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1981

14.7

11.9

2.8

1982

12.9

8.6

4.3

1983

10.8

4.6

6.2

1984

10.7

5.0

5.7

1985

10.5

6.1

4.4

1986

9.9

3.4

6.5

1987

9.5

4.1

5.4

1988

9.4

4.9

4.5

1989

9.6

7.8

1.8

1990

11.1

9.5

1.6

1991

9.9

5.9

4.0

1992

9.1

3.7

5.4

1993

7.9

1.6

6.3

1994

8.1

2.5

5.6

1995

8.3

3.4

4.9

1996

8.1

2.4

5.7

1997

7.1

3.1

4.0

1998

5.5

3.4

2.1

1999

4.7

1.6

3.1

2000

4.7

2.9

1.8

Averages 

9.1

4.8

4.3

Sources; 

UK government bond yields from IMF 1998,113 and IMF 2002, 110

Rates of inflation (consumer price changes) from IMF 2002, 120 

Note; the annual real bond yield is simply the nominal bond yield   

less the rate of inflation 


A three-page briefing  

This report analyses the Private Finance Initiative (PFI) in the hospital sector in the UK, with particular reference to the Norfolk and Norwich University Hospital (NNUH), one of the earliest and biggest PFI hospitals.  Hospitals built under PFI contracts are financed by private companies which then rent them back to the National Health Service over long periods (generally more than 30 years).  

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. On coming to power in 1997, the Labour Government adopted a fiscal rule that the proportion of public debt to GNP should be kept below 40% and financing public sector investment through PFI was seen as a way of achieving this objective – at least in the short run. 

Alongside this macro-economic rule, there has been the micro-economic objective of providing value for money. The PFI project had to be shown to provide value for money (VFM) and be cheaper than a public sector comparator (PSC). However as Jeremy Colman (as assistant auditor-general) pointed 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 April 7, 2009). 

Therefore the macro-economic rule led to the promotion of PFI projects by the Labour Government with the micro-economic objective (of providing VFM) being achieved by a manipulation of the comparisons. This manipulation was mainly carried out by adding on percentages for cost overruns which were very much higher than the average overruns (of no more than 13%) experienced on similar publicly-financed projects. Generally the cost overrun assumed for the PSC has been just high enough to tip the VFM assessment in the favour of the PFI project. The overrun assumed for the NNUH provides a good example. Not only was it very much higher than 13% but – at 34.22% - it was also astonishingly precise. 

Thus the VFM comparisons invariably favoured the PFI projects in spite of the private cost of capital being more than twice that of the public sector. The financial model of a hospital analysed in this report shows that in order to compensate for this difference in the cost of capital, the private sector’s construction cost has to be 40% lower than that of the PSC. 

A major part of this report consists of an analysis of the NNUH,  a privately-financed hospital, the first phase of which was completed in 2001. This analysis shows that the additional annual cost due to the PFI contract is at least £19 mn. 

The company financing the construction of the NNUH is Octagon Healthcare. Nearly all the extra cost of the PFI contract is attributable to the additional rent payable to Octagon Healthcare. Before the PFI contract, the NNUH Trust was already paying a rent sufficient to finance a replacement hospital. But the additional annual rent payable to Octagon Healthcare is £18 mn a year (at 2007 prices).  This is a rent sufficient to pay three times over for the hospital.  

Meanwhile the annual rate of profit for the shareholders of Octagon Healthcare has exceeded 100 per cent. This includes a £95 mn windfall profit in 2003 on refinancing which was described by the Chair of the Public Accounts Committee as “the unacceptable face of capitalism”.  Roughly a quarter of the shares of Octagon Healthcare are held by the Innisfree Group. Between 1998 and 2008, the annual rate of profit for the shareholders of Innisfree Limited was more than 200 per cent (if the directors’ remuneration is included in the profits).

The excess rent of £18 mn payable for the NNUH is a definite loss attributable to the PFI project. In addition there might be excess costs arising from the payments for services and maintenance. This additional cost could be as much as £4 mn but the accounts to which I have had access are insufficiently detailed to confirm or deny this.

However there is an additional cost of about £1 mn attributable to the PFI contract. The new hospital is very much smaller (in terms of beds) than the hospitals that it replaced. This was a deliberate move to make the new, PFI hospital appear ‘affordable’. As a result, beds have had to be purchased from private hospitals within the region at higher cost because the NNUH has been unable to carry out all the work itself. My estimate of the excess cost of these bed purchases was over £1 mn in 2008/09. 

Thus the minimum additional cost attributable to the PFI contract at the NNUH is £18 mn for the additional rent and £1 mn for the purchase of beds in the private sector due to the overcrowding at the NNUH. 

Thus the PFI at the NNUH has been an initiative providing a significant public loss alongside considerable private gain. There is every reason to suppose that the NNUH is not unique given that the private sector’s cost of capital is double that of the public sector.  

Thus the PFI has been an initiative of micro-economic stupidity. It is an initiative justified by a macro-economic objective of keeping the public sector debt-to-GNP below 40%. It is ironic that this is an objective which has now been rendered irrelevant by the macroeconomic crisis with the debt-to-GNP ratio being expected to rise above 50% in 2010-2011 and even higher after 2011. The macroeconomic crisis has been brought about by the same incompetent government that promoted the PFI. 

What, if anything, can be done now? As far as the NNUH is concerned, chapter 11 of this report shows that the government – the taxpayer, if you like - would gain financially by buying out the contract. This is in spite of £300 mn having to be paid (under the terms of the contract) to buy out Octagon’s liabilities; it is also in spite of the NHS having paid out already a little under £200 mn (at 2007 prices) in rent. Thus even if the contract is bought out now, the NHS would have paid about £500 mn. for a hospital, the basic construction cost of which in the late 1990s was £158 mn. 

Nevertheless, in spite of this – that is, in spite of having to pay £300 mn. to cancel the contract, the NHS (and taxpayer) would still save £217 mn by buying out the NNUH’s PFI contract. This is because the rent payable (at 2007 prices) between now and the year 2037 would be £800 mn. and even when discounted at the Treasury’s 3.5 per cent per annum, this is equal to more than £500 mn. 

All of which goes to show what an appalling waste of public money the PFI has been. It is of course highly unlikely that a buy-out of this or any other PFI contract will be undertaken by the present government led by Gordon Brown. Such a u-turn is unlikely. And it is even less likely under a government led by David Cameron. But at the very least, future PFI programmes should be cut back so as to avoid even higher costs n the future. 

Summary (and a guide to the chapters)  

Investment in the National Health Service (NHS) – the good news and the bad news   

It is noteworthy that after more than sixty years of the NHS, it can be claimed that the services are still more or less free at the point of use.  As a Civitas report has pointed out, sick patients in the UK very rarely fail to use medical services on the grounds of costs (as compared to the USA and Germany) (see Gubb 2006, 40).  

Furthermore credit must go to the Labour Government for increasing expenditure on the NHS so rapidly since 1997. Whereas between 1981 and 1998, real NHS expenditure rose at an annual average rate of less than 3 per cent, from 1999 it began to accelerate rapidly and in the five years between 2002/03 and 2007/08, real spending on the NHS rose by an average of 7.4 per cent a year (Wanless et al 2007, xviii). As a result, whereas public expenditure on health, as a percentage of the UK’s Gross Domestic Product, was less than 5.4 in 1997/98 and was down to 5.3 in 1999/2000, by 2007/08 it had risen to 7.3
. 

That’s the good news.
The bad news is that the NHS is being privatised with much of the investment in the NHS being financed by the private sector. This would have horrified Aneurin Bevan, under whose leadership (as the Minister of Health and Housing in the Attlee Government), the National Health Service was established. Bevan had argued for four principles for the health service – free at the point of use, universal in reach, publicly funded and responsible usage by the public (see Hayhurst, May 2005). It was in 1951 when the first of these principles was broken (with the imposition of prescription charges) that Bevan resigned from the Gaitskell government.  

Clearly the use of the Private Finance Initiative (PFI) violates the third of Bevan’s four principles as would other initiatives which have advanced privatisation in the National Health Service.  The PFI is the scheme whereby companies in the private sector not only build new hospitals but also finance them and rent them back to the NHS over long contract periods of more than 30 years.   

Of course, the PFI covers more sectors than just health but this article is based on research that I have carried out on PFI in the hospital sector. However it is worth emphasising that within the NHS, the PFI model is also being applied to primary care premises (General Practice surgeries and health centres) in the form of the NHS Local Improvement Finance Trust or LIFT.  By March 2007, about 30 companies held commercial contracts to provide primary care services in England through their ownership of 74 health centres and general practices (Pollock et al, September 2007, 475).  The 2008 Annual  Report of the Department of Health stated that “NHS LIFT has now attracted over £1.3 billion of private capital investment and this level of investment will continue to grow in 2008/09 and beyond” (Department of Health May 2008, 179). 

Since 2004/05, the role of PFI investment in the NHS has grown rapidly, and over the past two years (2006/07 and 2007/08), it accounted for about a fifth of total capital investment (Department of Health, May 2008, 174). Furthermore, when we look within the NHS at the hospital sector, the role of PFI has been even more important. The NHS Plan of 2000 set a target of over 100 new hospital schemes by the end of 2010.  By the end of 2007, 93 new hospital schemes were operational, of which 70 were PFI schemes. In its 2008 report, the Department of Health reported that a further 14 PFI hospital schemes were underway and more were envisaged (Department of Health, May 2008, 179).

What this report is about

As shown in the earlier list of contents, this report consists of eleven chapters and two appendices.  As explained in chapter 1, the report is about the PFI in the hospital sector of the National Health Service and in particular about the PFI at the Norfolk and Norwich University Hospital.   

The report attempts to approach and assess the PFI from three directions. First by looking at a financial model of a general hospital used by Arthur Andersen, the consultants in a paper for the Treasury. Second by looking at value for money studies carried out by the National Audit Office. Third by doing a before-and-after study of the PFI hospital in Norwich. 

How did PFI start?  

The PFI in the health sector was initiated in 1992 by the Conservative government and opposed vigorously by the Labour Party. When the Labour Party came to power in 1997, PFI investment was small. However, following the election of the Labour government in 1997, PFI projects have been promoted vigorously and have expanded enormously. In a 2008, in a Public Accounts Committee report, it was reported that payments on all PFI projects in the UK over the next 30 years will total £181 bn (PAC September 2008, page Ev11). In the health sector, whereas in 1997 PFI investment in the NHS was non-existent, since 1998/99 it has accounted for almost a third of capital spending.   

Why did the Labour Government promote PFI?  

Why did the Labour Government promote PFI? This question is answered in chapter 2. The Labour Party came to power in 1997 in a situation in which the electorate were perceived as not wanting to pay higher taxes while at the same time demanding improved public services.  It was in this context that New Labour came into power with the so-called ‘Third Way’ approach, an approach presented as being between the dogma of the Right and that  of the Left. 

PFI was attractive to New Labour because it seemed to offer a way of funding public sector investment without raising income tax or public sector borrowing while also promoting the private sector which many in New Labour believed to be more efficient than the public sector. It was in this context that Gordon Brown, the incoming Chancellor of the Exchequer in 1997, adopted two fiscal rules. One was the so-called golden rule of matching current government revenue with current expenditure over the economic cycle; the second was to keep the public debt-to-GNP ratio down below 40%. Investment under the PFI was seen to be useful to the second rule even though, over the long-term, it was likely to threaten the first. 

Now (in April 2009), with the onset of the recession, the debt-to-GNP is expected to rise from 43% at the end of the 2008/09 financial year to 79% in 2013-14 (Guardian, April 23 2009, 5).  The 40% target is in tatters. Thus a PFI policy which (as this report points out) is micro-economically disastrous was introduced to meet a target which has itself been smashed by an incompetent macro-economic policy.   

The value for money argument - and the case for and against the PFI 

Alongside this macro-economic usefulness of PFI, there has been an emphasis on the micro-economic objective of providing value for money (VFM).  

As shown in chapter 3, the VFM test is a simple one – namely would the PFI provide hospitals at a lower cost than if conventionally financed by the public sector? One anti-PFI argument is that it will not. In this view, privately-financed hospitals are bound to be much more expensive than publicly-financed ones because the private sector’s cost of capital is so much higher than that of the public sector. The pro-PFI argument is that this higher cost of capital will be offset by the allegedly greater efficiency of the private sector.  

The Andersen report of 2000 and its financial model 

This is where it useful to use a model of hospital costs and then to plug in the public and private costs of capital to see whether the capital cost of PFI projects is likely to be higher or lower than a public sector comparator (PSC). 

This is what is done in chapter 4.  The model is one that was used by the consulting firm Arthur Andersen in their study in the year 2000 for the UK Treasury. The model turns out to have been a reasonably realistic one in so far as the ratio of capital to non-clinical operating costs in the model matches that of real-life hospitals. 

However, in their comparison, Andersen made a major error, namely using unrealistic costs of capital. This study uses actual costs of capital. As a result, over the life of a hospital, the PFI capital cost turns out to be very much higher than the capital cost of a hospital financed by the public sector. This is because the real cost of capital of the private sector (at 10% pa) is more than double that (4.3% pa) of the public sector, as discussed in chapter 4.2  

What chapter 4 does next is to plug the private sector’s cost of capital into the model and then re-run the same model with the public sector’s cost of capital. The PFI cost turns out to be two-thirds higher than that of the publicly-financed. To put this another way, a comparison of the two reveals that in order to provide value for money, the construction cost of the PFI alternative has to be about 40% lower than that of a publicly-financed hospital. This is the result of the capital cost of the private sector being more than twice that of the public sector. 

The value for money tests of the National Audit Office (NAO)     

In spite of this, the reports of the National Audit Office (NAO) on PFI projects have generally shown them to provide value for money as compared with the Public Sector Comparator. Why is this? 

This is the question analysed in chapters 5 and 6.   
In just about every case that the NAO has looked at, the PFI alternative is superior once an allowance for ‘optimism bias’ is included. Generally in the reports which have compared the PFI costs with those of the PSCs, the PFI costs were found to be marginally lower and therefore were found to give value for money. 

However these comparisons were usually faulty for two reasons. Firstly their estimates for overruns (‘optimism bias’) on publicly-funded projects were overstated and secondly the comparisons were not always done at the same stage.  

Let’s look at optimism bias first. If you look at the website of the NNUH, you will find under their ‘publications’, a section headed ‘Private Finance Initiative – Norfolk and Norwich University Hospital’. That document admits that the government can borrow more cheaply than the private sector, but then argues that “any additional costs of borrowing are offset by the private sector … making more efficient use of resources”.  The document goes on to give the publicly-funded Scottish Parliament as an example of public sector overruns. It was, the website tells you, some three years behind schedule and ten times over budget when completed. It then says that NNUH was delivered 20 weeks ahead of schedule and on budget. 

However this is not a valid comparison. Hospitals are more routine projects than one-off Scottish Parliaments. The NNUH website refers to a report in 2002 by Mott McDonald (consulting engineers) but does not give the details of that report.  The Mott MacDonald report pointed out that for standard buildings (such as District General Hospitals), the ‘optimism bias’ was between 2 per cent and 24 per cent, the average being 13 per cent. 

This is not enough to offset the PFI’s cost–of-capital disadvantage and in any case it seems to be an overstatement of ‘optimism bias’ as shown in a study by Pollock, Price and Player in 2007. The latter was highly critical of the Mott MacDonald study, arguing that it was deficient in its sampling techniques and that it contained serious measurement bias (Pollock et al 2007, pages 6, 7).  In addition, in 1999, the House of Commons Public Accounts Committee had given lower cost overruns stating that they were averaging about 7 per cent. As a 2001 report by Jon Sussex, a health economist, put it; “The myth of continuing rampant cost and time overruns on conventionally procured major hospital projects is just that; a myth” (Sussex 2001, 50) 

As we have seen from the re-run of the Andersen model, the allowance of optimism bias has to be well above the 13 per cent average given in the Mott MacDonald report, and as we have seen the 13 per cent is itself very much on the high side. 

The second criticism of the NAO’s comparisons is that they have frequently assumed a different stage in the project cycle for the PFI as compared with the PSC. As the Mott MacDonald report admitted, the PSC is prepared usually at a different point in the project cycle from the PFI estimate so that like-for-like comparisons are not performed (Mott MacDonald 2002, 26).  

This is a significant criticism since cost figures generally escalate over the life of the project. Thus the average cost increases for 43 ‘prioritised’ PFI schemes between the Outline Business Case stage (when project plans are initially approved by the Department of Health) and the stage at which contracts were signed was 74 per cent. The increase for the NNUH was 28.5 per cent (Hellowell and Pollock 2007, table 6).  Allowing for inflation, the increases in real terms would be less but almost certainly well above the 13 per cent average overrun given in the Mott MacDonald report for publicly-financed projects. 

A reasonable conclusion is that the PSC and optimism bias figures have been manipulated so that the PFI cost comes out at just below that of the PSC. This was certainly the case for the NNUH in the Full Business Case of 1996. In costing its Public Service Comparator, an overrun of 34.22 per cent was assumed. Note, not 34%. Nor 35%. But 34.22% (see Appendix 1.5). The comparison in the Full Business Case of the NNUH was a shambles. As the chair of the Select Committee on Health put it; “In other words, the full business case does not tell us the full business Case” (UK Parliament, May 1999, paragraph 20). 

The reason for this manipulation is that few hospital trusts have had much choice about whether to get their new hospital from private or public finance. They have been told that if they want approval for a new hospital, they will have to go down the PFI route. This was the prospect facing the NNUH Trust. In 1997 there had been a strong endorsement of PFI at the national level by the then Health Minister (Alan Milburn)
, and “deputations from Norwich were warned that if the Colney deal failed to go ahead, there would be no realistic hope of a hospital in the near future” (Greenaway et al 2007, 726). As a result, the figures had to be fiddled to show the superiority of the PFI alternative. And fiddled they were.    

Further disadvantages of the PFI 

As we have seen, one major criticism of the value for money is the fiddling of the capital costs. But there are two further disadvantages. One is a 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 to a project, it frequently charges a fee for simply acting as a conduit (see chapter 7). 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 mn., about a fifth of the £159 mn construction cost of the hospital. 

These costs are not generally included in value for money comparisons.

The transactions 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.  

The NNUH case study     

In chapter 4, we have looked (through the Andersen model) at the likelihood of the PFI capital+finance costs being larger and in chapters 5 and 6 at the fabricated with-and-without comparisons of PFI and PSC costs. Clearly another way to assess value for money from PFI projects is to look at PFI schemes which are up and running. 

This is what is done in chapters 8 and 9 by looking at the Norfolk and Norwich University Hospital (NNUH). Chapter 8 gives a brief history of the NNUH with a more detailed history being given in Appendix 1. The NNUH was one of the first PFI hospitals and has 987 beds. In 1998, a financial contract was signed with Octagon Healthcare and in August 2001, the first payments were made to Octagon Healthcare under the PFI contract. In September 2002, a medical school had been initiated and the move from the two old hospitals to the new one on the outskirts of Norwich was completed in 2003.  

The operating costs of the NNUH are analysed in chapter 9. In the six pre-PFI years up to 2001 (the year of the first payments under the PFI contract) the costs rose in real terms (that is at September 2007 prices) by 21%. Over the six post-PFI years between 2000/01 and 2007/08, the costs have risen by £134.9 mn or by 72% of the costs in 2000/01. If we exclude the PFI set-up costs incurred in 2000/01, the rise is £137.6 mn 

However the PFI contract cannot be blamed for the whole of this £137.6 mn rise in costs. Most of it is due to the costs associated with the medical school, an above rate of inflation rise in the salaries of consultants and an increase in the number of patients treated. Much of chapter 9 consists of an analysis of these factors. Table S.1 below summarises the findings. 
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£mn 

£mn

Notes 

Base construction cost 

159.0

(a)

Highways 

5.0

IT hardware and systems 

8.0

Catering equipment and start-

up costs 

4.0

Total development costs 

17.0

(b)

Financial fees 

5.7

Consortium tender cost 

6.6

Total fees 

12.3

(b)

Other development costs and   

fees (residual)

7.1

(b)

Interest during construction 

33.8

(b)

Total 

229.2

©

(a) As given in NAO, June 2005, 18. The figure given in table 6 of Hellowell   

and Pollock 2007, table 6 was £159 mn. In the evidence to the Select  

Committee on Health in July 1999, the base construction cost was given  

as £143.5 mn but that was for 809 beds. The NNUH now has 987 beds.

(b) The figures for the 'development cost and fees'  and of  

the 'interest during construction' come from the Minutes 

of Evidence of the Select Committee on Health (UK Parliament, July 1999,  

paragraphs 226 and 227) 

© 

"The estimated value of the scheme is £229.2 million" 

(Annual Accounts  

of the NNUH Trust, 2003/04, 38)  


As shown in the above table, the increase in costs over the period of the PFI contract (2001/02 to 2007/08) has been £170 mn. About 84% of this increase can be explained by a number of factors as follows; 

· £32.4 mn can be explained by a 21% general rise in prices as measured by increases in the Retail Price Index (see table 9.1);  

· before PFI, the NNUH Trust was paying a rent sufficient to pay for a new, replacement hospital. The rise in rent (in 2007/08 prices) as a result of the PFI contract has been £18.0 mn (see chapter 9.2); 

· the costs associated with the medical school have totalled £12.2 mn (see chapter 9.3);

· over the PFI period, prices have risen at a faster rate for hospitals than for the economy in general. This rise has been particularly sharp for staff and the increase in costs due to this hospital-specific inflation has been £27.7 mn (see chapter 9.3);

· over the PFI period, the volume of activity at the hospital over the seven years from 2000/01 to 2007/08 has risen by 16%. This accounts for an increase in costs of £52.9 mn (again see chapter 9.3). 

We can see from table S.1 above, that the unexplained increase in costs at the NNUH totals £26.8 mn or about 16% of the total increase. Of the three categories of costs given in the table, the largest unexplained increase is for ‘clinical supplies’. This is £17.6 mn or almost half of the total increase in clinical supplies costs (of £36.8 mn) between 2000/01 and 2007/08. The increase could be due to drugs prices rising faster than the Retail Price Index, although Wanless et al 2007 has suggested that the prices of ‘intermediate goods’ have risen more slowly than the RPI. The increase could be due to a switch to the use of better, more expensive drugs. When approached about the increase, Trust officials implied that the increase was due a rise in the cost of drugs.      

The increase in costs due to the PFI contract 

Without access to more detailed accounts than the ones available to the public, it is difficult to come to a firm conclusion about the increase in costs due to the PFI contract. But it is clear that the increase due to PFI is at least £18 mn. This is the increase in rent paid. A further £4 mn  might be due to higher costs of buildings maintenance, portering and catering but without access to more detailed accounts it is impossible to estimate this. 

Therefore the increase in costs as shown in the NNUH accounts and as a result of the PFI contract is at least £18 mn (see chapter 9.4).  

But this is not the end of the story.  The NNUH has 987 beds compared with 1207 beds at the two hospitals which the NNUH replaced. As a result, it operates with a very high occupancy rate, is unable to treat all the patients in its catchment area and the Norfolk Primary Care Trust has had to buy treatment from private hospitals in the area. The additional cost of this extra treatment in 2007/08 was at least £1 mn. 

This is a cost attributable to the PFI contract since the size of the new hospital was kept low so as to make it appear more ‘affordable’ in the early stages of the planning process (see chapters 8 and 9.4) 

Thus the annual increase in costs due to the PFI contract is at least £19 mn. £18 mn of this is the result of the higher rent and £1 mn is attributable to the restricted size of the NNUH, a restriction itself due to the PFI contract. 

Private gain 

It is clear that the privately-financed NNUH has resulted in a large public loss of at least £19 mn.  The other side of the coin is that there have been large gains to the private sector. This is true of PFI projects in the health sector generally (as shown in chapter 10) but it is particularly true of Octagon Healthcare and the NNUH. 

In 1997, the value of Octagon’s equity shareholdings as at the end 1997 was £1.325 mn. Six years later in 2003, there was a refinancing of Octagon which was described by the Chair of the Public Accounts Committee as “the unacceptable face of capitalism”. However it was certainly acceptable to the shareholders of Octagon since they were paid dividends of £11 mn from the total surplus of £95 mn accruing to Octagon. Thus within six years of investing £1.325 mn., the shareholders had been paid £11 mn so that they had recouped their investment more than seven times over – and there were were still more than 30 years to go before the first break in the contract.  

One of the shareholders in Octagon with a quarter of the shares at the end of 2007 is Innisfree Nominees. The latter is part of the Innisfree Group as is Innisfree Limited. 

The accounts of Innisfree Limited are analysed in chapter 10. Between 1998 and 2008, the average annual rate of profit to the shareholders of Innisfree Limited was more than 200%, the profits in this case including directors’ remuneration. At the end of March 2008, one of the directors of Innisfree Limited was David Metter who was also Chief Executive of Innisfree Group.  David Metter has been described as the driving force behind the private sector’s PPP (Private Public Partnership) forum. 

What can be done now? 

This is the question which chapter 11 tries to answer. The answer is that it is worth buying out the contract, in spite of £300 mn having to be paid to buy out the contract and in spite of a little under £200 mn (at 2007 prices) having already been paid in rent to Octagon Healthcare. Nevertheless, over the next 28 years to 2037 (the first break point in the end of the contract), the NNUH is due to pay a further £800mn in rent (again at 2007 prices). Even when discounted at the Treasury’s 3.5% per annum discount rate, this is equal to more than £500 mn thereby more than adequately covering the £300 mn which is the value of Octagon’s liabilities and which, under the terms of the contract, have to be bought out. 

Therefore in spite of having already spent £197mn in rent for the hospital and in spite of having to buy out £300 mn of Octagon Healthcare’s liabilities, the taxpayer would still save £217 mn by buying out the NNUH’s PFI contract. This is for a hospital the basic construction cost of which in the late-1990s was £158 mn. All of which goes to show what an appalling waste of public money the PFO contract has been.   

Chapter 11 finishes by pointing out that buying out other PFI hospital contracts is likely to generate large savings for the government. Of course it is hardly likely that this will happen under Gordon Brown. Such a u-turn is unlikely. And it is even less likely under a government headed by David Cameron.  But at the very least future PFI programmes should be cut back so as to avoid even higher costs in the future. 

Chapter 1. 
What is the PFI? And what is this paper about? 

1.1 
What is the PFI?  

The PFI is a scheme under which private companies not only build new facilities, but also finance them and then rent them back to the Government. Before PFI, the private sector was frequently contracted to build hospitals and even to run all the non-clinical services such as catering, cleaning and portering with other (NHS) staff carrying out the clinical functions, namely treating patients. But the essence of PFI is that the private sector not only designs, builds and operates (DBO), but also finances (DBOF) the facilities - and all of this under long-term contracts, generally of at least 30 years or more. 

1.2 
What is this paper about and how is it structured?

Here I am writing only about PFI in the NHS, and since about two-thirds of expenditure in the NHS is on hospitals (see Pollock et al 2004, 81), I focus on the use of PFI in the provision of hospitals.  

But how can we make an assessment of PFI?  There are three approaches and I look at all three in this report. 

· Firstly I look at a financial model of a general hospital used by Andersen, the consultancy company, in a study produced for the Treasury in 2000. Using this model, I examine whether there is a presumption or likelihood that the PFI will offer a better or worse deal, given the higher cost of capital that the private sector has to pay compared to that paid by the public sector. This ‘a priori’ analysis is done in chapter 4.  

· Secondly I look at the value for money approach used for the health sector by the National Audit Office. They compare the PFI with a Public Service Comparator (or PSC) for a number of major projects. This approach is discussed in chapters 5 and 6. Chapter 7 then summarises the arguments to that point. 

· I then move on to the third way of assessing value for money (VFM) which consists of comparing the situation before PFI with that after PFI. This is done by looking at the Norfolk and Norwich University Hospital (NNUH), one of the earliest of the major PFI schemes in the health sector. The planning and setting up of the hospital are looked at in chapter 8 and then chapter 9 looks at the before-and-after situation. In doing this I have had to modify the before-and-after approach to allow for changes in expenditure which are not the result of the PFI contract. 

Following these three approaches, chapter 10 looks at the profits from  this and other PFI contracts. Finally chapter 11 looks at the broader picture and asks; what can be done now?   

Before looking at the three approaches, I look at the origins of PFI (in the next chapter) and then (in chapter 3) at the general arguments for and against PFI. 

Chapter 2. 
How did PFI start? And why did the Labour Government promote it?  

2.1 
How did PFI start? 

1992; under a Conservative government led by John Major, the PFI was launched across all government departments. As Greenaway et al put it; 

“Ideologically it suited the Conservative Party’s New Right liberal economic market agenda; financially it was designed to allow capital spending on the public sector to bypass the Public Sector Borrowing Requirement (PSBR) with all its attendant sensitivities (particularly as a result of the criteria of the Maastricht Treaty of 1992)” (2004, 511)
. 

