hence, the value of PFI/PPP to the UK economy as a whole is questionable. Many current PFI
concessions, eg GCHQ, M6 Tollroad, and indeed privatised, UK public service utilities too, eg BAA, Thames
Water, 90% of our major ports, etc, are non-UK owned, often with the UK “special-purpose” companies
paying minimal corporation and capital gains tax. The use of shareholder loans—often at 15–20% interest—
to shield tax liabilities has added to the reservations of the value of some of these PFI structures to the UK
Exchequer and economy.

What is the impact of the current financial crisis on the PFI market?

1.34 The impact has been:

— there are now fewer lenders in the PFI market, and debt usually represents about 80% of the funding
required for PFI transactions;

— the amount any one bank is prepared to lend is 25–50% of what it was two to three years ago;

— loan maturities are now much shorter, with a reduction from 15–25 years or more, to 10–15 years
now; and

— the cost (ie margins) for such loans has doubled or more. Margins have increased from, say, 100 “basis
points” to 2–250 “basis points” [Note: 100 “basis points” equals 1%, over LIBOR].

The UK PFI sector is not alone in facing these constraints.

Are there realistic alternative roles for private finance than the current PFI-type finance models?

1.35 70 years ago, when faced with similar problems as the UK economy, the US Federal Government
introduced tax-free “industrial revenue bonds” to fund new infrastructure developments. Such instruments
were attractive as investments for private, long-term investors such as pension funds, life insurance companies
and rich savers.

Since then (1930), nearly all US/North American infrastructure investment has been successfully funded this
way. Commercial banks have taken “a back seat” in this scenario.

While such bonds contain an element of government subsidy (ie a tax break), they attract a new source of
capital, encourage saving and impose a stricter financial regime on borrowers. Further, any Incremental
revenues that such investments accrue can be hypothecated, ie dedicated to support project cash-flows and
debt service.

[Note: such bonds were precisely what Bob Kiley proposed for funding the London Underground five years
ago, but which HM Treasury rejected!]

1.36 Many transport PFI’s generate enhanced property values contiguous with the project. Schemes should
be developed to encourage the measurement, capture and use of such benefits to fund the underlying
infrastructure.

1.37 There is a need for a review of the role of Private Equity in UK public service and infrastructure projects.
Abuses have occurred!

[NB. The Treasury Committee’s Review of Private Equity in July 2007 omitted this topic.]

1.38 There is also a need to review the role and activities of Partnerships UK, a PPP advisory company or
“quango”, housed in the Treasury Building, and which enjoys a monopoly of advice to public authorities and
municipalities.

Is there an optimal mix for conventional and PFI-type investment in public services?

1.39 In short, no. PFI-type expenditure should be constrained by the extent to which contingent liabilities may
be created (ie how much the credit card is to be used by Government). Currently, it is understood that UK
Government PFI-type expenditure represents around 15% of the Government’s annual investment in public
service assets.
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1.40 Some countries, eg Brazil, have introduced constraints in their use of PFI structures by relating
expenditure to Annual GDP. It is also known that the IMF is concerned by such issues, but to date have failed
to produce any guidelines.

1.41 Overall, many of the problems associated with PFI/PPP transactions also encompass expenditures
undertaken by state-owned enterprises, which many governments have kept “oV balance sheet” for years, eg
Network Rail, Electricite de France, the German Landesbanks, etc. It is expected, however, that many
governments, including UK Government, will be most reluctant to expose the liabilities for the finances of all
the state agencies under their jurisdiction!

Conclusion

PFI (& PPP) is a useful funding mechanism for public service and infrastructure projects, just as a credit card
is for personal expenditures. The key is to know when to use it, for what, and for how much. There is “no free
lunch” as they say.

10 August 2009

Memorandum by Centre for Public Service Partnerships, College of Social Sciences,

University of Birmingham

1. The Centre for Public Service Partnerships (CPSP) at the University of Birmingham welcomes this
opportunity to submit evidence to the Committee’s inquiry on private finance projects and oV-balance
sheet debt.

2. CPSP was established by and at the University of Birmingham to be a leading knowledge base for research
in public service partnerships nationally and internationally; to be an international hub for the generation and
dissemination of new insights and ideas (theoretical, methodological, empirical and practical) in the study and
delivery of public service partnerships; to be the leading source of authoritative, evidence based advice on
public service partnerships for governments, the wider public sector, international agencies, the third sector
and the business sector, academics and other stakeholders; and to influence public policy and practice to
enhance the outcomes of public service partnership working.

2.1 As part of its programme, CPSP has recently engaged with key players in the market to determine the
impact of the credit crunch on UK infrastructure projects.1 The study covers conventionally procured
projects, and public private partnerships including PFI in the health, education, defence, highways, waste,
housing, and regeneration sectors.

2.2 Another project2 aimed at establishing the reasons for success, and causes of failure, in all types of public
private relationships. It was particularly concerned with identifying ways in which these partnerships can be
refreshed, and therefore sustained over the long term.

2.3 CPSP has also recently undertaken a project on complex project management, with specific reference to
PFI, for the National Audit OYce.

2.4 It has undertaken evaluations and other studies relating to specific PPPs, and related issues.

2.5 Evidence from the studies has been used in the drafting of these responses.

3. The questions posed by the Select Committee address many of the issues associated with the PFI
environment, particularly those prompted by the recent reduction of liquidity in the markets. There are,
however, other challenges which impact on the debate about the future of privately financed infrastructure
projects.

3.1 There are issues to do with the sources of funding; debt finance from the Banks is currently more diYcult
to obtain whilst balance sheets and capital reserves are rebuilt. Such debt finance, as is available, is
accompanied by higher margins. It is arguable that for the foreseeable future terms will be shorter, margins
will be higher, and quantums will be smaller. This might provide an opportunity to explore and embrace new
forms of funding. As interest rates have fallen the margins have grown and this has impacted on value for
money calculations.

3.2 There are diVerences between the requirements of capital intensive and service intensive projects; the
Government recognised several years ago3 that the procurement of Information Technology contracts,
involving major software development, was diYcult using the PFI model. Other service intensive projects,
1 CPSP: The impact of the credit crunch on UK infrastructure projects, forthcoming.
2 CPSP: Public Private Partnerships—sustaining and refreshing relationships, May 2009.
3 HM Treasury: PFI: Meeting the Challenge, July 2003.



Processed: 10-03-2010 22:37:46 Page Layout: LOENEW [E] PPSysB Job: 440731 Unit: PAG1

288 private finance projects and off-balance sheet debt: evidence

where the upfront capital injection is relatively small compared with the annual operating revenues, need a
diVerent approach again.

3.3 There is a strong political as well as technical debate on the appropriateness and impact of PFI and PPP.
For too long they were seen by government and others as the principal source of procurement and financing
for infrastructure projects. This led to a failure for critical examination of the benefits and disbenefits of PFI
on public services and public accountability.

3.4 There would be consequences if the UK abandoned PFI; the rest of the world has followed the UK in the
development of strong private finance industries.4 They have paid the UK industry for sharing our
knowledge and experience, and as the BRIC economies continue to expand, there is much more to come. We
should build on the solid platform established over the past 17 years. The World Bank and other agencies
promote PPPs as part of the development programmes for the emerging economies. CPSP has been involved
in discussions with Brazilian public agencies, including the Federal Government, and this has reinforced the
view that this is global phenomena with global potential for the UK. However, the Scottish Government has
adopted a diVerent model based on Public Services Trusts.

3.5 PFI should be considered in terms of its social value; impact on service outcomes; the consequences for the
workforce; and public accountability and transparency, as much as on any straight forward economic value.

4. The concept of PFI has been seriously challenged by many. It does not suit all types of project, it is not easy
to make major changes in requirements, and we know that procurement costs are still far too high; it can take
a very long time with consequential opportunity costs for all parties. Nevertheless, it is our contention that
the procurement and servicing of public service assets, through the use of private finance at risk, is here to stay
in some form or other. Clearly, a full evaluation of all alternative sources of finance and procurement should
be considered, with decisions taken on the approach that will best deliver value for money over the whole life
of a project, but private finance can be a valuable tool in the successful procurement of infrastructure projects;
delivery of assets on time, to budget, and with the confidence that they will be “fit for purpose” over the whole
of their lifecycle.

4.1 There is a volume of publicly available evidence which is positive about PFI. Over recent years—as the
numbers of projects entering the operational phase has become statistically meaningful—studies and reports
by the National Audit OYce, Partnerships UK, the OYce of Government Commerce, and by a number of
private sector bodies,5 have all concluded that PFI projects have been largely successful, and that public
sector clients and users are generally satisfied with the outcomes.

4.2 The accountancy issues are important,6 but less so than ensuring that the overall deal represents good
value. The Value-for-Money and aVordability of a project should rank higher than whether a project is on or
oV balance sheet. HM Treasury’s guidance7 on the use of five business cases (Strategic; Economic; Financial;
Commercial; and Programme Management) as the way to establish the value-for-money case, is an important
step forward in this debate.

4.3 The use of private sector funding can provide a viable means of renewing public infrastructure without
placing additional strain on public borrowing levels. Ultimately, Government borrowings are supported by
the taxpayer, and there are limits to the numbers of projects which can be sustainably funded at this lower
(than private sector WACC) cost of finance. Moreover, it is often forgotten that the private sector costs
sometime include management of risks which would otherwise be borne by the taxpayer. (In some
circumstances, the ultimate risk will always be borne by the public sector as in the case of the London
Underground PPP which failed.)

4.4 The continuing backlog of poorly maintained public infrastructure, and the need for major new
investment to stimulate and drive the UK economy, mean that Government cannot contemplate a lull—
however temporary—in the commissioning of new projects.

5. Most organisations must take “make or buy” decisions; choosing between what they do themselves, and
what they buy in. These decisions are known to everyone; automotive companies deciding whether to make
or buy components; householders deciding whether to cook a dinner or buy a “ready meal”. It was the
elaboration of the “make or buy” decision, and its implications for the transaction costs and consequent size
of firms, which secured the Nobel Economics Prize in 1991 for the British economist, Professor Ronald Coase.

5.1 The ruling principle is one of “comparative advantage” ie specialising in what you can do better than
others, and taking advantage of their “comparative advantages” by buying in what they can do better than
you.
4 CBI: Going global; the world of public private partnerships, July 2007.
5 CBI: Building on success: The way forward for PFI, June 2007.
6 PriceWaterhouseCoopers: The value of PFI: Hanging in the balance (sheet)?, 2008.
7 HM Treasury: Public Sector Business cases using the Five Case Model, July 2007.
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5.2 The decision to use private finance should not be made in the ideological terms of social provision versus
capital provision, or in terms that portray PFI as an example of private sector rapacity versus public sector
naivety (or vice versa), but in “make or buy” terms.

5.3 The calculation of costs and benefits of private finance schemes does not rest on simple generally agreed
economic or accounting methodologies.

6. The value and benefits of PFI have been acknowledged in a number of studies and reports.8 Although it
has had its problems (equity returns, service delivery, cost of change, etc), these challenges have been met and
overcome as the industry has matured; lessons have been learned; and the public sector has enhanced its
procurement and client management capability and capacity and the underlying principles of transparency,
accountability, and long term planning, have been strengthened. It is absolutely the right time to move on with
further development and innovation of these models. Nevertheless, it is worth first reminding ourselves of the
accepted benefits (over traditional methods of procurement) of the “conventional” PFI structure:

6.1 Long term outcomes:

— Public sector client satisfaction is improving;9 this is largely attributable to the presence of equity
at risk, which provides strong incentives to manage the long term performance of the project and
hence to maintain good and trusting relationships with the client.

— There is evidence of greater user and staV satisfaction;10 it seems this is due to the building of stronger
working relationships as operational issues are dealt with in a timely manner.

— Long term performance of the project is incentivised through a payment mechanism, which
incentivises the private sector partner to deliver what is required by the public sector and users.

— Some projects now measure and reward the achievement of outcomes (such as an improvement in
customer satisfaction, or a reduction in vandalism).

— Operational phase problems are dealt with more eVectively11 owing to the long term financial
exposure of equity to the risks of poor performance.

6.2 EVective risk transfer:

— There is an increased focus on risk; allocation of risks to those best able to manage them creates
incentives to succeed, and transparency encourages proper risk analysis and mitigation.

— Increased due diligence is evident at all stages of the project; this is directly attributable to the role of
the lenders, monoline insurers, and rating agencies.

— Projects that have failed during construction have been bailed out by equity.12.

— The public sector has been shielded from much of the financial impact of failed projects.13

6.3 Value-for-money:

— The integration of design, construction, maintenance, and operations, is encouraged by the long term
presence of equity.

— Design and service delivery are brought together for long term benefits; a “whole-of-life” approach
to the procurement of facilities, with the attendant ability to compare costs of diVerent approaches
using Net Present Values.

— Independent rating of a project is possible, largely through the ability to shift risk from senior debt
to equity or to government, as appropriate.

— Transparency of the true cost of managing infrastructure and associated services increases
accountability to the tax payer.

— The use of private sector finance gives greater choice as to where to use limited public money.

6.4 Environmental:

— Environmental awareness is enhanced through the adoption of life cycle asset management. For
example, the operating company is incentivised to use the best value equipment and technology, to
seek continuous reductions in the amount of waste generated, and to carry out major capital
replacements on a needs basis, rather than on a pre-planned cycle.

8 CBI: Building on success: the way forward for PFI, June 2007.
9 Treasury: PFI: strengthening long term partnerships.
10 Treasury: PFI: strengthening long term partnerships
11 PartnershipsUK Investigating the performance of operational PFI contracts, 2008.
12 Jarvis plc; Ballast plc; National Physics Laboratory.
13 Metronet Infracos transfer to Transport for London, May 2008.
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7. There are some arguments against the use of private finance which need to be addressed; since its inception
in the early ’90s, there has been a steady stream of complaints that PFI is not only not doing what was intended,
but that it is also responsible for some of the more serious failings in public service delivery.

7.1 There is concern that the system has not adversely aVected the rights and conditions of the public sector
workforce, but the TUPE legislation was in place a long time before PFI arrived, and other advances such as
the statutory guidance on two-tier working, and the “retention of employment” model, are designed that the
workforce should be protected.14 The industry has evidence15 to suggest that transferred employees have a
wider range of responsibilities, better training, and better prospects for their future. However, there is also
much contrary evidence. CPSP intends to undertake some further study on matters relating to the workforce
practices and conditions, and their impact on service outcomes.

7.2 “PFI costs more because Government can borrow more cheaply . . .” Although it is certainly the case that
Government debt is cheaper than the debt used to finance PFI projects, this is ignoring the position of
taxpayers, who play the role of equity in this financing structure, and the consequent need to prudently manage
the level of public sector debt. In other words, it is wrong to use the headline cost of government debt financing.
Indeed, it is perhaps better to consider the (lost) opportunity to invest the cash in other projects, where the
overall return—measured in macro socioeconomic terms—is greater. Whole life costs should be taken into
account, and consideration given to the common problem of cost over runs on traditional procurements.

7.3 “Credit crunch means no new PFI deals . . .” Despite the diYculties, 30 new PFI and PPP deals have been
signed since July 2008. The CPSP study identified a number of challenges attributable to the credit crunch,
and in particular noted a prolongation of the financial close process while new sources of debt finance were
identified and activated. The HM Treasury Infrastructure Financing Unit (TIFU) made additional funding
available in March 2009, but has made only one investment to date. This is because the Banks and European
Investment Bank (EIB) have responded positively to the opportunities still in the market. Certainly, we are
seeing significantly diVerent financing terms (more akin to the mid ‘90s environment), and these may find a
permanent place in the new structures as we move out of recession. Overall, the market is still healthy,
competition is still strong, and other forms of debt funding are emerging.

8. One common complaint from all parties has been the unacceptable costs of procurement. It is not
uncommon for major projects to take 4 years from announcement in the OYcial Journal of the EU to
“financial close”. The CBI working group on “Procurement and PFI” recognised the shortage of procurement
skills (in both the public and private sectors) as a major factor contributing to the lack of competition in some
sectors; the cost of bidding outweighing the expected returns over the life of the contract. There is an argument
for considering a change in the methods of training those in the public sector that are responsible for PFI
procurement and contract management. A move towards a “learning by doing” methodology of training
would lead to more eYcient individual and organisational behaviour.

8.1 Poor preparation of the project brief by the public sector client has been a problem since the inception of
PFI. All too often, the brief is developed during the tender period, with consequent overrun of bidding periods
and costs incurred by all parties.

