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I gave oral evidence to the Committee on Tuesday November 10, 2009. However the session was very short – about 40 minutes for questioning both Allyson Pollock and me. As a result, I am submitting this supplementary evidence in an attempt to submit more detailed evidence than was possible on the 10th of November. The evidence is submitted in the form of a response to the questions sent to me before the hearing.

1. Could you provide a brief overview of what you see as the main problems of private finance projects in the health sector and what benefits, if any, private finance projects have brought? 

The benefits are non-existent, except of course to the shareholders of the companies financing the PFI projects. The rate of profit to some of these companies has been very high indeed. For example one of the most prominent companies involved in PFI projects is the Innisfree Group. The rate of profit (including directors’ remuneration in the profits) for the shareholders of Innisfree Limited between 1998 and 2008 has been more than 200% pa (see Edwards C, June 2009, 73). 

Similarly Cuthbert and Cuthbert, 2008 (page 10) found that the rate of profit for equity shareholders involved in the New Royal Infirmary of Edinburgh (a PFI hospital) is more than 3,000% pa.

The problems associated with PFI projects are considerable. They include; 

· higher capital cost  

· higher negotiation costs 

· higher indirect costs as a result of making PFI projects ‘affordable’

· distortion of treatment priorities

· poor value for money from making small changes 

· inflexibility in making large changes   

1.1 The higher capital cost 

The principal problem is that PFI has been very much more expensive than public financing because of what in practice has been a higher cost of capital for PFI projects. 

This might seem odd in the light of the written evidence of the National Audit Office. In the NAO’s written evidence to this Committee (see NAO October 2009, paragraphs 2.38, 2.39 and 2.40), it is stated that, up to the credit crunch in September 2008, private finance for PFI projects was available at between 1 and 2 percentage points above the Gilt rate. Over the ten years between 1999 and 2008 inclusive the average Gilt rate (the interest rate on government bonds) was 4.8 % pa (from an updating of table 4.2 in Edwards C, June 2009). This should imply that private finance would be available at an annual rate of between 5.8% and 6.8%. This is the rate at which senior debt would be available for PFI projects and since senior debt has generally accounted for more than 90% of total PFI capital, it might be expected that the average cost of capital for PFI projects would be close to the top of this range.  

Unfortunately there does not seem to be any evidence provided by the National Audit Office (NAO) of the actual costs of capital on PFI projects. If this is the case (that such estimates do not exist), it might be sensible for the Committee to ask the NAO to provide such estimates. 

In the meantime what is the evidence available from other sources?  

In general terms, the cost of capital (senior debt, subordinate debt and equity) on PFI projects seems to have been at least one and a half times the government’s cost of capital (see Edwards C, June 2009, 28). This general conclusion is backed up by the case studies of Cuthbert and Cuthbert, 2008 and by my own case study of the Norfolk and Norwich University Hospital (NNUH). 

The largest of the three PFI hospitals looked at in detail by Cuthbert and Cuthbert was the New Royal Infirmary in Edinburgh (NRIE). The capital raised by Consort Healthcare for the NRIE was £189 million and the average cost of this capital was 11.9% pa (Cuthbert and Cuthbert 2008, 5).  

I have looked in detail at the NNUH or at least in as much detail as permitted by the limited published information and by the Freedom of Information Act (restricted as it is by ‘commercial confidentiality’). The capital cost of the NNUH (including development and start-up costs) was £195 million and I estimate the nominal cost of capital to be 13.0% pa. 

These two large PFI hospitals were both constructed over the years from 1998 to 2001 inclusive. Over these four years the average yield on government bonds was 5.2% pa. Therefore the PFI cost of capital is more than twice as high as the government’s cost of capital in both cases (the ratio is 2.3 in the case of the NRIE and 2.5 in the case of the NNUH). 