But the PFI was not carefully thought through
 and progress was slow. Across all sectors (not just health) only ten, mostly small, projects were signed by 1993 (Greenaway et al 2004, 512).     

August 1993; in an attempt to get the public-private partnership working faster, Kenneth Clarke as the new Chancellor of the Exchequer, created the Private Finance Panel (PFP) within the Treasury, comprising people from both the private and public sectors. Greenaway and others argue that it quickly became apparent that the PFI could be used as a new means of enhancing Treasury leverage over the spending departments. Private Finance Units (PFUs) were set up in every department to promote and implement the policy from 1994. This included the Department of Health in spite of some scepticism within the department about the PFI (Greenaway et al 2004, 513,514)

November 1994; the power exerted by the Treasury as a result of its institutional leadership of PFI was emphatically illustrated by its announcement that it would not approve any further capital investment projects without the prior exploration of private finance (Greenaway et al 2004, 514). Increasingly Treasury control meant the standardisation of terms and conditions for PFI schemes.  

In the meantime, there were strong objections to PFI from within the Labour party – at all levels. For example, the Labour Party distributed “Save the NHS leaflets” in opposition to a proposed PFI hospital for the elderly in Stonehaven, south of Aberdeen. At the same time, John McAllion, the Dundee Labour MP, described the PFI idea as “a complete betrayal of the founding principles of the NHS” (Private Eye, March-April 2004, 3). 

1995; Margaret Beckett, the then shadow health secretary, denounced PFI as “totally unacceptable” (see Shaw 2004, 65).  

1996; Harriet Harman (who was to become Labour’s Minister of Social Security and, since June 2007, Deputy Leader and Chair of the Labour Party) described PFI as a “Trojan horse for privatisation” (Pollock et al 2004, 26). This presumably signified disapproval and, again, before the 1997 General Election, Alistair Darling (then Shadow Chief Secretary to the Treasury and now – April 2009 – Chancellor of the Exchequer) said that “apparent savings now could be countered by the formidable commitment on revenue expenditure in years to come” (quoted in Monbiot  2000, 81).  
1997; By contrast, there was considerable approval of the PFI from within the ruling Conservative Party. But in spite of such approval, by the time the Labour Party won the general election in May 1997, and even though the PFI policy had been ‘approved’ for five years, no contracts had been signed off in the health sector (Greenaway et al 2004, 516). 

Things were about to change rapidly. In its Manifesto for the 1997 General Election, the Labour Party had claimed that; 

“Labour will overcome the problems that have plagued the Private Finance Initiative, end the delays, sort out the confusion and develop new forms of public/private partnership that work better and protect the interests of the NHS” (quoted in Greenaway et al 2004, 517). 

The Labour Party certainly ended the delays when it came to power.  It cleared all remaining obstacles out of the way. A letter, dated August 28,  from Richard Douglas (as Deputy Director, Finance and Performance at the NHS Executive) and circulated to all managers in the NHS, pointed out that the NHS (Private Finance) Act of July 1997 was designed to remove the doubts that the private sector held about the power of NHS Trusts to enter into PFI contracts (see Shaw 2004, 72 and Sussex 2001, 27).  According to Greenaway et al 2004, it was this Act that “cleared the way for the final agreement of the scheme at Dartford and, later, the new Norfolk and Norwich hospital in early 1998” (page 518). 

The letter from Douglas repeated the point that within the NHS all capital procurement should normally test for PFI and that value for money would remain the litmus test for all transactions. However he stated that even if the case of value for money for a publicly-financed scheme was made, there was no guarantee that public capital would be available to fund it (Department of Health, August 1997)
.  

By 1997, the NHS was in desperate need of investment. Between 1980 and 1997, under successive Conservative governments, it had been starved of investment with only seven NHS ‘major’ (that is costing more than £25 millions) capital schemes being completed, and by 1997, the NHS maintenance backlog was said to amount to over £2 billion (Pollock et al 2004, 40, 49). 

2002; a report for the Treasury by Derek Wanless stated that if the NHS was to provide a wide-ranging high quality service for the public and on a par with that provided by other countries in the European Union, then the UK would have to spend a significantly larger share of its national income on health care over the next 20 years (Wanless 2002, 76)
. Wanless envisaged that the annual real growth in NHS expenditure would have to be between 4.2% and 5.1% over the 20 years to 2022 (page 77). This was one and a half times the rate of growth in real NHS expenditure over the previous 20 years – that is between 1980 and 2000 - of only about 3% pa. 

By the time that the Wanless report appeared, the Labour Government had already announced that NHS expenditure would be increased. In January 2000, prompted by a ‘winter beds crisis’, the government had pledged to increase spending on NHS by almost 30 per cent over the next four years (Pollock et al 2004, 62). Later in the same year, in July, a NHS Plan was produced which contained within it a ‘Concordat’ with the private sector (Pollock et al 2004, 66). 

The NHS Plan committed the Government to delivering over 100 new hospital schemes between 2000 and 2010, but by the time (two years later in 2002) that the Wanless report appeared, annual investment in the NHS was still running at about the same level (of just over £2 bn a year) as it had been in 1997. However, over the 10 years to 2012, Wanless envisaged a much more ambitious investment programme with annual investment rising from just over £2 bn in 2002 to £5 bn a year by around 2008 (Wanless 2002, 83). 

In 2002, the Government produced “Delivering the NHS Plan” which stated that the plan was to get “to health spending of 9.4% of GDP by 2008 – easily on a par with European levels of health spending” (Secretary of State for Health 2002, paragraph 2)

April 2003; by this time, a year after the Wanless report, 117 investment schemes had been approved by the Department of Health with a value of £3.2 billion (Edwards P et al 2004, 8).  More than 100 of these were under the PFI (Davis 2004, page 85). The pattern that had emerged was that most of the smaller capital investments in the NHS continued to be financed directly by the Exchequer, while most of the larger projects were being financed through the PFI. The Labour government was recognising that there was a need for new investment in the NHS, but much of that need was being met through the PFI. 

2.2 Why did the Labour Government promote PFI? 

Why, following so much antipathy to PFI while in opposition, did the Labour Party, when in Government, embrace PFI projects with such enthusiasm? Matthew Flinders argues that, under the Conservative Governments of the 1980s and 1990s, there had been ‘a hollowing out’ of the state so that, by the time that Labour came into power in 1997, institutional fragmentation had undermined the strategic steering capacity of ministers (Flinders 2005, 216).  This administrative fragmentation coincided with a political context in which the public were perceived as demanding improved public services while being reluctant to pay increased taxes (Flinders 2005, 217) 

It was in this political and administrative context that New Labour came into power with a ‘Third Way’ approach, presented as one which rejected both the dogma of the Right that was said to insist that the private sector should be the owner and provider of public services and the dogma of the Left which was said to insist that the State must be the sole provider (Flinders 2005, 218 and Shaw 2004, 64). Thus the New Labour model of a revised social democracy claimed to harness the expertise and vaunted efficiencies of the private sector while maintaining public sector values (Flinders 2005, 218). 

As a result, the PFI fitted quite neatly into a situation of administrative fragmentation, of perceived political resistance to higher taxes and the ‘Third Way’ of New Labour. PFI was attractive because it offered the capacity to fund public sector investment without raising income tax or public sector borrowing while also promoting the private sector which many in New Labour genuinely believed (and doubtless still believe) to be more efficient than the public sector. PFI financing fitted neatly into constraints on public expenditure - constraints which the new Labour government imposed on itself. 

Soon after the 1997 election, Gordon Brown (the then Chancellor) announced that he would enforce two fiscal rules. The first was the golden rule – that, over the economic or business cycle, current spending would be covered by government revenue
. The second is what Brown called the sustainable investment rule, that there must be a prudent debt-to-GDP (Gross Domestic Product) ratio. 

But what is a prudent debt-to-GDP ratio? On June 11 1998, Gordon Brown stated that; 

“In the interests of greater stability I propose to bear down on the debt-GDP ratio. Indeed the plans that we are publishing this afternoon show the debt ratio falling from 45% when we came into Government to 40.5% next year and in the following years down again to 39.5% and 38.25%. The comparable figure in the European Union as a whole is 78%. Britain will now plan on the basis that our debt-GDP ratio will be 40% or lower” (Treasury 1998) 

In the same speech, Gordon Brown had bemoaned the fact that so much of current government expenditure was being spent on debt interest
. And so we have the second of the fiscal rules and it was this anti-borrowing rule that made private financing so attractive. 

Here it is worth pointing out the European context in which the Labour Government was operating, namely the Stability and Growth Pact (SGP) which was adopted in June 1997 to regulate the conditions under which the common currency (the Euro) would operate after its introduction on January 1st 1999
. The UK is not within the Euro-zone but the Labour Government has held this open as a possibility. The purpose of the SGP was to prevent an excessive budgetary deficit emerging in the Euro area as a result of individual member-countries spending a lot while taxing a little. So individual country members were to be required to avoid an excessive budget deficit - defined as 3 per cent of GDP - and fines were envisaged for countries breaking this rule. In addition the debt-to-GNP ratio of member-countries should not exceed 60%. 

Gordon Brown’s debt-to-GDP target of 40% was therefore set at a very low level – some would argue unnecessarily low - compared to the SGP threshold of 60% and certainly very low compared to the average of about 70% (in 2002) for the Eurozone countries
.   

Keeping the debt-to-GDP ratio low was presented as a major reason for the Labour Government adopting the PFI. As I have pointed out earlier, under the PFI, the assets are not owned by the government and therefore the government does not have to borrow - whether from the banks or directly from households - to finance the schemes. The assets - hospitals like the new Norfolk and Norwich University hospital - are financed by privately-owned companies (usually special purpose vehicle companies created for the PFI project) and then leased to the government over long contract periods (usually 30 years or more).  As a result, public sector debt has been lower than it would otherwise be. As the PFI supplement to the Private Eye in 2004 put it; “There can be no doubt that this device was the chief reason for New Labour Ministers’ almost evangelical enthusiasm for PFI” (Private Eye, March-April 2004, 11) 

However while PFI projects enabled public sector borrowing to be lower than otherwise (at least in the short to medium term) and therefore they enable Brown’s borrowing or sustainable investment rule to be met, they increase the danger of missing the other - the golden – rule; namely for the government’s budget (of current expenditure against current revenue) to be in balance over the economic cycle. This is because, although the capital costs will appear as year-by-year annual expenditures rather than as large but one-off public sector projects, the government may end up (over the 30 or more years of a PFI contract) paying far more for the capital and operating costs of the hospital than it would otherwise have done. In the short term, government investment will be lower than otherwise but in the medium to long term, the government’s current expenditure is likely to be much higher than otherwise and the ‘golden rule’ is likely to be tarnished. It is for this reason that Flinders argues that the PFI may represent a ‘Faustian bargain’, namely a bargain in which a short-term gain is offset by much greater costs in the long run (Flinders 2005, 234). Of course as Shaw points out, “…it makes electoral sense to stretch out the payment of the bills even if the final total is much larger” (Shaw 2004, 73).  

Chapter 3. 
The emphasis on Value for Money (VFM) – and the case for and against PFI 

3.1 
The emphasis on Value for Money (VFM)

As we have seen, administrative fragmentation, political resistance to higher taxes and Labour’s adoption of the ‘Third Way’ were three factors leading to the promotion of PFI by the Labour Government. Thus the enthusiasm for PFI projects in the health sector stemmed from a desire to keep Government borrowing down so as to help the Labour Government achieve the second of Gordon Brown’s fiscal rules.  But alongside this macro-economic argument, there has been the micro-economic belief that the PFI projects should, and would provide value for money.   

As Pam Edwards et al 2004 have put it; 

“Originally justified in terms of providing the finance for investment that the public sector could not afford (the macroeconomic argument), it is now increasingly justified in terms of delivering value for money (VFM) in the form of lower discounted financial costs over the life of the project compared with the cost of conventional procurement as measured by a public sector comparator (PSC). This is the microeconomic argument” (page 17)   
A Department of Health circular of December 1999 stated that; “PFI procurements should be made on value for money grounds and not to achieve an off-balance sheet audit opinion” (Department of Health December 13, 1999, para 1.3); and a more recent one reiterated that; “The PFI is only a procurement tool – not an end in itself – and will only be used in cases where it offers value for money to the taxpayer and the NHS” (Department of Health, February 2004)   

It needs to be emphasised that in the case of the health sector, the value for money (VFM) test is not a test which compares the costs and benefits of a project
. The health benefits provided by a new hospital are not compared with the health benefits provided by a range of possible alternatives (such as smaller hospitals, day-care centres, etc). The VFM test is a cost-effectiveness test which simply compares the PFI cost of achieving a given set of objectives (providing a certain number of hospital beds in a particular location) with a publicly-financed alternative. The only thing that is changed in this comparison is the source of financing – though as we will see this is likely to make a large difference to the cost.

The procedure for deciding on large NHS investments has been increasingly centrally coordinated since May 1997. The procedure is briefly described in box 3.1 below.  

	Box 3.1 The three stages in deciding on large capital investments in the NHS 

The first stage in the analysis is the Strategic Outline Case (SOC). This is designed to enable the Capital Prioritisation Advisory Group (CPAG) of the NHS to consider the national priority of the scheme on the basis of health service need. These SOCs are channelled through the regional bodies (see Smith 1999, 32). 

All schemes prioritised then require approval on the basis of an Outline Business Case (OBC). The OBC includes an examination of the costs and risks associated with meeting the objectives.  Smith states that a financial appraisal is carried out at this second stage to demonstrate the affordability of the investment. 

The third stage is the Full Business Case (FBC), the aim of which “is to identify the preferred method for funding the project and the preferred  partner for meeting the trust’s requirements” (Smith 1999, 34). Approval of the FBC is required from the NHS Executive before the scheme progresses to financial close.  

The NHS Executive’s guidance on the release of project documents points out that the initial key documents should be released to the public ‘largely intact’ (Gosling (ed) 2004, 87, 91 and more generally chapter 5) after the contracts have been signed (Pollock et al 2004,191). The interpretation of ‘largely intact’ has varied. For example, the copies of the OBC and FBC for the Norfolk and Norwich University Hospital which are available to the public (eg in the Norwich public library) are far from intact with crucial sections left blank and stamped ‘Commercial in Confidence’. As a result, as we shall see in later sections, this confidentiality has made this research much more difficult than it might have been.         




Thus the VFM comparison is limited to what Jon Sussex has called productive efficiency and is not concerned with allocative efficiency (mixes of care)  (Sussex 2003, 63). As a result, Sussex says, “several authors have argued that the PFI distorts investment priorities in the NHS by concentrating resources on large new acute hospitals” (Sussex 2003, 63) and the basic problem of integrating all the diverse elements of health care (preventive as well as curative) remains.   

The VFM test is, then (in theory if not in practice) a simple one – namely would the PFI provide the hospital at a lower cost than if conventionally financed by the public sector? This has been the question asked by the National Audit Office (NAO) in its examination of PFI projects in the health as in other sectors. Generally the NAO’s conclusions have been favourable to the PFI but the NAO’s approach has been widely criticised for its estimates of the alternative construction cost if conventionally financed by the public sector. This alternative is called the Public Sector Comparator (PSC). 

I come back to the criticisms later (in chapters 5 and 6) but here, in the rest of this sub-section, I want to look at the arguments for and against the use of PFI. 

3.2 
The case for and against PFI 

The case for PFI goes as follows;

· the interest rate that the private sector has to pay to raise capital for fairly routine projects like hospitals will be only a few percentage points above that payable by the public sector, but the rate is higher because the private sector takes on the risks of, for example, cost overruns otherwise borne by the public sector; 

· this higher cost of capital is worth paying because it is likely to be offset by the private sector’s lower construction and maintenance costs – in other words by its avoidance of cost overruns and generally more efficient construction than if financed by the public sector. The construction costs may be lower not just in cash terms but because of faster construction by the private sector.  Since time is money, the faster construction speed is equivalent to a lower expenditure.  

The case against PFI goes as follows; 

· the private sector expects to make a profit from PFI projects;

· this rate of profit is expected to be such that the cost to the public sector of capital from the private consortium undertaking the PFI project will be very much higher than the interest rate which the public sector would have to pay to finance its own capital expenditure; 

· thus the cost of the PFI to the public sector is likely to be very much higher than projects financed by the public sector. And it is highly unlikely that the higher financing costs will be offset by faster construction times and lower expenditure. In addition, there are likely to be higher transaction (or negotiation) costs associated with PFI 

Who wins the argument, those who are for PFI or those who are against? The stranger to this debate might be tempted to say; “Surely this is simple. Just look at the evidence and decide”. This is what I try to do in the rest of this report. I start with a model used by the consultants, Arthur Andersen, in a report for the UK Treasury. 

Chapter 4. 
The Andersen report of 2000 and its model 

4.1 The Andersen report – an introduction 

In 1999 a report on PFI projects was commissioned by a Treasury Task Force from Arthur Andersen, the consultancy company (Andersen et al, 2000). The report was commissioned to examine VFM aspects of the PFI projects which had started operations and for which the delivery of services had begun. The study was carried out by the Arthur Andersen company assisted by two professors from Enterprise LSE (London School of Economics).   

The Andersen report, produced in 2000, looked at the capital (construction) costs of a number of projects although, as the report pointed out, “…the overriding point is that PFI value for money assessments are made by looking at all the costs of the projects” (Andersen 2000, 10 – my emphasis).  But of course, given the newness of the projects, their focus only on capital costs is understandable. 

In its report, Andersen had put forward a generally pro-PFI argument. It admitted that the private sector’s financing cost was higher than that of the public sector, but stated that this was likely to be a small additional cost compared to the total.  For the public sector Andersen assumed an interest (or discount) rate of 6% pa. This was 1.5% above what it assumed to be the long-term rate of 4.5% pa. on gilts (Andersen 2000, 5)
. The private sector cost of capital was assumed by Andersen to be 10% pa including inflation or about 7.5% pa in real terms (Andersen 2000, 10). 

Andersen then tried to see how much greater the cost of finance would be using private sector finance. The project assumptions that Andersen used were a capital cost of £100 million with non-clinical operating costs (in base year or real terms) of £10 million a year over 25 years.  From such a model, Andersen’s report stated that the interest costs would be 26% of the total if financed directly by the public sector and 29% if financed under a PFI. Thus the extra interest cost would be, according to them, only about 3% of total costs. Unfortunately Andersen’s figures were not set out in detail in their report. I do this in Table 4.1 below. 
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Years/causes 

Staff  

Clinical 

Others 

Total 

supplies 

(£mn)

(£mn)

(£mn)

(£mn)

Total costs in 

2000/01 (before PFI)

94.1

23.9

37.4

155.4

Less PFI set-up costs 

2.2

2.2

Total costs (exc. PFI set-up 

costs) before PFI 

94.1

23.9

35.2

153.2

Total costs in 20007/08

183.8

60.7

78.7

323.2

Increase in costs since PFI 

89.7

36.8

43.5

170.0

Causes of cost increases?  

1. Rise in general prices  

19.9

5.1

7.4

32.4

2. Rise in rent 

18.0

18

3. Medical school costs 

7.1

3.2

1.9

12.2

4. Hospital-specific inflation 

25.1

0

2.6

27.7

5. Rise in number of patients 

33.1

10.9

8.9

52.9

Cost increase 'unexplained' 

4.5

17.6

4.7

26.8

% of increase 

5

48

11

16


From this table, it is clear that the difference in interest costs (as a percentage of the total) would be 30% minus 25% = 5% of total costs, not the 3% figure as given in the Andersen report. As I say, I cannot reconcile my figures with Andersen’s because the detailed figures are not given in their report. The Andersen report stated that the additional financing cost associated with PFI is small, but it is worth pointing out that, using their example, I estimate the total capital costs (interest and capital repayments) for public finance to be £100 million compared to £114.7 million for the PFI, a difference of £14.7 million or almost 15% of the public finance cost. On these assumptions, this (15%) is the amount which has to be saved on construction alone by the allegedly greater efficiency of the private sector. 
4.2 The Andersen report – and the costs of capital 

However this is by no means the end of the story.  As we have seen, the Andersen report assumed that the PFI cost of capital would be only one to three percentage points above the public sector borrowing rate (Andersen et al 2000, 5). But the actual gap is in fact much greater. 

Firstly let us look more closely at the PFI cost of capital. PFI projects are financed by a mix of capital types, namely senior debt, subordinated loan (or junior) capital and equity capital. It is the senior debt which will be at the lowest rate of interest and as the Andersen report put it (in a footnote on their page 10); “…higher returns will be demanded for junior debt and equity finance” (Andersen et al 2000, fn 2 on page 10). Indeed this seems to be the case, as pointed out by the Audit Scotland/Accounts Commission in 2002. They quoted the following costs of capital for six Scottish PFI school projects; 

· senior debt capital 
 6-7% pa 

· subordinated loan capital
10-16% pa

· equity capital 
15-29% pa

· weighted average 
  7-13% pa 

(Audit Scotland/Accounts Commission, 2002, 58)

The weighted average is closer to the rate on senior debt capital than that on equity capital because senior debt capital usually accounts for around 90% of funding (Audit Scotland/Accounts Commission, 2002, 57). At the same time it is important to emphasise that the return on equity is unlimited – it will depend on the terms of the contract. But if we take the mid-point of the above weighted average, then we have a rate of 10% pa and since this seems to be in nominal terms, this agrees with the assumption of the PFI cost of capital adopted by the Andersen report. 

However it is somewhat below the average real cost of capital of thirteen PFI companies (SPVs or Special Purpose Vehicles) in the recent study by Pam Edwards et al. The latter study showed an average rate of profit of well over 100% pa on the equity capital (shareholders’ funds) in each of the years between 2000 and 2002 inclusive but because of the very high (more than 95%) gearing ratios (debt to total capital) of the SPVs in the health sector, the average cost of capital was 7% in 2000 and 10% in each of 2001 and 2002 (Edwards et al 2004, 167).  This would seem from their table to be in real terms and yields an average of about 9% pa (in real terms)
 or about 5 percentage points above the Treasury stock, as Edwards et al point out on pages 11 and 174 of their report.  

In a more recent study of 12 hospital schemes, the average rate of interest paid on debt between 2002 and 2005 inclusive was 7.8% pa (Shaoul et al 2007, table 5).  In the same study the rate of profit on equity capital in 2005 averaged 58% pa. Even assuming a very high debt-to-total-PFI ratio of 95%, the average real cost of capital is at least 10% pa. Similarly the annual real cost of capital at the Norfolk and Norwich University Hospital (NNUH) has been almost exactly 10% per annum. By contrast, Andersen had assumed a nominal rate of 10% pa and a real rate of 7.5% pa. Therefore the latter seems to be about 2.5% too low and as a result their assumption was heavily biased in favour of the PFI. 

However Andersen made another mistaken assumption, this time about the public sector borrowing rate. The real rate assumed by Andersen was 6% pa which is too high. For a start, as pointed out earlier, this includes an allowance for risk and the correct rate, excluding risk, should be 4.5% pa. Even this latter figure is a bit too high inasmuch as it compares with a real average yield on government bonds which is slightly lower. The Andersen report was produced in the year 2000 so it is reasonable to look at the annual yield over the 20-year period from 1981 to the year 2000 inclusive. This is done in table 4.2 below.  

The annual average yield (in real terms) is shown to be 4.3% pa, so that the real interest rates that should be plugged into the model are 10% pa for the PFI cost of capital and 4.3% pa for the Public Sector Comparator. 

These rates are used in table 4.3 to compare the costs of capital of the PFI version with the PSC using a discount rate of 6% pa. 
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(all figures are in £ millions)

Costs in real terms (in September 2007 prices)  

Staff 

Clinical 

General 

Estab. and 

Premises 

Others 

Total 

Before PFI 

costs 

supplies 

supplies 

transport 

1994/95

98.3

25.0

4.0

6.0

6.3

15.8

155.4

2000/01

114.0

29.0

7.9

6.8

16.2

14.4

188.3

% pa increase  (1994/95 to 2000/01)   

3.3

Before-after PFI 

2000/01 

114.0

29.0

7.9

6.8

16.2

14.4

188.3

2007/08

183.8

60.7

7.9

6.4

45.2

19.2

323.2

% pa increase (2000/01 to 2007/08)  

8.0

Note

Financial years end on 31 March. Thus 2007/08 refers to the period from 1 April 2007 to 31 March 2008 


The more realistic assumptions adopted in table 4.3 give much more of an anti-PFI picture than given in Table 4.1. The capital cost of using the private sector for financing the hospital is now seen to be £140.8 mn compared to £84.4 mn using public finance. Thus the PFI is £56.4 mn more expensive. In other words, for the same base construction cost, the PFI version would cost 67% more than the publicly-financed alternative.  To give value for money, the construction cost of the PFI version has to be at least 40% lower than that of the publicly-financed version. In other words, if we look at the Andersen model of a construction cost of £100 mn if publicly financed, we can see that in order to compensate for its higher interest cost, the private sector’s construction cost would have to be £60 mn. 
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using the Andersen assumptions of a real cost of capital for the private sector of 7.5% pa 

and of 6% pa for the public sector; and using a discount rate of 6%pa

Public sector comparator (PSC) ---------------  

PFI example ------------------------------

Capital &

Operating

Capital cost--------------------------------------------

Capital cost------------------------

Year 

operating 

PV factors

cost (PVs 

Repayments 

Capital 

Interest

    PVs at 6%pa-----

Repayment 

Capital 

Interest 

PVs at 6%pa ------------

cost

at 

 at 6%pa

at 6% pa

balance

at 6%pa

repyt

interest

at 7.5% pa

balance

at 7.5%pa

repyt

interest

(£mn) 

6%pa

(£mn) 

(£mn) 

(£mn) 

(£mn) 

(£mn) 

(£mn) 

(£mn) 

(£mn) 

(£mn) 

(£mn) 

(£mn) 

0

100

1.00

100.0

1

10

0.94

9.4

1.8

98.2

6.0

1.7

5.7

1.47

98.53

7.50

1.4

7.1

2

10

0.89

8.9

1.9

96.2

5.9

1.7

5.2

1.58

96.95

7.39

1.4

6.6

3

10

0.84

8.4

2.0

94.2

5.8

1.7

4.8

1.70

95.25

7.27

1.4

6.1

4

10

0.79

7.9

2.2

92.0

5.7

1.7

4.5

1.83

93.42

7.14

1.4

5.7

5

10

0.75

7.5

2.3

89.7

5.5

1.7

4.1

1.96

91.46

7.01

1.5

5.2

6

10

0.70

7.0

2.4

87.3

5.4

1.7

3.8

2.11

89.34

6.86

1.5

4.8

7

10

0.67

6.7

2.6

84.7

5.2

1.7

3.5

2.27

87.07

6.70

1.5

4.5

8

10

0.63

6.3

2.7

82.0

5.1

1.7

3.2

2.44

84.63

6.53

1.5

4.1

9

10

0.59

5.9

2.9

79.1

4.9

1.7

2.9

2.62

82.01

6.35

1.6

3.8

10

10

0.56

5.6

3.1

76.0

4.7

1.7

2.6

2.82

79.19

6.15

1.6

3.4

11

10

0.53

5.3

3.3

72.7

4.6

1.7

2.4

3.03

76.16

5.94

1.6

3.1

12

10

0.50

5.0

3.5

69.3

4.4

1.7

2.2

3.26

72.90

5.71

1.6

2.8

13

10

0.47

4.7

3.7

65.6

4.2

1.7

1.9

3.50

69.40

5.47

1.6

2.6

14

10

0.44

4.4

3.9

61.7

3.9

1.7

1.7

3.77

65.63

5.20

1.7

2.3

15

10

0.42

4.2

4.1

57.6

3.7

1.7

1.5

4.05

61.58

4.92

1.7

2.1

16

10

0.39

3.9

4.4

53.2

3.5

1.7

1.4

4.35

57.23

4.62

1.7

1.8

17

10

0.37

3.7

4.6

48.6

3.2

1.7

1.2

4.68

52.55

4.29

1.7

1.6

18

10

0.35

3.5

4.9

43.7

2.9

1.7

1.0

5.03

47.52

3.94

1.8

1.4

19

10

0.33

3.3

5.2

38.5

2.6

1.7

0.9

5.41

42.11

3.56

1.8

1.2

20

10

0.31

3.1

5.5

33.0

2.3

1.7

0.7

5.81

36.30

3.16

1.8

1.0

21

10

0.29

2.9

5.8

27.1

2.0

1.7

0.6

6.25

30.05

2.72

1.8

0.8

22

10

0.28

2.8

6.2

20.9

1.6

1.7

0.5

6.72

23.33

2.25

1.9

0.6

23

10

0.26

2.6

6.6

14.3

1.3

1.7

0.3

7.22

16.11

1.75

1.9

0.5

24

10

0.25

2.5

7.0

7.4

0.9

1.7

0.2

7.76

8.35

1.21

1.9

0.3

25

10

0.23

2.3

7.4

0.0

0.4

1.7

0.1

8.34

0.00

0.63

1.9

0.1

Totals 

227.8

43.0

57.0

41.3

73.4

Present values of costs at 6% pa  

--- Repayment of capital

43.0

41.3

--- Interest on capital 

57.0

73.4

--- Total capital cost 

100.0

114.7

--- Operating cost 

127.8

127.8

--- Total cost 

227.8

242.5

Interest cost as % of total 

25

30

Capital cost as percentage of the total 

44

47

The public sector comparator 

The capital cost is £100mn. At a 6% rate of interest, the capital recovery factor over 25 years   

is 0.078227. Therefore the annual capital cost is £100 mn * 0.078227 = £7.8227 mn and the annual repayments of capital 

and the interest costs sum to £7.8 mn (allowing for rounding)

The PFI alternative 

At a 7.5% pa interest rate, the capital recovery factor over 25 years is 0.08971. Therefore the annual     

capital cost is 0.08971 *£100 mn = £8.971 mn and the annual repayments of capital and the interest costs sum  

to £8.97 mn allowing for rounding 


It is clear that the relative real interest rates (7.5% pa for the private sector and 6% for the public sector) assumed by the Andersen report were highly misleading. Realistic real interest rates (10% pa for the private sector and 4.3% for the public sector) mean that the private sector’s base construction cost has to be 40% lower than that of the public sector compared to 13% if we use the interest rates assumed by Andersen. 