8.2 Poor advice from the “advisor” consultants can exacerbate the problem of getting the project to “financial
close”. In part, this has been caused by the tightening of fees paid by the public sector. There should be no
incentive to “spin out”’ the bidding and negotiation processes in order to increase the total fees earned. This
can be overcome by incentivised consultancy contracts to ensure closure to a specified date for a specified price.

8.3 There has been an insistence on very detailed drawings and specifications from all competitors, even in
the earliest stages of the bidding process. In the ‘90s, this happened because many public sector procurement
teams struggled to understand the diVerence between input and output-based contracts. Subsequently, it
became a device to get all bidders onto the same level; permitting minutely detailed cost comparisons, and thus
limiting the possibility of later criticism by local and central government auditors.

8.4 Over-long negotiation periods, particularly after the introduction of the EU “Competitive Dialogue”
process, are a major factor in the overall cost of procurement. Many Government departments have
established their own procurement agencies (Homes and Communities Agency, Partnerships for Schools,
Community Health Partnerships, Defence Equipment and Support), which are charged with supporting local
project procurement teams. It is a diYcult to strike the right balance between giving guidance and taking the
lead, and the inevitable tensions between the “centre” and the project teams have caused unnecessary delays
in decision making.
14 National Audit OYce: Protecting staV in PPP-PFI deals, March 2008.
15 KPMG: EVectiveness of operational contracts in PFI, 2007.
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9. The global financial recession has provided an opportunity for a major rethink in the structuring of private
finance deals. We know that the cost of finance rarely dominates the value-for-money case,16 so our current
recession-fuelled desire for a “return to the good old days of 2007” is probably misplaced. In reality, it was
back in 1995 when we saw the last ‘normal’ year in terms of project financing; we are very unlikely to see again
either a return of very high equity gains or, indeed, very low debt interest rates.

9.1 Long term PFI loans have been increasingly “out of synch” with the Banks’ much shorter term business
models. Loan tenors of five or seven years are becoming the norm; this will raise questions about refinancing
at the end of each term, and in particular who takes the risk. The Australians are experimenting with their so-
called “mini-perm” arrangements, where there are contractual provisions for terminating the concession and
refinancing at the end of an agreed short term.

9.2 As the PFI market has commoditised over the past 15 years, so has the debt/equity ratio tightened; deals
were being signed with as little as 7% equity commitment, and much of that was in the form of fixed coupon
quasi-equity “loans”. This has resulted in financial structures which are inherently inflexible, as the debt
providers have made it increasingly diYcult for either the public sector client or the private sector operator to
react to anything out-of-the-ordinary. Already, we are seeing a return to more sensible debt levels, and
consequently higher demands for equity; this will allow a much more business-like approach to the handling
of future changes in user-need in the project.

9.3 The lack of liquidity in the banking system has allowed Government to consider diVerent approaches to
allocating risk between the parties. Several initiatives are now running17 wherein the public sector is retaining
risks previously accepted (albeit reluctantly, and with a significant premium) by the private sector. This is
resulting in much better value for money, as the risks are in eVect “self-insured” (as a contingent liability) by
the public sector. This has the added benefit that the public sector is incentivised to think about the impact of,
for example, policy changes during the life of the concession.

9.4 The long term nature of a private finance deal is much better suited to the investment criteria adopted by
the Institutions. There is an opportunity to develop a range of approaches, which would make investment in
infrastructure projects much more attractive to these Funds; tax incentives, underpinning debt, and accepting
residual property risk, are three possible Government interventions.

10. However challenging the last 17 years have been, over 1,000 PFI projects have been signed,18 and many
billions of pounds of infrastructure projects are now in operation. Moreover, new models are emerging which
take the best of private finance and combine this with the best of Strategic Partnering. Equity is being shared
between the public and private sectors, and the resulting joint ventures are set up to consider and develop
streams of projects, each tuned to the needs of the new location, the new technology, and the new user.

10.1 Local Improvement Finance Trusts (LIFTs) were the first of these new ventures, and provide a variety of
community health facilities. These structures are now relatively mature, and a secondary market has developed
where equity is traded. The new “Express LIFT” structure has made good progress in reducing the costs of
procurement, and the costs of construction, through the use of “project delivery organisations” and
framework contracts.

10.2 Building Schools for the Future (BSF) is a large programme designed to renew or refurbish much of the
primary and secondary schools estate over the next 15 years. Here, there is a mix of private finance and
traditional procurement. It will be interesting to see how this arrangement may impact on-going maintenance
of those schools that will be funded out of the Local Authority’s revenue budget. There is the negative prospect
of a two-tier schools estate being created, if this dichotomy is not addressed soon.

10.3 Waste Partnerships are the latest incarnation of this model. Here, the challenge is to manage risks
associated with the diVerent technologies of waste separation, treatment, and disposal, whilst accepting that
future waste volumes are diYcult to predict, given that society is becoming ever more environmentally aware,
and that total volumes have reduced during the recession.

11. So, what about the future? Although there were various forms of “take or pay”-type contracts signed in
the power industry in the ‘60s, and the world’s first toll road has already been returned to the Spanish
Government at the end of its 30 year concession, the UK really started the PFI ball rolling in 1992; to that
extent, the rest of the world is still looking to us19 to help them embrace the latest techniques and structures.
Indeed, some countries—learning from our experiences (and incidentally providing us with much needed
export revenues)—have “leapfrogged” the UK in the introduction of refinements to the basic model. In Japan,
for example, increasing focus is on the procurement of “Project Delivery Organisations” (PDOs), which
16 HM Treasury: Value for Money Assessment Guidance, November 2006.
17 Homes and Communities Agency: Private Rental Services Initiative, July 2009.
18 PartnershipsUK: PFI: State of the Market, 2007.
19 Partnerships UK’s international desk.
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manage the procurement of the design and construction phases, and become the deliverers of the operational
services to the public sector client once construction is complete. Certainly, the private finance model can be
further improved, and the recent credit crunch has given us the opportunity to introduce new ideas and new
structures:

11.1 Central procurement expertise is essential to achieve the necessary standardisation of approach, rapid
decision making, and value for money risk allocations. These teams could be area-based, and might employ
incremental partnership techniques.

11.2 There is evidence20 that collaborative working between public and private sectors is more eVective than
simple “arms length” transactional relationships. This is best delivered through business-like joint ventures,
where aligned objectives are an essential ingredient for success, and where private sector profit motives can sit
alongside social purpose.

11.3 These “Good Partnering” techniques should be adopted during the tendering process, so that
procurement times and costs are reduced to a minimum, the joint venture business starts as it means to
proceed, and the prospects for a sustained high value relationship are high. The EU’s so-called “restricted
procedure” has many merits, and could ensure the selection of the preferred partner in three months or less.

11.4 New forms of financing will bring added value; one solution is to obtain access to institutional funding.
In principle, there is a close match between the funding requirements for PPP and PFI schemes, where
aVordable long term finance is required, and the investment needs for pension funds, which want long term,
low risk investments. More eVort might be invested in designing and facilitating a role for institutional
investors in the primary financing role in public private partnerships.

11.5 New tax sources might be used to provide finance. Supplementary Business Rates will be used to finance
Crossrail and could be used for other projects.21 The use of Tax Incremental Financing has been widely
discussed in connection with Accelerated Development Zones. These approaches could help kick start
redevelopment schemes in some areas, albeit at the risk of more public borrowing now; this will need to be
repaid from future prospective tax income which would be unguaranteed and uncertain.

11.6 Increased charging for services might be considered. New charges or higher charging could be introduced
for a range of services. Roads and motorways appear to be the most suitable areas, where the increased use
of road tolls and congestion charging (possibly linked with hypothecated spending) could provide income
streams to finance new highways, motorways and river crossings. Issue of equity and economic impact would
need to be taken into account when any charging was considered.

11.7 Public sector bodies continue to be asset rich, and solutions based on accessing that wealth (subject to
Treasury agreement . . .) to secure improved infrastructure might be sought. Precedents of successful
redevelopment using asset leverage exist;22 however, these date back to when the market conditions were
diVerent. To have real impact on infrastructure, the scale of redevelopment would need to be substantial, and
the amount of assets transferred significant. Addressing this through area-based development companies or
local asset-backed vehicles might be a way forward. Structuring such vehicles as real estate investment trusts or
limited liability partnerships to facilitate tax relief—and thus secure outside investment—might be considered.

11.8 In the past, enterprise zones have been established to stimulate investment in times of recession. In the
case of development zones, investors were freed from paying business rates for 10 years, and tax benefits in
the form of accelerated capital allowances and corporation tax benefits were put in place. Such schemes did
create a focus for development, and the zones did achieve quicker development of areas of need. The use of
tax policies to generate capital investment in infrastructure might therefore be considered.

11.9 Our research highlights the desire for infrastructure provision that allows flexibility in revenue budget
management. This requirement is at odds to the solutions provided by PFI solutions and conventional
procurement which envisage long term asset ownership, long term financing and firm commitment to asset
maintenance. The current arrangements for most if not all PPP and PFI contracts inhibit future flexibility
rather than support it. This arguably suggests less long term ownership of non-specialist assets, more operating
leasing, and eVectively the development of more standardised multi-use buildings. The feasibility of such
radical approaches would require careful analysis of need, and consideration of the merits of alternative
buildings for service delivery.

11.10 Area based solutions in respect of infrastructure development might be employed more commonly.
There have been instances of joint procurement between public sector bodies, for example, in street lighting
and between the NHS and local government, but they are not yet commonplace.
20 Global Business Partnership Alliance: Organisational issues in Outsourcing Partnerships, 2007.
21 HM Treasury, CLG: Business rate supplements: a white paper, October 2007.
22 Croydon Council Urban Regeneration Vehicle (CCURV), June 2008.
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11.11 The extension of prudential borrowing might be considered. Local authorities throughout Great Britain
have had prudential borrowing powers since 2004. These powers have been used extensively; in 2007–08 over
£3 billion of prudential finance was employed in England to support projects. This finance is readily available
at lower rates of interest than private finance, and has been used to facilitate projects that would have otherwise
been diYcult to finance. The prudential borrowing regime has been extended to Foundation Hospitals from
April 2009; however, this is a more restricted facility than that available to Local Authorities.

12. Other issues that need to be addressed:

12.1 Public confidence in private enterprise and market systems has been severely dented by the spectacular
mismanagement, governance, and regulatory failures in the financial services sector. This makes it even more
vital that companies providing public services and involved in PFI are transparent about their financial and
operational performance in their public sector contracts and, indeed, in their wider business activities. They
will need to publish performance results in real time and in an accessible form. They will also need to accept
greater public scrutiny—both by Parliament and local authority scrutiny committees.

12.2 Contracts need to embrace ways of gauging public and/or customer satisfaction and make some elements
of the suppliers’ payments subject to this.

12.3 Commercial confidentiality should not stand in the way of openness—it needs to be carefully defined and
applied only in exceptional cases, and only at specific times. This could prove more diYcult for public sector
clients than for business sector providers.

12.4 Contractual terms could be published; “Commercial confidentiality” should not be applied to avoid
political discomfort. An extension of the Freedom of Information Act to cover more explicitly contracted
providers could have a beneficial impact.

12.5 The industry and the public sector should define and agree accountancy standards for financial reporting
and “open book” processes. Companies and their public sector clients should expect these to be subject to
external audit.

12.6 It is essential that the workforce and their representatives including trade unions are engaged more fully
not only in procurement decisions but also in the monitoring of performance. There is an opportunity to
consider oVering staV a form of equity in schemes.

12.7 There is a need for a review of the impact of current regulatory arrangements designed to provide support
and protection to staV aVected by PFI and PPP schemes. The aim should be to ensure that workforce practices
enable eVective and eYcient service delivery in ways that are reasonable and fair to the employees concerned.
There has been considerable trade union concern that this has not been the case. An evidenced based analysis
is required and any shortcomings addressed.

13. Summary

13.1 PFI and PPP have made a significant contribution to public infrastructure development and investment
in England and the wider UK. This is also the case internationally and the application of PFI is growing
globally.

13.2 However, it is essential that the model be recognised as one of several sources of finance and procurement.
It should be applied when it demonstrates the best value for money and not for ideological reasons or “because
this is what we do”.

13.3 There are and have been some legitimate questions raised about PFI and these should be addressed
through evidence based analysis.

13.4 There is a stronger case for applying PFI to infrastructure than to complex services which will by their
nature require the flexibility to change over time in response to users needs choices; technological advance; and
changing public policy and public finance conditions.

13.5 There are issues of transparency and accountability that are being addressed but which require greater
urgency. Similarly, the engagement of the workforce and the various measures introduced to provide
protection to employees need to be reviewed—not to reduce protection but to ensure that good workforce
practices support good public service outcomes.

CPSP would be pleased to discuss and or amplify any of the points made in this submission.

September 2009



Processed: 10-03-2010 22:37:46 Page Layout: LOENEW [E] PPSysB Job: 440731 Unit: PAG1

294 private finance projects and off-balance sheet debt: evidence

Memorandum by Dr J R Cuthbert and Mrs M Cuthbert

Context

1. This note is our submission in response to the call for evidence on PFI dated 15th July 2009. We are
independent researchers in the field of the economy and public finances, and we make this submission as
individuals. Before we give our answers on the specific questions posed by the Committee, this brief section
on context:

(a) gives short biographical details; and

(b) sets out the history of our research on PFI, outlining the main data sources we have examined, and
the key aspects covered in our research.

2. Biographical Details

Jim Cuthbert is a statistician, who has worked in academia, the civil service and consultancy. As a civil servant,
he worked in the Scottish OYce and the Treasury, and was latterly Scottish OYce Chief Statistician.

Margaret Cuthbert is an economist who has spent her career working in industry, academia and consultancy.
Her main research interests are in public finance and in enterprise.

We have published extensively, particularly in the areas of public finances and the Scottish economy. Copies of
the papers we have published since 1997 can be found on our website at www.cuthbert1.pwp.blueyonder.co.uk

3. Outline of Our Research Interest in PFI

Our research interest in PFI started in 1999, but our research was limited initially by the lack of information
in the public domain. The situation changed radically from 2005, however, with the advent of the Freedom of
Information Acts, (FoI). Because of FoI, we have been able to assemble what is probably a unique archive on
the operation of PFI, including the detailed financial projections for eight PFI schemes; the full contracts for
a number of PFI schemes, (including around 10,000 pages of documentation on the new Royal Infirmary of
Edinburgh); and detailed information on the indexation arrangements for around 35 PFI schemes.

We have carried out extensive research on this material looking in particular at:

— The cost to the public sector of the provision of the capital element of PFI projects, and the projected
levels of profitability of PFI schemes for the private sector funders. This research involved developing
new analytical techniques to supplement the commonly used, but unsatisfactory, measures of net
present value and internal rate of return. The research revealed clear evidence of high costs to the
public sector, and very high projected profits, in several of the PFI schemes examined.

— Procedures for ensuring value for money and aVordability of PFI schemes: we have identified failures
in these procedures in several of the schemes we have examined.

— The eVect of the Treasury’s specified discount rate: prior to 2003, this had the eVect of wrongly
burdening the public sector comparator in the value for money comparison with an additional cost
equivalent to the government’s capital charge.

— The indexation arrangements for adjusting the unitary charge in the light of inflation: we have
identified flaws in these arrangements in a number of schemes.

— The way in which the OYce for National Statistics adjusts the National Accounts in relation to “on-
book” schemes, and the way in which ONS has operated the risk based test to determine whether
schemes should be on or oV the books. We have identified flaws in both of these areas.

Much, but not all, of our research in PFI is in the public domain, particularly in the form of a number of papers
submitted to the Finance Committee of the Scottish Parliament, and in the form of a debate conducted with
ONS on the on/oV treatment of PFI schemes, conducted in the context of the Scottish Economic Statistics
Consultants’ Group. References to relevant papers, copies of which are on our website, are given at the end
of this note.

Comments on the Specific Questions Posed in the Call for Evidence

4. Question 1 (a): How should the cost and benefits of PFI schemes be assessed?

The evidence of high costs, and high projected profits, in several of the PFI schemes we have examined, (see
reference 3), indicates that the existing techniques designed to ensure value for money and aVordability in PFI
schemes have not worked well. However, on a more positive note, our research also indicates that more careful
examination, by the public sector client, of the kind of financial projections we have been studying, could in
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itself reveal many potential problems in prospective PFI deals. (The projections we have been examining are
the financial projections produced by the operating consortia at the time of the signing of the PFI contract:
these are available to the public sector side).