These ratios need to be adjusted downwards if tax is paid to the government on the interest and profit received by the PFI companies.  This information is not available to me. The paper by Cuthbert and Cuthbert gives the Corporation Tax generated by the NRIE project as equal to £167 million or 22% of the rent payable but they state that this might be overstated since the ownership of several PFI schemes is registered in tax havens abroad and little or no tax may be paid (see Cuthbert and Cuthbert  2008,  pages 6, 10). I do not have information on tax paid on interest in the case of the NNUH. 

Clearly though, if the tax paid is 22% of the rent, then the cost of capital for the NRIE PFI project is reduced to 11.9% minus 22% = 9.3% pa and for the NNUH it would be 13.0% minus 22% = 10.1% pa

However even after these tax deductions, the after-tax ratios of the PFI cost of capital to the government’s cost of capital (of 5.2% pa) are 1.8 for the NRIE and 1.9 for the NNUH. 

Given a ratio of 1.8, a PFI hospital project is highly unlikely to provide value for money (VFM) to the taxpayer. For the taxpayer to get VFM from the project, the PFI company would need to build a hospital for just over half the construction cost of one built through public financing. This is highly unlikely. 

The upshot of this is that the cost of a PFI hospital (even if tax paid back on the interest and profits is deducted) will be very much higher than a publicly-financed one. The NNUH is a good example. In 1995/1996 - that is before the PFI contract had been signed - the Hospital Trust was paying an annual rent to the NHS of at least £8.4 million. This was sufficient (at the government’s cost of capital and over the PFI contract period up to 2037) to meet the cost of the new hospital (£195 million). 

Now move ten years forward to the year 2005. The PFI hospital had been built and the rent paid in that year to the PFI company (Octagon Healthcare) was £27 million. If the old rent had continued to be paid, in 2005 prices it would have been equivalent to £10.9 million. The PFI rent was two and half times as much as the ‘rent cost’ payable under a publicly-financed contract. 

To put this another way, the additional cost of the NNUH (in 1995 present value terms, using the government’s cost of capital and over the life of the project) will be £267 million. As a result of the PFI contract, the government is paying well over twice the construction cost of the new hospital.     

1.2 Higher negotiation costs. 

In addition to the higher cost of capital, it seems that the cost of negotiating the contracts of PFI hospitals is higher than the cost of negotiating publicly-financed hospitals. As stated in my earlier written evidence, the PFI set-up costs at the NNUH totalled £32 million, about a fifth of the base construction cost of £159 million and more than 16% of the full development cost (£195 million).   

1.3 Reduction in the number of beds leading to higher indirect costs. 

The higher PFI costs have led to hospitals being designed and built on a smaller scale than a realistic projection of demand would warrant. Why? To make the PFI hospitals appear ‘affordable’. 

This is true of the NNUH. Whereas in 1989 it was estimated that a new hospital would need 1650 beds to replace the two old hospitals, this had been shrunk to 701 beds by the mid-1990s so that the PFI contract would be ‘affordable’. Then once approval had been given for the PFI contract, the number thought to be required went back up again in the late 1990s – to its present size of just below a thousand. Even so, the new hospital has 18% fewer beds than the two old hospitals it replaced and the PFI hospital is on red and black alert with distressing frequency. As a result the new hospital functions at a very high occupancy rate and is unable to treat all the patients in its catchment area. The Primary Care Trust (Norfolk NHS) has had to buy in treatment from privately-run hospitals in the area. In 2007/08 the additional cost of this buying-in was £1 million (see Edwards C, June 2009, 12 and 67-70). 

This downsizing to make the PFI hospitals appear ‘affordable’ has not been limited to the NNUH. It has been widespread (see Hellowell and Pollock, 2009, 16)  

1.4 The distortion of treatment priorities  

Pressure to use PFI has led to too much emphasis on large new acute hospitals away from enlarged clinics at a time when the trend is towards day care treatment 

1.5 Poor value for money in making small changes. 

The National Audit Office has found that that PFI deals do not generally offer value for money when changes are made in operational projects. Smaller changes were relatively expensive and took longer to process than in non-PFI projects (see paragraph 5.26 of NAO October 2009)

1.6 Inflexibility in making large changes  

Peter Dixon, the chairman of University College London (UCL) hospitals, in his oral evidence to the Committee on the 10th of November, pointed out that a mix of publicly-financed hospitals and (more expensive) PFI hospitals creates difficulties. The existence of PFI hospitals with long contracts (35 years in the case of UCL hospitals) which cannot be closed without incurring considerable cost means that there will be a bias towards closing the publicly-financed hospitals even though the latter might be more suitable for other reasons (eg location).  