Thus the figures given in the Andersen report provide a very distorted picture. George Monbiot in chapter 2 of The Captive State suggested that the Andersen “report was an honest attempt to answer the questions the Treasury posed” (Monbiot, 2000, 81). It is questionable whether it was honest, but it was certainly not accurate. Because of its wrong assumptions of interest rates, it painted far too rosy a picture of the PFI. 

4.3 
   The Andersen report – bringing it up to date using the Treasury’s recommendations of 2003 

The Andersen report was produced in 2000. However in 2003 the UK Treasury in its Green Book lowered its recommended discount rate to 3.5% pa. What it did was to account for risk separately and not include it in the interest rate (Treasury 2003, 26)
.  It is worth looking at the difference this makes using the Andersen model.  

It needs to be noted that when the Treasury reduced its discount rate to 3.5% pa, it not only separated out the risk of over-shooting the cost (‘optimism bias’) but it also separated out the effects on public finance of taxes paid by the private sector
.  As far as the latter is concerned, the Treasury expected the size of the adjustment to be between 2% and 10% of cost for the majority of projects across the whole of government (see Department of Health, February 3 2003, page 5). However it is worth noting that for twelve PFI schemes looked at by Shaoul et al 2007, the tax payable averaged only 2.7% of their income (calculated from table 5 of Shaoul et al 2007) and even this would seem to be an over-estimate of the tax actually paid because of the companies’ ability to defer payment (see Shaoul et al 2007, 13)
. Nevertheless here 2.7% is assumed to be the amount that has to be deducted from the PFI cost to allow for the ‘tax effect’ and again we are being kind to the PFI case. 

The effect of the lowering of the discount rate is shown in table 4.4 below. The present value of the construction cost for the PFI version is now £181.6 mn compared to £108.9 mn for the PSC. We now need to knock the ‘tax effect’ off the PFI cost so that we get a net figure for the PFI capital cost of £181.6 mn less 2.7% = £176.7 mn. The excess cost of the PFI alternative is now £176.7 mn less £108.9 mn = £67.8 mn. This is higher than the previous figure of £56.4 mn, but lower in terms of the percentage of the PSC. The percentage is now 62% of the PSC compared to an ‘excess’ of 67% when using the higher 6% pa discount rate. 

[image: image6.wmf]Table 4.3; the Andersen model; a comparison between the capital costs to the public sector of PFI with a PSC;   

using annual real interest rates of 4.3% for the PSC and 10% for the PFI alternative;  

and using a discount rate of 6% pa 

The model

Present 

    Public sector comparator ---------------  

PFI example ------------------------------

Year 

Capital & 

value (PV)

PV of

Capital cost------

Capital  cost -------

operating 

factors 

operating

Repayments

Capital

Interest 

PVs at  6% pa ----

Repayments 

Capital

Interest at 

PVs at  6%pa -------

cost 

at 6%pa

costs 

at 4.3%pa

balance 

at 4.3%pa

Repayments 

Interest 

at 10% pa 

balance 

10% pa 

Repayments 

Interest 

(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

(£mn) 

(£mn) 

(£mn) 

(£mn) 

(£mn) 

0

100

1.00

100.00

100

100.0

1

10

0.94

9.43

2.31

97.7

4.30

2.18

4.06

1.02

99.0

10.00

1.0

9.4

2

10

0.89

8.90

2.41

95.3

4.20

2.14

3.74

1.12

97.9

9.90

1.0

8.8

3

10

0.84

8.40

2.51

92.8

4.10

2.11

3.44

1.23

96.6

9.79

1.0

8.2

4

10

0.79

7.92

2.62

90.2

3.99

2.07

3.16

1.35

95.3

9.66

1.1

7.7

5

10

0.75

7.47

2.73

87.4

3.88

2.04

2.90

1.49

93.8

9.53

1.1

7.1

6

10

0.70

7.05

2.85

84.6

3.76

2.01

2.65

1.64

92.2

9.38

1.2

6.6

7

10

0.67

6.65

2.97

81.6

3.64

1.97

2.42

1.80

90.4

9.22

1.2

6.1

8

10

0.63

6.27

3.10

78.5

3.51

1.94

2.20

1.98

88.4

9.04

1.2

5.7

9

10

0.59

5.92

3.23

75.3

3.38

1.91

2.00

2.18

86.2

8.84

1.3

5.2

10

10

0.56

5.58

3.37

71.9

3.24

1.88

1.81

2.40

83.8

8.62

1.3

4.8

11

10

0.53

5.27

3.51

68.4

3.09

1.85

1.63

2.64

81.2

8.38

1.4

4.4

12

10

0.50

4.97

3.66

64.7

2.94

1.82

1.46

2.90

78.3

8.12

1.4

4.0

13

10

0.47

4.69

3.82

60.9

2.78

1.79

1.31

3.19

75.1

7.83

1.5

3.7

14

10

0.44

4.42

3.99

56.9

2.62

1.76

1.16

3.51

71.5

7.51

1.6

3.3

15

10

0.42

4.17

4.16

52.8

2.45

1.73

1.02

3.86

67.7

7.15

1.6

3.0

16

10

0.39

3.94

4.34

48.4

2.27

1.71

0.89

4.25

63.4

6.77

1.7

2.7

17

10

0.37

3.71

4.52

43.9

2.08

1.68

0.77

4.67

58.8

6.34

1.7

2.4

18

10

0.35

3.50

4.72

39.2

1.89

1.65

0.66

5.14

53.6

5.88

1.8

2.1

19

10

0.33

3.31

4.92

34.3

1.69

1.63

0.56

5.65

48.0

5.36

1.9

1.8

20

10

0.31

3.12

5.13

29.2

1.47

1.60

0.46

6.22

41.8

4.80

1.9

1.5

21

10

0.29

2.94

5.35

23.8

1.25

1.57

0.37

6.84

34.9

4.18

2.0

1.2

22

10

0.28

2.78

5.58

18.2

1.02

1.55

0.28

7.53

27.4

3.49

2.1

1.0

23

10

0.26

2.62

5.82

12.4

0.78

1.52

0.21

8.28

19.1

2.74

2.2

0.7

24

10

0.25

2.47

6.07

6.3

0.53

1.50

0.13

9.11

10.0

1.91

2.2

0.5

25

10

0.23

2.33

6.33

0.0

0.27

1.48

0.06

10.02

0.0

1.00

2.3

0.2

Totals 

227.8

45.1

39.3

38.76

102.07

Present values of costs at 6% pa; 

---- Repayment of capital 

45.1

38.8

---- Interest on capital 

39.3

102.1

---- Total capital cost  

84.4

140.8

--- Operating cost 

127.8

227.8

--- Total cost 

212.2

368.7

Interest cost as a % of the total 

19

28

Capital cost as a % of the total

40

38

The public service comparator 

The capital cost is £100mn. At a real 4.3% pa rate of interest, the capital recovery rate over the 25 years of the  

project is 0.06606. The annual capital cost is therefore 0.06606 * £100 mn  = £6.606 mn  split between repayments and interest   

charges as above 

The PFI alternative 

The interest rate is assumed to be 10% pa in real terms.  The capital cost is the capital recovery rate over the 25 

 year period of the contract. The capital recovery rate at 10% pa over 25 years is 0.110168

The capital cost is therefore assumed to be 0.110168 multiplied by 100 = £11.017 million pa split between repayments and interest 


Now the construction cost of the PFI alternative needs to be 38% (£62 mn compared to £100 mn) lower than the PSC to compensate for the higher interest rate of the private sector
. 

This chapter has compared a PFI version with a publicly-financed alternative  using the project model given in the Andersen report but making more realistic the assumptions about interest rates. It has shown that for the PFI to match a scheme financed by the public sector and having a construction cost of £100 mn., the construction cost of the PFI scheme would need to be as little as £62 mn. 

4.4 
The Andersen report – how realistic is the model?   


How realistic is the Andersen model? The simple answer is; ‘fairly realistic’ once the corrections are made for the assumptions about relative interest rates.  

The Andersen model comes out pretty well if we look at the percentage of the ‘Availability Charge’
 to construction cost for PFI schemes.  In Table 4.3, the annual PFI capital repayment is 11.0% of the construction cost.  This compares with a median Availability charge for six PFI hospitals given in Table 2 of Gaffney et al 1999 of between 12 and 13 per cent. It is probable that the difference of between one and two percentage points is accounted for by maintenance costs and inflation being included in the ‘Gaffney’ Availability charge whereas the 11.0% figure here is the real capital repayment charge. 

So far, so good. However, in addition, the ratio of capital to operating costs in the Andersen model is pretty close to experience. Table 4.5 below shows the percentage of capital cost to total (present value) costs (excluding clinical services) for the PSC (public service comparator) for the Norfolk and Norwich Hospital. This is 39 per cent – and compares with the 40 per cent given by the Andersen model for the PSC (as in Tables 4.3 and 4.4). 

In this context it should be noted that the Department of Health was misleading when, in February 2004, in combating arguments against the PFI, it stated that; 


“It is true that the Government can borrow more cheaply than the private sector, but determining value for money is not simply about comparing interest rates. Any additional costs of borrowing are more than offset by the private sector; taking on the construction cost and time overruns; using their ability to innovate; making more efficient use of resources.
In any case, capital expenditure forms on average just 22% of the total cost of PFI schemes; the balance is the long term cost of providing support services” (Department of Health, February 2004, answer 4, my emphasis).

[image: image7.wmf]Table 4.4; the Andersen model; a comparison between the capital costs to the public sector of PFI with a PSC;   

using annual real interest rates of 4.3% for the PSC and 10% for the PFI alternative; 

and using a discount rate of 3.5% pa 

The model

Present 

    Public sector comparator ---------------  

PFI example ------------------------------

Year 

Capital &

value (PV)

PV of

Capital cost------

Capital  cost -------

operating 

factors 

operating

Repayments

Capital

Interest 

PVs at  3.5% pa ----

Repayments 

Capital

Interest at 

PVs at  3.5%pa -------

cost 

at 3.5%pa

costs 

at 4.3%pa 

balance 

at 4.3%pa 

Repayments 

Interest 

at 10% pa 

balance 

10% pa 

Repayments 

Interest 

(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

(£mn) 

(£mn) 

(£mn) 

(£mn) 

(£mn) 

0

100

1.00

100.00

100

100.0

1

10

0.97

9.66

2.31

97.7

4.30

2.23

4.15

1.02

99.0

10.00

1.0

9.7

2

10

0.93

9.34

2.41

95.3

4.20

2.25

3.92

1.12

97.9

9.90

1.0

9.2

3

10

0.90

9.02

2.51

92.8

4.10

2.26

3.70

1.23

96.6

9.79

1.1

8.8

4

10

0.87

8.71

2.62

90.2

3.99

2.28

3.48

1.35

95.3

9.66

1.2

8.4

5

10

0.84

8.42

2.73

87.4

3.88

2.30

3.26

1.49

93.8

9.53

1.3

8.0

6

10

0.81

8.14

2.85

84.6

3.76

2.32

3.06

1.64

92.2

9.38

1.3

7.6

7

10

0.79

7.86

2.97

81.6

3.64

2.33

2.86

1.80

90.4

9.22

1.4

7.2

8

10

0.76

7.59

3.10

78.5

3.51

2.35

2.67

1.98

88.4

9.04

1.5

6.9

9

10

0.73

7.34

3.23

75.3

3.38

2.37

2.48

2.18

86.2

8.84

1.6

6.5

10

10

0.71

7.09

3.37

71.9

3.24

2.39

2.30

2.40

83.8

8.62

1.7

6.1

11

10

0.68

6.85

3.51

68.4

3.09

2.41

2.12

2.64

81.2

8.38

1.8

5.7

12

10

0.66

6.62

3.66

64.7

2.94

2.42

1.95

2.90

78.3

8.12

1.9

5.4

13

10

0.64

6.39

3.82

60.9

2.78

2.44

1.78

3.19

75.1

7.83

2.0

5.0

14

10

0.62

6.18

3.99

56.9

2.62

2.46

1.62

3.51

71.6

7.51

2.2

4.6

15

10

0.60

5.97

4.16

52.8

2.45

2.48

1.46

3.86

67.7

7.16

2.3

4.3

16

10

0.58

5.77

4.34

48.4

2.27

2.50

1.31

4.25

63.4

6.77

2.4

3.9

17

10

0.56

5.57

4.52

43.9

2.08

2.52

1.16

4.67

58.8

6.34

2.6

3.5

18

10

0.54

5.38

4.72

39.2

1.89

2.54

1.02

5.14

53.6

5.88

2.8

3.2

19

10

0.52

5.20

4.92

34.3

1.69

2.56

0.88

5.65

48.0

5.36

2.9

2.8

20

10

0.50

5.03

5.13

29.2

1.47

2.58

0.74

6.22

41.8

4.80

3.1

2.4

21

10

0.49

4.86

5.35

23.8

1.25

2.60

0.61

6.84

34.9

4.18

3.3

2.0

22

10

0.47

4.69

5.58

18.2

1.02

2.62

0.48

7.52

27.4

3.49

3.5

1.6

23

10

0.45

4.53

5.82

12.4

0.78

2.64

0.36

8.28

19.1

2.74

3.8

1.2

24

10

0.44

4.38

6.07

6.3

0.53

2.66

0.23

9.10

10.0

1.91

4.0

0.8

25

10

0.42

4.23

6.33

0.0

0.27

2.68

0.12

10.02

0.0

1.00

4.2

0.4

Totals 

264.82

61.19

47.69

56.08

125.50

Present values of costs at 3.5% pa; 

---- Repayment of capital 

61.2

56.1

---- Interest on capital 

47.7

125.5

---- Total capital cost  

108.9

181.6

--- Operating cost 

164.8

164.8

--- Total cost 

273.7

346.4

Interest cost as % of the total 

17

36

Capital cost as % of the total 

40

52

The public service comparator 

The capital cost is £100mn. At a real 4.3% pa rate of interest, the capital recovery rate over the 25 years of the  

project is 0.06606. The annual capital cost is therefore 0.06606 * £100 mn  = £6.606 mn  split between repayments and interest   

charges as above 

The PFI alternative 

The interest rate is assumed to be 10% pa in real terms. The capital cost is the capital recovery rate over the 25  

year period of the contract. The capital recovery rate at 10%pa over 25 years is 0.110168

The capital cost is therefore assumed to be 0.110168 multiplied by 100 = £11.017 million pa split between repayments and interest  


The 22% figure in this paragraph is deceptive. For a start it seems to come from the Andersen report (Andersen et al 2000, 57) where the average is not only derived from a mix of projects (not just those in health) but is also not an average of percentages from projects. The latter is (as Andersen said) “a method which avoids the larger projects distorting the average” – Andersen 2000, 57). For the full list of projects in the Andersen report, the average was 35%, well above the 22% cited by the Department of Health. 

Furthermore when we look at the figures for the health sector alone, we need to be careful, since we need to exclude from the total of costs, the clinical services which are not sub-contracted to the private sector in the PFI contracts. Clinical services remain under the control of the NHS Trusts. In table 4.5, which shows the figures for the PSC for the Norfolk and Norwich University Hospital, the clinical component of the operating costs is very high. If these are included, capital costs make up only 11% of the total for the PSC compared with 39% once the clinical costs are excluded. 

4.5 
The Andersen report - conclusions


So where does this leave us? 

· Firstly the Andersen model is realistic in its presentation of the non-clinical cost structure;  

· Secondly, using the Andersen model but inserting actual interest rates for the private and public sectors, there is a strong presumption that the PFI capital cost (including interest costs) will be at least 60% more expensive than a publicly-financed alternative. 

However even this is likely to be an understatement of the ‘excess’ cost since the Andersen model is based on a life of 25 years whereas most PFI contracts are for much longer periods (at least 30 years). For example if we extend the life of the Andersen model to 39 years (the length of the PFI contract for the Norfolk and Norwich University Hospital), the present value (at 3.5% pa) of the PFI capital cost amounts to £168.9 mn. compared to a present value for the public sector capital cost of £88 mn (see table 4.6 below). 
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Table 4.5 The Public Sector Comparator in the Full Business Case of the 

Norfolk and Norwich University Hospital (NNUH)  

     Present value of costs at a discount rate   

          of 6% pa (over years 0-60)  

 All costs (inc. clinical)

    Costs (exc.clinical) 

(£mn)

%

(£mn)

%

Operating costs 

Clinical and medicine support  

1152

70

Non-clinical 

255

16

255

52

Total 

1407

86

Capital costs 

189

11

189

39

Rent of old hospitals and sale  

of fixed assets 

45

3

45

9

Total 

1641

100

489

100

Source; NNHCT 1996, 43 

    

Now the PFI scheme is 92% more expensive than the Public sector Comparator (PSC) alternative. Now the construction cost of the PFI scheme will have to be 52% of the PSC to compensate for the higher interest cost of the private sector. 

This gives a very different picture of the likely value for money arising from the PFI projects from that provided by the original Andersen report. It is the sort of portrait painted by the anti-PFI camp. The anti-PFI argument is that PFI projects, over the lives of their contracts, will cost more, much more than if the same facilities had been conventionally financed by the public sector. As Nick Cohen put it, in the Observer of 28 March, 2004; 


“The short-termism of politics encourages imprudence. In the long run, using the PFI is like borrowing on a credit card rather than taking out a bank loan”. 

Nick Cohen’s article drew on the highly-critical Special Report on the PFI by Paul Foot which was published by Private Eye in March/April 2004. In the same way as the interest rates on credit cards are more than double those on bank overdrafts, so the interest cost of PFI capital (at 10% pa) is more than double that of public sector borrowing (at 4.3% pa). 

So we end with a presumption that the PFI is going to cost a lot more than the publicly-financed alternative, and yet when we look at many of the with-and-without studies done on PFI, we find that the PFI schemes emerge with some approval. Why is this? This is what we look at in the next two chapters.   

Chapter 5. 
The National Audit Office (NAO) reports on PFI projects in the health sector – the with-and-without test for VFM 

Apart from setting up a model through which it could test for the sensitivity of the PFI projects to the different costs of capital, the Andersen report looked at a number of reports on PFI projects carried out by the National Audit Office (NAO). In trying to assess Value for Money, the NAO approach has been to do a with-and-without comparison – that is a comparison of the project with and without the PFI. The big unknown in this comparison is the ‘without’, namely the Public Sector Comparator (PSC) and the big question is; what would the project’s capital cost have been if financed and contracted directly by the public sector? As the Andersen report puts it; 


“The process does place considerable weight upon the PSC in making a value for money judgement. The credibility of these judgements (about the process for comparing public and private sector projects) would be further enhanced if the process were made more transparent to the public” (Andersen 2000, 5).  

But the process has been far from transparent – neither in the Andersen report nor in the subsequent NAO reports.

The Andersen report pointed out that the NAO reports on PFI projects had generally been pro-PFI (Andersen 2000, 6). Andersen pointed to an average capital cost saving of 20% across the seven projects examined by the NAO up to December 1999 for which a Public Sector Comparator (PSC) was produced. In other words the PSC was 25% higher on average than the PFI construction cost. These seven projects were across a range of sectors, but unfortunately no details were given as to how the PSCs were arrived at. 

Only one of the seven projects was in the health sector. This was the construction of the Dartford and Gravesham hospital. The Andersen report points out that the Dartford and Gravesham hospital became operational considerably faster than most publicly-financed hospitals and that, compared to the PSC, it saved about £5 million (Andersen 2000, 18). But note that this saving was less than 3% of the PSC cost and as Jon Sussex has put it; 


“Such a small amount must lie in the margin of error for estimating the cost differences between the PFI option and the public sector comparator” (Sussex 2001, 82). 

Furthermore it is also worth noting that although the PSC figure included an allowance for risk, this allowance was not itemised and it is also worth noting that in the Dartford and Gravesham case, the PSC was set by the Trust at £194 million and then reduced by £12 million after errors were discovered by the NAO (see Andersen 2000, 18). It was after this adjustment was made that the margin of advantage came down to only about £5 mn.    

The Andersen report itself did a review of 29 PFI projects (across a range of sectors but none of them in health) for which a PSC was available. The report claimed that there was a cost saving of about one-sixth by going down the PFI track but, once again, few details were given of how the PSCs were arrived at and what allowances were made for risk. The report does tell us that risk transfer valuations were available for only 17 of the 29 projects and that for 6 of these 17 projects, the estimate that the project would deliver value for money was entirely dependent on the risk transfer valuation (Andersen 2000, 54).  But the details as to how the allowances for risk were derived are not given. Furthermore Andersen did not use an unbiased selection process since the sample was not random (Sussex 2001, 81).    
There are three problems to watch for in making VFM comparisons. 

The first is that the comparison needs to be made at the same stage, namely outline business case or full business case. As Hellowell and Pollock have shown for 43 large PFI hospital schemes, the capital costs at the final contract stage were an average of 74% above the estimated costs at the outline business case stage. The escalation for the NNUH was 28.5%; from £122.9 mn at the OBC stage to £158 mn at the final close (Hellowell and Pollock 2007, table 6).    

The second is that the PFI capital cost should include financing during the period of construction. Table 1 of Gaffney et al 1999 compared the construction cost with and without financing costs (during the period of construction) for a sample of seven PFI hospitals. The table showed that the average difference as a percentage of the base construction cost was 36%. The percentage for the Norfolk and Norwich University Hospital (NNUH) was 49% with the base construction cost being given as £143.5 mn compared with a final construction cost (including financing costs during the period of construction) given as £214 mn. But as can be seen from table 5.1 below, some of this increase of £70.5 mn consisted of highways (£5 mn), of IT hardware and systems (£8 mn) and of catering and other equipment (£4 mn). Excluding these three items which total £17 mn, the increase at the NNUH was about £53.5 mn or about 37% of £143.5 mn comparable with the average for the group in the study by Gaffney et al 1999  
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The model is of a hospital with a capital cost of £100 mn in    

year 0 and operating costs of £10 mn pa over 39 years 

In this table the year-by-year calculations are not shown. Only  

the summary figures are shown, as follows; 

Public  

Private 

Sector 

Finance 

Comparator 

Initiative 

(PSC)

(PFI)

Annual capital repayment 

- interest rate (% pa)  

4.3

10.0

- annual payment (£mn)  

5.3

10.25

Present value of annual payments 

at a discount rate of 3.5% pa   

over 39 years (£ mn) 

88.0

168.9


The third problem is that the comparison should be over the life of the contract so that the higher interest rates associated with the PFI are taken into account. Chapter 4 of this report showed that, using the Andersen model, PFI construction costs need to be about a half lower than those of the Public Sector Comparator in order to compensate for the higher interest costs of the private sector (based on 3.5% pa discount rate over 39 years).  

If all three problems are taken into account, it is highly unlikely that the PFI will be superior and yet, in practice, the comparisons invariably have been fiddled in such a way to show that the PFI alternative is superior.  

Such fiddles are shown in table 4 of the paper by Gaffney et al 1999 in which the comparative figures are given for five PFI projects (at Calderdale, Carlisle, Dartford, Durham, and Wellhouse) in the health sector.  The figures are from the original Full Business Cases. In all five cases except Wellhouse, the PSC cost was lower than the PFI cost, before any adjustment for risk was made. The addition for risk made to the PSC for these five hospitals averaged £38.8 mn. compared to an average base construction cost of the private sector (calculated from Table 1 of Gaffney et al) of £68.8 mn. Therefore the addition for risk averaged 56% of the base construction cost of the PFI. That is the PSC cost had to be 56% higher than the PFI cost to compensate for the higher interest cost of the private sector. 

Since the discount rate used was 6% pa, this is what we would expect from our earlier analysis from table 4.3 using the Andersen model. The calculations of that table showed that the PSC cost needs to be about 61% higher than the PFI alternative for the latter to be superior and provide value for money. 

The paper by Gaffney et al 1999 (see table 4) pointed out that only after 56% was added on to the PSC construction cost were the PFI alternatives superior.  Gaffney et al went on to point out that the 56% addition for risk compares with an average increase (in the 1990s) in cost over approved tender sums for NHS capital projects of between 6.3% and 8.4%.  

Similar points are made in a paper by Pollock et al 2002 which looked at six health sector projects. In all of these six cases, the margin of advantage was in favour of the PSC before any adjustment for risk, but the risk adjustment was sufficient in all cases to tip the balance in favour of the PFI version (see Pollock et al 2002, table 4) 

All of the above comparisons were based on a 6% pa discount rate. If the Treasury’s post-2003 discount rate of 3.5% pa had been used, the PSC would almost certainly have been the preferred alternative. It is likely then that at the 3.5% pa rate of discount recommended by the Treasury since 2003, all of the schemes referred to above would have had a margin of advantage in favour of the publicly-financed alternative.  This was a point noted by the Select Committee on Health in 2002 when it stated that; 

“The VFM margin between PFI projects and the PSC is relatively slim,

and according to the Department [of Health] averages out at 1.7%. Therefore, if the discount rate is revised downwards by a couple of points it could make the PFI route the more expensive option – all other things being equal, a lower net discount rate favours public procurement over PFI” (UK Parliament 2002, paragraph 88) 

Similarly Thomas Blaiklock, a PFI/PPP consultant writing in the British Medical Journal, noted that the PFI version of the West Middlesex Hospital which had a margin of advantage of about 4% at a 6% pa discount rate would have been more expensive by about 14% at a 3.5% pa discount rate (Blaiklock 2003). Interestingly, before the risk adjustment, the discounted PFI capital cost at the West Middlesex was estimated to be 50% above the PSC  - similar to the excess derived from the Andersen model.

Generally it is far from clear how the PSC has been arrived at in the Business Cases and it is also far from clear how the risk premium has been arrived at. There are basically two issues concerning risk. First, does the private sector carry the risk? Second, what is the risk being eliminated? In other words, what is the likely construction cost overrun (or what is often called ‘optimism bias’, the optimism referring to the public sector coming in at cost and on time) for a project financed by the public sector? The next chapter looks at these issues.    

Chapter 6. 
Risk, optimism bias and value for money

6.1    Does the private sector carry the risk? 

In attempting to answer this question, we need to consider two very different types of risk.  There is demand risk and there is the risk that the construction cost will overrun the contracted value. 

As far as hospitals are concerned, there is little demand risk in the sense that the consortium financing the hospital will be paid irrespective of whether the hospital is used or not (Sussex 2001, 73).  

On the other hand, it is argued that the consortium financing and building the hospital bears the risk of an overshoot on the construction cost.  Pro-PFI supporters claim that the private consortium that agrees to take on the construction and financing contract carries a considerable risk of the costs overshooting. In support of this argument they might point to the near-bankruptcy of Jarvis as evidence of the risk carried by the private sector. 

Jarvis is a company which, while being heavily involved in PFI projects, got into financial difficulties. It was reported, in January 2005, to be contributing £51 mn to finance the completion of the contracts in which it had been involved (Guardian, January 31 2005). Pro-PFI people might argue that Jarvis is bearing the cost of carrying the risk of PFI projects. An alternative view is that the problems faced by Jarvis have arisen because the company was simply too greedy. In July 2004, Jarvis was involved in 30 PFI projects (see Guardian, February 3 2005) and in January 2005, Andy Friend, the chief executive of John Laing (another company heavily involved in PFI contracts) was reported as saying that his company would not fall into the trap of troubled rival, Jarvis, and that he had learned from others trying “to realise too much [value] too quickly” (see Guardian, January 2005).   In July 2005, Jarvis itself reported that; 


“A period of significant debt-financed growth from 1995 to 2003, accompanied by overly aggressive PFI bidding policies left the group financially stretched and with a misaligned cost base for its size” (Guardian July 16 2005). 
Unfortunately the cost of Jarvis’s greed is high and not just to the shareholders. For, even if the costs of completion are covered by Jarvis, there are inevitable delays as the contracts are transferred given the large number of agents involved in the project companies – the special purpose vehicles. Alan Lovell, the chief executive of Jarvis stated in January 2005 that the transfers “were extraordinarily complex operations” (Guardian January 31, 2005) and in December 2004, he had admitted that, in the meantime; “very little work is going on at all [PFI} sites” (Guardian, December 7 2004). 