Among the key indicators which we suggest the public sector side should be looking at are the following:

(a) The financial projections can be used to split out of the projected stream of unitary charge payments
those costs associated with services (like operations, management, maintenance, and lifecycle costs),
leaving what we have called the non-service element of the unitary charge: this non-service element
essentially represents the cost to the public sector client of the provision of the original capital asset.
The net present value of this non-service element can then be calculated, using a discount rate equal
to the current National Loan Fund interest rate. This net present value indicates how much the public
sector client could have borrowed from the National Loan Fund, for the same cost as the stream of
non-service element payments. If this net present value is high relative to the cost of the original
capital asset, then this is prima facie evidence that the project may involve excessive costs to the public
sector. For several of the schemes we have examined, the ratio of NPV to capital was indeed very high,
being close to or greater than two.

(b) The financial projections can also be used to calculate the projected internal rates of return (IRR) on
the diVerent sources of capital finance: and also, for each diVerent source, the average outstanding
debt on which this return is earned over the lifetime of the project. For example, in all of the eight
cases we have examined the projected IRR on broad sense equity (that is, the aggregate of subordinate
debt and equity proper) is 15% or more, and in two cases is over 20%: moreover, these returns were
being earned on an outstanding debt which in five cases averaged, over the lifetime of the project,
more than 200% of the amount of capital raised. Figures like these are potentially indicative of excess
profits, which the public sector side in the negotiations should probe.

(c) The financial projections can also be used to probe for a mismatch between the profile of non-service
element payments, (as projected on the basis of the original inflation assumptions), and the profile of
projected senior debt charges. A common feature of the financial projections we examined was that
the non-service element payments were basically projected to increase through the life of the project:
while senior debt charges were projected to decline, and would commonly terminate completely
several years before the end of the project. This left an increasing wedge between the non-service
element and senior debt charges, which was largely available to be taken as profit. The existence of a
marked mismatch between the profiles of the non-service element and senior debt charges is therefore
another indicator of potential excess profits, which the public sector side should probe.

(d) Another aspect which the public sector should probe is how sensible the arrangements are for
adjusting the unitary charge payments in the light of future variations in inflation rates away from
their initially assumed values. In our wider study of the business cases and contracts for PFI schemes,
we have found many examples where these arrangements appear highly questionable. For example,
we have found several examples where the whole of the unitary charge is subject to indexation at
whatever the future rate of inflation will be—even though major elements of the consortium’s costs,
(namely, senior and subordinate debt charges), are pre-determined, and will not increase in line with
inflation. Such inappropriate indexation potentially hands the operating consortium a large future
windfall profit if inflation increases above its initially assumed levels.

5. Question 1(b): What Discount Rate Should Be Used in Comparing Private Finance with Conventional Public

Procurement?

Since public procurement would involve borrowing from the National Loan Fund, a fair discount rate for
comparison with the public sector is the current NLF rate. Prior to 2003, the discount rate which the Treasury
specified, of 6% real, had the eVect of burdening the public sector comparator with an additional cost equal
to the government’s capital charge, even though, according to the Treasury guidance, the capital charge should
not have come into the value for money comparison. The eVect was to significantly bias the value for money
comparison in favour of the PFI option. (See reference 5 for analysis showing how the Treasury discount rate
had this eVect.)

6. Question 1(b): Are Current Procurement Procedures Satisfactory?

A number of aspects of current procedures are problematic:

(a) The practice of selecting a preferred bidder, may, in eVect, limit competition: there are indications of
significant cost increases occurring between the selection of the preferred bidder and the final signing
of the contract.
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(b) PFI projects are typically large, bundling together into one contract both the provision of the capital
asset, and services. This bundling is essential if the project is to be classed as an operating lease, and
hence kept “oV the books”. There is, however, no doubt that large, bundled, contracts restrict
competition. As evidence of this, witness the following quotation from a presentation by a major PFI
provider, where it was stated that an advantage of PFI for them was “Tender costs and complexity
reduce competition”.

(c) Our examination of PFI contracts indicates that arrangements used to examine value for money and
aVordability are often inadequate. (See in particular reference 4 for a detailed analysis of a number
of problems identified in the case of the new Royal Infirmary of Edinburgh.) In some cases the
assessment of aVordability is given in the business case for only one year: in some others, aVordability
is assessed by calculating an aggregate over the lifetime of the project with negative balances for many
of the early years being “cancelled out” by positive ones in the later years—even though this
procedure makes little sense.

(d) There is a downside to the narrow concentration on value for money in current procurement
procedures. The scale of PFI is such that it has important eVects on the wider economy. Passing an
entire large project, possibly the biggest construction and services project an area is likely to have for
many years, to a firm based outside that area, can have important adverse eVects. Such eVects could
impact, for example, on the viability of local industry, on the depth of the local skills base, and on the
amount of research and development carried out in the area. Some account should be taken of these
wider eVects in PFI procurement.

7. Question 1(d): Is enough information disclosed on private finance projects fully to assess whether the taxpayer is

getting value for money?

No.

(a) Our own research, using Freedom of Information, has indicated the benefits of the wider information
on PFI which is now starting to become available under FoI: however, FoI itself is by no means an
easy or ideal way of accessing such information.

(b) As noted at 6 (d) above, the broader implications of PFI for the wider economy are very important.
Information should be made available to enable these implications to be assessed: for example, on
where procurement and research involved in PFI is actually sourced.

8. Question 3: Is there significant risk transfer to the private sector or is it more apparent than real?

The very high levels of costs to the public sector and projected profits observed in some of the PFI schemes
we have examined have implications for the true extent of risk transfer. If costs and profits are high relative
to the levels of risk transfer conventionally assumed, then meaningful risk transfer cannot really be said to
have taken place. In such circumstances, instead of meaningful risk transfer, what is really happening is that
the private sector could be said to be having a flutter at the public sector’s expense.

9. Question 5: Are post procurement alteration arrangements problematic?

We have no first hand evidence on actual re-negotiations. But our scrutiny of PFI contracts has identified a
potentially significant weakness in the arrangements for re-negotiation. PFI contracts sometimes specify that,
when re-negotiations take place, the guiding principle should be that the internal rate of return on equity
should be maintained. But the IRR on its own is an inaccurate indicator of the value of a sequence of returns:
the net present value of a sequence of returns depends both on the IRR and on the profile of debt outstanding.
It would be perfectly feasible to structure a renegotiation so that the IRR was unaltered, but the profile of
outstanding debt was changed so that the net present value of the return to the investor was greatly increased.
Rules on renegotiation need to be much more tightly specified to avert this possibility.

10. Question 6: Treatment of PFI contracts in national accounts?

The evidence on PFI schemes which we have obtained under FoI raises two important implications for the
way in which ONS handles PFI schemes in the national accounts.

(a) First of all, there is the question of how ONS treats existing “on book” PFI schemes in the national
accounts.

When a PFI scheme is classified as “on book”, ONS makes adjustments to the public sector capital
stock and to the public sector net debt: the same adjustment, equal to the capital value of the asset
involved, is made to both.
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However, for the eight PFI schemes whose financial projections we have analysed, the ratios of the
net present value of the non-service element of the unitary charge to the capital value of the asset were
2.04, 1.97, 1.97, 1.82, 1.68, 1.60, 1.49 and 1.28. (In calculating the net present values, the payment
streams were discounted at the National Loan Fund interest rate.)

This means that the stream of payments which the public sector has contracted to pay for the capital
asset, (leaving aside payments for services and lifecycle costs during the project), has a current value
which is in each case much greater than the value of the capital asset. Given this, ONS’s practice for
“on book” schemes of including an amount equal to the value of the capital asset in the public sector
net debt significantly understates the cost of the actual liability being taken on by the public sector.

(b) Secondly, there are implications for the way ONS has operated the existing ESA95 test of whether a
scheme should come on to the books. As argued in paragraph 8 above, the high levels of projected
profits associated with several of the schemes we have examined means that meaningful risk transfer
has not actually taken place. This invalidates the standard ESA95 test of whether a scheme should
be on or oV the books, which is based on risk transfer.

For both these reasons, ONS’s current approach is likely to grossly underestimate the cost of PFI schemes to
the public finances. Too few schemes are “on book”: and for those that are, ONS’s addition to net debt
understates the true level of public sector commitment. Note that under proposed changes to accounting rules,
which may bring all schemes “on book”, the second of these problems will still remain. (See reference 1 and 2
for an account of our debate with ONS on this issue.)

It is of vital importance that ONS move towards more accurate accounting treatment for PFI schemes. It is
not just that the current approach grossly underestimates the true cost of PFI to the public finances. The
misguided desire to classify PFI schemes as operating leases, (and hence to keep them “oV book”), has
fundamentally distorted the way PFI as a whole has operated: this has led to the very large bundled PFI
contracts which have restricted competition, and which have almost certainly contributed to excessive costs.

11. Question 7; Would public sector investment have been lower without PFI?

It is not just the level of investment which is important, but its nature. We have no direct evidence on whether
levels of investment would have been lower without PFI. But there is plenty of anecdotal evidence that the
nature of investment would have been diVerent without PFI, with much more refurbishment as compared to
new build. A bias towards new build rather than refurbishment is potentially a sub-optimal allocation of
resources.

12. Question 9: Are there realistic alternatives to PFI?

It would potentially greatly increase competition, and hence reduce cost to the public sector, if PFI projects
were to be unbundled into much smaller constituent parts. If PFI schemes are automatically “on book” in
future, then there is no longer any need to attempt to meet the condition that they should be capable of being
classed as operating leases: and hence there is no need for such large bundled contracts in the future.

18 September 2009

References: the following six papers give further details on some of our research on PFI: copies can be accessed
on the website www.cuthbert1.pwp.blueyonder.co.uk, under Theme 3.

(1) Cuthbert, J R: The Need to Review the ONS Approach to Including PFI Liabilities in the Public Sector Net
Debt: paper SESCG2008/1/1, discussed at Scottish Economic Statistics Consultants’ Group, 9 January 2008.

(2) Cuthbert, J R: A Comment on Martin Kellaway’s response to Paper SESCG 2008/1/1: note dealing with
PFI accounting, discussed at Scottish Economic Statistics Consultants’ Group, 7 May 2009. The ONS paper
to which this is a response can also be accessed on our website.

The following four papers were given as evidence to the Finance Committee of the Scottish Parliament, in
connection with their inquiry into the methods of funding capital investment projects: the papers are also
available on Finance Committee website, (March 2008).

(3) Cuthbert, J R, Cuthbert, M: The Implications of Evidence Released Through Freedom of Information on the
Projected Returns from the New Royal Infirmary of Edinburgh and Certain Other PFI Schemes.
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(4) Cuthbert, M, Cuthbert, J R.: The Royal Edinburgh Infirmary: A Case Study on the Workings of the Private
Finance Initiative.

(5) Cuthbert, J R, Cuthbert, M: The Capital Charge: Problems Arising from the Misapplication of Current Cost
Accounting.

(6) Cuthbert, M, Cuthbert, J R: PFI—Refinancing.

Memorandum by Mr Shlomo Dowen on behalf of People Against Incineration (PAIN) and the United

Kingdom Without Incineration Network (UKWIN)

1. My name is Shlomo Dowen, and I am a resident of Mansfield, Nottinghamshire.

2. People Against Incineration (PAIN) is a Nottinghamshire-based group of citizens who are opposing
proposals, funded through a Waste PFI, for a Sherwood Forest incinerator (currently the focus of a public
inquiry). I am a Co-Chair of PAIN’s Legal and Research Team. This submission is made on behalf of PAIN.

3. I am also the National Coordinator of the United Kingdom Without Incineration Network (UKWIN).
Founded in March 2007, UKWIN’s role is to help local groups develop the case against incineration, and in
doing so create a UK-wide movement in favour of more sustainable approaches to waste management.
UKWIN currently has more than 100 members. This submission is also made on behalf of UKWIN.

4. Although I am aware of both specific and underlying systemic problems relating to numerous Waste PFI
contracts, I have chosen to limit the scope of my current evidence primarily to the situation in Nottinghamshire
as it relates to the first four questions posed in the Economic AVairs Committee’s Call for Evidence.

5. Nottinghamshire’s 27-year, £850 million Waste PFI contract was signed in June 2006, without first reaching
the broad consensus that was supposed to have been an evaluation criterion used to assess the suitability of
PFI credits.

6. For further details of the lack of broad consensus, etc please see accompanying relevant excerpts from
PAIN’s Proofs of Evidence submitted to the public inquiry into the proposed Sherwood Forest incinerator
(PINS ref. 2102006).

7. According to Nottinghamshire County Council (NCC) Group Manager for Waste Management: “. . .
while the project began as a PPP (Public Private Partnership) . . . it was later changed to a PFI. We [at NCC]
had PFI credits thrust upon us”.23

8. The original PPP entailed four separate contracts for diVerent aspects of waste management. It seems
reasonable to speculate that this approach would have resulted in quicker progress towards equipping the
county with appropriate waste infrastructure, whilst oVering the best opportunity for local small to medium
sized enterprises to win one or more of those relatively smaller contracts.

9. Instead, the PFI route resulted in a single provider, in our case Veolia, winning the whole contract. This in
turn has resulted in Veolia being in a position to dictate the technology, overriding Nottinghamshire’s existing
waste strategy.

10. Your attention is called to NCC’s Waste PFI Final Business Case (FBC),24 where we read that the original
project objectives included the following, based on the Nottingham and Nottinghamshire Joint Waste
Strategy: “Given the presence of an existing Energy from Waste (EfW) facility at Eastcroft, it is considered
that no significant additional EfW capacity will be required through this PFI project.”

11. It appears from the FBC that there was a significant change in emphasis away from Mechanical and
Biological Treatment (MBT) towards incineration. This appears to have been largely because Veolia: “have
been unswerving in their proposal that Energy Recovery by Incineration is the only technical solution that can
provide guaranteed diversion at a known risk and financial profile”.

12. This enthusiasm seems to have over-ridden the assessments of the OBC and of the detailed Best
Practicable Environmental Option assessment for NCC carried out by Enviros and published in August 2004
which concluded that whilst the options reviewed “perform consistently well across the range of environmental
criteria” they found “Option 5 performing better than all other options”. Option 5 was based on MBT. Whilst
the report indicated that the incineration based option performed well against “policy and socio-economic
criteria” it should be noted that the assessment preceded the reduction in emphasis on energy from waste
options and the favouring of anaerobic digestion in Waste Strategy 2007.
23 Waste PFI contract signed between Notts CC and Veolia Environmental Services, 29 June 2006 http://www.recyclingwasteworld.co.uk/

cgibin/go.pl/article/article.html?uid%36657
24 Available from http://www.nottinghamshire.gov.uk/finalbusinesscase.pdf, p 17.
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13. This is but one example of the inflexibility of the PFI process that appears to have enshrined an outdated
approach, committing the County to build waste management facilities that are no longer required and that
were based on outdated and highly exaggerated projections of waste arisings and that pre-dated the 2007
Waste Strategy and that is purported to supplant the emerging Nottingham and Nottinghamshire Waste Core
Strategy. For some years the contract recycling targets are below the current Regional recycling targets.

14. Further details are included in the accompanying excerpts from PAIN’s Proofs of Evidence submitted to
the public inquiry into the proposed Sherwood Forest incinerator (PINS ref 2102006). The complete Proofs
are available from http://www.nottinghamshire.gov.uk/home/environment/planningmatters/homepage-
newpage/efrcoredocuments.htm

15. Disturbingly, at 5.25 of the Planning Supporting Statement that accompanied Veolia’s planning
application for their proposed Sherwood Forest incinerator we read: “The Municipal Waste Management
Strategy for Nottinghamshire was approved in 2001. This has eVectively however been replaced by the
provisions of the PFI contract for waste management services” [emphasis mine].

16. Thus the Waste PFI contract appears to bypass the democratic process, replacing the waste strategy and
its associated community involvement and legal requirement for an examination in public.

17. Due to poor management, “inevitable slippage”, the lack of agreement amongst stakeholders (such as the
relevant Waste Collecting Authorities), and the community’s perception of anti-democratic high-handedness
on the part of both Veolia and NCC, the PFI-driven rush to build an incinerator has been considerably delayed
and may never come to fruition, whilst the community’s mistrust will require a great eVort to address.

18. It should further be noted that important details of the Waste PFI itself have yet to be released in full to
the citizens on whose behalf the contract was signed. Whatever the financial costs of Nottinghamshire’s Waste
PFI, the cost to democracy, transparency and accountability are unacceptable to local residents.

19. The Economic AVairs Committee asks: “Is enough information disclosed on Private Finance projects
fully to assess whether the taxpayer is getting value-for-money?” This begs the question: to whom should
information be disclosed?