As the BMA has put it, in paragraph 1.8 of their evidence to this Committee; 

“On a regional level the inflexibility of PFI contracts means that Strategic Health Authorities (SHAs) are more likely to make economies at hospitals without PFI commitments. For example, it has recently been reported that South London and Kent planners have decided that of four hospitals battling debt, closures should occur at Queen Mary’s Hospital in Sidcup because the other three (Lewisham, Woolwich and Bromley) all have PFI repayment obligations”           

2. How far are your reservations about PFI over the mechanism itself and how far is the problem that government funding levels and procedures have not adapted enough to the shift to private finance projects? 

My reservations are about the mechanism itself.  As Peter Dixon put it on the Guardian website on 13th of November, 2009; “PFI is expensive and inflexible” and George Osborne, the shadow Chancellor, was quoted in The Observer of November 15 2009 as saying that PFI lacks transparency and fails to shift risk on to the private sector.  

PFI promotion is the result of a deliberate lack of government funding. Government funding has been restricted as part of a political process to meeting a target for the level of National Debt (see question 3 below).  However since the credit crunch, the absurd situation has arisen in which the government is itself lending to the private sector to complete PFI schemes (see paragraph 3.4 of the BMA evidence).     

3. Witnesses have told us that PFI has enabled a major updating of the NHS estate that would have not been possible otherwise. Do you agree?  

This is possibly true. But it is only true because of the peculiarity of New Labour’s fiscal rule that the proportion of public debt to GDP should be kept below 40%. Why the link? Because financing public investment through PFI was seen as a way of achieving this rule (see my earlier evidence and the foreword to the NAO’s evidence). 

The NHS was held back up to 1997 by underfunding under the Conservative governments of 1979 to 1997. The increase in NHS investment under the Blair and Brown governments has been admirable but most of it was financed through the PFI (over 2000-2007, about three-quarters of all new hospitals were PFI projects – Edwards C, June 2009, 6)

PFI has been attractive to the Blair and Brown governments because most of the PFI investment has been off-balance sheet and not included in the debt figures. Thus much of the expansion of the investment in the NHS has been through the PFI. This was much-needed investment but was only done through PFI because it linked up with a macro-economic policy tied to a very low debt-to-GNP target.  

4. Is the experience of the NNUH unusual or is it typical of PFI projects? 

The NNUH may have been slightly unusual inasmuch as it seems to have been even more expensive than other PFI hospitals. It was one of the first PFI hospitals and it may be that its cost of capital was even higher than for other PFI hospitals. It was financed initially through bank borrowing and when a refinancing in 2003 was effected and the contract was changed, the NNUH received only about a quarter of the refinancing gain. The chairman of the Public Accounts Committee has referred to this as the unacceptable face of capitalism (see Edwards C, June 2009, 95). 

At the same time, saying that the NNUH is unusual could be a little misleading because the research done on other hospitals suggest that most, if not all, PFI projects have been at much higher cost than publicly-financed ones and have experienced the other problems set out in my answer to question 1 above (see also Liebe and Pollock, 2009 and Hellowell and Pollock, 2009)  

5. Are your concerns about PFI in particular or the use of the private sector in health services per se?  

My concerns here are about the PFI, the subject of these hearings. 

6. Before 1991, hospitals did not pay a charge for capital. Do you believe that this was a better system of funding and if so why?              

At first sight, the use of a charge would seem to be better. 