Another example of a major company getting into difficulties with a ‘Public-Private-Partnership’ (PPP) is Metronet, a company charged with a £17 bn upgrade of the London underground network. This PPP was introduced in 2003 despite strong criticism from the then Mayor of London (Ken Livingstone) who wanted the project to be funded ‘in-house’ by the public sector but who failed in a High Court challenge to have the PPP scrapped.  Since then, Metronet is reported as generating “a £2bn funding gap fallowing a series of high-profile slip-ups” and was reported as heading for administration (Guardian July 17, 2007). The reported worry of opponents of PPP is that the taxpayer has been left to clear up the mess – at a cost of up to £2 bn – and in spite of over £500 mn being spent on lawyers’ and advisers’ fees in drawing up the contracts (Guardian July 17 2007 and December 16 2007). 

Clearly there is considerable controversy about whether risk is transferred to the private sector for PPP and PFI projects. Certainly comments from the financial markets would seem to indicate that the risk carried by the private sector is quite small. For example Standard and Poor’s, in a report for the capital markets, stated that the PFI companies carry little effective risk (Standard and Poor’s 2003, cited in Edwards P et al 2004, 7).  By contrast those who argue in favour of PFI contracts, argue that there is high risk involved. What is this and how big is it?  

6.2      What is the correct allowance for optimism bias? 

The risk referred to is that of overruns on construction cost as a result of what is commonly called  ‘optimism bias’.  Supporters of PFI projects emphasise that publicly-financed projects tend to suffer considerably from ‘optimism bias’ and that the projects invariably cost more and take longer to build than budgeted. Thus, in some notes on the Private Finance Initiative (PFI), the Norfolk and Norwich University Hospital (NNUH) Trust contrasted the building of the Scottish Parliament with that of the NNUH. The Trust stated that the Scottish Parliament was completed some three years behind schedule and ten times over budget whereas the NNUH was delivered 20 weeks ahead of schedule and on budget (NNUHT, September 2004,1). However this is a highly misleading comparison since the Scottish Parliament was a one-off project whereas the NNUH was, and is a fairly standard District General Hospital (DGH).

So what allowance for optimism bias is reasonable for a fairly standard DGH? In its notes on the PFI, the Trust referred to a report carried out for the Treasury by Mott MacDonald, a firm of consulting engineers. The Trust correctly pointed out that Mott MacDonald had reported that publicly-financed projects tended to underestimate costs and project duration. However what the NNUH Trust did not point out is that the Mott MacDonald report, produced in 2002, also made the following important points; 

· the degree of optimism bias varied enormously between different projects and different types of projects (Mott MacDonald, 2002, table 2);

· lessons were being learned by the public sector from past projects and improvements had been made in the estimation of project costs and timings with the result that optimism bias was getting smaller and smaller (page 21); 

· the degree of optimism bias changed over the stages of the project from the outline business case to the contract award (page 15).

Given these three points, it is hardly surprising that the optimism bias varied enormously between the various studies carried out for the Government (see Appendix G, Mott MacDonald 2002). For standard buildings (such as District General Hospitals) it is worth noting that the ‘optimism bias’ guidelines given by Mott MacDonald were between 2% and 24%, the average being 13% (Mott MacDonald 2002, page S-2). However a study by Pollock, Price and Player in 2007 has been highly critical of the Mott MacDonald study, arguing that it was deficient in its sampling techniques and that it contained serious measurement bias (Pollock A et al, 2007 pages 6 and 7). Furthermore in 1999, the House of Commons Public Accounts Committee had given lower rates for cost overruns stating that between 1988 and 1991, the cost overrun on major capital projects in the NHS was averaging about 13 per cent and that this had since declined to about 7 per cent (quoted in Sussex 2003, 65). And as pointed out in chapter 5 above, in 1999, Gaffney et al pointed out the “average increase in cost over approved tender sums for NHS capital projects has been between 6.3% and 8.4% in the 1990s” (Gaffney et al 1999). As Sussex 2001 put it; “The myth of continuing rampant cost and time overruns on conventionally procured major hospital projects is just that; a myth” (page 50)        

But even if we are generous to the PFI supporters and assume an average cost overrun (as in the Mott MacDonald report) of 13 per cent, this is much, much smaller than the excess capital+financing cost of the private sector implied by the Andersen model. The latter, as have seen, is over 60% which is a very high price to pay to avoid an average ‘optimism bias’ of 13%.  

6.3 Conclusions on Value for Money 

In spite of this, the impression given by the Andersen report and post-Andersen NAO reports is that the PFI projects have in general provided good value for money as compared to a conventional public financing.  Thus in a recent NAO report on PFI Construction Performance (NAO 2003), the NAO states that “…there is strong evidence that the PFI approach is bringing significant benefits to central government in terms of delivering built assets on time and for the price expected by the public sector” (NAO 2003, 6). This statement has to be taken with a pinch of salt given that on the previous page of the same report, the NAO had stated that; “it is not possible to judge whether these projects could have achieved these results using a different procurement route” (NAO 2003, 5).

Certainly when we look at the comparisons between the PFI estimates and the Public Sector Comparators (PSC) which have been carried out, the allowances for optimism bias built into the PSCs are not only very large but, as we have seen, invariably just sufficient to tip the balance in favour of the PFI projects. 

The average allowance for optimism bias is invariably well above the average (of 13%) specified in the Mott MacDonald report – and as we have seen, 13% is itself very much on the high side.  Nevertheless, even after much higher percentages are added on, the margins in favour of the PFI projects in these comparisons is very small – around 1% or 2%.

It is clear that the estimation of the PSC and the risk which is being transferred to the private sector is difficult to unravel and in looking at reports by the NAO since the Andersen report in 2000, we get little further guidance. For example the report by the NAO on the PFI Contract for the Redevelopment of West Middlesex University Hospital came to the conclusion that the PFI deal would cost £125 million over 35 years compared to ‘a conventional procurement alternative’ of £130 million (NAO 2002). The £125 mn and £130 mn figures are discounted costs but we are not told the discount rate nor are we told what the risk adjustment is.

Equally importantly, the Mott McDonald report admitted that because the PSC is prepared usually at a different point in the project cycle from the PFI and is not updated to the same extent, like-for-like comparisons are not performed (Mott MacDonald, 2002, page 26). Similar points have been made by Edwards P et al when they say; “It is impossible to compare the actual costs of PFI and thus VFM ..….. against the original PSC as the PSC quickly becomes out of date” (Edwards P et al 2004, 9). Similarly Jon Sussex has pointed out that; 


“Many claims of large cost increases are based on comparing the outturn cost with initial estimates made many years previously. Such comparisons take no account of the intervening general price inflation rate or of subsequent modifications to the scheme up to the moment that design and construction is put out to tender. If the same approach were used to evaluate PFI projects then they too would appear to overrun greatly on cost and time” (Sussex 2003, 65)
   

Given all of this, it is hard to avoid the conclusion that the PSC and optimism bias figures have been manipulated so that the PFI cost comes out at just below that of the PSC. A number of authors suggest that this is so, as follows; 

· Pollock et al 2002 say; “the value for money analysis seems to be no more than a mechanism that has been created to make the case for using private finance”. 

· Jon Sussex states that; “Demonstrating on paper the cost-effectiveness of this choice relative to a public sector comparator, in order to satisfy official appraisal and audit requirements, then requires only a little ingenuity” (Sussex 2003, 71). 
· Tim Gosling states that; “…a senior figure at the NAO publicly described some comparators as ‘pseudo-scientific mumbo-jumbo, where financial modelling has taken over from thinking’” (Gosling (ed) 2004, page 29). 
· The Select Committee on Health stated that; “we would want to be assured of the fact that the calculations to establish the PSC are so complex is not being used as an excuse to manipulate the PSC to produce whatever result is needed” (quoted in Dept of Health July 2002, page 19). 
· The Public Accounts Committee has stated that “some public service comparators have been manipulated to get the desired result” (quoted in Flinders 2005, 225)   

Finally as Dr John Fielden (the Chair of the Consultants’ Committee of the British Medical Association) put it in 2007; “There was a political decision made that we wouldn’t go down the public financing side” (BBC 2007, page 6of the transcript). As a result, the figures had to be fiddled to show the superiority of the PFI alternative. And fiddled they were
.

  

Chapter 7.  
Summary to date; and further advantages and disadvantages of the PFI 

So far, we have discussed the reasons why the Labour Government has promoted the PFI. We have looked at the Andersen model and from that it is clear that hospitals financed under the PFI are likely to have a before-risk capital cost which is at least 60% greater than a publicly-financed alternative. And even if an allowance of about 13% is made for cost overruns (‘optimism bias’) on publicly-financed hospitals, PFI contracts will end up being at least 40% more expensive. 

Why, then, do most of the value-for-money studies carried out not reach this conclusion? As we have seen, the answer is; public finance has not generally been available for large NHS investments and as a result, there has been considerable pressure to show that PFI projects are superior. This is what has been done – either by exaggerating the PSC in the first place and/or adding on an excessively large allowance for ‘optimism bias’. 

Is this the end of the story? Not for the PFI advocates. They argue that there is another advantage of PFI contracts, namely that such contracts allow for the integration of maintenance with construction. Jon Sussex suggests a number of reasons why PFI hospitals may be maintained better, most notably that the maintenance funds are ring-fenced by the PFI contract or that the design of the hospital is undertaken with an eye to facilitating maintenance. However he also points out that these advantages could be “captured by competitively tendering hospital design, building and maintenance with long-term contracts that include penalties for poor performance” (Sussex, 2003, 68). As he says “These would be DBO (design, build and operate) contracts” but they do not need to be DBOF contracts – that is they would not need the F word – here short for finance. 

In any case there can be problems associated with the private finance company (the Special Purpose Vehicle or SPV) being responsible for maintenance as well as construction. As Edwards P et al 2004 put it; 


“Thus the SPV finds itself carrying risks associated with the use of the building but does not have direct control over the users of the building, including the employees of other syndicate members, trust staff, patients and the general public. One outcome of this is that when repairs are required, especially those associated with damage to the fabric of the building, there may be negotiations about where responsibility lies” (page 196)     

Not only are there confusions about responsibilities but ironing out these confusions turn out to be very expensive. For example even when the PFI company (the Special Purpose Vehicle or SPV) is not itself carrying out a change to the project, it commonly charges a fee for simply acting as a conduit. As a recent Public Accounts Committee report pointed out, these fees have ranged from 2% to 25%. In 2006, such fees added £6 mn. to the cost of changes made (PAC, September 2008, 3) 

And so the claimed advantage of the integration of maintenance with construction turns out to be a probable disadvantage. In addition there is another disadvantage of PFI contracts, namely the high transactions costs associated with negotiating PFI contracts. 

On the high transactions costs associated with PFI contracts, Jon Sussex writes; 

“The PFI selection/bidding and contract negotiation process takes months, or even years longer than for Exchequer financed schemes” and “this offsets any advantages of quicker completion for PFI contracts once they get under way” (Sussex 2001, 46). 

Sussex also points out that; 


“the NHS Confederation argues that the PFI is unpopular with health service managers because of the larger transactions costs that are entailed compared with conventional procurement” (Sussex 2003, 64). 

Sussex points out that; “an average of nearly £3 million each was spent on external legal, financial and other professional advice during the procurement process by the NHS Trusts involved in the first 18 major PFI hospital schemes to be signed-off” (Sussex 2001, 47). This average of £3 million is the money spent by the Trusts. Shaw reports that details obtained through Parliamentary Questions revealed that the advisors’ costs for the first 15 NHS PFI hospitals represented between 2.4% and 8.7% of the capital cost of those projects, Shaw also argues that in the early stages of PFI there was a substantial increase in transactions costs over the level of pre-PFI schemes (Shaw 2004, 70, 71)
 

This is supported by the Department of Health which has also pointed out that transactions costs were particularly high for the early PFI schemes in the NHS (see Department of Health, February 2004, question 11). An example of one of the earliest PFI schemes is the Norfolk and Norwich University Hospital. It is also an example of a scheme which paid very heavily for being one of the earliest. Thus the ‘PFI set-up costs’ incurred by the NNHCT/NNUHT totalled just under £13 million
 between 1995/96 and 2001/02, but in addition to the costs incurred by the Trust directly, there were those incurred by the private finance company and recovered in the contract.  At the Norfolk and Norwich University Hospital, the ‘development costs and fees’ incurred by Octagon Healthcare (the SPV) and included in the capital cost totalled £36.3 mn. It seems that some of this £36 mn was for items which would have applied equally to a publicly-financed scheme. Thus £5 mn was for highway costs, £8 mn for IT hardware, and £4 mn for catering and other service equipment (UK Parliament July 1999, para 226). This is a total of £17 mn for items which were not ‘transactions costs’ but we are still left with something like £19 mn of transactions costs including the consortium’s tender cost of £6.6 mn and the financing cost of £5.7 mn (see UK Parliament July 1999, para 227). Thus if we add the ‘PFI set-up costs’ of the Trust (£13 mn) to the £19 mn of the SPV (Octagon Healthcare), we have a total of something like £32 mn.  This is more than 20 per cent of the £159 mn. building construction cost (as given on page 18 of NAO, June 2005).     

There are two ways in which these transactions costs can be reduced. 

One is to reduce the competition. The Treasury Select Committee has acknowledged that “there is a trade-off between competition and the length and cost of [PFI] negotiations” (quoted in Shaw 2004, 70) but the Public Accounts Committee has bemoaned the fact that competitive tension is not maintained if there is only one bidder for a contract (see Flinders 2005, 224).  It is likely of course that, with less competition, the successful tender will be more expensive than otherwise. 

Clearly then, there is a contradiction between the urge to increase competition and the desire to cut transactions costs. A BBC ‘File on Four’ radio programme broadcast on June 12 2007 reported that it was increasingly difficult to get a number of bids from companies for PFI projects. The problem is so acute that in one case (Southmead hospital in Bristol), the Hospital Trust is considering reimbursing some of the millions of pounds in bidding costs for the companies losing out in the bidding process (page 8 of the transcript of the programme accessed in December 2007 on bbc.co.uk/fileon4).  Thus to reduce transactions costs, it may be necessary to reduce competition in bidding. 

The second way of reducing the transactions costs is to standardise the procedure. This has been done. In 1999 a PFI guidance manual was introduced together with a standard contract for major PFI schemes (Department of Health December 15, 1999, 1). However there is a danger of a loss of flexibility in such a process of standardisation. At a PPP forum in 2003, Malcom Stamp, the ex-chief executive of the Norfolk and Norwich University hospital, stated that; “I do not believe standardising contracts is the way forward…….More weight has to be given to innovation, change and flexibility” (quoted in Edwards P et al 2004, 203). And at a seminar in 2002 on Building Long-term Partnerships, it was stated that; “the general perception expressed was of remarkable similarity between different projects’ design outcomes in practice, rather than of notable innovation” (Sussex 2002, 4). Furthermore at the same seminar, there was reported to be a consensus that the PFI approach to procurement was perpetuating the dominance of the District General Hospital (DGH) model in acute secondary care provision and that the PFI process has not encouraged major innovations such as considering replacing the 1962 DGH model with a radically different concept built around care pathways (Sussex 2002, 3). The NHS Confederation has also been reported as saying that the PFI scheme is too inflexible for the needs of the NHS (BBC News, 2004).  When Patricia Hewitt was the Secretary of State for Health, she was reported as saying that she wants to create a counterweight to the power of hospitals (Guardian 29 June 2005). It is ironic that this statement has come soon after very large investments have been made through the PFI in new District General Hospitals.       

So, on balance, in addition to the higher construction/capital cost associated with PFI contracts, there seem if anything to be further disadvantages. There seem to have been very high transactions costs associated with the PFI schemes and it is hard to believe that these would have been as high for publicly-financed schemes. That is, the costs associated with the financing and legal aspects of the PFI scheme seem to add at least 10% to the construction cost – over and above the design costs which would of course have to be paid under a publicly-financed scheme. Thus it seems likely that the transactions costs associated with PFI schemes are high enough (at more than 10% of the ‘core construction costs’) to cancel out most of (if not all) the higher costs associated with possible ‘optimism bias’ associated with publicly-financed schemes. If so, we are back to an excess capital+finance cost of PFI schemes of more than 60% even after allowing for optimism bias. 

Of course the counter of pro-PFI lobbyists to the claim that capital costs are so much higher might be to say; “Yes that’s all very well, but the increase in capital costs may well have led to lower operating costs”. However it is hard to see why non-clinical recurrent costs should be any different when associated with a DBOF contract as opposed to a DBO contract.  

So far, we have looked (through the Andersen model) at the likelihood of the PFI capital+finance costs being larger. We have also looked at the with-and-without comparisons of PFI and PSC costs. 

Clearly another way to assess the value for money from the PFI is a before-and-after comparison which looks at the changes in costs over time. As David Price put it in a File on 4 radio programme; “To find out the truth about value for money, you have to go and look at schemes that are actually up and running….” (BBC Tuesday, July 6, 2004, 5). 

This is what I do in the next two chapters but there are two obvious problems with looking at schemes which are up and running. Firstly most of the PFI projects have been implemented since 1997 and have not been running for very long so that there is not much history. Not surprisingly, as Edwards P et al say; “there has been little empirical financial research into the cost and effectiveness of private finance in hospitals after implementation” (2004, page 173). The second problem with a before-and-after comparison is that conditions may have changed so much that the before environment is very different from the after environment. 

As far as the first is concerned, I look here at the Norfolk and Norwich University Hospital (the NNUH) which is one of the oldest and largest of the PFI schemes in the health sector and I attempt to deal with the second problem by making allowances for changing conditions as you will see in chapter 9. But first, in chapter 8, I give a brief introduction to the NNUH.   

Chapter 8. 
An Introduction to the NNUH 

The Norfolk and Norwich University Hospital (NNUH) was among the earliest of the major hospitals to be built under the PFI. In this chapter, I give a brief summary of the history of the NNUH - a more detailed history of the hospital is given in Appendix 1 at the end of this report. 

The new NNUH hospital replaced two existing, Norwich-based hospitals. The main one was the St.Stephen’s hospital, less than a mile from the city centre. The second, smaller one was the West Norwich hospital, less than two miles from the city centre. In the 1980s, it was recognised that the St Stephen’s hospital was in need of renovation, but there was considerable controversy about whether it should be or whether a new hospital should be built further from the centre of the city. After strong pressure from some of the consultants at the hospital, from the Vice-Chancellor of the University of East Anglia and other influential figures, pressure built up behind a new Norfolk and Norwich University Hospital (NNUH) on a greenfield site at Colney, on the western outskirts of Norwich close to the University of East Anglia and next to the Research Park. As a result of this pressure from influential figures, by the end of the 1980s, the site at Colney had emerged as a preferred site for a new hospital, but with the city centre hospital being retained
. 

However there were worries about two aspects of these proposals. One was having two major hospitals quite close together but on different sites; the second was about the number of beds required. The choice of the site at Colney was to be clinched by the drive for the Private Finance Initiative (PFI) in the 1990s. 

By 1994, at about the same time as the formation of the Norfolk and Norwich Health Care NHS Trust (NNHCT), an Outline Business Case (OBC) was submitted for a hospital to be built under the PFI. This OBC proposed a hospital with 701 beds, a huge drop from a total of 1650 beds under a 1989 proposal. 

Thus, in five years, the number of beds thought to be needed had more than halved. There were two possible explanations for this massive drop. One was changes in clinical practice - patients were increasingly being treated on a day-care basis and the average length of stay was dropping. This was true but there is also a strong claim that the hospital size was squeezed to make an expensive private sector option affordable. This suspicion is strengthened by three factors;

· a number of similar downsizing proposals were being made across the UK for other PFI hospital proposals
;

· the 701 beds was the minimum number thought to be required in a study done for the East Anglian area by the Department of Health in 1994            

· a discussion about the NNUH at the Select Committee on Health in 1999 indicated that ‘affordability’ was a major factor   

In 1995 a 701-bed, PFI hospital was approved by the NHS Executive on the basis of a recommendation from an Outline Business Case. In the following year, the proposed size was raised to 809 beds and in 1998 a financial contract was signed with Octagon Healthcare to build a hospital of 809 beds. This contract was amended in 1999 to a hospital with 953 beds. 

Thus by the mid-1990s, it was clear that if the Norfolk and Norwich Hospital Trust was to get an improved hospital, it would have to be a new PFI hospital regardless of the expense. The 1996 Full Business Case and the comparison of the PFI with the Public Service Comparator was a shambles and there are three reasons why I have no confidence that the PFI version was likely to be better than a publicly-financed one. Firstly the publicly-available versions of the Business Cases have omitted (on grounds of ‘commercial confidentiality’) the detailed comparisons of the cost of the PFI version and the Public Sector Comparator (PSC); secondly much larger additions seem to have been made to the base PSC cost to cover optimism bias than recommended by the Department of Health; and thirdly in the only case where detailed figures have been given (for the additional 144 beds), by far the best value for money is given by the PSC when the Treasury’s latest recommended rate of discount (of 3.5% pa) is used. As the Chair of the Select Committee on Health put it in 1999; “.. the full business case does not tell us the full business case”  (House of Commons Health Committee 1999 - see section 5 of the appendix for more details). The conclusion must be that (as for other PFI hospitals across the country) the value for money tests using with (PFI) and without (PSC) comparisons carried out for the NNUH are highly questionable (see also Edwards P et al 2004, 203). 

The case was fiddled as was the number of beds stated to be required. Whereas in 1989 the required number was stated to be 1650, this had dropped to 701 in 1995 so that the PFI contract would be ‘affordable’. Then, once approval had been given for the PFI contract, the number thought to be needed went back up again – to close to a thousand by the late 1990s. According to the NNUH Trust website (accessed in February 2008), the hospital at Colney now has 987 beds in 27 wards, about 18% fewer than the two hospitals that it replaced.    

In November 1996, the Trust and Octagon Healthcare signed a commercial contract for the construction of the hospital but the signing of the financial contract was delayed until after the 1997 election and the change in legislation which meant that the companies financing hospitals carried less risk. Construction work under Octagon Healthcare started in 1998 and the first phase of the hospital (809 beds) was completed in late 2001. The second phase of the move began in late 2002 and the move from the old hospitals was completed in January 2003. The NNUH was opened officially in February 2004. In September 2002 a medical school had been initiated as part of a joint venture between the NNUH Trust and other agencies.   

The accounts of the NNUH Trust give the value of the project as £229 mn. This is £70 mn more than the basic construction cost of £159 mn as given by the National Audit Office (NAO, June 2005, 18).  As pointed out in chapter 7 above, about £17 mn of the £70 mn difference  consisted of the cost of highways, IT hardware and catering and other service equipment but at least £19 mn consisted of ‘transaction costs’ including the consortium’s tender cost of £6.6 mn and a  ‘financing cost’ of £5.7 mn. 

In December 2003, the NNUH project was refinanced by Octagon Healthcare. The windfall profit arising from the use of cheaper bond finance rather than bank finance totalled £129 mn of which the immediate gain to Octagon Healthcare’s equity shareholders was £95 mn. an immense gain to these shareholders who had initially contributed just over £1 mn (£1,325,000 to be precise) since the project had been financed overwhelmingly by long-term, fixed rate finance.  The balance of the windfall gain – namely £34 mn. or 26% of the total - accrued to the NNUH Trust, spread over the rest of contract period. The latter – the contract period - was extended so that the first break point in the contract became the year 2037 rather than the year 2032. In looking at the refinancing, the Chair of the Public Accounts Committee referred to it as the “unacceptable face of capitalism”.  
The Public Accounts Committee was concerned not only about the very high rate of return to Octagon Healthcare but also about the way in which the extended contract tied the Trust’s hands. If the Trust wishes to terminate the contract early, the liabilities would include all the higher borrowings that Octagon Healthcare had taken on. Thus if, in 2008, the Trust wished to end the contract, it would have to pay off £300 mn in liabilities - about double the amount due in 2008 under the old contract (see section 10 of Appendix 1). Clearly as the Public Accounts Committee pointed out, the refinancing deal was a poor one, but it is equally unsurprising that Richard Jewson (chair of Octagon at the time) was reported as saying that “we are pleased that the refinancing has been signed”.        

This, then, is a brief history of the NNUH. As stated, more details are given in Appendix 1. But here, I continue the analysis of the NNUH by carrying out a before-and-after comparison of the project; that is I compare the Trust’s costs before the advent of the PFI with what comes after. There are obvious difficulties in carrying out such a before-and-after test; firstly, the PFI hospitals have been completed only fairly recently so there is little history (see Edwards P et al 2004, 142); secondly, in carrying out a before-and-after test, there are difficulties controlling for changes in conditions over time. Nevertheless in the next chapter, I try to control for such changes. 

Chapter 9. 
Assessing Value for Money; a before-and-after case study of the NNUH  

9.1 
Costs at the Norwich hospitals from 1994 to 2008 

[image: image10.wmf]Table 9.1;  NNUH operating expenses - 1994/95 to 2007/08 

(all figures are in £millions except for the retail price index)

In money of 

Staff 

Clinical 

General 

Estab. and  

Premises 

Others 

Total 

Retail price      

the day 

costs 

supplies

supplies 

transport 

index (Sept.

2007=100)

1994/95

68.5

17.4

2.8

4.2

4.4

11.0

108.3

69.7

1995/96

69.4

16.6

2.7

4.5

12.8

9.8

115.8

72.4

1996/97

71.9

18.3

5.1

4.6

11.7

9.8

121.4

73.9

1997/98

73.3

19.7

5.3

4.3

11.9

10.8

125.3

76.6

1998/99

78.6

20.4

5.6

4.7

13.3

10.1

132.7

79.0

1999/2000

84.9

21.8

6.1

4.4

13.8

14.6

145.6

79.9

2000/01

94.1

23.9

6.5

5.6

13.4

11.9

155.4

82.5

2001/02

104.2

27.3

7.8

6.1

31.1

13.2

189.7

83.9

2002/03

117.8

32.0

9.8

7.0

45.1

17.1

228.8

85.4

2003/04

136.2

38.0

8.3

7.8

36.4

16.8

243.5

87.7

2004/05

160.8

42.7

8.4

8.0

38.6

18.8

277.3

90.4

2005/06

175.7

46.9

8.6

7.2

42.6

17.6

298.6

92.8

2005/06(a)

175.7

52.4

8.6

7.2

40.3

14.4

298.6

92.8

2006/07

181.0

55.7

8.3

6.3

40.0

18.0

309.3

96.2

2007/08

183.8

60.7

7.9

6.4

45.2

19.2

323.2

100.0

In real terms - in September 2007 prices  

% increase 

1994/95

98.3

25.0

4.0

6.0

6.3

15.8

155.4

1995/96

95.9

22.9

3.7

6.2

17.7

13.5

159.9

2.9

1996/97

97.2

24.7

6.9

6.2

15.8

13.3

164.2

2.7

1997/98

95.7

25.7

6.9

5.6

15.5

14.1

163.6

-0.4

1998/99

99.4

25.8

7.1

5.9

16.8

12.8

167.9

2.6

1999/2000

106.3

27.3

7.6

5.5

17.3

18.3

182.2

8.5

2000/01

114.0

29.0

7.9

6.8

16.2

14.4

188.3

3.3

2001/02

124.1

32.5

9.3

7.3

37.0

15.7

226.0

20.0

2002/03

138.0

37.5

11.5

8.2

52.8

20.0

268.0

18.6

2003/04

155.2

43.3

9.5

8.9

41.5

19.1

277.5

3.6

2004/05

177.8

47.2

9.3

8.8

42.7

20.8

306.6

10.5

2005/06

189.3

50.5

9.3

7.8

45.9

19.0

321.6

4.9

2005/06 (a)

189.3

56.4

9.3

7.8

43.4

15.5

321.6

0.0

2006/07

188.1

57.9

8.6

6.5

41.6

18.7

321.5

0.0

2007/08

183.8

60.7

7.9

6.4

45.2

19.2

323.2

0.5

Note; 

(a) In the 2006/07 accounts, the figures for 2005/06 are different from those given in the 2005/06 accounts.      