20. There is not suYcient space in this brief submission to outline in detail the numerous information requests
made by the community in our attempts to secure the release of our Waste PFI contract. SuYce it to say that,
whilst details can be provided upon request, the Committee should be aware that the matter is the subject of
an active investigation by the Information Commissioner’s OYce and also the subject of a High Court case
(Veolia v Nottinghamshire County Council, heard on 25 and 26 August 2009 by Mr Justice Cranston at the
High Court of Justice, Queen’s Bench Division, Administrative Court, London).

21. The situation was covered by numerous local and regional radio and television stations, and by a national
publication. The article, entitled PFI: Burning question (excerpts below) in Private Eye highlights some of the
public’s concerns:

The private finance initiative (PFI) may gobble up public money, but It can’t stand public scrutiny. That
seems to be the message from the French-owned waste firm Veolia Environmental, which took out an
injunction to stop its partner council revealing details of an £800 million waste and Incinerator deal.

Veolia signed a 27-year PFI contract to run waste services for Nottinghamshire county council. The
latter’s website says Veolia is known for its “expertise, excellence in service, and for working in
partnership with clients” but makes no mention of injunctions.

As part of its general audit, the council makes its accounts and bills available to voters. But when local
resident Shlomo Dowen, coordinator for People Against Incineration (PAIN), asked to see Veolia’s
invoices to gauge how good a deal the council had negotiated, Veolia won an emergency injunction to
keep the books closed—even though the council was only following Audit Commission guidelines.

Is Veolia reluctant to open the books because, as campaigners say, the PFI deal is, ahem, somewhat less
than perfect? Central to it is a huge incinerator in the middle of Sherwood Forest, contrary to the business
plan which proposed the incinerator should be on a brownfield site. Instead it is being built among the
trees at a former mine that is meant to be reclaimed as greenfield land, not turned into a big burning plant.

Veolia’s case for the incinerator seems to be based on assumptions that “the quantity of waste produced
has the potential to double over the next 20 years.” But annual waste in the area is stable at around
400,000 tonnes, suggesting Nottinghamshire might have bought hundreds of millions of pounds worth
of waste disposal it doesn’t need. The scheme has already been called in for an independent inquiry, and
critics say Veolia is also being obstructive about providing figures to the inspector.

If the deal has wasted public money, there could be national implications. The government’s semi-
privatised PFI lobby organisation Partnerships UK, along with Defra, both helped draw up the scheme.
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22. It should be further noted that in discussions with senior Defra oYcials it emerged that Defra takes no
responsibility for Local Authorities “cutting a bad PFI deal with waste operators”.

23. The extreme secrecy surrounding Waste PFIs runs contrary to the advice of Defra, who advocate the
reaching of a broad consensus before the start of procurement, noting:25 “Gaining planning permission for
new waste treatment facilities is a challenge for local authorities. There is often concern by residents about
the nature of the facilities being proposed, resulting in objections which can cause substantial delays to the
Department’s programme. The Department should encourage local authorities to consult early with residents
to identify issues which residents are likely to raise.”

24. The various legal actions and delays, including the current Public Inquiry into Veolia’s planning
application, cost taxpayers considerable sums of money, and constitute poor performance (relating to cost,
delivery dates and service quality).

25. Although we are currently debarred from knowing exactly how much of our money this has cost us to
date, we do know that the Waste PFI includes a provision for NCC (and therefore taxpayers) to pay not only
100% of the County’s legal expenses, but additionally some 90% of Veolia’s (above a redacted sum).26

26. Another aspect of this situation worthy of consideration is the benefits to be derived from making all
modelling assumptions (eg source data, formulae, etc) readily available to the public so as to allow meaningful
critique and continuous improvement. This is not currently the case in Nottinghamshire. Had the underlying
assumptions been made available for scrutiny the outcomes would have been improved and the community
might feel a sense of ownership.

27. The Committee raises the issue of risk. PAIN notes that:

27.1 Veolia’s threats regarding their Newhaven incinerator27 is linked to a statement made in the Audit
Commission in their Well Disposed report of September 2008 that “Some WDAs [Waste Disposal Authorities]
have found that they continued to bear risks they thought they had allocated to a contractor. Such risks include
planning delays and technology failures—contractors were able to ensure the WDA bore the risk by
threatening to walk away from the contract, leaving the WDA without waste disposal infrastructure”.

27.2 It is increasingly well established that some incinerator bottom ash is likely to be hazardous waste.28

Veolia accepts that at least 40% of their ash would exceed the threshold based on the metals analysis for total
lead and total zinc alone.29 This is not a new issue and concerns have been reported in the literature for at
least a decade.30 The possible impacts on the economics and environmental acceptability of incineration are
profound yet a response to a request to the WIDP has confirmed that “There are no WIDP discussion
documents, minutes or memos in which consideration has been given to whether IBA is, or may be, hazardous
waste”.31 This is an alarming admission when millions of pounds of public money are at risk.

27.3 NCC’s FBC states: “The ERF however should have an operational life of at least 50 years, with only
regular overhaul and maintenance required, except for unexpected failures and/or regulatory upgrades. This
latter issue is a council risk even during the contract period.”

27.4 After 25 years the incinerator (described as an asset) would revert to NCC ownership—but as this would
be at or close to the end of the design life and the site would require expensive decontamination and demolition
it would be more of a liability than an asset.

28. As the Audit Commission’s Well Disposed report32 states: “WDAs might buy too much disposal
infrastructure if they overestimate future volumes of waste arising (including other authorities’ waste or trade
waste). They may also achieve a worse environmental solution if, by building large disposal facilities, they
25 http://www.oYcial-documents.gov.uk/document/hc0809/hc00/0066/0066.pdf
26 Planning risk on the ERF will be shared between the Council and Veolia in accordance with the recommendations in the 4P’s waste toolkit.
27 When the risk is that costs could increase Veolia oZoads the risk onto the Council—see

www.theargus.co.uk/mostpopular.var.1720827.mostviewed.incinerators cost doubles.php
28 ENDS (2009). “Confusion over status of incinerator bottom ash.” Environmental Data Services (ENDS) 410: 23–24.
29 Veolia Environmental Services (2007). Response to the Environment Agency Consultation on the Hazardous Waste—Technical

Guidance WM2—Appendix C14 (Ecotoxic) 11 October 2007.
30 Ferrari, B, C M Radetski, et al, (1999). Ecotoxicological assessment of solid wastes: A combined liquid- and solid-phase testing approach

using a battery of bioassays and biomarkers. Environmental Toxicology and Chemistry 18(6): 1195–1202.
31 Letter from Mr John Enright Head of Project Development Waste Infrastructure Delivery Programme to Mr Alan Watson of Public

Interest Consultants 5 May 2009, Ref: RFI2626.
32 http://www.audit-commission.gov.uk/reports/NATIONAL-REPORT.asp?CategoryID%ENGLISH-576-SUBJECT-

397&ProdID%C0CDCBFE-24E0-494d-824D-F053A576661E
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reduce their own financial incentive to pursue waste reduction or recycling initiatives (pp 77–78) . . . If WDAs
overestimate the amount of waste they will need to process, both the overall cost and the cost per tonne of
waste processed are likely to be higher than they would have been had estimates proved accurate. . .” (p 80).

29. This is echoed in the testimony of the Environment Agency’s Head of Waste delivered to the Environment,
Food And Rural AVairs Committee: Waste Strategy For England 2007 on 15 October 2008:33 “. . . Defra’s
advice on the Waste Strategy is very clear, that local authorities need to avoid being locked into long term
contracts or plant that is too big. They need to be responsive to future, technological changes.”

30. The Chief Executive of Local Partnerships acknowledges that “local authority contract management
skills are not as strong as they might be” and says that “the most important part of our role is to help local
authorities be an intelligent client” and that they aim to “make sense of the options, and show them how to
get the most out of any arrangement they enter into”.34

31. Citizens are expected both to fund the PFI and to play a crucial role in its delivery.35 As these PFI deals
are entered into on our behalf it makes sense that we too should have a role in formulating and reviewing the
PFI both in the name of democratic accountability and to ensure that it delivers best value for money.

32. For example, the level of payment due to Veolia is based on Key Performance Indicators (KPIs), including
a KPI related to the number of valid complaints. NCC is failing to ensure best value by not requiring a widely-
advertised complaints procedure with mechanisms to accurately record the number of valid complaints.

33. With regard to the Committee’s sixth question, the issue is not primarily where the accounts are published,
but that the full costs of PFIs do not remain secret.

34. I would be happy to give oral evidence if this would helpful for your inquiry.

20 September 2009

Letter and memorandum by the Foreign and Commonwealth Office

You wrote to us on 15 July requesting evidence to assist the House of Lords Economic AVairs Committee to
conduct an inquiry on “Private Finance Projects and oV-balance sheet debt”.

The FCO has two PFI projects, FCO Telephone network (FTN) and the Berlin Embassy. Only the latter is
included on the FCO Balance Sheet.

In practice, the FTN contract has more in common with standard managed service contracts. It is considered
that the equipment brought into use under the contract is not an asset of the FCO, and the balance of risks
and rewards of ownership are borne by the PFI operator. Replacement contract options are under review as
the current contract expires in May 2010.

Our Embassy in Berlin has been the FCO’s only PFI contract for provision of buildings and related services.
The contract came into force in June 2000 for a period of 30 years, with the option to extend for a further
30 years.

We have provided answers to the questions the Committee asked in the attached document and made it clear
whether the answers refer to Berlin or FTN.

17 September 2009

1. (a) How should the cost and benefits of Private Finance projects be assessed?

The Costs should be relatively easy to assess as the Net Present Value (NPV) of any agreed set of unitary
charges on asset usage. However, primary, secondary or other contract terms can complicate the calculation.
In the FCO, we have concentrated on the primary period. Any ongoing service costs should be variable in
nature and considered on an annual basis. Benefits present greater diYculty, inasmuch as many may be
subjective, anecdotal and unquantifiable. However appropriate templates could be developed.

An alternative approach might be to use normal Green Book appraisal techniques, comparing the PFI
proposal with a traditionally funded comparitor, which could be leased, owned or both.
33 From Uncorrected Transcript of Oral Evidence To be published as HC 1100–i. http://www.publications.parliament.uk/pa/cm200708/

cmselect/cmenvfru/uc1100-i/uc110002.htm
34 http://www.publicfinance.co.uk/news/2009/08/the-4ps-is-dead-long-live-local-partnerships/
35 Please also see the points made in paragraph 169 of the Excerpts from PAIN Proof for submission to PFI Inquiry document that

accompanies this submission.
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(b) What discount rate should be used in comparing Private Finance with conventional public procurement?

The normal method is to discount cash flows using the interest rate implicit in the contract. This will include
the risk element to the contractor. Comparison with the (lower) Treasury risk-free rate would indicate the risk
premium locked into the contract. A market benchmark interest rate would allow comparison to both the
proposed PFI contract implicit rate and the Treasury risk-free rate.

(c) Are current procurement procedures satisfactory?

Given the FCO’s limited PFI projects we do not have an opinion on current procurement practices. The FCO
has not explored further PFI procurement of Embassy buildings, other than Berlin, because we believe
traditional funding has oVered better long term value for money, and has been adequate to meet our needs for
new buildings.

(d) Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting value-

for-money?

HMT have a PFI reporting unit which collects data annually. This appears reasonably comprehensive and
seems aimed very much at VFM issues.

2. How does the performance (eg, cost, delivery dates and service quality) of schools, hospitals, prisons, roads and other

projects operated under private finance compare to those which were traditionally procured?

Our own experience with Berlin indicates that we have a very well designed and built-to-time embassy which
is operated and maintained to an extremely high standard against agreed performance measures. It is doubtful
that traditional funding mechanisms would give us the same high quality of maintenance.

However, this has come at a very high price: the original NPV of the contract exceeded the property valuation
by a factor of four and we were obliged to incur a very substantial impairment on commissioning. As the long-
term liability of the contract is reflected in Euros, we have also suVered greatly over the last two years as sterling
has depreciated markedly against the Euro.

For FTN we have not compared the performance of this Contract with other “traditionally procured”
arrangements; mainly because there are few with a similar scope.

3. Is there significant risk transfer to the private sector or is it more apparent than real?

In the Berlin PFI contract, there was significant risk transfer to the private sector. The delivery of the new
building and its subsequent maintenance has been handled entirely by the private sector partner.

For FTN, given the way the contract was set up at the outset, the balance of risk and rewards of ownership
were borne by the PFI operator.

4. How effective and costly has it been to monitor the private sector providers’ performance and quality of service in

Private Finance projects in comparison with traditional procurement?

The monitoring of the provider’s actual performance in Berlin is thorough and comprehensive and includes
formal quarterly review meetings of all contract partners. However, with traditional procurement, we would
be looking to a less rigorous and costly arrangement, allowing more budget flexibility.

For FTN monitoring of performance and quality of service has been no more expensive or diVerent from
traditionally procured Contracts.

5. (a) When the basis of a Private Finance contract needs to be altered post procurement because of changing client

needs—for example, a bigger jail is required due to a larger than expected prison population—has this proved

problematic compared to projects under traditional procurement?

Berlin’s PFI allows either party to propose changes throughout the life of the contract. Changes proposed by
the building owner—“Operator changes”—are paid for by the owner. “FCO changes” are proposed and paid
for by the FCO. In practical terms, changes proposed by the FCO are less problematic than under traditional
procurement since there is no requirement for the Embassy to tender on each individual change order.

(b) What has been the experience of PFI projects that have reverted to the public sector?

The FCO has no experience of a PFI project that has reverted to the public sector.
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6. (a) How should future payments by the Government under existing Private Finance contracts be recorded in public

sector accounts?

The guidance provided under International Financial Reporting Standards and summarised in the Financial
Reporting Manual is relatively clear and logical.

(b) Is risk transfer an appropriate test?

Yes.

(c) Should all such liabilities be included in the national debt? Or should they be accounted for separately from

government debt?

Capital contracts are long-term HMG liabilities and it would seem logical to include them in national debt.
It would also be logical to allot them a separate category within national debt.

(d) How much does the public sector accounting treatment of capital and revenue aspects of projects matter?

This does matter. For the FCO, PFI contracts represent a significant charge on our accounts. Whether a
project is classified as capital or revenue aVects the budgetary/Parliamentary scoring: capital projects are
recognised at value/NPV at commissioning.

For the Berlin Embassy the PFI represents a balance sheet liability of approximately £40m representing the
net present value of future payments. The value of the building is included as a fixed asset at approximately
£11 million. The lease is held in Euros, and therefore these balances are aVected by movements in the exchange
rate from year to year. In the last FY, the annual charge for interest and service charges amounted to some
£5.2 million. For FTN, the current annual charge amounts to approximately £30 million.

7. Would public sector investment in the last decade have been lower without Private Finance? If so, by how much?

We don’t believe that the FCO can answer this question in its general sense. We specifically would not have
had suYcient capital funding to build the Berlin Embassy without PFI.

8. How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis likely to have

a permanent effect on the Private Finance market?

We have had no new PFI projects planned so there has been no aVect for the FCO.

9. (a) Are there realistic alternative roles for private finance than the current PFI type private finance models?

Private finance operates in traditional estate procurement when property assets are leased. This approach
usually gives value for money, although often less good than freehold ownership. The development of PFI into
PPP would indicate that there is room for imaginative ideas in this area. However, too much diversity in the
finance model might be viewed as the sort of thing that brought about the credit crunch. The framework should
be readily understandable.

From the FCO’s standpoint, the availability of a buy-out clause (or at least first refusal on contract disposal)
would be useful, not least to avoid the possible association with unwelcome parties.

(b) Should the UK be aiming for more diversity in private finance models?

With diversity comes complexity. Any additional complexities would need to be oVset by PFI contracts
demonstrating better value for money in the contract delivery.

(c) Would a national infrastructure bank (such as the proposed Dodd-Hagel NIB in the US) add any value in

the UK?

The national infrastructure bank would be an interesting development and could enhance the public sector’s
bargaining position.

(d) Should the public sector have a more hands-on role in financing and/or delivery?

A more hands on financial approach would result under a national infrastructure bank, and a centre of PFI
financing and delivery expertise would be welcome.
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10. (a) Is there an optimal mix between conventional public procurement and Private Finance for public sector

investment?

The existing traditional avenues finance activity from the private sector carrying out specific public sector
projects. It should also be remembered that the original introduction of PFI was seen as something of a
financial work around to allow circumnavigation of annual capital controls. The proper application of
accounting rules has now corrected this and the whole market has now matured and developed. The exact level
of private sector involvement will probably vary from project to project. At the end of the day, value for money
should have the dominant role once risks and benefit options have been evaluated.