As a Scottish Government website states; “Capital charges in the NHS were first introduced on 1 April 1991, subsequent to the White Paper "Working for Patients". The objectives of capital charging are to promote an awareness of the true cost of capital; improve decision-making on asset acquisition and disposal; promote an efficient use of assets; and recognise the cost of capital” (June 2003, accessed in November 2009)  
If these objectives are achieved, then so much the better. 

However it appears that capital charges have not been used through the tiers of NHS management according to an article in Accountancy Age 2007, as follows;   
“The capital charges from the ownership of fixed assets were not devolved to the managers responsible for employing the assets, leaving them as 'free goods' at the point of use. Diffusion had not taken place to any extent and only a minority of trusts thought that budgetary control over assets had improved.

The reforms were negatively perceived and had not been assimilated into the culture of the organisation. Evidence of a loose-coupled organisation was found, with numerous information sources used to make asset acquisition and disposal decisions. Limited use was made of capital accounting information in external reports”.

This lack of use through the tiers of management raise suspicions about the motives behind the imposition of capital charges (see Pollock and Gaffney 1998) 

7. Could you explain what you understand by risk pooling and whether the use of the private sector to deliver services puts it at risk?  

An example of risk pooling in the health sector is the Clinical Negligence Scheme for Trusts (CNST) under which Trusts pay in to a fund from which negligence claims are paid. The contributions from Trusts are related to the risks posed but in total they are less than commercial insurance premiums. 

Special arrangements have been made to allow Independent Treatment Sector Centres (ISTCs) to be covered through the referring Primary Care Trust’s membership. The system will be put at risk if the standard of service provided by the private sector is lower than that provided by the public sector and if this higher risk is not covered by higher contributions. 

8.  Optimism bias is commonly assumed when assessing the cost of projects. Do you have a view whether it is right for assessing a public sector comparator (PSC)? 

Optimism bias is discussed in chapter 5 of the Treasury’s 2003 Green Book  (Appraisal and Evaluation in Central Government).  The report states that 

“There is a demonstrated, systematic, tendency for project appraisers to be overly optimistic. This is a worldwide phenomenon that affects both the private and public sectors. Many project parameters are affected by optimism – appraisers tend to overstate benefits, and understate timings and costs, both capital and operational”.

The Treasury goes on to argue; 

“To redress this tendency, appraisers should make explicit adjustments for this bias. These will take the form of increasing estimates of the costs and decreasing, and delaying the receipt of, estimated benefits. Sensitivity analysis should be used to test assumptions about operating costs and expected benefits”.

From this, it follows that the any cost and timing estimates (for both the PSC and PFI alternatives) should include an allowance for optimism bias. 

As the Treasury puts it; 

“the adjustments should be empirically based, (e.g. using data from past projects or similar projects elsewhere), and adjusted for the unique characteristics of the project in hand. Cross-departmental guidance for generic project categories is available, and should be used in the absence of more specific evidence” 

But all too often the optimism bias estimates have been manipulated to justify the PFI alternative - see Edwards written evidence paras 5,6 and 7; Edwards C, June 2009 41 and 44; and Hellowell and Pollock 2009, 15. See also the written evidence of the National Audit Office where it states that the PSCs “are susceptible to manipulation and we often find problems with their implementation” (see NAO October 2009, paragraph 4.9 on page 46). 

The system is open to manipulation for two reasons; 

· In most cases, there has been no serious choice between the PFI project and the PSC so that that optimum bias has often been used to make the PFI a winner. An example of this was the optimism bias assumed in the Full Business Case (FBC) of the NNUH. A cost overrun of 34.22% was assumed for the PSC.  Note the precision. Not 35%. Nor 34%. But 34.22%. Unsurprisingly, in 1999, the Select Committee on Health complained many times about the FBC of the NNUH. As the Chair of the Committee put it; “In other words, the full business case does not tell us the full business case” (see Edwards C, June 2009, 86)