As can be seen, there has been a reallocation of £5.5 mn to clinical supplies from premises (£2.3mn)  

and others (£3.2 mn - 'services from other NHS bodies')  

Sources

NNUH operating expenses from Norfolk and Norwich Health Care Trust and Norfolk and Norwich University 

Hospital Trust Annual Accounts. Note that financial years end on March 31. Thus 2005/06 refers to the  

period from 1 April 2005 to 31 March 2006. The retail price index is from the website of the ONS  

A suitable starting point for the before-and-after analysis is an examination of the published accounts of the NNUH Trust. Table 9.1 shows the operating expenses of the hospital trust from 1994/95 to 2007/08. These are shown in current price terms and then the totals are modified by the retail price index to arrive at the operating expenses in ‘real’ terms – in this case, in September 2007 prices. The year-on-year percentage increases in the real operating expenses are then shown. 

It is worth noting the sharp rise in costs after 2001 which was when the PFI

contract came into force. It was in August 2001 that the first payments were made to Octagon Healthcare under the PFI contract
. 

In Table 9.2 below, the costs (in September 2007 prices) are split to distinguish those before-PFI from those after-PFI, taking the pre-PFI years as from 1994/95 to 2000/01 and the pre- to post-PFI years as from 2000/01 to 2007/08. As the table shows, the real cost increase in the six pre-PFI years averaged 3.3 per cent per annum while the average real cost increase in the seven post-PFI years has been 8.0 per cent per annum   
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Usage fee 

Usage fee 

Facilities Management 

Total usage

Retail 

Rent of the 

M't'nance 

Services (FMS)

and service

price 

buildings 

Group A 

Group B 

fees

index 

(£mn pa)

(£mn pa)

(£mn pa)

(£mn pa)

(£mn pa)

(2007=100)

(note vii)

(note vii)

As paid in 2002/03 (i)

26.9

2.2

7.5

1.9

38.5

85.4

As paid in 2003/04 (ii)

25.5

2.5

8.8

0.9

37.7

87.7

As paid in 2004/05 (iii)

26.2

2.6

9.1

0.0

37.9

90.4

As paid in 2005/06 (iv)

27.0

2.9

9.4

0.0

39.3

92.8

As paid in 2006/07 (v)

27.7

3.1

10.2

0.0

41.0

96.2

As paid in 2007/08 (vi)

29.0

3.2

10.4

0.0

42.6

100.0

Average paid in 2007 

prices 

29.4

3.0

10.0

Sources and notes 

(i) and (ii) from NNUH Trust by email on 21 March 2005 

(iii) from NNUH Trust by email in November 2005

(iv) from NNUH Trust by email in August 2006 

(v) from NNUH Trust by email in February 2008  

(vi) from NNUH Trust by email in October 2008   

(vii) Group A of FMS consists of grounds maintenance, domestic and portering, catering, car parking,   

security, laundry and waste disposal. Over two-thirds of the costs in this group consists of domestic, 

partering and catering costs.  Group B of FMS consists of financial services, network services, IT  

and miscellaneous 


The increase in the post-PFI period has been sharp. Indeed it has been even faster if we subtract the PFI set-up costs incurred by the NNUH in 2000/01 from that year’s total. Between 1995/96 and 2000/01, PFI set-up costs (incurred by the Trust) totalled £11.8 mn. In 2000/01 they were £2.2 mn (£2.7 mn in 2007 prices) and if we take these out, the average annual rise in total costs between 1994/95 and 2000/01 was 3 per cent, not 3.3 per cent. Similarly the increase between the last complete PFI year (2000/01) and the latest year (2007/08) averages 8.2 per cent per annum. Now the rise in costs in the period after PFI looks even sharper than before – from 3% pa before PFI to 8.2% pa after PFI.  

The rise in real costs (that is, in 2007 prices) between 2000/01 (the last full year before the PFI contract) and 2007/08 (the latest year for which information is available) is £134.9 mn – or £137.6 mn if account is taken of the PFI set-up costs in 2000/01. 

Is the whole of this £137.6 mn increase (in 2007 prices) attributable to the PFI contract? If not, how much is?  Obviously the easiest way of answering this question is by first looking directly at the payments made under the PFI contract. This is done in the next section.   

9.2 
PFI payments at the NNUH 

[image: image12.wmf]Table 9.4 Increases in operating costs at the NNUH 2000/01 to 2007/8 (in 2007 prices)

(all figures are in £mn unless otherwise indicated) 

Staff costs 

Clinical 

Premises 

Total 

supplies 

and others (i) 

2000/01 

114.0

29.0

45.3

188.3

less PFI set-up costs (ii)

2.7

2.7

Adjusted 2000/01

114.0

29.0

42.6

185.6

2007/08

183.8

60.7

78.7

323.2

less increase in rent (iii)

18.0

18.0

Adjusted 2007/08

183.8

60.7

60.7

305.2

Increase over 7 years 

--- in £mn 

69.8

31.7

18.1

119.6

Notes 

(i) Others includes 'general supplies', 'establishment' and 'transport and others' - see    

table 9.1 

(ii) note that these are in 2007 prices 

(iii) this is the estimated increase in the rent but at 2007 prices (see text)    

The published accounts for each year identify the operating expenses consisting of total PFI payments. These are given in slightly more detail (as provided by the NNUH Trust in emails to me) in table 9.3 below.  

The table shows the average fees paid over the six full, PFI years from 2002/03 to 2007/08 inclusive. The averages, in 2007 prices, are £29.4 million for rent, £3.0 million for maintenance and £10 million for Group A of Facilities and Management Services (FMS). The average for Group B of FMS is not calculated since the fees for these services have not been paid since 2003/04.   

By how much have the rent, maintenance and service (Group A) costs risen as a result of the PFI contract? 

Firstly consider the rent. The average rent paid over the six full, PFI years is £29.4 million a year in 2007 prices. This can be compared with an estimated rent paid by the NNUH Trust in the years before the PFI contract (and again in 2007 prices) of £11.4 million a year.   

How is this estimate of £11.4 mn derived? In 1995, at the time that the new hospital was approved, the newly-created Trust (the Norfolk and Norwich Health Care Trust (NNHCT)
 decided not to take on the ownership of the old hospitals, deciding instead to rent them back from the Secretary of State for Health (see Appendix 1.3). This resulted in fixed assets with a value of £68 million being written off the Trust’s Balance Sheet and an annual rise in the Premises cost of £8.4 million (the Premises cost rose from £4.4 mn in 1994/95 to £12.8 mn in 1995/96 - see table 9.1). This was a rise from 4% of total NNUHT costs in 1994/95 to 11% in 1995/96. 

The annual rent given in the Full Business Case of 1996 was £6.347 mn. (see NNHCT 1996, 42, 43). This is about £2 mn lower than the increase of £8.4 mn in the ‘Premises’ cost between 1994/95 and 1995/96.  But here we assume that the whole of the increase in ‘Premises’ cost between 1994/95 and 1995/96 was represented by the rent. In 2007 prices (as shown in Table 9.1) this was £11.4 mn      

So here the assumption is that the rent payable in 1995/96 but in 2007 prices was £11.4 mn a year. This is assumed to have been the annual rent that was being paid over the five years before the PFI contract. 

Assuming that this £11.4 mn was the rent being paid in 2000/01 (the last full year before PFI), the rise in rent as a result of the PFI is £18.0 mn a year (£29.4 mn less £11.4 mn) 

Of course, advocates of PFI may well argue that an annual rent of £11.4 mn (in 2007 prices) between 1995/96 and 2000/01 is far too small a sum to sustain the old hospitals and that the PFI rent should be compared with a higher figure. PFI advocates would doubtless argue that there was a need for substantial renovations at the old hospitals, if not a complete rebuilding. 

It is true that if the new hospital had not been built, a lot of money would have had to have been spent on repairing the old hospitals. There was a backlog of maintenance, particularly at the old St Stephen’s hospital in Norwich. Thus in the Outline Business Case of 1994, it is stated that; “[a] substantial investment of circa £20 million is required to eliminate backlog maintenance” (NNHCT 1994, 23). In September 2007 prices this is equivalent to about £29 mn. 

But as noted, from 1995/96, the NNUH Trust was paying at least £11.4 mn a year (in 2007 prices) to the NHS as a rent for the old hospitals. I say at least because it is not clear what capital charge (if any) the NNUH was paying in 1994/95. But even if we stick to a rent of  £11.4 mn, this would have been more than sufficient to replace the old hospitals.

It would have been sufficient because over the life of a hospital (assumed to be 35 years), a rent of £11.4 mn a year would add up to a total of £399 mn. Even if we discount the £11.4 mn at the Treasury’s discount rate of 3.5 per cent per annum, the increase in rent would sum (over the 35 years) to £222.8 million
. 

Such a total would have been more than enough to pay for a new hospital.  Note that the base construction cost of the new hospital, the NNUH, was £159 million (NAO, June 2005, 18). This was the construction cost in 1998. In 1998 prices the annual rent being paid was £9.0 mn. An annual rent of £9.0 mn discounted over 35 years would amount to £180 mn more than enough to pay for the hospital costing £159 mn. Thus it is fair to say that in the run-up to the PFI contract, the Trust was already paying enough to replace the old hospitals.   

Thus the amount paid in the form of rent under the PFI contract has increased dramatically from pre-PFI days and it is clear that under the PFI contract, the NNUH Trust is paying in rent many times the construction cost of the new hospital.    

As we have seen, the average annual rent which has been paid over the six full years since PFI has been £29.4 million in 2007 prices. If we project this rent of £29.4 million through to 2037 (the first break year of the contract), this will mean that the total rent paid over the whole 35 year PFI period (that is, from 2002/03) will be £29.4 million multiplied by 35 years equals £1,029 million. 

This could be said to be equivalent to 1029/159 = 6.5 times the base construction cost of the new hospital, but in fact this comparison is invalid for two reasons. Firstly money today is worth more than money tomorrow so we need to discount the rental payments at the Treasury’s discount rate, namely 3.5 per cent per annum.  Secondly the new hospital was constructed in 1998 whereas the above £1,029 million is at 2007 prices. 

For the first adjustment, we need to discount the rent of £29.4 million (in 2007 prices) over 35 years at the Treasury’s discount rate of 3.5 per cent per annum, and the ‘present value’ of this is £588.8 million.  

The second adjustment is to change the present value of the rent from 2007 prices to 1998 prices in order to match the 1998 construction date. Thus £588.8 mn in 2007 prices reduces to £465 mn. in 1998 prices. 

Now the rent which is being paid for the NNUH hospital is (even on a discounted basis) equal to £465mn/£159 mn. equals 2.9 times the base construction cost of the hospital.  

To put this another way, we can calculate the annual rent which would have to be paid (in 1998 prices) to recover a construction cost (again in 1998  prices) of £159 million over 35 years at the government’s discount rate of 3.5 per cent per annum. This would be the cost (£159 million) divided by the cumulative discount factor at 3.5 per cent pa over 35 years. The cumulative discount factor is 20, so the annual rent would equal £8.0 mn. This is the ‘replacement’ rent. The actual rent paid over the 2001/02 to 2007/08 period and in 1998 prices (to match the construction date of the hospital) has been £23.2 mn. This is (again) 2.9 times as high as the ‘replacement’ rent.  

Thus the annual rent paid under the PFI contract has been £18 million higher than the annual rent paid before the PFI contract. 

However it may not have been just the rent which has been higher under the PFI contract. Maintenance costs and the costs of services may also be very much higher. Unfortunately without having access to more detailed accounts in the years before the PFI contract – that is for 2000/01 and previously - it is impossible to say by how much these costs have increased compared to the pre-PFI period. Therefore we do not know whether the average annual maintenance payment of £3.0 million and the average annual Group A services payment of £10 million (both in 2007 prices) are very much higher than the costs incurred for the same items before the PFI contract. 

So to recap. The rise in operating costs (in money of the day) over the seven years between 2000/01 (the last complete financial year before the PFI contract kicked in) and 2007/08 (the latest financial year for which accounts are available) has been £167.8 mn (calculated from table 9.1).  In fact if the PFI set-up costs incurred by the NNUH in 2000/01 (of  £2.2 mn.) are excluded, the increase has been from £153.2 mn in 2000/01 to £323.2 mn in 2007/08 - a rise of exactly £170 mn. Thus, over these seven years, total operating costs have more than doubled. The annual increase over the seven years (and in money of the day) has been more than 11 per cent.  

However we have already pointed out that the increase as measured in real terms (at 2007 prices) has been smaller than this, as is to be expected. The general rise in prices, measured here by the retail price index, has (over these seven years) been about 21.2 per cent (since the retail price index has risen from 82.5 to 100 – again see Table 9.1). This means that the total operating costs in 2000/01 (excluding PFI set-up costs) of £153.2 mn are equivalent to £185.7 mn in 2007 prices. Thus the rise in the general price level accounts for £32.5 mn of the £170 mn increase. We are left with £137.5 mn to explain 
The increase in rent over the same seven years would seem to have been £29.4 mn (the rent in 2007/08) less £11.4 mn. Therefore the rental increase is £18.0 mn. The rise in costs left to explain is £137.5 mn minus £18.0 mn equals 119.5 mn. What explains this remaining £119.5 mn increase in the NNUH’s operating costs? Is any of this due to the PFI contract?  

The next section carries out an analysis of the post-PFI costs in an attempt to answer this question. 

9.3 
Explaining the rise in costs at the NNUH in the period since PFI - that is, since 2000/01  

[image: image13.wmf]Table 9.5 Hospital-specific price inflation; 1997/98 to 2007/08    

Year

Increases in prices in the hospital sector (% p.a)

Staff pay 

Intermediate 

Capital  

Hospital-

Price index 

Retail  

goods 

costs 

specific 

for hospitals  

price index 

inflation 

(excluding 

(2007/08 

(exc. capital) 

capital) 

= 100)

Weight in costs (%) (*)

55

35

10

(2007/08=100)

1996/97

66.3

73.9

1997/98

2.5

0.4

4.2

1.7

67.5

76.6

1998/99

4.9

2.5

3.0

4.0

70.1

79.0

1999/2000

6.9

1.2

2.8

4.7

73.4

79.9

2000/01

7.2

-0.4

5.8

4.2

76.5

82.5

2001/02

8.3

0.1

6.5

5.1

80.4

83.9

2002/03

5.0

1.1

4.4

3.5

83.2

85.4

2003/04

7.3

1.4

-3.8

5.0

87.4

87.7

2004/05

4.5

1.1

3.4

3.2

90.2

90.4

2005/06

6.2

1.0

n.a

4.2

94.0

92.8

2006/07

5.2

1.0

n.a

3.6

97.3

96.2

2007/08

3.9

1.0

n.a

2.8

100.0

100.0

Increase from 

2000/01 to 2007/08 (%)

48

7

na

33

33

21

Sources; 

Increases in prices in the hospital sector for 1997/98 to 2007/08 are from Wanless et al 2007, page 92

See table 9.1 of this report for the retail price index figures 

Notes 

* The weights are derived from tables 9.1 and 9.3 with the capital costs being simply rents paid.   

All other costs apart from staff and capital costs are assumed to be intermediate goods.   

Table 9.4 below shows the increase in costs between 2000/01 and 2007/08 under three headings; ‘staff costs’, ‘clinical supplies’ and ‘premises and others’.  after deleting the rent from the Premises account and then combining the remainder of the Premises account with ‘Others’. 

We can see that the rise in costs to explain is £119.6 mn – the same (allowing for rounding) as the £119.5 mn derived at the end of the previous section. 

We can see that the rise in ‘Clinical supplies’ costs (over 100% of the 2000/01 figure) has been proportionately the sharpest of the three categories.  However the rise in staff costs has also been very sharp (by 61% of the 2000/01 figure). 

How can these increases be explained? They might be explained by the following;   

· the expenses associated with the hospital being a medical school 

· an increase in prices over and above the general rise in prices, but  which, although hospital-specific, are not associated with the PFI contract;
 

· an increase in the number of patients being treated.

Look at the first of these. The expenses associated with the hospital being a medical school, that is education, training and research expenses totalled £4.9 mn in 2000/01 and £18.1 mn in 2007/08
. The 2000/01 figure is equivalent to £5.9 mn in 2007 prices so that the real increase between 2000/01 and 2007/08 is £12.2 mn.  This is about (12.2*100)/119.6 equals 10 per cent of the balance that we are trying to explain. We are left with £107.4 mn to explain.    

Now look at the second item, that is the increase in costs due to prices rising in the hospital sector faster than the general price increase in the economy. We have already allowed for the general rise in prices but staff pay in the health sector has risen faster than the retail price index.  

Pay has risen rapidly in the NHS (including the hospital sector) since 1999/2000. The pay increases arose from three new contracts introduced since 2003. These were rises under the Agenda for Change  (covering all nurses and non-clinical staff) and new contracts for hospital consultants/doctors and for general practioners – see Palmer 2006, 16; Reform 2005, 7-9; and Wanless et al 2007, 93-99.  

As a result of these pay rises, NHS specific-inflation has been faster than the general rate of inflation. Thus over the decade between 1997/98 and 2007/08, NHS-specific prices rose by 48 per cent (Wanless et al 2007, 92) compared to a rise in the general rate of inflation (as measured by the retail price index) over the same period of 31 per cent.     

There has also been a rapid rise in prices in the hospital sector within the NHS as shown in Table 9.5 below.

[image: image14.wmf]Table 9.6 Explaining the increases in operating costs at the NNUH 2000/01 to 2007/8 

(in 2007 prices) (all figures are in £mn unless otherwise indicated) 

Staff costs 

Clinical 

Others (i)

Total  

supplies 

Increase between 2000/01 and 2007/08 to

be accounted for (£mn) (see table 9.4) 

69.8

31.7

18.1

119.6

£mn accounted for by …

- education, training and 

research costs (ii)

7.1

3.2

1.9

12.2

- due to price rises above the 

general rate of inflation (iii) 

25.1

0

2.6

27.7

Residual increase 

- in £ million 

37.6

28.5

13.6

79.7

Notes 

(i) Others includes general supplies, establishment, the non-rental element of 'Premises' and others     

- see Table 9.4 

(ii) the increase in education, training and research costs over the seven years and in 2007  

prices was £12.2 mn (see text) or 10.2 per cent of £119.6 mn  

(iii) the price rises over and above the general rate of inflation were as follows;

- for staff costs; 22% of the 2000/01 total or 22% of £114.0 mn = £25.1mn. 

- for clinical supplies, zero 

- for others; 6% of the 2000/01 total or 6% of £42.6 mn = £2.6 mn  


We can see from table 9.5 that staff pay in the hospital sector rose by 48 per cent between 2000/01 and 2007/08 compared to a rise in general prices (as measured by the Retail Price Index) over the same period of 21 per cent. 

Thus about 22 per cent (148/121 = 122) of the increase in staff costs can be explained by rises over and above the general rate of inflation. 

‘Clinical supplies’ are assumed to be intermediate goods. The prices for these seem to have risen more slowly than the retail price index but here they are assumed to have risen at the same rate so no adjustment is necessary. 

Costs under the heading of ‘others’ are assumed to consist of an equal mix of labour and intermediate goods so that prices of those are assumed to have risen at an average of 28 per cent over the 2000/01 to 2007/08 period or about 1.28/1.21 = 6 per cent faster than prices in general. 

Table 9.6 summarises the increases in costs for the three categories of costs.  

[image: image15.wmf]Table 9.7  The number of patients at the Norfolk and Norwich Hospital(s) (000 pa) 

1996/97 to 2007/08 

Year

Year 

In-patients  

Day cases 

Out-patients

Accident 

(ii)

(ii)

(ii)

and emergency 

1996/1997

1

74.8

30.1

303.6

56.0

1997/1998

2

78.1

31.9

303.1

60.8

1998/1999

3

79.6

35.6

300.6

62.7

1999/2000

4

81.2

37.0

322.5

66.4

2000/2001

5

84.9

38.2

336.1

69.7

2001/2002

6

86.7

38.4

343.7

66.0

2002/2003

7

91.5

44.3

346.5

61.3

2003/2004

8

97.8

46.5

367.0

66.3

2004/2005

9

99.4

48.9

380.9

71.3

2005/2006

10

100.3

52.1

408.4

72.0

2005/2006 (i)

10

67.4

52.1

408.4

72.0

2006/2007

11

67.4

54.8

418.9

75.3

2007/2008

12

71.1

56.2

444.5

82.9

Increase (%pa)…

before-PFI (from year 1 to year 5)

2.6

4.2

2.6

4.5

before to after-PFI 

(from year 5 to 12) 

3.2

5.7

4.1

2.5

Notes;  

(i) as given in the 2006/07 Annual Report for the year 2005/06. The change in the figures for the  

same year is because for the years from 1996/97 to 2005/06 inclusive, the number of in-patients 

was measured in terms of Finished Consultant Episodes (FCEs) and not 'spells' (a  

spell referring to a patient's stay in hospital from admission to discharge - even if the patient  

transfers between one consultant and another during his/her stay). The revised number for   

2005/06 and the numbers for 2006/07 and 2007/08 are for 'spells' (email from Andrew Stronach of   

the NNUH dated February 8, 2008) 

(ii) The annual figures for in-patients, day cases and outpatients include those attending the 

Cromer and District hospital as well as the Norfolk and Norwich University Hospital. The number  

of patients at Cromer is insignificant compared to those at the NNUH. 

Sources; Annual reports of the NNHC(NHS) Trust and NNUH(NHS) Trust 


As we can see, the increase in staff costs left to be explained is £37.6 mn. The increases of the other two categories to be explained are £28.5 mn and £13.6 mn. 

We are left with one final adjustment, namely an allowance for an increase in the volume of activity at the hospital since 2000/2001. 

How can this volume change best be measured? 

The number of patients provided in the Annual Reports of the NNUH are for four different categories – in-patients, day-cases, out-patients and accident/emergency. The numbers for 1996/97 to 2007/08 are shown in Table 9.7 below. 

[image: image16.wmf]Table 9.8  In-patient bed-days and day-cases at the 

NNUH - selected years 

Years 

In-patient

Day-cases 

Total 

bed-days 

(000)

(000)

(000)

2000/01

287.0

39.0

326.0

2001/02

284.2

39.0

323.2

2005/06

322.4

52.8

375.2

2006/07

321.1

55.5

376.6

2007/08 

322.3

56.9

379.2

Average annual 

growth rate (2000/01

to 2007/08) (% pa) 

1.6

5.6

2.2

Sources; 

2000/01 and 2001/02; data purchased from the NHS information  

Centre in December 2008; thanks to Asma Salam and Sarah 

Thomson at northgate-is.com

2005/06 to 2007/08; data from HES/inpatient data/hospital   

providers/NNUH (code RM1); website accessed in March 2009  


We can see that the annual growth rates for the PFI period have varied between 2.5 per cent (for A&E) to 5.7 per cent for day-cases. A useful guide to choosing the category or categories to measure the volume of activity is provided by the unit usage fees. As shown in table A1.4 (in appendix 1 to this report), the unit price (as from April 1, 2003) set out in the Project Agreement is almost five times as high for in-patients (per bed-day) and for day-cases as it is for out-patients. Therefore it seems sensible to measure the volume by the number of bed-days of in-patients plus the number of day-cases. These figures for selected years are shown in Table 9.8 below. 

[image: image17.wmf]Table 9.9  The increases in operating costs at the NNUH 2000/01 to 2007/8 

accounted for by an increase in the level of activity 

Staff  

Clinical 

Others 

Total  

costs 

supplies 

Residual increase in costs between  

2000/01 and 2007/08 (£ mn) (see table 9.6) 

37.6

28.5

13.6

79.7

£mn accounted for by the increase in  

patient throughput (i)  

33.1

10.9

8.9

52.9

The remaining cost increase still to be 

accounted for (£mn)

4.5

17.6

4.7

26.8

Notes 

(i) These figures are derived from 18% of the 2007/08 costs as follows;  

- staff costs; 18% of £183.8 mn = £33.1 mn 

- clinical supplies; 18% of £60.7 mn = £10.9 mn 

- others; 18% of £49.7 mn = £8.9mn  


As shown in the table, the average annual growth rate for the combined inpatient bed-days and day-cases between 2000/01 and 2007/08 was 2.2 per cent. This growth rate of 2.2 per cent per annum over gives an increase over the seven years up to and including 2007/08 of 16 per cent. Here we assume a generous 18 per cent.   

Plugging these figures into Table 9.6 gives table 9.9 below. 

[image: image18.wmf]Table 10.1  Innisfree Limited accounts - 1998-2008  

(£mn) 

year ending 31 March …..

2008

2007

2006

2005

2004

2003

2002

2001

2000

1999

1998

Turnover 

13.6

10.4

12.4

16.8

6.5

5.9

4.1

4.0

3.9

1.8

Profit after tax  

6.2

2.8

4.4

6.7

1.3

2.6

0.7

1.0

0.7

0.3

Dividends paid 

3.0

2.6

13.6

0.6

0.5

2.9

0.2

0

0

0

Directors' remuneration 

3.7

2.9

2.7

4.1

2.0

1.7

1.4

1.3

1.2

0.7

Divis and Dir rem. 

6.7

5.5

16.3

4.7

2.5

4.6

1.6

1.3

1.2

0.7

Shareholders' funds as of 31 March 

Issued capital 

0.1

0.1

0.1

0.1

0.1

0.1

0.1

0.1

0.1

0.1

0.10

Total reserves 

5.5

2.3

2

10.6

4.5

3.7

2.9

2.4

1.4

0.7

0.16

Total shareholders' funds  

5.6

2.4

2.1

10.7

4.6

3.8

3.0

2.5

1.5

0.8

0.26

Real discounted 

Cash flow to shareholders 

rate of return 

- including dir. remuneration 

6.7

5.5

16.3

4.7

2.5

4.6

1.6

1.3

1.2

0.7

-0.26

(% pa)

Retail price index (2007=100) 

100

96.2

92.8

90.4

87.7

85.4

83.9

82.5

79.9

79

76.6

Cash flow in 2007 prices  

6.70

5.72

17.56

5.20

2.87

5.39

1.91

1.58

1.50

0.89

-0.34

200

Source; FAME - company report for Innisfree Limited 


It is time to recap this section which been trying to attempt to account for the increase in operating costs between the last full year before PFI (2000/01) and the latest year (2007/08).  The increase (in money of the day) totalled £170 mn after subtracting the PFI set-up costs of £2.2 mn incurred in 2000/01. The general rise in prices over the seven years accounts for £32.5 mn, leaving £137.5 mn to be explained.

The rise in rent as a result of the PFI contract (in 2007 prices) accounts for a further £18.0 mn leaving 119.5 mn to be accounted for. £12.2 mn of this £119.5 mn can be accounted for by the increase in costs associated with the medical school (education, training and research costs).  A further £27.7 mn is accounted for by the rise in prices at the hospital over and above the general rate of inflation. Finally a further £52.9 mn can be accounted for by the rise in the number of patients treated at the NNUH over the seven years. 

After all of this, we are left with £26.8 mn which is ‘unexplained’ by the three factors of ‘medical school’, ‘hospital-specific inflation’ and ‘patient volume’. The largest ‘unexplained’ increase is for clinical supplies where the gap is £17.6 mn or 61% of the £29.0 mn total for clinical supplies in 2000/01.  I wrote to Anna Dugdale (now Chief Executive of the NNUH Trust) on 12 June 2008 and to Andrew Stronach (Head of Communications at the NNUH Trust) but no satisfactory explanation was forthcoming. 

It is clear that cost control has been (and has been seen to be) something of a problem at the NNUH. In 2005, Chris Humphris (then Chief Executive of the Southern Norfolk Primary Care Trust) was reported to have said that “the new Norfolk and Norwich Hospital had cost more than anticipated in the short term” (second page of the minutes of a meeting of 11 February 2005); then, in 2006, David Stonehouse (the then Director of Finance of West Norfolk PCT) was reported as saying “the NNUH has a very limited track record in reducing costs” (Eastern Daily Press, 24 August 2006).       

9.4 Back to the extra costs of the PFI contract  


I have shown that something like £27.8 mn of the increase in costs between 2000/01 and 2007/08 cannot be accounted for by the medical school expenses, by hospital-specific inflation and by the increase in the level of activity. 

How much (if any) of this £27.8 mn is attributable to the PFI contract? It is impossible to say. As shown earlier (in table 9.3), the amount paid in the six full years of the PFI contract (2002/03 to 2007/08) for buildings maintenance averaged £3.0 mn a year (at 2007 prices). The amount paid for Group A services (grounds maintenance, domestic and portering, catering, car parking, security, laundry and waste disposal) averaged £10.0 mn (again at 2007 prices). The total of these two components is therefore £13 mn. Even if a third of these costs were additional and due to the PFI contract, the amount would be about £4 mn, ‘only’ a small proportion of the ‘unaccounted for’ £27.8 mn increase in costs. 

We have seen that the extra rent payable due to the PFI contract is estimated to be £18.0 mn (in 2007 prices). There might be up to a further £4 mn of other extra costs due to the PFI contract but it would need a more detailed set of accounts than the published set to confirm or reject this. Therefore we have an extra minimum cost due to the PFI contract of £18.0 mn. 