(b) What is the long run role of private finance in the delivery of infrastructure both in the UK and globally?

As far as the FCO estate goes, many assets required to deliver FCO responsibilities can be procured by leasing
as well as purchasing/building/owning, but PFI (in the sense of the private sector supplying serviced assets and
often providing services to the public on behalf of the FCO as well) seems unlikely to be a cost eVective for
the provision of FCO services.

Memorandum by Ms Jane Green on behalf of Coventry Friends of the Earth (FOE) and CRACIN

(Campaign for Recycling and Against Coventry Incinerator)

1. I am making this submission as a Coventry resident and on behalf of Coventry Friends of the Earth and
CRACIN, Campaign for Recycling and Against Coventry Incinerator.

PFI: Costs and Adverse Incentives in Relation Environmental and Social Goals

2. I became aware of the social and environmental costs of PFI procedures when our PFI “Super Hospital”
was procured 10 years ago. The cost of refurbishing the then present hospital, which was only 30 years old,
was to be £30 million. This was not possible as the Government informed the council that PFI “was the only
game in town”. PFI funding was only available on projects worth over £60 million so a complete rebuild was
decided upon.

3. The debate then became centred on where the hospital should be sited: with strong social and
environmental reasons for a central site. These included improved transport links and inner-city regeneration
and avoiding building on a green-field site. A council run consultation revealed 85% in favour of the city site.
The costs were equal for both “inner” and “out-of-town” sites but the out of town site was chosen because the
oYcers in charge said that their “best guess” was that it would be preferred by the European PFI bidders.

4. My developing interest in PFI, its extra costs and inability to take into account social and environmental
values, led me to take a degree in “Economics and Administration” as a mature student.

5. The consensus even amongst the orthodox economists at Warwick University is that PFI is often a very
expensive way to fund public infrastructure and is certainly completely inappropriate for any procurement
which involves changes to the independent variables.

6. All the various factors which Coventry City Council OYcers have predicted to be constant for the next 30
years (ie max 50% recycling) are subject to rapid change: what can be recycled, new green technologies, housing
and jobs growth, legislation for carbon taxes etc.

7. Because PFI is a contract to operate as well as build infrastructure, the council will promise to pay £92 per
tonne regardless of whether the waste exists until beyond 2040. This is likely to mean future Council Tax being
wasted on fines for not providing the promised waste.

8. For example the Treasury has just announced that it wants to introduce a tax on incinerator ash going to
landfill. (Much to DEFRA’s dismay –it is reported.) Any development such as this would leave councils which
had already signed up to a PFI incinerator with the same inescapable extra costs that council’s with landfill
sites now face.

9. Waste tonnages and its calorific value (ie set proportions of plastics) are contracted to be burnt for 30 years,
so the incentive is to avoid too much recycling.

10. This is illustrated by an entry on Coventry and Solihull Waste Partnerships’ website, ‘A certain amount
of plastic is needed in the rubbish sent to be incinerated to ensure the waste burns well. This is especially
important, as there is little paper in the rubbish left to burn—due to our residents being keen paper recyclers!’
(Now removed from site—authenticated copy available.)

11. Many assets are classed as “risk” for PFI purposes in order to tip the balance of risk to the Private Partner
(PP). This allows a case to be made for the project being “hire-purchase” and therefore oV balance books.
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12. This is the case with the car-park of our PFI hospital. There is great resentment amongst residents at
having to pay high parking fees to contribute to the £2,700,000 profits—none of which can be used for the
NHS. (Wales is about to abolish all hospital car-parking fees in its publically funded hospitals.)

13. The proposed Coventry waste PFI would give away the value of the recyclate even though prices of nearly
all recyclate is now well above trend prices, having quickly recovered from a dip in October 2008. The Outline
Business Case (OBC) states that there is now an established market for the metal retrieved during the
incineration process yet it will promise to pay the PP £92 tonne and the PP keeps its market value as well.

14. There is now a pilot project in London to weigh recyclate collected from residents and return the monetary
value. So far the amounts being paid to residents are around £300! per year. This would massively incentivise
recycling and could be part of neighbourhood schemes which could choose how to spend the income for
community facilities. PFI would rule this out as the recyclate becomes the property of the private investor.

PFI encourages over-large infrastructure and obsolete technologies

15. Decisions about procurement, of both the Coventry PFI hospital and now the proposed £1 billion PFI
waste facility were subject to the urgent threat of losing government subsidies or losing the facility to another
authority.

16. The head of the Health Authority regularly stated that the hospital must be out of town because of the
urgency of appealing to international finance. We were also treated to the unedifying spectacle of council
oYcers urging an immediate decision on their residents “or Birmingham will get it”. The question of which
city might most need a new hospital on the grounds of health needs was not mentioned.

17. DEFRA is distributing £2 billion pot as incentives to councils to enter a PFI waste contract before PFI
may cease post-2011. This urgency creates a backward logic which leads to the choice of “tried and tested”
technology.

18. This urgency has been further increased by the uncertainty of the legality of PFI post April 2011. The
legality of the accounting procedures which allow the proposed PFI scheme to be kept as an “oV–balance”
sheet debt seems of major concern to the council. Its request to the independent auditor received this reply.

“In terms of IFRS, GT noted the government’s intention to move towards applying International
Financial Reporting Standards in the public sector (from 2010–11). However, no guidance has yet been
published as to the implications for accounting for UK PFI transactions, and ‘as such the accounting
opinion and any accounting guidance that is given by Grant Thornton remains caveated subject to these
developments.’ At the point where public sector financial statements are prepared under IFRS (from
2010–11), my views may also have to be reconsidered.”

19. The need for “financial close is March 2011” (OBC) I would suggest, might be linked to this uncertainty.
This raises the possibility of future surcharges on the council for poor stewardship of public funds. The Sunday
times recently included the comment, “local tax payers faced with surcharges will want to see the authors of
this folly—former councillors and oYcials—in court”. (Sunday Times 12 July 2009.)

20. This urgency to attract private bidders has led to a disproportional weighting being given to “tried and
tested” technology. In the OBC this is given twice the weight given to social and environmental factors
combined. This bias towards outdated technology is compounded by the need to attract PPs which again has
a weighting of twice that of social and environmental factors.

21. The OBC states that PPs will not invest in technologies that have not been operational for 24 months. This
rules out many rapidly developing greener technologies including the government’s flagship “closed-loop”
plastic recycling plants and Anaerobic Digesters capable of producing renewable fuel from waste.

22. The recent “credit crunch” has meant that the government now owns the larger part of the banks that
provide finance for PFIs. The rates of interest remain much higher than public borrowing. This tax-payers
money should be used to promote green technology and jobs. Public procurement is seen as having an
increasing importance in supporting new green technologies and discouraging the “sweating” of old
technologies such as incineration.
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Under PFI political judgement is being passed to market mechanisms and unelected officers. This is resulting in an

increase in secrecy and anti-democratic procedures.

23. The decision on the type of PFI waste facility procured is being portrayed as a purely technical decision
which can be taken by the private market mechanism. In fact oYcers are deciding on the “evaluation criteria”
to be given to bidders on the basis of unprecedented political judgement (or guesswork.)

24. They must consider whether they think there might be carbon taxes in the future, whether the population
will go up or down, whether the financial system will lead to more or less employment over the next 30 year
period etc.

25. What they cannot do, according to the director of Coventry’s PFI residual project, is stipulate a flexible
and modular system capable of responding to change in waste flows and comparative costs of waste treatment.
This we have been told will prevent the private bidders from participating.

26. Secrecy and lack of democratic accountability are key results of the PFI system which guards even the
simplest requests for information as “commercially confidential”. In contrast, under public procurement it was
seen as a vital safeguard for the public to be given full and detailed access to council spending.

27. Those oYcers appointed to manage the PFI process have begun a new regime of secrecy. A FOI request
for the amount spent on a new chimney for the present incinerator was fought for several months by oYcers
who have so far been successful.

28. In previous years the annual right to view and copy all details of Coventry Council spending, under the
Audit Commission Act, (dating back to the Poor Law Acts!) has been granted. This year they have been denied
and it is not even possible to know the relative costs associated with diVerent waste treatments being used by
the council.

29. In Nottingham the PP has taken the council partner to the High Court to try to enforce a re-interpretation
of this ancient right in favour of secrecy. If Veolia is successful all democratic accountability will be further
obstructed.

30. The head of the PFI waste project has told the local media, Mr Daly said: “The public don’t get to have
a say [on the choice of technology]. That’s not a public decision.” (Coventry Telegraph 10 September 2009)
This is greatly resented by residents.

Conclusion

31. hope to have drawn attention to ways in which PFI procurement interacts with financial, social and
environmental factors.

32. I became aware of this House of Lords Inquiry, “Private Finance Projects and oV-balance sheet debt
Inquiry”, only on the last day for submissions.

33. I would very much welcome the opportunity to contribute further, either in writing or person to this
Inquiry.

Memorandum by Professor David Heald

Introduction

1. I am pleased to accept the Committee’s invitation to give evidence and I will restrict that evidence to my
own area of specialist expertise.36 I have aligned the structure of the memorandum to the questions set out in
the Committee’s call for evidence (House of Lords Select Committee on Economic AVairs, 2009). A much
fuller exposition of my views is available in an academic paper (Heald and Georgiou, 2009), a copy of which
I have supplied to the Clerk.
36 I am Professor of Accountancy at the University of Aberdeen Business School and specialist adviser on public expenditure and

government accounting to the Treasury Committee of the House of Commons. From 1 August 2004 to 31 July 2009, I served a five-
year term as a member of the Financial Reporting Advisory Board, on the nomination of the Head of the Government Economic
Service as an independent economist. It is important to stress that the views expressed in this memorandum are my own and must not
be attributed to any organisation.
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Responses to Selected Questions

Question 6: How should future payments by the Government under existing Private Finance contracts be recorded in

public sector accounts? Is risk transfer an appropriate test? Should all such liabilities be included in the national debt?

Should they be accounted for separately from government debt? How much does the public sector accounting treatment

of capital and revenue aspects of projects matter?

2. Self-evidently, this is not one question, but a batch of questions which I will address, though not in the order
presented.

How much does the public sector accounting treatment of capital and revenue aspects of projects matter?

3. The accounting treatment of PFI projects is of utmost importance for the following principal reasons:

— Fiscal transparency (Heald, 2003a) will be damaged if the accounting treatment adopted by the public
sector client does not reflect the economic substance of the transaction. If weaknesses in accounting
regulation and/or enforcement allow capital assets to be excluded inappropriately, there will be an
understatement of government borrowing and net debt. These have implications for, inter alia, fiscal
sustainability and intergenerational equity.

— In circumstances where accounting arbitrage takes place (ie the choice of which standards/guidance
to follow is made on the basis of securing the desired “result”), there are severe threats to Value-for-
Money (VFM):

— projects may be structured in ways that are solely designed to qualify for particular accounting
treatments, and

— those preparing the project appraisals are incentivised to manipulate the appraisal (eg exaggerate
the quantified extent of risk transfer), with likely knock-on eVects to other aspects of appraisal
quality (Heald, 2003b).

4. It is important to emphasise that there are two diVerent systems of accounting that are relevant to PFI:
government financial reporting (since 2001-02 on modified UK GAAP but from 2009-10 on modified IFRS);
and national accounts (European System of Accounts (ESA) 1995 (Eurostat 1995), supplemented by Eurostat
(2004) guidance). The implications of these separate systems are discussed below.

How should future payments by the Government under existing Private Finance contracts be recorded in public sector

accounts? Is risk transfer an appropriate test?

5. These two questions fit together, but require an explanation of the background to the present position. In
terms of government financial reporting, the issue of balance sheet treatment arises because of the switch to
accruals accounting (called Resource Accounting and Budgeting in the United Kingdom) from 2001–02. If
cash accounting had been maintained, there would have been no asset or debt scoring. From its first annual
report in 1997, the Financial Reporting Advisory Board (FRAB) has repeatedly expressed its dissatisfaction
with PFI accounting. Evidence grew of strong incentives towards OV-OV: ie the capital asset being neither on
the balance sheet of the public sector client, nor on that of the private sector operator.

6. The former incentive was driven by the control system exercised by central government: it became common
knowledge in local authorities and NHS Trusts that the PFI was the “only show in town”. Neither public
sector funding nor approval for On-balance sheet PFI would be forthcoming. Of particular importance
became the availability of arbitrage between the Accounting Standards Board’s FRS5A (ASB, 1998) and the
Treasury’s Technical Note 1 (Revised) (Treasury Taskforce, 1999), supposedly an interpretation of FRS5A but
which in eVect became a competitor standard (Hodges and Mellett, 2002). The arbitrage worked through
allowing the consideration of a wider range of risks that might be transferred (FRS5A emphasised demand
risk and residual value risk) and through TTN1R’s encouragement of quantitative analysis. There has been
considerable comment, including by the National Audit OYce, on how the quantified value of risk transfer
frequently made PFI superior to the Public Sector Comparator (PSC) by a small margin.

7. The incentive for the private operator came from eVects on the level of distributable profits of Special
Purpose Vehicles (SPV) and from taxation treatment that became associated with contract debtor accounting
(Austin, 2009; Heald and Georgiou, 2009). The combined eVect was that many PFIs were believed to be
recorded as fixed assets on the balance sheet of neither client nor operator. Whereas there might well be
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diVerences on marginal cases between the independently taken judgements of finance directors and their
respective auditors, the overall pattern provoked scepticism.37

8. In February 2007 it appeared as if the Treasury would withdraw TTN1R and let FRS5A determine
accounting treatment for the client. However, in the March 2007 Budget, the Chancellor of the Exchequer
announced that central government would adopt IFRS from 2008–09 (later changed to 2009–10). Although
IFRS contains no guidance for the public sector client, IFRIC 12 (IASB, 2006), an interpretation not a
standard, prescribes the treatment for the operator. The Treasury and FRAB then developed the “mirror-
image treatment” of IFRIC 12 for application by the public sector client. The International Public Sector
Accounting Standards Board (IPSASB) has adopted broadly the same approach in a consultation paper
(IPSASB, 2008), though an Exposure Draft has not yet been published.38 Importantly, the criterion is control,
not risks and rewards. In this context, what is meant by control focuses on control over access to, and pricing
of, “infrastructure” (an expansively understood term) and on control over residual value (many PFIs will
revert to the public sector client about half way through their notional economic life). The move away from
risks and rewards to control appears to derive from the problems that have been encountered on private sector
leasing standards, with the International Accounting Standards Board (IASB) moving towards a “right-of-
use” approach. It is far from clear how much diVerence there would be between a properly implemented risks
and rewards approach and a properly implemented control approach. However, the progression has been from
a very problematic history with risks and rewards, and there seems to be an element of wanting a fresh start.
What the Treasury has implemented for PFI under IFRS adoption aligns with both what IASB is proposing
on leases for the private sector and what IPSASB intends to propose for the public sector client of service
concessions.

9. I support the mirror-image of IFRIC 12 treatment, based on control, which has been implemented for
central government financial reporting in 2009–10. It is widely expected that most PFI projects will henceforth
be on the balance sheet of the public sector client and remain oV the balance sheet of the private sector
operator. The PFI asset is thus accounted for in the same way as if it belonged to the client. Contrary to what
the question wording implies, future payments under PFI contracts are not accounted for. However, good
disclosure practice requires information on these to be available, as is done in aggregate in Budget Report
documentation.39

10. National accounts treatment depends not on UK GAAP/IFRS but on ESA 95 and additional Eurostat
(2004) guidance. The criterion is risks and rewards, but the Eurostat (2004) guidance interprets this in a
particular way. If both (a) construction risk, and (b) either availability risk or (c) demand risk is transferred,
this is suYcient to allow OV-balance sheet treatment for the client. This is a lax version of risks and rewards,
which most UK PFIs by number seem likely to pass.40 Construction risk is transferred and the normal
expectation would be that availability risk is much lower than demand risk.