· It is fairly easy to manipulate the comparison since the PFI contract approval goes through a number of stages. Thus the PFI price may be shown to be lower than the PSC at the Outline Business Case stage (when initial approval is given) but once approval has been given the PFI price is free to rise and has done so. As Hellowell and Pollock 2007 (page 18) have pointed out, the average cost increases for 43 ‘prioritised’ schemes between the Outline Business Case stage and the stage at which contract were signed was 74%. The same point is made in the evidence of the National Audit Office when it says “VFM [Value for Money] is most at risk during the final stage of negotiations, when negotiation is with a single preferred (or final bidder) and competitive tension is at its weakest” (see NAO October 2009, paragraph 5.8) 

This last point means that is that it is not surprising to find that “most private finance projects are built close to the agreed time, price and specification” (see NAO, October 2009, paragraph 7, page 7). If the price and completion time are expanded during the final stage of negotiations, then there is inevitably a better chance of delivering close to budget and on time. 

9. We have heard that LIFT (Local Improvement Finance Trust) has generated greater innovation in the health sector than PFI.  Do you agree? Does the NHS LIFT partnership represent an improvement on PFI albeit meeting a different set of needs?  

I have no comments on LIFT. There seem to be very few studies of these schemes and I have no experience of them.  

10. We have heard from several sources that the presence of private finance has brought more rigour and clarity to the specification of new infrastructure. Do you agree?   

No, certainly not in the case of hospitals and it is hard to see why it should provide more rigour. And as the NAO puts it; “Sometimes we find that the process of tendering for PFI can hinder innovation and the design process” (NAO October 2009, paragraph 2.25). The NAO then gives four reasons in its evidence why this may be so.   

11. Are your concerns about private finance projects specific to the health sector or wider? If the former what is it about the health sector that make it unsuitable for PFI projects?  … and …

12. What system of public sector procurement would you like to see in place of PFI? 

My concerns are not specific to the health sector. There are similar concerns for other PFI projects. 

For schools, see the oral evidence to this Committee from Messrs Buxton and Kemp on 13 October 2009 – namely no choice about PFI projects and not a level playing field (qq 81 and 105); the lack of flexibility in PFI projects for maintenance (q 83); and the inflexibility of long-term PFI contracts (q 115).  
For roads, see Edwards P et al, 2004 (no relation to me). 

For rail, see the example of Metronet and the maintenance of London Underground. Metronet Rail was the brand of a public-private partenrship in the London Underground group that was responsible for the maintenance, renewal, and upgrade of the infrastructure on nine lines. This includes track, trains, signals, civil work and stations. In 2007/2008, the company went into administration and had to be bailed out by the government. In May 2008, the company was transferred back into public ownership under the authority of Transport for London. In June 2009 the National Audit Office estimated that the failure of the Metronet PPP contract had cost the taxpayer up to £410m adding that most of the blame for Metronet's collapse lay with the  consortium itself. The Guardian website states that “In effect, the cost to the taxpayer of Metronet's inefficiency is nearly £500m, which matches the cost in legal and consultant fees of drawing up the PPP structure” 

It appears that the standard PFI contract builds in such terms that the cancellation and buying back of the PFI contracts by the government are rendered unprofitable for the taxpayer.  As a result, the government is committed to a future repayment stream on PFI projects totalling £206 billion. This is the repayment stream resulting from more than 640 PFI contracts signed under the Labour Governments of the past 12 years (see The Observer, November 15, 2009). 

As we have seen, it seems that the PFI cost is close to double that of the publicly-financed alternative and if so, then the excess cost of these PFI contracts will amount to around £100 billion. This is a cost attrributable to the New Labour fiscal rule of appearing to keep the public sector net debt below 40% of national output. Appearing to, for although the PFI liabilities were shifted off-balance sheet, in most if not all cases, the public liability effectively remained. Furthermore, in the light of other countries’ experiences, the 40% target was very low and one which has now been significantly exceeded as a result of the post-September 2008 crisis. 

The lesson must surely be; no more PFI contracts. Instead public sector procurement in the framework of national, regional and sector plans. 
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