However this is not the end of the story. As headline after headline of the local papers testify, the NNUH is operating at a very high level of capacity utilisation and is frequently on red or even black alert (see box 9.1 below). As shown in table 9.8 above, in 2007/08, the average capacity utilisation at the NNUH was 89%. 

	Box 9.1   The high occupancy rates at the NNUH 

The maximum annual number of bed-days at the NNUH is 365 days * 987 beds. This is equal to 360,255 bed-days. Using the actual bed-days given in Table 9.8, the average occupancy at the NNUH can be calculated as 80% for 2000/01 and 89% in 2007/08. (But note that in a questionnaire from Panorama for a programme of April 27 2008, the NNUH occupancy was stated to be 94%).

However even if we take the average figure as 89%, it is not surprising that there have been frequent ‘red’ and black alerts’ at the NNUH. Red alert means that only emergency patients are admitted and black alert means that wards are full and the hospital can admit no more patients. The bed occupancy implied by red alert is between 92% and 98% and the black alert is over 98% (Eastern Evening News, September 22, 2006). 

There are two ways in which NNUH might deal with more patients. One is to speed up the turnover of patients but the NNUH already has a low length of stay (compared to the average for hospitals in England). The average length of stay for England in 2002/03 was 7.9 days (HES/inpatient data/primary care trust of responsibility – accessed in March 2009). In 2007/08 the average was 5.7 days, an annual decline of 4.8%. By contrast the average length of stay at the NNUH was 4.3 days in 2002/03 and 4.2 days in 2007/08.  Thus there seems to be little leeway at the NNUH for reducing the occupancy by cutting down on the average length of stay. The second way of coping with an increase in the number of patients is to treat a growing proportion of them as day-cases and this has been done. As shown in table 9.6, the number of day-cases at the NNUH rose between 2000/01 and 2007/08 at an annual rate of 5.6% 




How if at all does the high utilisation of capacity at the NNUH add to the cost? It might add to the cost in two ways. 

First it might add to the cost because of the greater likelihood of infections (MRSA and clostridium difficile) but this is by no means certain. 

Secondly, the high occupancy at the NNUH might add to the cost if treatment has to be bought from private (higher cost) hospitals. For example, in 2005, Chris Humphris of the Southern Norfolk Primary Care Trust
 stated that; “the Norfolk and Norwich Hospital had purchased beds from the private sector at higher cost because it was unable to carry out all the work itself” (sixth page of the minutes of a meeting between Norfolk MPs and NHS officials held on February 11 2005). In a subsequent letter to Richard Bacon dated 17 March 2005, Chris Humphris stated that in the year 2004/05, the PCTs in Norfolk were expecting to spend £4 million on private sector work and that this was costing £800,000 more than if the NNUH had carried out the work. In 2007/08, the Norfolk PCT spent £2.1 mn on patients treated privately but this had risen to £5.1 mn from April 2008 to December 2008 (information provided by Norfolk PCT in a media response). The latter is equivalent in a full year to £6.8 mn
.   

What is the extra cost of this compared to treatment at the NNUH? We have seen that the additional cost in 2004/05 was £800,000 on an expenditure of £4 mn. This £800,000 is 20% of £4 mn or 25% above the £3.2 mn cost if treated publicly. In 2004, John Hutton (the then Health Minister) was quoted as saying that the NHS was paying 43% more for private as compared with public treatment (Society Guardian website, accessed in November 2006). 

Therefore an extra cost margin of 25% would seem to be on the low side. However if this margin is assumed, the higher cost incurred by the Norfolk PCT for private treatment in 2008/09 is 20% of £6.8 mn which is £1.4 mn. Thus the extra cost due to the small size of the NNUH was £0.8 million in 2004/05 and is likely to have been at least £1 mn in 2007/08.   

Is this extra cost due to the PFI contract?  

Yes it is. It is because the NNUH provides only 987 beds compared with 1207 beds at the two hospitals which the NNUH replaced; and as we have seen in chapter 8, between 1996 and 2003, the number of beds at the new hospital appears to have been manipulated so as to make it appear more ‘affordable’ in the early stages of the ‘planning process’. Thus in 1995, the Outline Business Case for a new hospital was approved, the size of the hospital being then 701 beds. Following the approval, by June 1996 the proposed figure had risen to 809 beds. In 1999 it has risen to 953 beds and then in 2003, the number of beds rose to 989 (see Appendix A1.7). According to the NNUH website, there are now 987 beds, a reduction of 18% on the 1207 beds of the two old hospitals.     

As a result there seems to have been a deliberate decision to keep the size of the hospital down so as to make it more ‘affordable’ as a PFI contract. Thus it seems justifiable to ‘charge’ the PFI contract with any extra cost of treatment having to be purchased from private hospitals in the region. 

9.5 
The extra costs of the PFI contract – a summary of chapter 9 

The purpose of this chapter was to estimate the extra cost attributable to the PFI contract at the NNUH by doing a before and after study. Because the first payments under the PFI contract were made to Octagon Healthcare in August 2001, the chapter started by looking at the rise in operating costs at the hospital since then.  In 2000/01 (the first full year before the PFI contract), operating costs totalled £155.4 mn (see table 9.1). If we exclude the PFI set-up costs in that year of £2.2 mn, the total costs were £153.2 mn. 

Seven years later, in 2007/08, total costs were £323.2 mn. Thus total costs have risen over this seven-year PFI period by £170 mn. In the six years before the PFI contract, total costs (excluding PFI set-up costs) at the hospital rose at an average of 3 per cent per annum whereas in the seven years since PFI the annual increase has been 8.2 per cent per annum. However by no means all of the increase is due to the PFI contract. 

There are a number of adjustments that need to be made over the post-PFI period; 

· first, allowance needs to be made for inflation (the general increase in prices as measured by the retail price index). This accounts for £32.5 mn;
· second, allowance needs to made for the education, training and research expenditure at the NNUH since the hospital functions as a medical school. The rise of these expenses (in 2007 prices) accounts for £12.2 mn;

· third, allowance needs to be made for the rise in prices at the hospital over and above the general rate of inflation. This hospital-specific inflation accounts for a further £27.7 million (see table 9.6); 

· fourth, allowance needs to be made for the increase in the number of patients treated at the hospital over the seven years. This accounts for £52.9 mn (see table 9.9). 
These adjustments account for £125.3 mn out of the total increase of £170 mn. Is the remaining  £44.7 mn due to the PFI contract? The answer is “we do not know for certain, but almost certainly not”. 

There are three usage and service fees paid under the PFI contracts. These are for the rent of the buildings, the maintenance of the buildings and a number of services (such as portering and catering) falling under Facilities Management Services (FMS). 

The estimate of the increase in rent between the before-PFI and after-PFI situations is £18.0 mn. In section 9.2 it was emphasised that the rent being paid for the old hospitals was sufficient to replace the hospitals so that this estimate of the increase is a realistic one. Deducting this from the £44.7 mn leaves a balance of £26.7 mn to be accounted for. Some of this may be accounted for by an increase in maintenance and FMS costs but without having access to more detailed accounts for the pre-PFI years, it is impossible to say.      

Thus the increase in costs due to the PFI contract is £18.0 mn plus any increase in maintenance and FMS expenses. The latter have averaged £13 mn in the post-PFI period and the extra costs could be as much as a third of these – that is, £4 mn – but we do not know.  But even if a further £4 mn is attributable to the PFI contract, this still leaves an increase of £22.7 mn unaccounted for.     

However even this is not the end of the story, as pointed out in section 9.4. The new hospital is very much smaller (in terms of beds) than the hospitals that it replaced. This was a deliberate move to make the new, PFI hospital appear ‘affordable’.  Indeed in 1996 when the PFI hospital was first up for approval, the proposal was for 701 beds. It now has 987 beds but this is still 18 per cent fewer than the 1207 beds of the old hospitals. 

The average length of stay in the new hospital was 4.3 days at the beginning of the PFI period and in 2007/08 it was more or less the same – at 4.2 days. As a result, as the number of in-patients has risen, the number of bed-days has also risen and in 2007-08 the hospital was operating at about 89 per cent of capacity. Not surprisingly, beds have had to be purchased from private hospitals within the region at higher cost because the NNUH has been unable to carry out all the work for itself. At least they had to be in 2004/05 with the excess cost totalling £0.8 million and in 2008/09 with (probably) an excess cost of over £1 mn. In an email dated January 16, 2009, I asked the head of the Norfolk PCT about the extra cost incurred in buying beds from the private sector. A reply is still awaited. 

Thus the extra cost due to the PFI contract is £18 mn in additional rent, plus at least £1 mn in buying in beds from the private sector. On top of this, there may be higher maintenance and service costs. 

Thus the minimum extra cost associated with the PFI contract is £19 mn a year. Is it too late to cut some of these costs? This is what we look at in the final chapter but, before that, in the next chapter, I look at the profits being made from some of the PFI contracts.  

Chapter 10
The profits from this and other PFI contracts in the health sector 

The private capital which has been invested in the NNUH has consisted of senior debt capital, junior debt capital and equity capital. An example of the senior debt is a holding of about £3 million by Standard Life in its Long Life Corporate Bond Fund. This is invested in Octagon Healthcare, carrying an annual interest rate of 5.3% and maturing in 2035 (Standard Life website, accessed in September 2008).  At the other end of the capital spectrum, the equity holdings are held by investors in Octagon Healthcare Holdings (Norwich) Limited.  The shareholdings were held (as of December 31 2007) by four groups of investors – Innisfree, 3i, John Laing and Trillium (see section A1.11).   

However the value of Octagon’s equity shareholdings is small relative to the size of company’s total liabilities, and the profits to Octagon’s equity shareholders have been enormous. The value of the shareholders’ funds at the year ending December 31, 1997 totalled just over £1mn (£1.325 mn. to be exact). Six years later in 2003, the gain to Octagon Healthcare from the refinancing was £95 mn.  Of this, £11 mn. was paid as dividends to the shareholders in 2003, with most of the remainder appearing in the Octagon Healthcare balance sheet as intangible assets. 

Octagon’s £95 mn. profit on the refinancing in 2003 amounts to an annual rate of return of more than 120% on the share capital (see section A1.11).  It is little wonder that Richard Jewson (chair of Octagon Healthcare at the time of the refinancing) was reported as saying that “We are pleased that the refinancing has been signed” and that the Chair of the Public Accounts Committee referred to it as “the unacceptable face of capitalism”. Within six years of investing £1.325 mn, the shareholders had been paid £11 mn. in dividends, so that they had already recouped their investment more than seven times – and there was still more than 30 years to go before the first break in the contract. 
An even more spectacular example of a high rate of profit from PFI projects is provided by Innisfree Limited. At the end of 2007, Innisfree Nominees held 26.3% of the equity shares in Octagon Healthcare. As of January 2009, Innisfree Nominees was part of the Innisfree Group. The latter is described in FAME company reports as a manager of private equity funds investing in UK and European PFI projects. In the annual report for the year ending 31 March 2008, the company’s shareholdings were as follows;









%

· Coutts Offshore Europe Limited 

72

· Mathew T Webber 



14



· Timothy R Pearson 



14
 

A major subsidiary of this Group was Innisfree Limited. The sales, directors’ remuneration, profits and equity capital of this company (Innisfree Limited) is shown in table 10.1 below
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1998

-1

-2

1999

-1

-6

2000

9

8

2001

25

5

2002

27

26

Annual average 

11.8

6.2

Source; Edwards et al 2004, 167 


Table 10.1 shows that the real annual rate of return between 1998 and 2008 and on a discounted basis has been more than 200%. This rate of return is calculated by including the directors’ remuneration in the cash flow to shareholders, since at the end of March 2008, there were only seven directors (N J Crowther, T J Kashem, G M Beazley Long, D A Metter, T R Pearson, J W Ward and M J Webber) and their remuneration was so large – possibly for tax reasons.   

The real annual rate of profit of more than 200% is a very high rate of return indeed – many, many times the annual average of less than 15% for UK companies (private non-financial corporations) over the same period
.  

Incorporated in 1995, Innisfree Limited was reported as having invested more than £200 mn of other people’s money by 2003, buying into dozens of public infrastructure projects and in 2003, it claimed “to control more than £4 bn. worth of assets through its holdings” (Guardian February 22, 2003). The Chief Executive of Innisfree Group Limited is David Metter who has been described as “also the driving force behind the private sector’s PPP forum” (Guardian, February 22 2003).

There are other reports of very high rates of return by investors in Octagon Healthcare. The annual return on shareholders’ funds of Serco Investments Limited (which in 2005 had a 5% share in Octagon Healthcare) over the ten years between 1998 and 2007 was 39%. These profits included a capital distribution of £4.1 mn arising from the refinancing of the NNUH in 2003. In 2003, Serco stated in a news release dated 12 December that “The capital distribution will result in an exceptional and incremental profit before tax and a cash inflow of £4.1 mn in 2003”.

It is clear that the rates of return obtained from PFI investments in the health sector have been very high. Thus the 2005 NAO report on the Darent Valley Hospital; the PFI Contract in Action estimated that the annual rate of return to the shareholders of THC (Dartford) Limited (the private company involved) was 56% pa. After investing £13 mn in that project, the shareholders
 had already received £37 mn. within three years of the hospital coming into use (NAO 2005, 4).     

The study by P Edwards et al 2004 also revealed a very high rate of profit to the shareholders of the 13 companies involved in PFI projects in the NHS.  The figures are summarised in table 10.2 below. Over the five years from 1998 to 2002 inclusive, the average annual profit after tax was just under £12 mn., almost double the shareholders’ funds which averaged £6.2 mn. 

[image: image20.wmf]Table A1.1  Capital costs of the PFO for the 1996 Full  

Business Case as derived from the Minutes of the  

Select Committee on Health 

£mn
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Construction cost  

143.5

Development costs and fees 

- highways 

5.0

- IT hardware and systems

8.0

- catering and other equipment 

4.0

- consortium tender cost 

6.6

- financial fees 

5.7

- others (residual) 

7.0

sub-total 

36.3

Interest during construction 

33.8

Total 

214

Source; UK Parliament July 1999, paragraphs 226,227


In a recent study of twelve large PFI hospital developments (including the NNUH) the return on shareholders’ funds was 58% in 2005 and 1100% in 2004! (Shaoul, Stafford and Stapleton 2007, table 5).   

It is perhaps not surprising that special funds have been set up with the specific purpose of buying into PFI contracts. In 2004, the largest was reported to be SMIF (the Secondary Market Infrastructure Fund) based in London which claimed a total shareholding of more than £200 million (BBC Tuesday July 6 2004, page 16 transcript). Similarly Richard Jewson (who was the chair of Octagon for eight years until August 2006) was involved in setting up a company (PFI Infrastructure Company Limited – also known as ‘PFICo’) in 2004 to deal in PFI projects. ‘PFICo’ was set up in the Isle of Man.  Richard Jewson was non-executive chairman of ‘PFICo’ in May 2007 when the ‘PFICo’ directors recommended that a takeover bid from I2 BidCo (“I two Bid company”) be accepted by the shareholders. The offer from the I2 BidCo valued the share capital of ‘PFICo’ at £156 mn. The offer per share was 308 pence, a rise of 120% on a 140 pence per share placing in July 2004 and a rise of 76% on a 175 pence per share placing in March 2006.  These represent annual profits of, for the first placing, more than 40% and for the second placing, of more than 60%. 

It is clear that the profits made from PFI dealings in the health sector have been exceptionally and absurdly high.            

Chapter 11 
What can be done now? Is there a case for the Government buying out the PFI contract? 

What, if anything, can be done? After all, the NNUH is in its eighth year of payments for the PFI contract and, up to the end of the 2007/08 financial year, had already paid a total of £197 million in rent (in 2007 prices) to Octagon Healthcare
. Furthermore, given the bad deal struck over the project initially and made worse under the refinancing arrangements, it might seem odd that it could still be worthwhile to buy out the contract. This is until it is realised that, given the rent of the building (an average over the past six years of £29.4 a year in 2007 prices) and the first break point in the contract (in the year 2037), the amount payable over the next 28 years (from now, 2009, to 2037) is £823 million (again at 2007 prices). 

It is, of course, not the case that the savings from the buy-out would be as large as £823 million. This is because the liabilities of the Octagon Healthcare Group Limited have to be bought out, and bought out immediately whereas the savings from the rent would only be realised year-by-year over the next 28 years. Therefore the rent payable has to be discounted to a ‘present value’ to allow for the fact that money today is worth more than money tomorrow. Then Octagon’s liabilities need to be deducted from this ‘present value’. 

The discount rate that it seems sensible to use is the discount rate used by the UK Treasury, namely 3.5 per cent per annum. Over 28 years, the cumulative discount factor at 3.5 per cent per annum is about 17.6. Thus the present value of the saving in rent between now and 2037 would amount to £29.4 million multiplied by 17.6 equals £517 million. 

What would the NNUH have to pay to Octagon Healthcare? According to figure 4 on page 11 of the report of the Committee of Public Accounts (PAC, 2006), the amount payable now - in 2009 - would be about £300 million
. It is clear that buying out the contract now would save the NHS (and therefore the Government and taxpayer) about £217 million (the £517 million saving in rent, as discounted, minus the £300 million of Octagon’s liabilities). 

Therefore in spite of having already spent £197 million in rent for the hospital and in spite of having to buy out £300 million of Octagon Healthcare’s liabilities, the taxpayer would still save £217 million by buying out the NNUH contract. This is for a hospital the basic construction cost of which in the late-1990s was £158 million. All of which goes to show what an appalling waste of money the PFI contract has been.   

Furthermore it is important to note that the saving in the rent may not be the only saving that can be made by buying out the Octagon contract. If the contract is bought out, there may also be savings in building maintenance and service costs (catering, portering, etc) plus savings from not having to buy more expensive treatment from private hospitals in the region if, following the buy-out, more wards were built at the NNUH. 

Therefore my recommendation is that the Government should buy out the PFI contract at the NNUH and then expand the NNUH by as much as 100 beds. The latter would mean that not only would treatment no longer have to be purchased at higher unit cost from private hospitals in the region but also that the NNUH would reduce its very high occupancy rates. Efficiency and staff morale would both be improved.   

If there is a case for buying out the NNUH contract, there may be a case for buying out the PFI contracts at other hospitals. 

On the one hand, the case for others being bought out is likely to be weaker insofar as the NNUH was an exceptionally bad PFI deal. For example in its report on the NNUH refinancing, the National Audit Office pointed out that “although the Trust has received a share of the refinancing gains, it continues to pay a premium on the financing costs compared to current deals” (NAO, June 2005, 3). 

On the other hand, other buy-backs might be equally attractive, given that other PFI hospital schemes are more recent than the NNUH and therefore there are likely to be more years of rent to save.  Furthermore, as noted above, because of the refinancing arrangements at the NNUH, the liabilities of Octagon Healthcare were increased so that the cost of buying out the contract may very well be higher at NNUH than at other PFI hospitals.   

Therefore buying out PFI hospital contracts may well generate large expenditure savings for the Government. Of course it is hardly likely that the Gordon Brown government will buy them out. Such a u-turn is unlikely. But, at the very least, future PFI programmes should be cut back so as to avoid even higher costs in the future. 

Appendix 1; A history of the Norfolk and Norwich Hospitals

A1.1 
The formation of the Norfolk and Norwich University Hospital (NNUH) Trust  

The Norfolk and Norwich Health Care NHS Trust (NNHCT) was established in 1994 (UK Parliament, May 1999, paragraph 7). In January 2001, it was renamed the Norfolk and Norwich University Hospital NHS Trust (NNUHT) after it had been announced that the new Norfolk and Norwich Hospital would be a University teaching hospital (see Annual Accounts, 2000/01, 6 and NNUH website). The creation of a Trust brought a sharp split between the provider (the Trust) and purchaser (District Health Authority) of health services. 

In 1994, the Trust was operating two hospitals in Norwich and one in Cromer (NNHCT 1996, 9). The main hospital in Norwich (with 988 beds – NNHCT 1994/95, 1) was the Norfolk and Norwich - also known as the Brunswick Road hospital or here as the St Stephen’s hospital. The St Stephen’s hospital was less than a mile from the centre of Norwich. Founded in 1771 (with fewer than 100 beds), it was expanded substantially between 1879 and 1883, to about 220 beds by 1883. By 1938 it had about 400 beds and in 1948 it became the NHS district general hospital. Then, in the late 1960s/early 1970s, there was a further expansion when two tower blocks were built on the site (Cleveland 1948, 7 and 43; Taylor 2000, 42; and NNHCT 1996, 20). The second hospital operated by the Trust in Norwich was the West Norwich (with 219 beds – NNHCT 1994/95, 1), less than two miles from the centre of Norwich. This was a combination of the former Norwich workhouse on the north side of Bowthorpe Road and the former isolation hospital on the south side (NNHCT 1996, 20). 

However by the 1980s and into the 1990s, the St Stephen’s hospital was recognised to be in acute need of renovation and expansion. There were frequent complaints by workers about the conditions of the buildings, even of sewage spilling out of drains at times of flash flooding (Greenaway et al 2007, 721). The St.Stephen’s site was only 16 acres and it had limited parking for cars although access by public transport was easy (Greenaway et al 2007, 721). Thus there was considerable discussion about either the reconstruction of the existing hospitals or the construction of a new one. 

A1.2 
Struggle over the location; and the purchase of land at Colney Lane 

In May 1986 there had been a proposal from the Regional Health Authority (RHA) and District Health Authority (DHA) for a twin-site option with a £46 mn. second hospital with 800 beds at Hellesdon (a site already owned by the Health Authority and a few miles to the north-west of Norwich) replacing the West Norwich hospital but complementing St Stephen’s (Greenaway et al 2007, 721). But in October 1986 a group of consultants at the hospital opposed this and proposed instead the construction of a new hospital at Colney Lane on the western outskirts of, and about three miles from the centre of Norwich (NNUH website accessed in January 2009). The site proposed was a 63 acre greenfield site, close to the Norwich Research Park and the University of East Anglia and also close to the line of a proposed southern bypass (although in the event a direct access from this was refused by the Highways Agency) (see the Norwich Area Transport.org website)   

This was not the first time that a new hospital had been proposed for a site close to the University. In 1967 the then East Anglian Regional Hospital Board had proposed that a new district general hospital for Norwich be located near the University of East Anglia. However when Cambridge University was granted permission to establish a medical school, the Norfolk and Norwich case for one weakened (NNUH website, accessed in January 2009). 

However, in July 1979, the Norwich District Consultants Staff Committee identified a site near the University as “the only acceptable site” for a new hospital (Eastern Daily Press, February 10, 2005, 8) but then, in 1985, when the then Norwich Health Authority shortlisted three sites for a new district general hospital for Norwich, the site near the University was not among them (NNUH website).  Nevertheless, by the late 1980s, the hospital consultants were getting support for the near-University site from the University Vice-Chancellor, from the chairs of the RHA and the DHA and Ralph Howell, an influential local MP. The site was also just outside the boundaries of the City Council, falling just within the planning territory of the South Norfolk District Council (SNDC) which was reported as seeing the new hospital as prestigious (Greenaway et al 2007, 722)
.  

In early 1987, the East Anglian RHA backed the Colney site near the University, dropping the other main site (Hellesdon) as an option (Eastern Evening News, 24 April 1997 and NNUH website) and later in 1987 an application was made to build a second hospital with 816 beds on the Colney Lane site. This led to a planning enquiry in April 1988 which concluded that a second DGH could be built on the Colney Lane site subject to more detailed planning permission (NNHCT 1996, 20). In December 1988, the Environment Secretary, Nicholas Ridley, backed the Colney proposals. As a result, in the following year (1989), the East Anglian Health Authority purchased the 63 acre site at Colney Lane having previously secured an option to purchase (NNHCT 1996, 21). The land was reported to be sold to the East Anglian Health Authority by Martin Kemp of Colney Developments and the building of the hospital was followed – after a spate of planning applications - by a link road through to the A11/A47 interchange and then, by the building of a large housing development alongside the link road (see Box A1.1). The latter must have been highly profitable for the owners of the land.

	Box A1.1 The development of the land close to, and south of the NNUH 

The Highway Agency has refused to allow a link from the NNUH directly to the southern bypass – the A47 road which bypasses Norwich to the west and to the south and which then leads on to Great Yarmouth. This meant that road access to the NNUH was inadequate and in September 2004, planning permission was given for a link road from the hospital at Colney through to the A11 close to the interchange with the A47. The link road was opened by the Chair of Norfolk County Council in March 2005 (see Norfolk County Council website – www.norfolk.gov.uk… - accessed in February 2008).  The September 2004 planning approval followed many planning applications for the land between the A11 and the hospital.  

Broadly these planning applications have been in two phases. 

The first phase was in the 1990s and concerned a series of applications from Tesco and Colney Developments for first, a petrol filling station and convenience store on a wedge of land just east of the southern bypass and north of the A11 and then for a filling station and a link road.  These planning applications were refused a number of times. 

The second phase was from about 2001 and concerned applications for a housing development (750 houses) and associated services from the Cringleford Consortium of Landowners with the project coordinator being Michael Falcon of Property Solutions. There was also an application for a link road. In August 2004 planning approval was given for both the housing development and the link road.     




At that time, in 1989, it had been planned to maintain the hospital at St Stephen’s and to build a new hospital at Colney Lane. This would have provided an aggregate of about 1650 beds, with 920 beds at Colney Lane (see NNHCT, 1994, 6 and NHA 1992, 2) and more than 700 at St Stephen’s/West Norwich. In February 1990, ‘approval in principle’ was given by Kenneth Clarke, the Secretary of State for Health, for the construction of a new 920 bed hospital at Colney Lane at an estimated construction cost of £104 million (but still with the St Stephen’s hospital being kept open) (NHA 1992, 2).  However there was concern about a split site and about the large increase in the number of beds, given changes in clinical practices (NNHCT 1996, 21).

A1.3 
The Outline Business Cases of 1993 and 1994; downsizing and the introduction of the PFI 

Greenaway et al 2007 report that between 1990 and 1992 a new phase started with the arrival of a new chief executive of the District Health Authority. The new chief executive was David Walker and coinciding with his appointment was the view that two hospitals (one at Colney and one at St Stephen’s) would be inefficient (page 722). In 1990/91, a reassessment of the St Stephen’s site was carried out. The cost of achieving necessary electrical, mechanical and building work to bring it up to an acceptable standard was put at £15.3 million at 1991 prices (NHA 1992, 10) and in 1991, the plans for a split site were put on ice after the Government requested a review of possible services at Colney (Eastern Evening News, 24 April 1997).  Five options were considered, namely  

· little change; 

· rationalisation on two sites (St Stephen’s and West Norwich); 

· rationalisation on two sites (St Stephen’s and Colney Lane and the closure of West Norwich); 

· concentration on St Stephen’s only; and 

· concentration on Colney Lane only (NHA 1992, 4). 

In spite of the first option being the cheapest, the fifth option (a new hospital at Colney Lane and the closure of St Stephen’s and the West Norwich hospitals with a combined sale value of £12 mn) was recommended in March 1992 (NHA 1992, 19,20). The recommendation was for a new hospital of just over 1000 beds for acute general and acute mentally ill patients costing £147 mn (for buildings and equipment) (NHA 1992, 19). The NHA also recommended a period of public consultation on the issue from March to June 1992 (NHA 1992, 8, 24) 

A majority of the hospital consultants quickly accepted the case for a single site in spite of many being fond of the old city centre hospital (Greenaway et al 2007, 723 and P&TC, June 1996). The Consultants’ Committee employed Savills (the estate agents) to show that land values and their sale would make the Colney option the cheapest and most cost-effective choice
 (Greenaway et al 2007, 728).  Pressure against the retention and redevelopment of St Stephen’s hospital was assisted by a study carried out by the Department of Health in conjunction with architects, Povall Worthington, which reported to show that the concept was unrealistic and too expensive (see Eastern Evening News, April 24, 1997(sic))
.     

In 1993 an Outline Business Case (OBC) was submitted which envisaged the development of a 1090 bed hospital on the Colney site (including Mental Health) at a total capital cost of £150 mn (NNHCT 1996, 21) and with the closure of the St.Stephen’s and West Norwich hospitals. Although this OBC was reported to be rejected by an Evaluation Panel (it appears because of it being too big), the NNHCT stated that; “there has been full public consultation on the proposal to provide one DGH at the Colney Lane site [and} closing the Norfolk and Norwich and West Norwich hospitals which was not opposed and was supported by the Community Health Council” (NNHCT 1996, 4)     

But it was now, in the early 1990s, that the rules of the game were changed in the form of the introduction of the Private Finance Initiative (PFI). It was also in 1994 that the NNHC Trust was formed and “the responsibility for taking the project forward lay with the newly created Norfolk and Norwich Trust and not with the DHA” (see Greenaway et al 2007, 723). Furthermore as Greenaway et al point out, the new chief executive of the Trust (Malcolm Stamp) was a forceful, political actor.     