11. The national accounts are not aVected by the 2009–10 changeover of Estimates and Resource Accounts
to IFRS, with PFI accounting moving to the control criterion of IFRIC 12. National accounts remaining on
a risks and rewards basis creates a problem for ONS. Under UK GAAP, the financial accounting treatment,
also on risks and rewards, was accepted by ONS, in part on the basis that it did not have suYcient resources
to examine the huge number of UK schemes. Realisation of the flaws in financial accounting treatment was
one factor behind the work reported in Chesson and Maitland-Smith (2006), which led to more finance leases
being scored as debt. When pressured by Eurostat for not literally following the Eurostat guidance, ONS could
always reply that its current practices include more assets on the public sector balance sheet (and therefore
more public debt) than full implementation would report. The criteria (control for financial reporting, risks
and rewards for national accounts) are now more visibly diVerent than when the issue was variants of risks
and rewards. Moreover, the weakening eVect of Eurostat (2004), in relation to ESA 95, mirrors the weakening
eVect of TTNIR relative to FRS5A. It is not easy to establish the extent to which these eVects were intentional,
but they have certainly occurred.
37 This scepticism was reinforced by marked variations across departmental groupings in the proportion of PFI assets by value on the

client’s balance sheet as at October 2007: Department for Children, Schools and Families (0% on); Ministry of Defence (39% On);
Department of Health (2% on); Ministry of Justice (93% On); and Department for Transport (88% On) (Heald and Georgiou, 2009,
Table 1). These diVerences appear to reflect diVerences in control environments and audit arrangements, rather than objective
diVerences relevant to the criterion of risks and rewards.

38 The United Kingdom has no obligation to follow IPSASB’s standards. The operating philosophy, as in Australia and New Zealand,
is to minimise adaptations and interpretations of private sector IFRS.

39 For example, see Table 2.6 of Treasury (2009a, p 35).
40 If the strict logic of Eurostat (2004) were to be followed and many PFIs treated as oV the client’s balance sheet in the national accounts,

the issue would arise as to whether they are then included on private sector balance sheets, contrary to the financial reporting treatment.
The national accounts are an articulated set of accounts, in which all cases of OV:OV and On:On are unacceptable.
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Should all such liabilities be included in the national debt? Should they be accounted for separately from government

debt?

12. The United Kingdom has international obligations, as well as EU commitments, to compile the UK
national accounts and debt in accordance with international guidance, however defective that may be on
particular issues. Accordingly, the numbers should be produced on required methodologies and in required
formats. However, there is no reason why the Treasury cannot ensure that the more accurate and relevant
figures are also provided for Parliament, citizens and the media. In my view, the IFRS treatment of PFI is
strongly preferable to the Eurostat treatment and more relevant to debates about VFM, fiscal sustainability
and intergenerational equity. Therefore, on grounds of fiscal transparency, figures should be reported
prominently on both bases.

13. The Treasury should be commended for having been one of the international pioneers of the application
of accruals accounting to government. Moreover, a decision was taken in 1995 to align budgeting with
accounting, a process completed for 2003–04. The logic of these developments favoured the transition from
UK GAAP (which will disappear) to IFRS and that is being implemented from 2009–10. This transition has
also provided “cover”’ beneath which the misleading accounting for PFI could be assigned to the past. Against
this record of achievement, the Treasury (2009c) has depressingly decided that budgeting for PFI will from
2009–10 be done on a national accounts basis. This decision runs counter to the Treasury’s (2009b) own
Alignment Project, designed to give a clearer line of sight from Spending Reviews (budgets) to Estimates to
Resource Accounts. The justification advanced for this decision is that the Treasury has no choice because of
obligations to follow the national accounts for purposes of fiscal rules and other fiscal reporting.41 This is
threadbare, given that IFRS is more fiscally conservative on this matter than Eurostat (2004). Moreover, the
Treasury has always insisted on being able to design and operate its public expenditure framework, without
interference even from other UK departments. The most plausible explanation is that PFI (inside Estimates,
Resource Accounts and Whole of Government Accounts, but largely outside national accounts and debt) is
expected to compensate for the sharp planned reductions in public sector net investment that are presaged in
the 2009 Budget Report (Treasury, 2009a). Given the impact of the global financial crisis on UK public
finances, the small “gains” that might be achieved by this subterfuge are simply not worth the damage to trust
and credibility.

Question 7: Would public sector investment in the last decade have been lower without Private Finance? If so, by

how much?

14. Both parts of this question are unanswerable on anything other than a speculative basis. The Spending
Review system, which started in 1998, has operated throughout this period.42 The level of public spending,
and the amount of PFI, has been determined by the Treasury. From the perspective of an individual local
authority or NHS Trust, it might feel that there would have been less investment for them if they had not opted
for PFI, but that conclusion cannot necessarily be taken to the aggregate level. Over the last decade there has
been a remarkable rate of growth of public expenditure and—given the emphasis put on the self-imposed
sustainable investment rule—the Treasury might have considered that OV-balance sheet PFI investment, not
scoring within net debt or Maastricht debt, allowed there to be more “public” investment than otherwise.

Question 10: Is there an optimal mix between conventional procurement and Private Finance for public sector

investment? What is the long run role of private finance in the delivery of infrastructure both in the UK and globally?

15. These are complex policy questions that are diYcult to answer briefly. However, I would stress the
following points:

— PFI is one method of public procurement: its existence may discipline conventional procurement just
as the option of conventional procurement may discipline the PFI process.

— The choice between PFI and conventional procurement (PSC) should be done on an even-handed
basis at project appraisal stage and samples of chosen projects should be subjected to thorough post-
audit. The criterion should be VFM, undistorted by considerations of either the accounting or
budgeting systems.

41 The Treasury may rely on a letter sent on 5 October 2007 by the OYce for National Statistics to the Treasury (Kellaway, 2007), but
that would be to attribute the wrong significance to that letter. The letter referred to the compatibility of IFRIC 12 to national accounts
classification, not to how the Treasury should run its budgeting system after the adoption of IFRS.

42 In the mid and late 1990s, the amount of actual PFI was reduced by the eVects of the universal testing rule, whereby all public sector
projects had to be assessed for PFI-ability.
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— The viability of PFI relative to conventional procurement depends upon generating eYciency gains
in operation, in order to oVset higher financing costs, and upon the SPV having suYcient retained
resources to ensure that asset condition at reversion date meets the contractual expectations of the
public sector client.

— In terms of both future UK and international reliance on PFI, much depends on the capacity of public
authorities to act as intelligent and eVective customers and on the underlying objective of policy being
to ensure that VFM is not subordinated to presentational devices that damage fiscal transparency and
increase fiscal risks. The laxness of the Eurostat (2004) rules, which has provoked concern at the
International Monetary Fund, indicates that the diYculties encountered by the United Kingdom may
be replicated internationally.
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Memorandum by the Institution of Civil Engineers

General Comments

1. In recent years the OECD43 and HMT44 have both indicated that UK economic performance has been
impaired by a historic under investment in infrastructure, particularly transport infrastructure. The UK also
requires major investment to secure energy security, improve the resilience of our infrastructure networks and
deliver the transition to a low carbon economy.

2. ICE believes that to secure maximum value for money, any funding mechanism should contribute to the
creation of a stable workflow with reasonably predictable costs. It should also minimise costs for all bidders
and allocate risks to where they can most eVectively be managed.

3. Evidence from our members suggests that PFI does meet some of these goals and has facilitated investment.
PFI also has the advantage of making transparent the ongoing maintenance costs associated with
infrastructure. In this context, while much of the opposition to PFI has focused on costs imposed on future
generations, an alternative view is that PFI protects vital maintenance spending by taking it out of the short
term cycle of public expenditure planning.

4. However for projects below circa £30 million the high cost of bidding can restrict competition and thus gives
cause for concern over value for money, particularly where significant design work is required by bidders.

5. We also note that a lack of comparability between projects within and across infrastructure sectors makes
it diYcult to make a generic assessment of the performance of PFI projects. However this is not necessarily a
reason to seek greater standardisation as the structure of elements such as payment mechanisms and specific
risk transfers should reflect the needs of individual clients.

6. ICE also believes that improvements to the eVectiveness of PFI, or any alternative funding source, such as
a National Infrastructure Investment Bank will require other changes to the policy and institutional
environment for delivering infrastructure projects. We strongly support the provisions in the Planning Act
2008 for the creation of National Policy Statements for infrastructure and for a streamlined planning and
licensing approval process via an Infrastructure Planning Commission. This should reduce political risk for
all parties and thus reduce the cost of funding projects. The government’s recent commitment to create a new
body, Infrastructure UK, charged with taking a long term view of the nation’s infrastructure needs and
identifying how they can best be delivered also has enormous potential in this area.

Responses to Questions in the Call for Evidence

1. How should the cost and benefits of Private Finance projects be assessed? What discount rate should be used in

comparing Private Finance with conventional public procurement? Are current procurement procedures satisfactory?

Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting value-for-

money?

1.1 The length and complexity of the procurement process for PFI projects does result in high upfront costs
for bidders. ICE believes that this creates high barriers to entry and is a factor driving consolidation in the
construction contracting sector. This raises concerns about long term competition and value for money in
this market.

1.2 In the short term, there is evidence for concern regarding value for money from smaller PFI projects. In
a 2008 study45 88% of respondents considered the bidding costs of small PFI projects ('£30 million) to be
more expensive than those of traditionally procured projects. However it should be noted that in the same
study only 39% considered the design and construction costs of small PFI projects ('£30 million) to be more
expensive than those of traditionally procured projects.
43 OECD (2007) Economic Survey of the UK
44 HM Treasury (2007), Productivity in the UK 7.
45 Carrillo, Robinson, Foale, Anumba & Bouchlaghem, Participation, Barriers, and Opportunities in PFI: The United Kingdom

Experience, Journal of Management in Engineering (July 2008).
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2. How does the performance (eg, cost, delivery dates and service quality) of schools, hospitals, prisons, roads and other

projects operated under private finance compare to those which were traditionally procured?

2.1 The majority of PFI projects span a period of 25–30 years, with the first projects beginning in the mid to
late 90’s. This means that the evidence base for the full performance of projects will only become clear over
the coming decades. However we would make the following observations.

(i) Traditional procurement models separate some or all of design, construction and maintenance of
infrastructure projects. In bringing these together PFI has the potential to deliver a superior product
by integrating these elements and aligning the goals and incentives of all parties to the project.

(ii) The payment mechanism in PFI projects is linked to performance of the asset. In theory this provides
an incentive for the timely completion of the construction phase of projects. In the opinion of ICE
members who have acted as clients for major projects, this theory is borne out in practice.

3. Is there significant risk transfer to the private sector or is it more apparent than real?

3.1 This is an area where it is diYcult to give a generic answer due to the diversity of PFI contracts. ICE does
however make the following observations.

(i) Bidding consortia have in theory carried the risk of financing projects. The creation earlier this year
of the Treasury Infrastructure Finance Unit (TIFU) to lend to projects struggling to reach financial
close does call this aspect of risk transfer into question. It should however be noted that TIFU has
only made one loan of £120 million to assist the Greater Manchester Waste Disposal PFI.

(ii) The level and nature of operational risk transfer varies very much with form of contract. As an
example early Highways Agency PFI projects were largely based on shadow tolls, which in practice
meant that consortia were taking a risk on whether traYc forecasts were correct. A number of these
projects were funded via the bond market, with bonds securing AAA ratings, suggesting a very low
level of risk. Latterly the Highways Agency has moved to more rounded measures of performance
including levels of congestion, accident rates, lane availability and quality measures linked to
relations with Local Authorities and the local community. This has gone some way to better align
PFI payment mechanisms and risk transfer arrangements with measures that indicate the wider social
benefits of infrastructure projects.

4. How effective and costly has it been to monitor the private sector providers’ performance and quality of service in

Private Finance projects in comparison with traditional procurement?

4.1 Once again this will vary between contracts. In the example given above, it could be argued that in the
later Highways Agency projects, the complexity of the performance measures, in particular measures linked to
relations with Local Authorities et al does provide a robust means of comparing performance with traditional
procurement and public sector service provision. It is also true that Treasury guidance insists that PFI projects
have an output or performance based service contract.

4.2 In this context a key issue is the ability of public sector clients, many with limited procurement expertise
to create eVective performance management arrangements as part of contractual arrangements. This has been
an issue since the early days of PFI and was a factor driving the two reviews by Sir Malcolm Bates, in 1997
and 1999 respectively which led to the establishment of Partnerships UK, whose brief is to “work in the public
interest and address the key weaknesses in the current PFI/PPP process in order to make the public sector a
more eVective client.”46

5. When the basis of a Private Finance contract needs to be altered post procurement because of changing client needs—

for example, a bigger jail is required due to a larger than expected prison population—has this proved problematic

compared to projects under traditional procurement? What has been the experience of PFI projects that have reverted

to the public sector?

5.1 In responding to this question we draw a distinction between two aspects of “post procurement”, (i) post
financial close and (ii) post service coming into operation.

5.2 In relation to (i) there has been a debate as to whether PFI contracts should allow the Authority to
introduce changes during the course of construction. Frequently such changes are not permitted except by
agreement of all parties because changes impact on the project company, the design and build contractor, the
facilities management contractors and, unless the change is fully funded by the authority, the financial model
and the investors.
46 http://www.ogc.gov.uk/documents/modern government.doc p 1.
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5.3 In addition the structure of PFI contracts is such that it is time consuming to obtain a fixed price for any
such changes. A right to instruct changes unilaterally frequently introduces too much uncertainty of cost for
an Authority. A more traditional design and build contract could have more flexibility.

5.4 In relation to (ii), it is often the case that such changes have to be procured via the Service provider and
this can be expensive. Authorities that have sought to introduce changes are in the best position to answer this
question. As a general rule, in order to reduce the potential for alterations in post service availability, it is
important that clients improve the definition of their needs at the start of the process. However it is
acknowledged that this can be diYcult. As an example, we are aware that in the waste management sector
uncertainty over the volume and composition of household waste over a 25 year period has created challenges
for clients and contractors alike.47

5.5 ICE is concerned that this lack of flexibility is a factor leading to a lack of resilience and flexibility in our
infrastructure networks. In our recent report, State of the Nation: Defending Critical Infrastructure we argued
that government should provide incentives for private asset owners to build in resilience and redundancy.48

This can reduce the later need for alteration due to issues such as lack of capacity or the need to adapt to cope
with the impacts of climate change.

6. How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis likely
to have a permanent effect on the Private Finance market?

6.1 As of August 2009 there were 136 live PFI projects either endorsed by the relevant government department
or signed oV worth £17,645 million.49 They include £3.419 billion PFI projects in DFT and over £2.5 billion
PFI projects in DEFRA.

6.2 ICE members active in the PFI market report that in late 2008 and early 2009 securing funding was
extremely diYcult. However in recent months the situation is perceived to be easing, although the market has
clearly not reverted to its pre economic crisis conditions. Anecdotally, lenders are still seeking relatively high
rates of return and are loath to lend for longer than five to seven years. The twin issues of availability and cost
of capital are a key part of the case for a National Infrastructure Investment Bank (see below).

6.2 Commentators have suggested that the risk of a further slow down in the market has been reduced by the
recent HM Treasury guidance that while government departments and Local Authorities will have to include
PFI projects on their balance sheets, the cost of projects will not contribute towards net public sector debt.50

9. Are there realistic alternative roles for private finance than the current PFI-type private finance models? Should

the UK be aiming for more diversity in private finance models? Would a national infrastructure bank (such as the

proposed Dodd-Hagel NIB in the US) add any value in the UK? Should the public sector have a more hands-on role

in financing and/or delivery?

ICE has long argued that a historic under investment in infrastructure has hampered UK economic
performance.51 In addition in the coming decades the UK will require major infrastructure investment to
boost economic performance and support the transition to a low carbon economy. We believe that a National
Infrastructure Investment Bank (NIIB) providing a stable source of long term, low cost funding should be
created as part of an institutional framework that can create the conditions for infrastructure investment and
delivery on this scale. Other elements of this framework would include National Policy Statements for
infrastructure, as provided for in the Planning Act 2008 and Infrastructure UK, the body currently being
created by government to assess long term infrastructure needs and facilitate their delivery. To this end we have
recently published a briefing paper Financing the UK’s Infrastructure a copy of which is enclosed with this
submission.

We are also working with the University of Loughborough on a research project that will provide an appraisal
of the funding options, including a NIIB, that could support the medium-term and long-term infrastructure
development. This project is due to be completed in mid October and we would be very happy to share the
findings with the Committee.
47 Mattravers, N, (2006), Improving the operation of PFI in the Waste Management Sector, Proceedings of the Institution of Civil

Engineers—Waste and Resources Management, Volume 159, Issue 1, pp 3—6.
48 ICE (2009) The State of the Nation: Defending Critical Infrastructure.
49 http://www.communities.gov.uk/documents/localgovernment/xls/1241650.xls
50 http://www.publicfinance.co.uk/news/2009/06/stalled-pfi-projects-should-get-go-ahead/
51 ICE (2009), Submission for the 2009 Budget http://www.ice.org.uk/downloads//Budget%20submission.pdf
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10. Is there an optimal mix between conventional public procurement and Private Finance for public sector investment?

What is the long run role of private finance in the delivery of infrastructure both in the UK and globally?

ICE believes that within the UK there will be a role for private finance for as long as there is a demand for
improvements to infrastructure and for the private sector to take an element of risk to incentivise eYcient
performance. Private Finance is appropriate for some types of investment in some sectors where there is a
proposition that can be packaged for a private sector partner to deliver and that is well understood by both
client and a reasonable number of potential bidders. There will remain many other areas where a proposition
cannot be put together, or where PFI is either inappropriate or not aVordable. These projects will need to be
procured in diVerent ways, including payment of cash backed with close supervision or management of
delivery.

Memorandum by The International Project Finance Association (IPFA)

Introduction

The International Project Finance Association (IPFA) is delighted, on behalf of its members, to prepare and
deliver this submission to the Economic AVairs Committee of The House of Lords in response to the call for
evidence in preparation for an inquiry on Private Finance Projects and oV-balance sheet debt.

IPFA was established in London in 1998 as a not-for-profit trade organisation and operates as a company
limited by guarantee. IPFA is the only international and independent Association dedicated to promoting and
representing the interests of private sector companies involved in project finance and Public Private
Partnerships (PPPs) throughout the world.

IPFA currently has in excess of 360 members, comprising companies and organisations drawn from the full
range of the project finance industry, including project sponsors, contractors, lawyers, financial advisors
banks, consultants, accountants, insurers and equity investors. IPFA also provides public sector members the
opportunity to become honorary or observer members. A large number of multilateral organisations and
government agencies also regularly attend IPFA meetings.

IPFA believes that PPPs and the Private Finance Initiative (PFI) have played an important role in the delivery
of major infrastructure projects in the United Kingdom over the past 15 years.

Question 1: How should the cost and benefits of Private Finance projects be assessed? What discount rate should be

used in comparing Private Finance with conventional public procurement? Are the current procurement procedures

satisfactory? Is enough information disclosed on Private Finance projects fully to assess whether the taxpayer is getting

value for money?

IPFA recognises that the use of “Private Finance” (ie PFI/PPP) is only one part of the overall toolkit of
procurement options open to UK Government.

IPFA appreciates that enduring factors such as “aVordability” and “value for money” are critical questions
that require rigorous assessment on a project-by-project basis by Government when determining whether and
how to procure any project, including whether it should proceed with a Private Finance component, rather
than procured by traditional means.

The toolkits by which Government assesses the cost of Private Finance projects are well established, in
particular, the Public Sector Comparator (PSC).52 The PSC approach has had limitations, including the
diYculties and uncertainty of costing any public sector solution, given the relative lack of quality historic data
on the cost and performance of traditional procurements. The level and quality of information held on Private
Finance projects is recognised as being much greater than that held on the performance of traditional
procurements.

Our members have also commented that the rigour of the “value for money” assessments of early PFI projects
has been lost by the commoditised nature of some of the larger PFI procurement programmes. There has been
a trade-oV between the benefits of standardisation and the additional innovation allowed by more flexible
contracting methods.
52 Mott MacDonald Report, “Review of Large Public Procurement in the UK”, July 2002 (http://www.hm-treasury.gov.uk/d/7(3).pdf).

HM Treasury has also adopted its Value for Money model for assessment of PFI/PPP projects—however, little is known outside UK
Government on its operation.
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Whilst there have been a number of studies undertaken to assess the costs of Private Finance projects
(including more than 60 reviews by the National Audit OYce (NAO)), there has been little empirical work
undertaken on the wider benefits of Private Finance projects.53 There has also been little or no study on the
costs of traditional procurement, again, largely due to the lack of data available. It is clearly diYcult to
establish an appropriate criterion to determine benefits. Our members have indicated that it would be valuable
for further work to be commissioned on PFI/PPP benefits realisation through post procurement reviews, and
in particular, on the costs of delivery of traditionally procured projects in order to provide a suitable basis for
true comparison.

In terms of discount rate, our private sector members did not have a particular view, other than that it is for
government to determine their true cost of borrowing (including the cost of risks borne by the taxpayer) for
use in evaluating procurement options. The system established in the Green Book is currently applied equally
to all procurements within government.

Our members expressed a number of concerns relating to the framework for procurement of Private Finance
projects. In particular, a number of our international members, who have experience in bidding and operating
projects across Europe, have indicated that the United Kingdom’s approach to the implementation of the
“competitive dialogue”’ procedure54 is far more onerous than the approaches adopted by other member
states.

During the recent period of economic unrest, the potential protracted time period for PFI/PPP procurement
processes have been highlighted. In contrast to the Competitive Dialogue procedure, one of our members has
suggested using the Restricted Procedure to accelerate the time to market of major infrastructure projects.55

Whilst not suitable in all circumstances, this procurement mechanism could be used in limited circumstances
(where Competitive Dialogue is not prescribed by legislation) as an alternative and more eYcient procurement
route for Private Finance projects.

Finally, our members recommended that further eVorts are made to ensure the retention of public sector
procurement teams in the implementation/construction phase of Private Finance projects, to increase the
eVectiveness of government contract management, encourage information sharing, improve training of
project staV, and create accessible knowledge systems to capture examples of “good” and “poor” procurement
and performance.

Question 2: How does the performance (eg cost, delivery dates and service quality) of schools, hospitals, prisons, roads

and other projects operated under private finance compare to those which were traditionally procured?

It is generally acknowledged that there is a lack of information/data on the performance of conventionally
procured infrastructure.56 In particular, there has been little, if any, data collected on outcomes of traditional
procurement.

In stark contrast, there have been numerous reports and studies commissioned/written by HM Treasury and
the NAO, which have highlighted the benefits of Private Finance projects over traditionally procured
projects.57

The often cited benefits of Private Finance Projects over those procured traditionally relate to the key risks
transferred to the private sector, in particular:

(i) construction risk; and

(ii) completion risk to time and cost.

There is an overwhelming amount of evidence to substantiate that Private Finance projects are being delivered
on time and on budget.
53 However, please refer to “PFI in school building—does it influence educational outcomes?” KPMG’s Infrastructure Spotlight Report,

2009 Edition (http://www.kpmg.com/SiteCollectionDocuments/PFI-in-school-building.pdf)
54 Refer to 4Ps publication, “the competitive dialogue process”—April 2007 (http://www.localpartnerships.org.uk/UserFiles/File/

Publications/4PS CDprocess.pdf)
55 Refer to, “The use of Restricted Procedure in PPP/PFI in selected European countries” by Ernst & Young, August 2009

(http://www.ey.com/Publication/vwLUAssets/Infrastructure Advisory 08 2009 - Use of Restricted Procedure to procure PPP
PFIs in selected European countries/$FILE/EY IA 08 2009 - Restricted Procedure.pdf)

56 Refer to, paragraph 2.25 of “PFI: Strengthening long-term partnerships”, HM Treasury, March 2006 (http://www.hm-treasury.gov.uk/
d/bud06 pfi 618.pdf). Please also refer to HM Treasury, “PFI: Meeting the Investment Challenge”, published July 2003 (http://
www.nao.org.uk/publications/0708/making changes operational pfi.aspx) and “Infrastructure Procurement: delivering long-term
value”, HM Treasury, March 2008 (http://www.hm-treasury.gov.uk/d/bud08 procurement 533.pdf).

57 Since 1997, the NAO have published over 60 reports of investigations into PFI and PPP deals. Please refer to the National Audit OYce
(NAO) website site, section on “Private Finance” (http://www.nao.org.uk/areas of specialist expertise/private finance/
recommendations.aspx)
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The Mott MacDonald Report (cited above) and various NAO Reports58 noted significant deficiencies in the
traditional procurement methodology. In addition, the 2001 NAO Report on Modernising Construction59

found significant deficiencies in the traditional procurement process.

The Mott MacDonald Report, Review of Large Public Procurement in the UK published in July 2002 examined
50 projects procured traditionally over a 20 year period (each with a capital value in excess of £40 million in
2001 prices), all of the projects had been delivered late and over budget.

The 2003 NAO Report on PFI Construction Performance60 found that only 22% of PFI procured projects
had exceeded the cost expected by the public sector on contract award, most of these cost overruns being due
to variations demanded by public sector sponsors. In contrast, the NAO noted previous survey that over 70%
of buildings delivered to the public sector procured conventionally were over budget.

Further, the 2003 NAO Report found that under PFI only 24% of public building projects had been delivered
late, in contrast to data on traditional procurement which found that 70% of building projects had been
delivered late.

A key feature of Private Finance projects is that the whole-life of the project is assessed, including long-term
maintenance. A number of our members have indicated that this rigour ensures that tangible benefits can be
achieved through design and asset quality, incentivised through the long-term nature of the contracted
payments made possible by the involvement of Private Finance. This perspective also encourages a focus on
service delivery and long-term performance. For example, repairs and maintenance requirements are planned
at the outset with allocated long-term budgets and consequently assets and services are maintained at a
predetermined level over the life of the project.

Question 3: Is there significant risk transfer to the private sector or is it more apparent than real?

Our members maintain that, in most Private Finance projects, there is significant risk transfer to the private
sector. To date, there has been little, if any, work undertaken on risk identification and analysis in traditional
procurement, as the public sector retains most, if not all, of the major risks associated with a traditional
procurement.

As part of the rigour of the initial investment decision, public sector procurement authorities must assess and
evaluate the risks associated with both traditional procurement and Private Finance options and, where
necessary, analyse the financial consequences of each risk and how such risk should be allocated.

Our members have pointed out that risk transfer is certainly “real” from their perspective. There have been a
limited number of high profile events at both a corporate and project level in the PFI industry where the private
sector finance has been used to absorb significant risks and financial exposure to save the projects from
performance failure. At an industry level, there have been a number of corporate failures (ie Jarvis, Ballast)
where individual Private Finance projects were largely unaVected due to the intervention (at the cost of the
private sector) of equity investors and senior debt providers undertaking restructuring arrangements. There
are also a number of Private Finance projects that have been delivered late, where the private sector has
absorbed the financial consequences of late delivery, technical failure and cost overruns. In all such cases the
costs and related losses would have been borne by the public sector in traditional procurements.

Where failure has arisen due to the realisation of risks retained by the private sector, this has led significant
losses to shareholders, private sector contractors and senior lenders (ie Royal Armouries Museum in Leeds,
the National Physical Laboratory at Teddington and Croydon Tramlink).

Question 4: How effective and costly has it been to monitor the private sector providers’ performance and quality of

service in Private Finance projects in comparison with traditional procurement?

There is little monitoring of the performance of traditional public sector procurement projects, particularly
over the asset life. In contrast, there is extensive monitoring of the private sector’s performance during both
construction and the operational phase of a Private Finance project. It is usual under a Private Finance project
to include a performance and payment mechanism to ensure the private sector is incentivised to perform to a
required standard throughout the concession period (which may be 30 years or more). Extensive monitoring
and information provision obligations are included in such contracts, both as requirements of debt funders
and procuring authorities.
58 Please refer to the NAO Report on “PFI: Construction Performance”, published 5 February 2003 (http://www.nao.org.uk/

publications/0203/pfi construction performance.aspx)
59 Please refer to the NAO Report on “Modernising Construction” published 11 January 2001 (http://www.nao.org.uk/news/0001/

0001187.aspx)
60 NAO Report on “PFI: Construction Performance”, published 5 February 2003 (http://www.nao.org.uk/publications/0203/

pfi construction performance.aspx)
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Where a private sector service provider is performing poorly, the public sector may be entitled to apply
payment deductions. The public sector is, therefore, incentivised to monitor the performance of the Private
Finance project and, where appropriate, make financial deductions for such poor performance. The cost of
monitoring the performance of private sector providers is generally already built into the financial proposal
submitted by the private sector as part of their own operational plan and as a requirement of their debt funders.

Question 5: When the basis of a Private Finance contract needs to be altered post procurement because of changing

client needs—for example, a bigger jail is required due to a larger than expected prison population—has this proved

problematic compared to projects under traditional procurement? What has been the experience of PFI projects that

have reverted to the public sector?

The evidence suggests that Private Finance contracts provide suYcient flexibility for the public sector end-
users61 and sponsors. In particular, the NAO Report on Making Changes in Operational PFI Projects
highlighted that PFI deals provided suYcient flexibility, ensured changes were handled in a timely manner,
change processes were handled well and PFI changes achieved better value for money than conventionally
outsourced work.

The overwhelming message from our members is that Private Finance contracts do force the public sector
procurement team to carefully assess their operational needs prior to embarking on procurement of a long-
term Private Finance contract. The Private Finance approach has driven a new discipline into public sector
procurement bodies in undertaking investment appraisals and business case/planning to ensure the long-term
benefits of the Private Finance contract are truly realised.

This represents, a significant change in the behaviour by procurement oYcials, one of the early objectives of
PFI.

Notwithstanding this, where there is a need for a contract variation, there is little diVerence between a Private
Finance contract and a project procured through a traditional method.

Our members experience has been that changes/variations to Private Finance contracts work best are most
eYciently procured (in terms of both time and cost) where funding for the change is sourced from the public
sector (just as with changes to a traditionally procured project), rather than seeking third party additional
finance into the project. Where this is the case, there is little diVerence in terms of timing for implementation
between a significant capital change and a small works change.

For changes within a Private Finance contract, the parties will have already negotiated and agreed a change
procedure for implementation and adoption of change/variations. There is no equivalent regime within
traditional procurement.

Question 6: How should future payments by the Government under existing Private Finance contracts be recorded in

public sector accounts? Is risk transfer an appropriate test? Should all such liabilities be included in the national debt?

Should they be accounted for separately from government debt? How much does the public sector accounting treatment

of capital and revenue aspects of projects?

We believe that key driver for Private Finance should be the definition and demonstration of “value for
money”, rather than whether or not a particular project is included within the public sector balance sheet.
However, our members do appreciate that from a Government perspective, accounting treatment is a concern,
in particular where an investment decision is impacted by constraints on capital aVordability.

The UK Government statistical reporting obligations within Europe are fulfilled through the National
Accounts, prepared under the European System of Accounts 1995 (ESA 95). Budgeting for PFI/PPP projects
is also based on ESA 95, in line with the National Accounts. This approach is welcomed, as it places the UK
on an equal footing with other EU Member States (it has been the basis used by other European member states
for over 10 years).

The harmonisation of statistical reporting and budget treatment for public sector accounts amongst EU
Member States is increasingly important to our members, particularly for those who transact across the
European Union and where the United Kingdom could be seen to be disadvantaged, if other Member States
were working under a diVerent system to the UK.

Separately, the UK Government has adopted International Financial Reporting Standards (IFRS) for
accounting purposes. This has provided greater transparency of the governments future obligations, without
disadvantaging the UK in comparison to other EU Member States.
61 NAO Report on “Making Changes in Operational PFI Projects”, published 17 January 2008 (http://www.nao.org.uk/publications/

0708/making changes operational pfi.aspx)
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Question 7:Would public sector investment in the last decade have been lower without Private Finance? If so, by

how much?

There is much evidence to suggest that Private Finance has played a role in the delivery of significant
investment in UK public service assets over the last decade. The HM Treasury report, PFI: Strengthening Long
Term Partnerships recognises that UK’s public services were suVering from a legacy of under-investment,
particularly when compared to other G7 countries between 1970–1990. The HM Treasury report also
highlights in 1997, the backlog of in schools maintenance was around £7 billion, NHS buildings maintenance
was over £3 billion.

There are now over 700 PFI projects in currently in operation in the United Kingdom,62 including over 220
health sector projects, over 160 education projects and over 60 transport projects.

However, projects involving Private Finance represent only a portion of the procurement routes for the public
sector to adopt to deliver and manage public services. At present, it is estimated that PFI accounts for only
around 10 to 15% of the total investment in public services.63

Question 8: How much impact has the financial crisis had on launching new Private Finance projects? Is the crisis

likely to have a permanent effect on the Private Finance Market?

There is little doubt that the recent financial crisis has had an impact on Private Finance projects.64 Due in
part to a number of consolidations within lenders to the Private Finance market and, in part, to the economic
conditions, the number of senior debt providers who are willing to lend long-term (ie over 10 year tenor), has
contracted, probably by half.65 In addition, a number of international financial institutions have withdrawn
from the UK Private Finance market, adopting a strategy to advance funds within their own domestic market.
The reduction in the number of project finance lenders has also an impact upon pricing for senior debt, leading
to increased lending margins being charged to project borrowers.66

There is consequently less, or no, activity, within the international Project Finance syndication market, which
acted as an important conduit for liquidity in the sector. This, coupled with the withdrawal from the market
of monoline insurance providers (which provided bidders with an alternative long-term source of finance from
capital markets), has meant that the overall financing capacity and liquidity within the Project Finance market
has reduced.