In October 1994, another Outline Business Case was submitted, this time by the Trust. This one was different in two important respects from the one presented a year earlier. The proposal was for a much smaller hospital (779 beds) and it was to be financed by the private sector (NNHCT 1994, page 8 and Appendix III).  This smaller hospital was compared with three other alternatives, namely;

· doing nothing;

· rationalising the St Stephen’s/West Norwich hospitals, and with a total of 820 beds; and, 

· concentrating on the one site at St Stephen’s providing 743 beds (NNHCT 1994, page 1, Chapter V and Appendix III, and UK Parliament July 1999, para 223)

The Net Present Values (at a discount rate of 6% pa) of all four alternatives were very close to one another  - all at close to £1.55 bn (NNHCT 1994, 31 and Appendix VI). The capital cost at Colney Lane was estimated at £123 mn at November 1994 prices. The sale value of the St Stephen’s and West Norwich hospital sites was given as £7 mn. 

The recommendation of the 1994 Outline Business Case (OBC) (a new hospital at Colney Lane to be financed under the PFI but with 701 beds) was approved in January 1995 by the Anglia and Oxford Regional Office of the NHS Executive (NNHCT 1996, 24).  Following this decision, the newly-created Trust Board decided not to take ownership of the land and buildings at the St Stephen’s and West Norwich hospitals but from then on to rent them back from the Secretary of State for Health (NNHCT 1996, 16). This resulted in fixed assets with a value of £68 mn being written off the Trust’s Balance Sheet (NNHCT 1994/95, 50) 

A1.4. 
Downsizing; clinical changes or affordability? 

Clearly there had been massive changes between 1989 and 1994 in the planned size of the hospitals under the control of the Trust. The proposed number of beds had gone from 1650 beds in 1989 down to 701 in 1994. What were the reasons for more than halving the proposed number of beds in five years? 

There are two interpretations. The reasons officially given were that; 

· there had been major changes in clinical productivity (shorter stays for in-patients and more day surgery), and;

· there would be no mental health in-patient provision at the Colney Lane site (to be provided instead by the Norfolk Mental Health Care NHS Trust).  

Changes in clinical productivity had taken place over a long period. The average length of stay at the St Stephen’s hospital had been successively reduced from 31 days in 1901, to 22 days in 1924, to 19 days in 1938, to 5.9 days in 1990/91 (Cleveland 1948, 28 and NHA 1992, 9). The last figure excludes mentally-ill patients and NHA 1992 expected it to fall even further to 4.4 days by 1995 (NHA 1992, 9). 

But this was extremely optimistic given that the average length of stay at the national level was beginning to level out. A report in 2004 by the Office of National Statistics showed that the average length of stay in hospitals in England had fallen from just under 8.5 days in the early 1990s to about 7 by 1997 but it had remained at 7 over the next five years through to 2002/03 (Office of National Statistics 2004, Chart 6) 

Furthermore the 701 beds proposal was at the very bottom level of the estimated requirement being predicted in the first half of the 1990s. In 1994 a survey of bed requirements had been carried out by Stuart Wooler of the London School of Economics and Dr Bill Kirkup of NHS Executive Northern and Yorkshire Regional Office.  The Wooler/Kirkup study was carried out at the request of Paul Kemp (Director of Finance and Performance, Eastern, Department of Health) and it gave three ‘demand scenarios’ – a low (701 beds), a medium (of 790 beds) and a high (910 beds) (NNHCT 1994, Appendix 1).  Clearly the figure chosen in 1994 was at the lowest end of this demand projection. 

So changing clinical practices could not justify the massive downsizing. An alternative explanation for the downsizing is one of affordability – namely, that the size of the hospital was being squeezed to fit what the Trust’s budget could afford in the light of the higher cost of PFI capital. This was alleged to be the case across the country (see Pollock and Dunnigan 2000 and Sussex 2001, 67).  It was being argued that, in the second half of the 1990s, PFI schemes were being designed on the basis of lower projections of growth, greater reductions in lengths of stay and higher levels of occupancy than national trends could justify.  It was suspected that; “the severe downsizing of NHS hospitals in PFI schemes is partly in order to leave room for a higher private sector cost of capital” and Jon Sussex added that;  “This interpretation is supported by unattributable conversations the author has had with NHS managers and their management consultant advisers involved in PFI schemes” (Sussex 2003, 71).       

Thus there are firm grounds for thinking that the size of the Norfolk and Norwich University Hospital (NNUH) was being squeezed to match expensive PFI projects to the budget. The Select Committee on Health has said that; “What is not in doubt is the fact that lack of transparency in the PFI process has been partly responsible for the impression that PFI can be equated with a reduction in the number of beds” (UK Parliament 2002, paragraph 77). This was certainly true of the discussions about the NNUH in the Select Committee in 1999. There was considerable confusion caused by the testimony of David Stout (then Director of Resources at the Norfolk and Norwich Health Care NHS Trust) before the Committee in May and July 1999. He confused the value for money and affordability arguments by claiming that there would be a saving from having fewer beds in the new hospital than in the old hospitals being replaced (see UK Parliament May 1999, paragraph 55)  

The suspicion that the proposed size of the NNUH was being squeezed to fit the high cost of money is reinforced by what happened following the approval of a 701-bed hospital in 1994, namely a rapid increase in the proposed size – first, to 809 beds in September 1996 and then to 953 beds in December 1999. And yet in spite of these increases, in 2001, the NNUH was said to be not alone among recently completed PFI hospitals in running at an undesirably high level of capacity that was adversely affecting its performance (PPP Focus; Health quoted in Edwards P et al 2004, 146). Between 2003 and the beginning of 2005, the NNUH was said to be operating at an average occupancy of over 90% compared to a national average of about 86% (NNUHT March 2005,21 and NAO 2005, 11)
.  

Now the next sub-section returns to the chronology

A1.5
The Full Business Case of 1996 – value for money or fiddling the figures?

In 1995, approval had been given for a 701-bed hospital at Colney, but in 1996, planning permission had to be re-sought since the 1988 planning permission had by now lapsed and in any case new factors such as the closure of St Stephen’s were involved (Greenaway et al April 2004, 12). The Keep Our Hospital In Norwich (KOHIN) campaign (formed in 1996) gained some publicity by persuading Michael Innes, a respected local architect, to demonstrate how it would be possible to renovate the St Stephen’s hospital, with adequate car parking, on the existing site (Greenaway et al April 2004, 12; see also Eastern Evening News, 24 April 1997). But powerful Norfolk-based interests were by now in favour of the Colney Lane site (see Greenaway et al April 2004, 13) as was the South Norfolk District Council (SNDC). In 1995 the South Norfolk Planning Officer had written to John MacGregor (MP for South Norfolk) that “my brief is to do everything possible to secure the approval of the hospital proposal on the Colney site” and, in 1996, at a SNDC planning meeting discussing the Colney site, the chair of the Norwich City Planning Committee had been allowed only three minutes to present the concerns of the City Council (Greenaway et al 2007, 728 and 731).     

Thus, in early 1996, a Full Business Case (FBC) was submitted by the NNHC Trust for a new District General Hospitalm, this time with 809 beds, to be built at Colney Lane and financed by Octagon Healthcare (NNHCT 1996,4). The hospital was expected to be completed by 31 December 1999 with the contract running for 60 years (NNHCT 1996).  The terms on which the Trust could terminate the contract were (at this stage) not clear. The FBC implied that the Trust would have the right to terminate the headlease after 30 years on payment of £10 mn (in 1/4/95 prices) to Octagon Healthcare (NNHCT 1996, 36), whereas from the Select Committee on Health hearings about the NNUH, it seemed that the Trust could pull out after 30 years and lose nothing (UK Parliament May 1999, paragraph 70). If the Trust did not want to terminate the contract after 30 years and instead let it run for 60 years, it was stated that the block contract value of the usage fee payments would be reduced by 65% for the remaining 30 years of the contract period (NNHCT 1996, 38).

The financial calculations for the FBC were done by Hambros Bank Ltd., the principal adviser to the Trust, but the FBC was a confusing and confused report. The NPV (at 6% pa) of costs (all costs, including clinical costs) for the Public Sector Comparator (PSC) was given as £1.64 bn only about £10 mn (or 0.6%) more than the NPV of costs for the Privately Financed Option (PFO) (NNHCT 1996, paragraph 602)
. The cash flows and the present values (at a discount rate of 6% pa) of the two alternatives were set out on pages 42 and 43 of the FBC.  

It is pretty obvious that the figures were manipulated by Hambros and the Trust to make the Privately Financed Option (PFO) appear to be the best option. First the construction period of the Public Sector Comparator (PSC) was assumed to be about twice as long as that of the PFO (NNHCT, 1996, 42, 43). In spite of the 6% pa discount rate, this longer construction period added to the PSC’s present value because of the 6.15% annual inflation rate assumed for the PSC capital costs, the annual rent of £6.347 mn. charged on the old hospitals and the higher operating expenses assumed for the old hospitals (NNHCT 1996, 43 and Appendix 4). Clearly though, this longer construction period was by no means sufficient to make the PFO the best option. A second adjustment had to be made. A cost overrun of 34.22% was assumed for the PSC (NNHCT 1996, appendix4).  Note the precision of this. Not 34%. Nor 35%. But 34.22%. This was sufficient to push the PSC capital cost (excluding equipment costs) up from £108.4 mn to £145.5 mn. The £145.5 mn was then raised to £223.3 mn by the assumed inflation in building costs (over and above the retail price index) of 6.15% pa. (NNHCT 1996, appendix 4). 

As we have seen, the two adjustments together were just sufficient to make the private option the best one. But only just. The private option had to be best since the public sector alternative was not a real alternative. The government were not intending to finance the new hospital.  

The capital costs of the PFO were not given separately in the Full Business Case (FBC). Instead, in the FBC, the capital costs were charged through an annual usage fee (for example £20.1 mn for the year ending 31 March 2001) included with the other annual operating expenses (including an annual service fee of £8.8 mn for the year ending 31/3/2001). However some details of the capital costs of the PFO can be derived from the Minutes of Evidence of the Select Committee on Health. As shown below (in table A1.1) these are shown as totalling £214 million. 
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The calculations at a 6% pa discount rate 

The calculations at a 3.5 pa discount rate 
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Capital 
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Capital 
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PV of 

sale of

costs 
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at 6%pa 

cash flows 

sale of
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flows
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cash flows 
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at 3.5%pa

assets 
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(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

(£mn)

Option 1 (the PFI alternative) 

Option 1 (the PFI alternative) 

0

-6.8

-6.8

1.00

-7

0

-6.8

-6.8

1.00

-7

1

0

0.94

0

1

0

0.97

0

2

0

0.89

0

2

0

0.93

0

3

-1.2

-1.2

0.84

-1

3

-1.2

-1.2

0.90

-1

4

-4.1

6.8

2.7

0.79

2

4

-4.1

6.8

2.7

0.87

2

5-32

-3.0

-3.0

10.55

-32

5-32

-3.0

-3.0

16.63

-50

33

-2.2

-2.2

0.15

0

33

-2.2

-2.2

0.37

-1

34-60

-1.7

-1.7

1.80

-3

34-60

-1.7

-1.7

6.96

-12

Total 

-41

Total 

-68

Option 2 (the publicly-financed alternative) 

Option 2 (the publicly-financed alternative) 

0

-6.8

-6.8

1.00

-7

0

-6.8

-6.8

1.00

-7

1

0

0.94

0

1

0

0.97

0

2

-7.1

-7.1

0.89

-6

2

-7.1

-7.1

0.93

-7

3

-1.21

-6.7

-7.91

0.84

-7

3

-1.21

-6.7

-7.91

0.90

-7

4

-3.60

6.8

-1.9

1.3

0.79

1

4

-3.60

6.8

-1.9

1.3

0.87

1

5-32

-1.84

-1.84

10.55

-19

5-32

-1.84

-1.84

16.63

-31

33

-1.54

-1.54

0.15

0

33

-1.54

-1.54

0.37

-1

34-60

-1.32

-1.32

1.80

-2

34-60

-1.32

-1.32

6.96

-9

Total 

-41

Total 

-60

The PFI alternative is marginally better!! 

The publicly-financed alternative is much better!! 

Source; NNHCT 2000


In brief, the 1996 Full Business Case (FBC) was a shambles. Many times the Select Committee on Health complained about the Norfolk and Norwich Health Care Trust being excessively secret in its presentation of the FBC (see UK Parliament May 1999 paragraphs 31, 42). Even now, in 2009, the first page of the copy of the Full Business Case, available in the public library, is stamped with “Confirmed for Public Use”. As the Chair of the Select Committee on Health put it; “In other words, the full business case does not tell us the full business case” (UK Parliament May 1999, para 20) 

A1.6
The selection of Octagon Healthcare  

In February 1995, the Trust had invited expressions of interest from qualified consortia for the construction, part-operation and financing of a hospital to be constructed at Colney in accordance with the PFI (FMA, February 2005, 7)  

In 1996 three private sector tenders were considered from; 

· Octagon Healthcare

· Health Care Management Group 

· Pentland Health Care  

At that time Octagon Healthcare was said to be a special purpose limited liability company consisting of John Laing PLC and General Healthcare Group PLC. The latter was a subsidiary of Général de Santé International PLC owned by Compagnie Générale des Eaux, a major French company (NNHCT 1996, 35). In addition to these primary shareholders, Octagon Healthcare was said to have the added credibility of third party investors, namely 3i and NatWest Ventures. According to page 36 of NNHCT 1996, the proposed funding to be raised through Octagon totalled £173 mn of which £148 mn (85%) was senior debt, £20 mn (12%) was subordinated debt and £5 mn (3%) was equity. 

By the time of the January 1998 Project Agreement, Octagon Healthcare had changed, consisting of John Laing (as before) for the building but with Serco Systems providing the non-clinical operating services

A1.7
The NNUH – the construction of a flagship PFI and a U-turn on beds

The NNUH was the one of the first hospitals to be built from scratch under the PFI - indeed it has been described as a ‘flagship’ of PFI policy (see Greenaway et al 2007, 726). In March 1996, the Full Business Case for a 701-bed hospital was approved by the East Norfolk Health Commission and in April 1996 it was also approved by the NHS Executive and the Treasury (NNUH website). In June 1996, South Norfolk District Council granted full planning permission but at about the same time there was an upward revision of the plans for the hospital at Colney from 701 beds to 809 beds (FMA February 2005, 9 and NNUH website). In September 1996, the additional 108 beds were approved and the planning permission amended (NNUH website). 

In November 1996, the Trust signed a commercial contract with Octagon Healthcare to build the hospital (Eastern Evening News 24 April 1997). 

With the advent of the ‘New Labour’ government in 1997, there had been a strong endorsement of PFI at the national level and “deputations from Norwich were warned that if the Colney deal failed to go ahead, there would be no realistic hope of a hospital in the near future” (Greenaway et al 2007, 726). This was a realistic fear since, in 1997, Alan Milburn, the  then Health Minister, proclaimed “it’s PFI or bust”. In other words, if local health officials did not agree to PFI, a hospital wouldn’t be built (Channel 4 website, accessed in November 2006).              

In January 1998, the financial contract for a hospital with 809 beds was signed with Octagon Healthcare
 (Annual Accounts 2002/03, 36). On the day that the deal reached financial close, the then Health Minister, Alan Milburn, stated that; “They will now get the brand new hospital for the 21st century that they deserve” (Smith 1999, 24). The contract term was 60 years from the date of completion of 14 August, 2001 (NNUHT September 2004, 3). 

Site work on the NNUH started in January 1998 - at about the same time as Tony Blair, the new Prime Minister, announced from Tokyo that agreement had been reached on a new hospital in Norwich. In September 1998, the foundation stone for the new hospital was laid by the then Secretary of Health, Frank Dobson. 

By April 1999 the number of beds proposed had risen to 953 from the 809 of September 1996 and in September 1999, planning approval was given for the additional 144 beds (PA February 2005, page 238). In December 1999, the Trust submitted a Supplementary Case for the additional 144 beds. The Supplementary Case stated that the reason for this increase was a much faster rise in demand than previously expected. In October 1996, the number of in-patients plus day cases (at the two Norwich hospitals plus the small hospital at Cromer) had been forecast to be 84,700 by 2002/2003 but between 1995/96 and 1998/99, the actual total had already risen from 89,700 to 95,800 (NNHCT 1999, 4, 5) and the figure for 2002/2003 was being forecast as 102,800 (page 5). 

In June 2000, an addendum to the FBC was formally submitted by Newcourt Capital on behalf of the Trust.  Three options were presented for the expansion, as follows; a PFI-funded option; a publicly-funded option but with Octagon maintaining the expansion; a publicly-funded expansion but one delayed until after the completion of the 809 bed phase. The best value for money (using a 6% pa discount rate) was claimed for first of these options (the PFI option). But once again the PFI option would have been inferior at a 3.5% pa discount rate (see table A1.2 on the next page) 

It is pretty clear that the comparison was not a serious one. On paper a publicly-funded option was being considered to provide the four extra wards (or 144 beds), but the Regional Office of the NHS Executive concluded that there is “little likelihood of public capital becoming available, even in 2001/2002 for this scheme” (NNHCT 1999,10). 
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Payments by NNUH Trust ....

Total receipts by Octagon 

actually paid under 

committed to

Healthcare  

 the PFI contract and 

Octagon Healthcare 

included in the  

in the previous year's

operating expenses 

accounts 

(a)

(b)

(c)

Year ending 

£mn

£mn 

£mn

Year ending 

48.3

31-Dec-98

71.6

31-Dec-99

61.7

31-Dec-00

31-Mar-02

20.7

24.0

42.1

31-Dec-01

31-Mar-03

38.5

29.3

29.5

31-Dec-02

31-Mar-04

37.6

40.7

30.4

31-Dec-03

31-Mar-05

37.9

37.3

29.7

31-Dec-04

31-Mar-06

39.3

39.0

27.4

31-Dec-05

31-Mar-07

41.0

41.0

23.7

31-Dec-06

31-Mar-08

42.6

42.7

24.4
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Sources and notes 

(a) Payments under the PFI scheme by the NNUH Trust to Octagon commenced on 15 August  

2001 (Annual Accounts 2002/03, 36). The actual payments and commitments are given in the  

Annual Accounts of the NNUH Trust (see table 9.3) 

(b) These are the annual commitments under the PFI scheme as given in the  

Annual Accounts for the previous year (see also note a) 

(c) These are the annual turnover figures for the Octagon group, as given in their accounts 

(as obtained through FAME company reports) 


Thus it is hardly surprising that the expansion was funded using finance from Octagon Healthcare (NNHCT 1999, 1) with an increase of £1.5 mn pa in the usage fee. The contract variation was approved by the NHS Executive in July 2000 (Annual Accounts 2002/03, 36) and in that month the contract variation covering the additional 144 beds was signed (Annual Accounts, 2002/03, 36). The phase 1 construction cost (for 809 beds) was given as £143.5 mn and the phase 2 construction cost (for the additional 144 beds) was given as £16.5 mn (PA, February 2005, 28,29) but the breakdown of the construction cost is not given in the public version of the Project Agreement. That page (Schedule 5, Appendix A of PA February 2005) is left blank. In 1999, the total capital cost (including development costs and interest during construction – see the earlier table A1.1) had been given as £214 mn (UK Parliament, July 1999, para 226) for 809 beds, whereas in the Annual Accounts of 2002/03 (page 38) and on the NNUH website, the value of the project was given as £229 mn.  The number of beds is 987.  

A1.8 
The completion and opening of the NNUH 

In 2000, the Government announced that the new hospital would be a University teaching hospital and as a result, in January 2001, the NNHC NHS Trust was renamed the Norfolk and Norwich University Hospital NHS Trust. In September 2002, a medical school with an intake of 1000 students was started as a joint venture at the NNUH with the University of East Anglia, James Paget Healthcare NHS Trust, Norfolk Mental Health Care NHS Trust, and Norwich Primary Care Trust (Annual Accounts 2002/03, 18) 

Payments by the Trust to Octagon commenced in August 2001 (Annual Accounts 2002/03, 36) and the Phase 1 Date of Completion of the hospital was 8 January 2002 (NNUHT 2003, 6) but according to the Annual Accounts of 2002/03 the first phase of the move to the new NNUH began in November 2001 with the completion of 809 beds (page 18). The Phase 2 Date of Completion was 8 November 2002 and the second phase of the move began in December 2002 (Annual Accounts 2002/03, 18). The move from the old hospitals was completed in January 2003. In February 2003, a new 36-bed surgical ward was opened (as a result of the conversion of office space), bringing the total number of beds up to 989  and in February 2004, the NNUH was opened ‘officially’ by the Queen (NNUH website). 

According to the NNUH website (accessed in 2009), the NNUH hospital now has 987 beds compared to the 1207 beds of the two hospitals that it replaced. Thus the new hospital has 18% fewer beds than the two hospitals which it replaced. 

The West Norwich Hospital is now the Norwich Community Hospital – run by Norwich Primary Care Trust – while the non-listed buildings on the St. Stephen’s site have been demolished, the site having been sold to  Persimmon for the building of the ‘Fellowes Plain’ residential development (NNUH website). 

A1.9
The PFI contracts  

The documents for the Project Agreement (PA) and Facilities Management Agreement (FMA) govern the relationship between the NNUH Trust and Octagon Healthcare. These documents are not available in uncensored form in spite of the Freedom of Information Act. The information that follows is obtained from ‘conformed copies’ of the two Agreements. ‘Conformed’ means that there is certain crucial information left out on the grounds of ‘commercial confidentiality’.   

The Trust has had a direct relationship with McKesson under which McKesson have provided information technology and related network management and support services as well as some Financial Services. This agreement has now been replaced and the Trust has direct responsibility for the provision of some of the services (NNUHT September 2004, 6)

In turn there have been relationships; 

· between Octagon Healthcare and John Laing (now called Laing O’Rourke) for the construction of the hospital;

· between Octagon  and Serco (the Facilities Provision Contract);

· between Octagon and the Bond Managers (Security Trustees – HSBC Channel Islands Limited). There has been a ‘Senior Bank Facilities Agreement’ under which up to £197 mn was provided to the Project company (PA February 2005, 241) 

Octagon Healthcare Limited was formed as the project company in October 1995. It is a private company limited by shares (FMA February 2005, 7) and is a wholly-owned subsidiary of Octagon Healthcare Holdings (Norwich) Ltd which was formed in May 1997 (PA February 2005, Schedule 12). In 2005, the ownership of the equity shares of Octagon Healthcare in 2005 was given as follows; 3i group (25%); Innisfree Partners Ltd. (25%); Barclays Infrastructure Ltd. (25%); John Laing PLC (20%); and Serco Investments Ltd. (5%) (see NAO June 2005, 2). Note however that the ownership has shifted since 2005 and we come back to this in the last section of this appendix.  

Under the contracts, the Trust is due to make monthly payments to the Project Company (Octagon Healthcare). These are the monthly usage fee and facilities management charge. Total receipts by and payments to Octagon Healthcare between 1998 and 2008 are shown in table A1.3 below.  

It is not easy to understand the receipts figures for Octagon, particularly for the years 1999, 2000 and 2001. It is possible that for these years, the receipts cover money received from the bank loans to cover the cost of building the hospital but if so, it is odd that these are entered under the heading of ‘turnover’ in Octagon’s accounts. 

For the other years it is probable that the differences between the NNUH figures and those in the Octagon accounts are explained by two factors. The main one is that the payments by the NNUH include payments for the facilities whereas these are probably excluded from Octagon’s accounts. The latter probably include only receipts for the rent, plus possibly maintenance. In addition the accounting years of the Trust and of Octagon end on different dates which makes it difficult to reconcile the figures. 
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Unit and marginal prices (£)

Unit price 

Marginal 

Block 

Plus 

for the  

price 

activity 

or minus 

Block 

(+ or - 1)

(000)

(000)

Activity 

per bed-day (a)

57.646

2.261

162

40

per outpatient unit 

12.503

0.451

125

35

Sources; NNUHT 2003, 21 and PA February 2005, 377 

Note; (a) bed-day means the sum of Day-Case Attendances and   

In-patient Occupied Bed Days (PA February 2005, 10)  


In section A1.11 of this Appendix, we look at the accounts of Octagon in more detail. 

It appears that receipts from car parking charges at the hospital go to the NNUH Trust (see FMA February 2005, 146 where it says that the service excludes cash management). In August 2005, there was considerable controversy over the level of car parking charges. The accusation has been made that the hospital has been using its 3000-space car parks as a cash cow. In 2004/05, the income from the car parks to the Trust was £1.5 mn compared to about £365,000 a year spent on maintaining them (Eastern Evening News, August 20, 2005) but reductions in the charges have since been made. 

The bed-day and out-patients usage fees are rents for the occupation of the building. From 1 April 2003, the structure for the usage fee is as shown in table A1.4 below. Thus the usage fees vary according to the level of activity and they also rise with inflation. After 8 January 2037, they will be reduced by 65% (PA February 2005, 384) 

[image: image24.wmf]Table A1.5  Octagon Healthcare Group Limited - sales, expenses, profits and taxes 

- 1998 to 2007 (£mn) 

Turnover 

Total 

Oper.

Other 

Profit 

Interest 

Profit 

Tax 

exps. 

profit 

income 

before 

paid 

before 

year ending  

int. 

tax

Dec. 31…

1998

48.3

46.4

1.9

0.1

2.0

2.0

0.0

0

1999

71.6

65.7

5.9

0.1

6.0

6.0

0.0

0

2000

61.7

50.3

11.4

0.1

11.5

11.5

0.0

0

2001

42.1

30.0

12.1

6.3

18.4

13.4

5.0

1.4

2002

29.5

26.1

3.4

15.7

19.1

14.3

4.8

3.2

2003

30.4

21.0

9.4

16.2

25.6

14.7

10.9

1.8

2004

29.7

19.2

10.5

16.1

26.6

21.2

5.4

-1.2

2005

27.4

21.5

5.9

15.9

21.8

21.6

0.2

-0.6

2006

23.7

19.2

4.5

15.8

20.3

21.3

-1.0

-0.4

2007

24.4

20.2

4.1

15.8

19.9

21.8

-1.8

-0.5

Notes; The figures for the years from 1998 to 2003 inclusive are for Octagon Healthcare Holdings (Norwich) Limited 

while those for the years from 2004 to 2007 inclusive are for Octagon Healthcare Group Limited 


Every five years all the support services provided by the consortium are to be market tested (FMA February 2005, 66). This was due to happen for the first time on or before 14th August 2006 (NNUHT September 2004). The Trust would receive the first 2.5% of savings from market testing, the next 2.5% would be shared and any savings over 5% would go to the Trust (NNHCT 1996, 55) 

According to the FMA February 2005, the maintenance of the building was to be carried out by AHS Emstar PLC,a company registered in London (FMA 2005, 18). The maintenance fee after phase 2 is £152,000 per month or £1.82 mn. at April 1995 prices and adjusted in line with the Retail Price Index (PA February 2005, 385) 

In October 2002, work began on the renovation of existing staff accommodation and on new accommodation (144 bedded units at the NNUH site) with an estimated capital value of £10 mn. and a contract life of 50 years. The contract is a public-private partnership (PPP) scheme with Homewood Housing Associates (Annual Accounts 2003/04, 39 and NNUHT 2002). Also planning permission has been granted for a new nursing and midwifery school to be built on the hospital site (PPP 2004) 

Finally it is not clear whether and on what terms the Project Agreement and the Facilities Management Agreement (FMA) can be terminated by the Trust.

It is clear that the FMA can be terminated if the service is poor (see FMA February 2005, 83) but it would seem from page 84 of the FMA that a year’s fees have to be paid by the Trust. As far as the Project Agreement is concerned, it would seem that the Trust can terminate the contract on 8 January 2037, or on 8 January 2042 or on 8 January 2052 with a year’s notice being given (NNUHT 2003, 9). As for the period up to January 2037, it is clear that the contract can be terminated for Events of Default (such as the insolvency of, or bad performance by the project company) (PA February 2005, 158, 162) and on grounds of ‘Force Majeure’
 (PA February 2005, 423) but on what terms is not clear. It would appear that the Trust would have to pay off any outstanding debt, interest and the market value of the Project company’s equity (NNUHT 2003, Schedule 14, part 6 – see also the Beneficiaries’ Direct Agreement
). It may be that the Project Agreement cannot be terminated before January 2037 other than for Events of Default or Force Majeure but in the PAC report of 2006 it is stated that; “… if the Trust defaults, or chooses to end the contract, its liabilities will be the full amount of Octagon’s outstanding debt, payable as a lump sum” (PAC 2006, 10). Unfortunately (as the next section emphasises) Octagon’s outstanding debt was massively increased by the refinancing which was undertaken in 2003. As a result the amount payable by the NNUH Trust on termination of the contract has also been dramatically increased.  

A1.10 
The 2003 refinancing of the NNUH 

In December 2003, the NNUH project was refinanced through lower-interest-rate debt by Octagon Healthcare
 and the contract with Octagon Healthcare which was initially 34 years was extended to 39 years. The break point of the contract then became the year 2037 instead of the year 2032. According to a report of the Public Accounts Committee of the House of Commons, the gain from refinancing amounted to £129 mn of which the immediate cash gain to Octagon Healthcare’s investors was £95 mn (PAC 2006, 7). The gain to the NNUH Trust was £34 mn. but this was spread over the rest of the contract period. So the NNUH Trust’s share of the gain was £34 mn out of £129 mn or about 26% of the total.

How did the refinancing arise? It arose for two reasons. Firstly confidence by investors in PFI deals had grown between 1998 when Octagon signed the contract and 2003 when the refinancing took place. Secondly, between 1998 and 2003 interest rates in the UK had dropped (NAO June 2005, 10). These two factors made it profitable for Octagon to switch from bank financing to cheaper bond financing and the longer borrowing period and lower interest rates enabled Octagon to increase its borrowings from £200 mn. to £306 mn (PAC 2006, 7). 

Did Octagon gain from the refinancing?  Yes, hugely.  As stated above, the immediate cash gain to Octagon’s investors was £95 mn. and the PAC reported that the annual rate of profit to Octagon’s investors rose from an expected 16% before the refinancing to 60% after the refinancing (PAC 2006, 9). Not surprisingly, Richard Jewson
 (the Octagon Healthcare Chair at the time of the refinancing) was reported as saying; 

“We are pleased that the refinancing has been signed. Both parties have worked together to implement the refinancing in complete accordance with the Government’s guidelines and both of us will now benefit accordingly” (NNUH Trust website) 

The PAC reported that “The high rate of return to Octagon’s investors following the refinancing is in line with the Darent Valley Hospital refinancing…” (PAC 2006, 9). However it is worth noting that the PAC’s reported figure of 60% per annum could be an understatement of the rate of return since nowhere in its report does the PAC set out the year-by-year cash flows from and to Octagon’s investors from the time of the first investment. The rate of return was said by the PAC to be derived from Octagon’s financial records relating to the refinancing held by the Trust’s financial advisers, Royal Bank of Canada (PAC 2006, 9). How much detail was given to the National Audit Office and the Public Accounts Committee is not clear. I come back to this issue of the rate of return to Octagon Healthcare in the next and last section of this Appendix.     

Was the PFI deal a good one for the NNUH Trust?  No, it was a poor deal. The PAC reported that; “This refinancing produced a balance of risks and rewards between the public and private sectors which, even for an early PFI deal, is unacceptable” (PAC 2006, 4) and its summary stated that “we would not expect to see another Accounting Officer appearing before this Committee defending what we believe to be the unacceptable face of capitalism in the consortium’s dealings with the public sector” (PAC 2006, 3).

It is worth noting that as with other early PFI deals, this PFI hospital contract had placed no obligation on Octagon to share any refinancing gains
. The 26% of the refinancing gain accruing to the NNUH was in accordance with the voluntary code for sharing refinancing gains on early PFI deals which the Treasury had negotiated with the private sector in 2002
. 

The gain for the Trust is a reduction in the annual payments to Octagon of £3.5 mn a year in March 2005 prices (Annual Accounts 2006/07, 35)
.  

This gain is a small one in two senses as the PAC report emphasised.  Firstly it is small compared to the huge rate-of-return gain to Octagon Healthcare. Secondly, under the terms of refinancing of the contract, the Trust will find it more expensive to terminate the contract. As the PAC put it; “The Trust further contributed to the inappropriate outcome by accepting that, should it wish to end this contract early, its liabilities could now include all the additional borrowings Octagon used to boost its investors’ returns” (PAC 2006, 3). These additional amounts are not small. If, in 2008, the Trust wished to end the new contract, it would have to pay £300 mn instead of £150 mn under the old contract. If, it wanted to wait until 2018 to end the contract, the Trust would have to pay £257 mn in liabilities whereas there would have been no liabilities to pay in 2018 under the old contract (PAC 2006, 11).  The PC reported that “The Trust thought that objecting to the higher termination liabilities would have limited the amount of the refinancing gain but this belief was untested” (PAC 2006,13).   

It its 2005 report on the refinancing, the National Audit Office tried to justify the deal by comparison with later PFI deals by saying that “the benefits of a new hospital have been received earlier than in many other communities and the high rates of recent construction cost inflation have been avoided” (NAO June 2005, 3). The latter is a strange argument since the choice should have been not just about the timing of a PFI deal but about whether the hospital should have been financed by the private sector at all. It can be argued that if public sector finance had been used, not only would the construction cost inflation have been avoided but the hospital would have been financed at a much lower interest rate.   

This is what the argument should have been about, namely a comparison between private sector and public sector finance. Unfortunately as we have seen, there was little option for the NNUH Trust but to use private finance if it was to go ahead with the hospital. The NAO report states that the Trust was satisfied that the net benefits from a PFI procurement were at least as good as what might have been obtained from conventional procurement. However, on the same page, the NAO report implies that the Trust was in a hurry to close the deal with Octagon and as a result did not pressurise Octagon to seriously consider (cheaper) bond finance (NAO June 2005, 20). The NAO report goes on to say that;

“Decisions at that time [1998] were influenced by a wish to close this pathfinder deal which had already been significantly delayed, without further delay so as to promote the development of the market for PFI hospitals. The market was then in its formative stages and needed completed deals to create confidence in this new form of procurement” (NAO June 2005, 21) 

Thus it seems that the NNUH project was entered into as a pathfinder PFI project and as such was an outrageously expensive deal. A reasonable interpretation is that the NNUH Trust was told that if it wanted a new hospital then it would have to go down the PFI road, a road which was inherently expensive but one which was doubly so in the early stages of PFI. 

A1.11 
The profits of Octagon Healthcare 

In this section, I try to analyse the accounts of the Octagon group of companies. According to the accounts of the Octagon group for the year ending 31 December 2007 (and accessed by me in February 2008 and in April 2009), there are four Octagon Healthcare companies. Two of these companies were set up in 1997 and the other two were set up with the refinancing in 2003. 

The holding company is Octagon Healthcare Group Limited, incorporated in 2003. A wholly-owned subsidiary of this is Octagon Healthcare Holdings (Norwich) Limited, incorporated in 1997. There are two further subsidiary companies, namely  

· Octagon Healthcare Funding Limited, incorporated in 2003     

· Octagon Healthcare Limited, incorporated in 1995. 

As of December 31 2006 and 2007, the shares of Octagon Healthcare Group Limited were held as follows
; 









2006(%) 
2007(%)

· Canary Infrastructure Limited 


26.3

    0

· Innisfree Nominees Limited 


26.3

26.3

· 3i Infrastructure Seed Assets GP Limited 
26.3

26.3


· John Laing Social Infrastructure Limited 
21.1 

21.1

· Trillium PP Investment Partners Limited 
    0

26.3

· Total 






100

100

Table A1.5 below shows the sales, expenses, profits and taxes paid by the Octagon Healthcare Group. Unfortunately the published accounts hide as much as they reveal and, in particular, there are two questions which arise, namely; 

· What do the sales turnover figures represent in the 1998, 1999 and 2000 accounts when, in these years, the hospital had not yet started paying any fees to the Octagon Group? 

· Since 2001, there have been expenses of around £20 mn incurred in each year. It is clear that they do not consist of interest paid since the latter is accounted for separately. What do they consist of? 
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From the published accounts, it is difficult to discern the real profits of the Octagon Group. What we do know is that the shareholders’ funds at the year ending 31 December 1998 totalled £1.325 mn., and that in the year ending 31 December 2003 the dividends paid to these shareholders totalled £11 mn. (not shown in the table above). Thus in that year the shareholders were repaid their capital more than eight times over. Even if we allow for inflation in the intervening five years, the dividends paid were worth more than seven times the share capital (about £1.47 mn at 2003 prices). 

In fact of course the windfall profit to Octagon shareholders on the refinancing deal in 2003 was, as we have seen earlier, £95mn., £11 mn of which was paid to the shareholders in dividends with most of the remainder appearing in the Octagon balance sheet as intangible assets. Thus within five years, the share capital of about £1.47 mn (in 2003 prices) had been recouped more than seven times in the form of dividends and the £95 mn profit on refinancing in 2003 represented an annual rate of return on £1.47 mn of share capital (in 2003 prices), of more than 120% and this ignores the profits in 2001 and 2002 (see table A1.5 above).  

Appendix 2 
The Private Finance Initiative (PFI) and government debt 

A2.1 
The 40% fiscal rule and PFI debt 

In March 2007, the Guardian reported that the introduction of International Financial Reporting Standards (IFRS) by the UK government would lead to as much as £30 billion of PFI project liabilities being added to public sector net debt (PSND) (Ashley Seager in the Guardian, March 4 2008, 25 – see also Ruth Sutherland in the Observer February 10, 2008). The newspaper argued that this would threaten one of the Labour Government’s two fiscal rules, namely the rule limiting the debt (the PSND) to 40% of gross domestic product (GDP). 

According to the Treasury’s Pre-Budget Report of November 2008, the PSND-GDP percentage in 2006/07 was well below the 40 limit. It was about 36% (HM Treasury, November 2008, table B2 on page 189). PFI
 projects contributed only about £13 billion to this or a little over 1% of GDP
 (Kellaway, May 2008, figure 1). If a further £30 billion of PFI liabilities were to be added to PSND by changes in reporting standards, the PSND-to-GDP percentage would have been raised to something like 38 or even 39, thereby threatening to break the 40 limit.      

But it is worth noting here that in 2006/07, the debt-to-GDP percentage was already above the 40% limit when measured according to the Maastricht Treaty. Maastricht debt is defined as general government gross debt. It includes the debt of public corporations but excludes public sector liquid assets. At the end of 2006, the general government debt-to-GDP percentage was already above 40 at 43 (ONS, 31 March 2008, page 1) – well above the 36% figure given in the Pre-Budget Report
. 

A2.2 
The credit crunch and the breaking of the 40% rule 

Of course, now (in April 2009), these differences between the debt under Maastricht and debt in the Pre-Budget Report are insignificant in the context of the global credit crunch and the actions taken by the government to deal with the crisis. The Pre-Budget Report predicted that the 40% limit  would be significantly exceeded over the period from 2007 to 2013. The Report predicted that the PSND will rise from £527 bn in 2007/08 to £729 bn in 2009/10 to £1084 bn in 2013/14 (HM Treasury, November 2008, page 198).  As percentages of GDP, these are 36 in 2007/08, 48 in 2009/2010 and 57 in 2013/14 – that is far in excess of the 40% limit. 

Note that these percentages exclude the Government’s financial sector interventions
 (HM Treasury, Nov 2008, table 1.1), but even without these, the 40% limit is clearly smashed. In the light of these rises in the PSND, it is mildly amusing to read on page 15 of the Pre-Budget Report that “The government’s fiscal objectives remain unchanged. To achieve its objectives, the Government will depart temporarily from the fiscal rules until the global shocks have worked their way through the economy in full” (HM Treasury, November 2008). 

A2.3 
Back to PFI, public sector debt and the IFRS  

But if we go back to the period before the Pre-Budget Report, the government had set out the 40% limit and had managed to stay below it. This was pointed out in the Pre-Budget Report. Page 29 of the report stated that the PSND percentage had been reduced from 42% in 1996/97 to 36% in 2006/07 (HM Treasury November 2008). 

In this context, a major advantage of PFI projects was that they did not, in general, appear as part of PSND. 

So we come back to the issue of whether the introduction of International Financial Reporting Standards (IFRS) would bring more PFI projects into the PSND. In a two-page paper headed “Private Finance Initiative and public debt” and dated May 2008, Martin Kellaway of the Office for National Statistics denied that they would (Kellaway, May 2008, 21). As stated above, in 2006/07, PFI/PP projects contributed only about £13 bn to the PSND and Kellaway stated that “the introduction of IFRS will not lead to any changes in PSND” (page 21).  

Why not? Here I try to set out the reasoning as simply as possible using the two-page paper by Kellaway and an earlier, longer one by Chesson and Maitland-Smith of the ONS (November 2006). 

Looking at the PFI deals, the first question is; is the asset on or off the public sector’s balance sheet? Kellaway states that generally, if the deal is recorded as a public sector finance lease, it is judged to be on the public sector’s balance sheet and it is included in the PSND. What is a finance lease? It is a lease which transfers substantially all the risks and rewards of ownership of an asset to the lessee – that is, to the government (see Chesson and Maitland-Smith, November 2006, 28). Kellaway goes on to say that an asset is not on the public sector’s balance sheet when it is an operating lease (Kellaway, May 2008, 21) and, of course, this is when the risks and rewards are not transferred to the government.   

On page 29 of their paper (November 2006), Chesson and Maitland-Smith pointed out that there were 700 signed PPP/PFI deals in the UK with a capital value of £46 billion
. However less than 70 of these (that is, less than 10 per cent of the total number) are reported to be in the finance lease category (Chesson and Maitland-Smith, November 2006, 37). Within these 70 projects, only five NHS projects are listed. These are the NHS Trusts of Oxleas, Barnet and Chase Farm Hospitals, Queen Mary’s Hospital Sidcup, Bromley Hospitals and Buckinghamshire Hospitals.  The finance lease liability for these five is given as £229 million. No detailed explanation was given in the article as to why these five were included as finance leases and, conversely, why the vast majority of PFI projects in the NHS were assessed as operating leases. 

On the second page of his two-page article, Kellaway raises the possibility that under IFRS, many PFI projects would be transferred to the public sector’s balance sheet. But, he argues, European statistical rules are different from those of the IFRS. The European focus is on risks and the ONS accepts the judgements of government accountants as to whether the public sector bears the risks and rewards of the capital assets and whether the liabilities are contingent on the supply of services (Chesson and Maitland-Smith, November 2006, 27, 30). By contrast, the focus of the IFRS is on the control of the asset during the concession period, on the regulation of services and on what happens at the end of the concession period (Kellaway, May 2008, 22).  So Kellaway concludes that “any impact from IFRS in the financial statements of public sector entities will not automatically transfer into public sector debt” (Kellaway May 2008, 22)      

But if it did, are we really talking about £30 billion or very much more? Admittedly the capital value of PFI projects is given as £57 billion with £24 billion on the public sector’s balance sheet (see Committee of Public Accounts, June 2008, page Ev 11), so that there is £33 billion off the public sector’s balance sheet. But the future payments on all PFI projects are reported to amount to £181 billion or £100 billion in present value terms (Committee of Public Accounts, June 2008, page Ev 11). The latter is said to be arrived using the ‘standard discounting methodology’ which I take to mean using the Treasury’s discount rate of 3.5% per annum. It is worth noting that in 2006/07, £100 billion was about 8 per cent of GDP – enough to destroy the 40% fiscal rule even before the global credit crunch.   

A2.4 
Conclusions on PFI and government debt 

As we have seen, a major reason for the attraction of PFI to the Labour government has been to increase investment in the NHS while at the same time preventing the PSND/GNP percentage rising above 40. Considerably less than half of the debt of the PFI projects is reported to be included in PSND. For more than a half, the public sector is not deemed to be at risk.

The 40% target was an unnecessarily low target comparing with the Maastricht treaty target of 60% and actual debt/GNP percentages of more than 60% for France, Germany, Italy, Japan and the USA. Of course, such a target has, in the context of the financial and economic crisis of 2008 onwards, now been consigned to the dustbin of history. 

Thus a major motive behind a wasteful expansion of PFI projects in not just the health but other sectors as well has been rendered totally irrelevant by the sharp rise in debt as a result of the economic crisis. Thus the PFI, an initiative of microeconomic stupidity, was justified by a debt target which was unnecessarily low – a debt target now rendered irrelevant by a macroeconomic crisis brought about by the same incompetent government.     
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�  The addition of 1.5% pa, according to Andersen, was to reflect the macroeconomic constraints on borrowing (see Andersen 2000, 5). In fact this is incorrect. The addition, according to Mott McDonald, “…….included an allowance … to reflect the impact of risks in public sector procurement” (Mott McDonald  2002, 5). As Gaffney et al have pointed out, since the 6% is above the risk-free rate for government borrowing, then some element of risk is already impacted into the discount rate and therefore using 6% pa and then adding on an allowance of risk is double-counting and favours the pro-PFI argument (see Gaffney et al 1999)


� . Much higher average rates of return on equity and debt capital are quoted elsewhere in connection with the PFI. For example Serco has stated that “after-tax returns anticipated on equity and lending will vary according to the perceived risk profile, but are currently 15-20% on capital invested” (SERCO 2004, 46). 


� . The new Treasury guidance came into effect from 1 April 2003 (Department of Health, February 3 2003, para 5). The Department of Health pointed out that “Other factors which have been implicitly bundled up in the old 6% figure are dealt with explicitly and separately. The most important of these is optimism bias”  (para 20).  It is worth noting that the change in the discount rate came in 2003, three years after the Andersen report was produced.   


� . Many thanks to Peter Cockett of the Department of Health for pointing out the ‘tax effect’ to me. 


� . On March 4, 2008, the Guardian reported that many PFI companies have been transferred to offshore tax havens to reduce their tax. 


� . It is worth noting that if the project’s construction cost is not substantially lower as a result of being privately financed, it is unlikely that private sector would come out best when all the non-clinical costs are taken into account. Not only would the private sector have to provide catering and other non-clinical operating costs at about two-thirds the cost of the public sector comparator but it would need to be shown that these lower costs are the result of the private finance initiative. Otherwise the lower costs could be captured by a private sector contract for the catering and other services alone and the PFI contract for the building finance would be unnecessary.  Note that the gains need to be true efficiency gains and not simply the result of inferior terms of conditions of employees which a Retention of Employment Model and other regulations are designed to guard against (LRD 2003, 8).





 


� . The Unitary charge paid to the private sector in return for providing, maintaining and servicing the facilities typically has two elements; 


The annual Availability charge paid in return for the provision and use of the buildings; 


The Service charge payable for the Facilities Management Services (FMS) including cleaning, catering, and building maintenance. 


(see Department of Health January 2003, para 6.2 and Hellowell and Pollock 2007, 9)   


�.  As the paper by Pollock A et al 2007 points out, there has been a rapid escalation of capital cost estimates over the three stages of the PFI cases – that is between the Strategic Outline Case, the Outline Business Case and the Full Business Case (see Pollock A et al 2007, page 4)   


�.  For the example of the NNUH see section 5 of appendix 1 (A1.5).       


� . Audit Scotland/Accounts Commission found that the transactions costs associated with six PFI contracts for schools averaged about 10% of ‘core construction costs’ (2002, page 10)  


� . This consist of the sum of £1.2mn in 1995/96 and £1.9 mn in 1996/97 (Annual Accounts 1996/97, page 11); £2.6 mn in 1997/98 (Annual Accounts 1997/98, page 14);  £1.5 mn in 1998/99 (Annual Accounts 1998/99, page 17);  £2.4 mn in 1999/2000 (Annual Accounts 1999/2000, page 16); £2.2 mn in 2000/2001 (Annual Accounts 2000/01, page 17); and £0.9 mn in 2001/02 (Annual Accounts 2001/02, page 18). 


� . In 1989/90, land at Colney was sold to the Regional Health Authority by Mr Kemp of Thickthorn Farm. Since the construction of the NNUH, planning approval has been given for a link road and a large (750 house) development on the land between the hospital and the A11 highway (see the box in Appendix 1, that is Box A1.1).         


� . Pollock et al (1999) reported that “all of the first wave of PFI hospitals, for which figures are available, involve reductions in the number of beds” (quoted in Shaw 2004, 68)  


� . Note that there was also a sharp increase in costs – of  8.5 per cent in 2007 prices - between 1998/99 and 1999/2000, that is, in the pre-PFI period (see Table 9.1). A major component in this sharp increase was in ‘other costs’ which rose by £4.5 million in ‘money-of-the-day’ terms (again see table 9.1) and most of this was accounted for by £1.8 million in clinical negligence costs and £2.4 million in PFI set-up costs. 


� . The NNHC Trust was created in April 1994. It then became the NNUH Trust in January 2001 (see Appendix 1.3 and 1.8)  


� . The cumulative discount factor over 35 years at 3.5 per cent per annum is about 20. 


� . We do not need to adjust for the costs of moving from the old hospitals to the new. These costs were £7.5 mn in 2001/02, £4.6 mn in 2002/03 and £1.0 mn in 2003/04 (as shown in the Annual Accounts for these years). As we can see, there were no costs of moving in 2000/01 nor in 2007/08, the two years that we are comparing here. 


� . The costs of education, training and research are assumed to be the same as the income received under that heading in each of the years. I have no figures for the years from 1994/95 to 1998/99 inclusive. The figures for each of the years from 1999/2000 onwards are as follows;  £4.6mn in 1999/2000; £4.9 mn in 2000/2001; £5.9 mn in 2001/2002; £12.4 mn in 2002/2003; £10.8 mn in 2003/2004; £15.8 mn in 2004/2005; £17.4 mn in 2005/2006; £18.6 mn in 2006/2007; and £18.1 mn in 2007/08. The incomes for those activities are derived from the annual accounts of the NNUH Trust.  


�  The Primary Care Trusts (PCTs) were reorganised in February 2006 with the Norfolk PCT being formed from five former PCTs.    


� . In April 2009, the Eastern Daily Press disclosed that many thousands of  pounds have been wasted on the booking of private hospital beds that have sat empty. These beds were booked at  the Spire hospital which is situated less than two miles from the NNUH at Colney. (Spire Healthcare was formed in 2007 from the sale of BUPA Hospitals to Cinven, a private equity company and by May 2008, it had become the UK’s second largest private hospital provider – Spire website accessed in July 2008). The beds were booked “in a bid to relieve pressure on beds at the busy Norfolk and Norwich University Hospital”. However, the EDP went on to say, “NHS Norfolk bosses are still refusing to say how much the beds have cost” (EDP, April 8 2009)    


�.  Figures for UK corporate profitability were obtained from the website of the Office of National Statistics.  


� . One of the main shareholders is Carillion which announced in March 2005 that its £29 mn of investment in 18 PFI schemes – including the Darent Valley Hospital – was now worth around £83 mn – just under three times as much (Guardian March 10 2005)  


� .  It paid out £17.1 million in the (part-PFI) year ending 2001/02, plus (and as shown in table 9.3) a further £162.3 million in the subsequent six years (2002/03 to 2007/08). At 2007 prices, these payments are equivalent to £196.8 million, rounded to £197 million in the text above    


� . This is in line with figures from the balance sheets of Octagon Healthcare Group. In the latest balance sheet available (that is, for December 31, 2007,) Octagon’s long-term liabilities totalled £316 million. But these were £18 million less than a year previously so that as of 31 December 2008 they may well have been close to £300 million.


�  For more discussion of the networks in favour of, first, the Hellesdon and then, second, the Colney sites, see Greenaway et al 2007and the Eastern Daily Press of February 10 2005 


 


� .  Richard Jewson was the chairman of Savills from 1995 to 2004 and was the chairman of Octagon Healthcare (the company financing the hospital – see later) from 1998 to 2006 


�.  In its report the Department of Heath stated that the Norwich City Council were against the redevelopment of the St. Stephen’s hospital. This was not strictly true as was pointed out by the Eastern Evening News in 1997. The EEN stated that although Norwich City Council were against a 1600 bed hospital on the St.Stephen’s site, they were not necessarily opposed to a redevelopment at St. Stephen’s on a much smaller scale – such as that  being  proposed for Colney. Similarly the Department of Health/architects reported that the St.Stephen’s site could not be redeveloped easily if 1600 beds were required but they were not asked to look at the possibilities of a much smaller hospital at St.Stephen’s as was being proposed for Colney (Eastern Evening News 24 April 1997 and page 3 of � HYPERLINK "http://www.takeheart.co.uk/kohin/consult.htm" ��http://www.takeheart.co.uk/kohin/consult.htm� accessed on February 7 2008).     


� . In March 2005, it was reported that some patients were being diverted to another hospital 30 miles away because the NNUH was full (Eastern Evening News, 17 March 2005)  


� It is worth noting that at a 3.5% pa rate of discount (the rate now used by the Treasury), the present value of the PSC cost would have been £25 mn lower than that of the PFO    


�. Octagon were to sign the financial contract only in 1998 because the bankers were reluctant to provide the money until after 1997 when the legislation had been changed (Sussex 2001, 27 and Greenaway et al  2007, 733)      





� . Force Majeure includes war, terrorism etc (see PA February 2005, 423) .


� . The Beneficiaries’ Direct Agreement is an agreement between the Trust, HSBC Bank PLC, HSBC Investment Bank PLC and Octagon Healthcare. It was signed in January 1998 and amended by a supplemental agreement of July 2000. It is Schedule 4, Part 5 of the Project Agreement (PA 2005, 236-284)  


�. The Supplemental Agreement, following the re-financing, was signed by two directors of the Trust (Ann Osborn and Anna Dugdale) and by two directors of Octagon Healthcare (Moira Black and Nigel Middleton). 


 


� . At the time of the refinancing,  Richard Jewson was also chair of Archant (the newspaper publishing company) and of Savills (estate agents) as well as being  Pro-Chancellor of the University of East Anglia. In addition he is or has been deputy chair of Anglian Water Services, chair of East Port Great Yarmouth and chair of the East Anglia Art Foundation Executive Committee. Also Managing Director of Jewson (the building material company) and then chair of its parent company (Meyer International) from which he retired in 1993. In September 2004, he took over from Timothy Colman as Lord Lieutenant of Norfolk . In August 2004, Richard Jewson set up a company (the PFI Infrastructure Company) based in the Isle of Man to deal in PFI projects (Private Eye 23/7-5/8/04, page 11).  On 1 August 2006, he resigned as Chair of Octagon Healthcare. In 2007 he was non-executive chairman of PFI Infrastructure.      


� . In 2004, on a BBC File on 4 programme, Anna Dugdale (the then Director of Resources at the NNUH) said that; “I think that what’s really important to remember is we had nothing written in the contract, but at the end of this negotiation, we had a significant benefit which we didn’t have at the beginning” (BBC Tuesday July 6, 2004, p.7, transcript)


 


� . “The first NHS scheme where outstanding loans were successfully refinanced was at Calderdale in May 2002. Under the original terms of the contract the Trust would have been eligible for 10% of such savings; this was successful negotiated up to 30% … Under a new code of conduct published in October 2002 by the OGC the public sector will benefit from a 30% share of any refinancing gains in all similarly signed schemes. OGC produced guidance at the same time providing for a 50% share of refinancing gains in all new contracts” (Department of Health February 2004, page 1). The Office of Government Commerce (OGC) was formed after a review in 1999 by Peter Gershon who was then Chief Operating Officer in BAE Systems and a member of British Aerospace plc. His review into civil procurement in central government recommended the creation of OGC. His review was accepted by the then Chief Secretary of the Treasury,  Alan Milburn. The OGC is an independent office of the Treasury reporting to the Chief Secretary (� HYPERLINK "http://www.ogc.gov.uk" ��www.ogc.gov.uk�).  It seems that the splitting of the profits in the first place resulted from pressure from the National Audit Office “which embarrassed PFI companies and the government into making the compromise agreement to share the proceeds of refinancing windfalls” (BBC Tuesday July 6 2004, 11).  Note that from 2004, all PFI contracts were required to share refinancing gains on a 50:50 basis in accordance with the 2004 OGC guidance (Department of Health 2007, 214) and in 2008, the Government increased to 70% the share of receipts that it can claw back when projects are refinanced (Observer, 19 October 2008).         





�.  Roughly half of this £3.5 m consists of a reduction in the rent due to the extension of the contract, and the other half consists of a reduction in the rent as a share of the refinancing gain (see NAO June 2005, 11).


� . Private sector organisations involved in PFI contracts generally have close company status. A close company is, among other things, one that is under the control of five or fewer participants (Edwards P et al 2004, 12).  There may be tax advantages in for forming a close company  


�. In these notes PFI is used to encompass both Private Finance Initiative (PFI) and Public Private Partnership (PPP) projects. 


� . The majority of this £13 billion consists of debt in connection with the London Underground and with the Channel Tunnel Rail Link.  


� . For more on Government deficit and debt under the Maastricht Treaty, see Office of National Statistics, 31 March 2008. 


� . Some idea of the scale of this is given by the fact that the central government’s net cash requirement in 2008/09 is predicted to be about £94 billion higher than at the time of the 2008 Budget (HM Treasury November 2008, page 217). £94 billion is about one-sixth of the estimated PSND in 2007/08 and a little over 6% of GDP in the same year.    


�.  In a report of the Committee of Public Accounts produced in mid-2008, there was said to be over 500 operational projects under the Private Finance Initiative (Committee of Public Accounts, June 2008, page 1)   
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