However, the lack of availability of credit finance is a global issue aVecting all segments of the market including
housing development, corporate mergers and acquisition activity and Private Finance projects.

The overwhelming feedback is also that the senior debt market for Private Finance projects is merely acting
as a short term constraint, and although some deals have been delayed (as in all areas of the market), there
has been a gradual increase in activity. There have been a number of notable deals (including the M25 widening
transaction) that have reached financial close during the crisis, without the need for UK Government funding.

Our members have adapted to the new challenges. The Project Finance market has proved resilient in the past
and there are no reasons why it should not bounce back as the financial markets improve and countries move
out of global recession. Indeed, some banks have noted that Project Finance deals are well-structured generally
and are performing well, notwithstanding the crisis.

Our members do not believe, however, there will be a return to the over-supply of senior debt within the Project
Finance market (as in the mortgage and structured finance markets), as witnessed in 2006–07.
62 Partnerships UK, Projects Database (see http://www.partnershipsuk.org.uk/puk-projects-database-search.aspx)
63 See footnote 5, above.
64 PwC “Talking Points—Meeting the infrastructure funding gap: Government Intervention” (http://www.pwc.com/en GX/gx/

government-public-sector-research/pdf/ppplendingreview 230109.pdf)
65 PwC, “Taking Points—A review of lending appetite for Public-Private Partnership Financings”, January 2009 (http://www.pwc.com/

en GX/gx/government-public-sector-research/pdf/ppplendingreview 230109.pdf) and Ernst & Young, “Senior Debt Pricing: Impact
of the Credit Crunch”, published October 2008 (http://www.ey.com/Publication/vwLUAssets/UK Infrastructure Oct 08 -
Senior debt pricing/$file/EY UK Infrastructure Oct 08 Snr debt pricing.pdf)

66 PwC, “Taking Points—A review of lending appetite for Public-Private Partnership Financings”, January 2009 (http://www.pwc.com/
en GX/gx/government-public-sector-research/pdf/ppplendingreview 230109.pdf) and Ernst & Young, “Senior Debt Pricing: Impact
of the Credit Crunch”, published October 2008 (http://www.ey.com/Publication/vwLUAssets/UK Infrastructure Oct 08 -
Senior debt pricing/$file/EY UK Infrastructure Oct 08 Snr debt pricing.pdf).
For further articles on the impact of the liquidity crisis on PFI, see also: (i) KPMG, “The Use of mini-perms in UK PFI, passing fad
or here to stay”, published June 2009 (http://www.kpmg.co.uk/pubs/Mini Perm Article.pdf); and (ii) KPMG’s Transport Advisory
Newsletter, “Fixed-Rate Funding Models”, published August 2009 (http://astraeus.kpmg.com/SiteCollectionDocuments/Transport-
advisory-newsletter-August-09.pdf)
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Question 9: Are there realistic alternative roles for private finance than the current PFI-type private finance models?

Should the UK be aiming for more diversity in private finance models? Would a national infrastructure bank (such as

the proposed Dodd-Hagel NIB in the US) add any value in the UK? Should the public sector have a more hands-on

role in financing and/or delivery?

PFI is only one of a number of alternative models for the introduction of Private Finance into public
procurement.67 Indeed, the UK Government itself has a number of variants which could be categorised as
PPPs, such as the use of joint ventures delivery vehicles, public sector outsourcing models (eg shared services
models) and public service operating contracts.

The UK has already embraced a diverse range of Private Finance procurement models.68 It is anticipated that
in future the delivery of public services by the private sector will require an even greater mix of long-term and
short-term contracts, including joint venture models and public sector outsourcing, in addition to PFI
procurement.

For the delivery of infrastructure projects that require little, if any, ongoing service/maintenance, a number of
our members cited the Design Build Finance and Transfer model (DBFT) which was successfully deployed
on the Evergreen II rail project (a rail procurement providing for the construction of two new platforms at
Marylebone Station, London, signalling work, and some track realignment at Beaconsfield). The model works
particularly well where the need for on-going services is limited, but the public sector still wishes to achieve
significant risk transfer and the involvement of Private Finance during the construction phase and there is
unlikely to be a need for longer-term finance within the project.

In this context, we have noted the recent Policy Exchange Paper, Delivering a 21st Century Infrastructure for
Britain69 which makes a number of recommendations to reform infrastructure investment/financing,
including:

(i) establishment of a UK Infrastructure Investment Bank;

(ii) creation of a regime for the guarantee of an element of senior debt in projects, which is likely to reduce
the cost of the remaining private sector financing, including use of mechanisms adopted in the utilities
sector; and

(iii) encouragement of tax-free individual savings accounts to be extended to infrastructure investment.

Finally, we believe that there is likely to be continued innovation by the private sector, encouraged by the stable
long-term returns achieved through infrastructure investment. Recent evidence of this includes an article in
the Financial Times70 on a private sector proposal to privatise the public road network, seeking to adopt a
variant Private Finance model (in this case, the US style PPP transfer and operate model).

Question 10: Is there an optimal mix between conventional public procurement and Private Finance for public sector

investment? What is the long run role of private finance in the delivery of infrastructure both in the UK and globally?

There is a compelling case, especially in light of the current fiscal constraints, for a greater role for the private
sector (and for Private Finance) in the delivery both major Government infrastructure and public services. To
place this in context, the role of Private Finance transactions (PFI/PPP) is recognised as a small (ie 10–15%
of the total) but important part of the overall Government expenditure on public service infrastructure.

Whereas the balance between public procurement and Private Finance has remained unchanged over the past
ten years, it is important to note the increasing role of Private Finance in the regulated and quasi-regulated
utilities sectors, such as telecommunications, airports, rail, water and energy sectors in the UK.

In recent years, the emergence of “infrastructure” as a separate recognisable asset-class has led to the creation
of private capital, infrastructure investment funds attracted by the long-term stable cash-flows to match long-
term liabilities of pension funds and insurance companies. This has attracted significant overseas investment
into the UK in the airports, telecommunications and utilities sectors. Internationally, the use of Private
67 See for instance, PwC Public Sector Research Centre publication, “No Going Back, Complex Procurement Beyond PFI”, November

2008 (http://www.pwc.com/en GX/gx/government-public-sector-research/pdf/nogoingback final 171108.pdf)
68 See “Infrastructure Procurement: delivering long-term value”, HM Treasury, March 2008 (http://www.hm-treasury.gov.uk/d/

bud08 procurement 533.pdf)
69 Policy Exchange, “Delivering a 21st Century Infrastructure for Britain” (http://www.policyexchange.org.uk/publications/

publication.cgi?id%132)
70 Financial Times, “Call to Privatise Main Roads”, published August 24 2009 (http://www.ft.com/cms/s/0/483e9382-90cf-11de-bc99-

00144feabdc0.html)
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Finance to deliver long-term infrastructure requirements is continuing to increase significantly—including in
the US, Brazil, across the Middle East, in India and Asia (including China), and in many parts of Eastern and
Western Europe.

Private Finance is not suitable for the delivery of all of the UK’s public infrastructure requirements. Where
Private Finance is deployed, however, it provides an enduring partnership between the public and private
sector, providing rigour and long-term asset stewardship.

Memorandum by Ms Mary Newton on behalf of Gloucestershire Friends of the Earth Network

“The 2007 Comprehensive Spending Review set out how the Government is progressing its ambition to create world-

class public services that can respond to people’s rising aspirations while equipping the UK for global change. Budget

2008 updates the analysis of the strategic challenges facing the economy, highlighting the importance of infrastructure in

delivering not only public services that meet people’s needs and expectations, but also economic prosperity and growth.”

(Infrastructure procurement: delivering long-term value by HM Treasury March 2008)

The fundamentals of PFI funding are large infrastructure projects with long term contracts for public sector
projects. Yet Gloucestershire Friends of the Earth Network (GFOEN) would contend that this is the very
opposite as to what is required in the area of dealing with waste in this time of change. The handling of waste
has diVerent needs, when contrasted with building a school or a hospital, and should be regarded as a resource
industry based in local communities.

In studying the process and procedures in the handling of waste GFOEN has become increasingly concerned
that the PFI system used to meet the challenge of the EU Landfill Directive, has led to the focus of PFI funding
on residual waste, the back end of the waste industry, to the detriment of the front end of the industry which
should be treated as a resource industry of innovative new businesses and new jobs.

In the way residual waste PFI functions at present it is in danger of having a detrimental eVect on this growth
area so vital in this period of economic crisis. Local authorities need to be encouraged by financial support
from government to invest to achieve high recycling rates and the production of high quality recyclates by
kerbside separation needed for this expanding recyclates industry.

Flexibility is fundamental to meet the changing world of the future in which climate change increases, raw
materials diminish and emerging industrialising nations add to the volatility of markets and global economies.
The new economies of the Far East are redrawing the economic map of the world and Britain is half a world
away from this economic magnet.

Flexibility should be fundamental to the handling of waste as to any other industry which means investment
in small innovative projects and short term five to 10 year contracts. Inflexibility is a single contractor with a
large facility for residual waste and a long term 25 to 35 year contract that will dominate a local waste market
with no competition, no choice and therefore no chance of change. This will stifle the front end of the waste
industry of investment and growth in reduction, reuse, recycling and composting of waste.

Large projects, such as incinerators are by their nature expensive and therefore require long term contracts,
which once signed, the amount of waste required has to be met. This sets an artificial ceiling on the amount
of municipal waste that can be recycled to the detriment of future innovative industrial technologies whose
source material is recycled waste. Knowaste, in Birmingham, announced it is to turn soiled nappies into plastic
cladding and roof tiles with the biodewaste feeding an Anaerobic Digester converting the gases for the national
gas grid. Via i-plas in Yorkshire is to turn mixed plastics into high performance building material to be used
in the construction industry. Britain is good at innovation, this is an expanding market for new businesses and
new jobs.

Waste is made from raw materials and the energy already used in its manufacture, so it makes sense to recycle
and save energy rather than starting from scratch in making products to sell.

During the first wave of the economic crash when the news was full of stockpiled recyclates, leading materials’
reprocessors wrote to DEFRA saying that they were still having to import high quality recyclates, mainly
produced from kerbside separation schemes and household recycling centres in Europe. In the UK the
problem is that so many local authorities are concentrating on co-mingled (mixed) collections which produces
low grade, often contaminated recyclates which can spoil recyclate manufacturing processes. These co-
mingled collections are the recyclates that were in the news and are usually shipped to China.

GFOEN believe that there needs to be a fundamental change in the type of investment to match the economic
needs of the future which allows flexibility and stimulates innovative new businesses.
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PFI funding, because of it’s large scale, precludes many small bidders, it absorbs resources, is almost risk free
to the contractor through the long term contract system which simultaneously creates a long term financial
burden for the local taxpayer, all in a cloud of secrecy mainly labelled commercial confidentiality.

GFOEN believe that there needs to be a fundamental change to enable the responsibility of decision making
and action on waste to remain within small local communities, where municipal waste arises, to enable them
to be involved in the responsibility of dealing with their own waste. This principle should be extended to the
development of small local residual waste management projects of proven need, that match the scale, form
and size of their surroundings and that are acceptable to the local communities. It is working on a community
scale so that there is direct participation and action at the local level that is the key. This would minimise the
waste carbon footprint and stimulate small and medium enterprises in the recycling and in the recyclates
industry. Thereby local communities can positively contribute to achieving the government set target of
achieving 80% reduction of our carbon footprint by 2050.

The PFI system actually discourages public participation and innovation, underlined by the lack of
transparency in critical areas of modelling which directly influence outcomes leading to the critical decisions
of site, size of facility and technology of a residual waste facility and thereby the cost to the Government and
the local tax payer. This lack of transparency stifles innovation and the growth of alternatives and thereby
value for money challenges. GFOEN requested to put the points contained within this and the accompanying
document to be told by the DEFRA oYcer that there is no third party participation in the negotiations
between the Local Authority and DEFRA for PFI funding.

For consideration by the Lords Economic AVairs Committee and other communities GFOEN recommends
the abandonment of the PFI system of financing for municipal waste projects for a more innovative approach
which might encourage more venture capital.

In the report Infrastructure procurement: delivering long-term value by HM Treasury March 2008:

“2.3: Joint ventures A joint venture can take a number of diVerent legal forms, including:

— a company limited by shares—with joint venture parties as shareholders;

— a Limited Liability Partnership—similar to the unincorporated partnership but where the entity
is registered and the liability of the partners is limited;

— a Community Interest Company—where the various parties invest in a limited company which
is registered to ensure that any profits are reused for the stated community purpose.”

For example local communities being supported to develop Community Interest Companies, small joint
ventures between local authorities and small private businesses could revolutionise the handling of waste
resources. For instance the average cost of small scale Anaerobic Digesters is expensive to a farmer whereas
in partnership with a local authority he could provide CHP or converted gas for the national gas grid or H2
fuel cells for the cars of the future all from food waste or farm waste. In June 2009 the compost price of
biowaste stood at £4.00 a ton whereas the market value as converted gas, CHP or fuel cells for cars would be
far higher, as well as contributing to reaching the government climate change targets.

In Gloucestershire GFOEN are recommending

— an increase in recycling targets to 70% by 2013 and at 2013 to reassess 2020 targets upwards to 80%
to move onwards to zero waste. In work for the National Assembly for Wales 2007 by consultants,
Eunomia showed 93.3% of the municipal waste stream could be recycled;

— greater separation of waste at kerbside; and

— small local residual waste management facilities that match the scale, form and size of their
surroundings and acceptable to local communities (5,000-45,000tpa, size dependent on proven need)
preferably MBT with Anaerobic Digestion on a few local sites, for the benefit of local communities
guided by variable short term contracts of five to 10 years. Development staggered to allow recycling
rates to increase over a period of time covered by LATS purchase and brought on line with population
growth. There should be several small local contractors involved on diVerent sites stimulating
competition.

Because of the financial crisis GFOEN understands that the Government has agreed to underwrite PFI
funding for residual waste projects to enable projects to move forward, therefore it would appear that there is
little risk to the contractor especially when one considers the long term nature of PFI contracts. If PFI funding
is to continue GFOEN questions whether this is value for money and would welcome a reappraisal as to
whether PFI funding would be better spent in focusing on the front end of the waste industry for investment
in reduction, reuse, recycling and composting of waste.
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If the PFI system is retained GFOEN recommend reforming the PFI criteria, contract system and guidance
with regard to waste to enable innovation by:

1. widening PFI funding to include reduction, reuse, recycling and stimulating investment in new small
recyclates businesses;

2. removing the floor level minimum cost for a residual waste project of £20 million;

3. removing the long term contract requirement and providing the alternative of short term contracts
of five to 10 years;

4. requiring inclusion within an Outline Business Case (OBC) reference project modelling small residual
waste facilities;

5. if contested, requiring projected waste arisings to be tested at public inquiry before a residual waste
project proceeds to ministerial approval;

6. requiring all information and modelling processes used to advance a residual waste project be
available for public inspection for transparency and for the greater public interest;

7. requiring public consultation to take place at each stage of procurement; and

8. removing the requirement for the output specification to be “technology neutral” for PFI funding.

GFOEN also submit a separate companion document Memorandum to the Select Committee Environment
Food and Rural AVairs inquiry into the Waste Strategy for England 2007 submitted by Gloucestershire Friends
of the Earth Network and request that this document be read in conjunction with this submission as it contains
many references to the PFI system of funding from the perspective of local taxpayers and concerns relating to

Memorandum by the Scottish Government

Please note the following Scottish Government reply in response to the invitation to submit evidence by way
of a written submission on the House of Lords Economic AVairs Committee inquiry on Private Finance
Projects and oV-balance sheet debt.

The Scottish Parliament’s Finance Committee undertook a thorough review of this subject last year in the
context of funding for capital investment. The Finance Committee’s Inquiry into methods of funding capital
investment projects was published on 16 December 2008 and is available at http://www.scottish.parliament.uk/
s3/committees/finance/inquiries/capInvest/report.pdf.

Please note that on page 9 of this report under “15th Meeting, 2008 (Session 3), 27 May 2008”, you will find
evidence which was provided by the Scottish Government’s Cabinet Secretary for Finance and Sustainable
Growth, John Swinney MSP. Full details of the concluded Finance Committee’s inquiry can be found at http://
www.scottish.parliament.uk/s3/committees/finance/inquiries/capitalInvestment.htm.

I hope you find this information helpful and apologies for the delay in responding.

2 October 2009
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