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Introduction — PFI and PPP (1)

In this presentation we shall be talking about
the “Private Finance Initiative”, using this term,
PFIl, to refer to private investment in the
public sector.

We shall be dealing with PFI as a specific form
of “Public-Private Partnership” (PPP)




Introduction - PFl and PPP (2)

We shall be dealing with private investment in
the National Health Service, an “all-national”
service in the UK, though, as we shall see
there is a trend towards decentralization.

We shall not, by an large, be dealing with PFI
at local authority level, or with social services
that are delivered at local authority level,

although PFl is also to be found at this level.

Origins of PFI

The Private Finance Initiative (PFl) was
launched by the Conservative government in
1992 as an alternative to government grant
and government borrowing for public sector
investment.

Programme given impetus in 1995. Private
opportunity, public benefit; progressing the
private finance initiative




Status of PFI Policy now

However, the first large projects for hospitals and
schools were not signed until the Labour
administration came to power in 1997.

Private finance has been a major plank of UK
government policy and the bulk of most
Departmental (Ministerial) capital investment projects
are undertaken in this way.

By 2010, 00749 deals have been signed at a value of
£48.4 billion pounds sterling in the UK (app. $92
billion USD)

Previous funding of investment in health
sector

Government formerly raised investment funds
through borrowing, gilts (Government bonds) or
through taxation.

Prior to 1991, funding of hospitals was traditionally
through government grant not loans.

Primary medical care services infrastructure were paid
for through a combination of grant and public
loans repaid from the revenue of the National
Health Service.




Background to the Internal Market in the
NHS (1)

Prior to 1991each health authority was responsible
for meeting the needs of a geographically defined
community and providing services accordingly.

In 1991 the previously integrated system of health
authorities and services was split into purchasers
(public authorities) and providers (services).

NHS Services were established as public corporations
or NHS Trusts

Background to Internal Market in the
NHS (2)

A new financial regime was established
whereby the administrative tiers no longer
reimbursed services through prospective
block budgets but through contracts based on
prices.

NHS Trusts (services) were responsible for
generating income through competition

NHS Trusts, as corporations, now had new
financial duties which included making a
return on their buildings and land (assets) i.e.,
paying a capital charge




NHS Internal Market and the charge on
public capital (1)

Since 1991 public assets providing health care have
been subject to a charge on capital: the health
care provider must pay the Treasury as if it were
banker and shareholder. It must pay interest, and
public dividend (as if to shareholder) and pay a
depreciation charge from the operating budget.

This composite charge is repaid to Government and
levied at the replacement cost of the assets. This
averages around 6-8% of the hospital’s annual
revenue .

New charge on capital (2)

The charge had two effects:

First, the change in accounting for capital
opened up a stream of NHS revenue from
NHS to Treasury which could then be
switched from public to private debt
servicing (private finance), albeit the
charge is now much greater.

At the same time responsibility for capital
investment has been decentralized to the
providers of health care eroding the risk
pooling mechanism.




What is PFI? (1)

. Under PFI, the government asks the private
sector to raise finance on its behalf.

. In return, the government contracts with
the private sector to design, build and
operate particular services (e.g., education,
health, transport, prisons) for periods of
30 years, which are often extended to 60
years.

. Government guarantees are used to bind
future Governments in to making the
repayments of the debt.

What is PFI? (2)

“Under the PFI, the public sector does
not buy assets, it buys services. The
private sector is responsible for
deciding how to supply these services
and what investment is required to
support these services”.

Kenneth Clark, 1996 Budget




PFI differs from Government loan
schemes in that:

a) the Government contracts with the private
sector for services and not for, say the
mere construction of a building

b) the money is raised by the private sector-
bank loans and equity (issue of shares), or
bonds

c) the contracts average 30 years and are
guaranteed by Government

What is PFI (3)

PFl is not new investment, it is public sector
government debt.

Interest and returns on capital and service
charges are repaid by the public sector in an
annual (or six-monthly) unitary charge.




PFI differs from Government loan
schemes in that : (1)

a) ownership (e.g., of the new public health
asset) is, de facto, transferred to a private
company

PFI differs from Government loan
schemes in that : (2)

b) the way in which capital and revenue are
accounted for under “investment” is changed.
Government uses the revenue budgets of the
public sector body to repay the debt;

c¢) Government may also offset the cost of the
debt with hidden subsidies including receipts
from land sales and direct subsidies (see
later)




PFI differs from Government loan
schemes in that : (3)

c) the debt can be sold on or refinanced and
the PFl contract length can be extended in
near perpetuity.

Capital charges since 1991

The PFl is a charge on capital payable
from revenue. The PFl annual unitary
charge is made up of two elements:

availability fee (for building availability) -
(capital element of debt) + life cycle costs and
maintenance

facilities management fee (services e.q.,
catering, cleaning, laundry etc.)




Long term costs (1)

PFl investment is long term public sector debt
and the 30 year contracts mean that in the
future there will be calls upon the PFI
expenditure.

These are shown in a graph of data taken
from the Treasury financial statement and
budget report: (next slide)

Capital value and unitary payments for signed PFl projects in Northern Ireland, England and
Wales (1990-2008; n=500)
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Figure 1. Payments incurred by the NHS in Scotland under signed PFI contracts

| Capital expenditure by the private sector (£m) | Unitary charges (£m)

Long term costs (2)

Currently for the 46 billion pounds of new
investment signed, the public must find 6
billion pounds a year over the next 30 years
from revenue.

However the costs to the public are in excess
of this because considerable sums of capital
money and revenue are also injected to make
the project affordable




Hidden costs (1)

Costs that are not counted include:

a) Receipts from land sales (public land and
assets and estate e.g., roads, schools and
hospitals including land is sold or ‘given’
in exchange to private sector. Public
sector leases back buildings and services
at a cost far higher than it could borrow

Transaction costs including legal fees and
management consultant- both sides

Hidden costs (2)

b) Treasury and NHS subsidies to the private
investor and to the public authority to assist
with affordability

c) Tax relief discretionary

d) Other subsidies - revenue intended for
other services is diverted into PFI to make it
affordable hence service cuts and closures




Cost escalation & affordability (1)

The costs of PFl often escalate during the planning
stage and before, for example, hospital contracts
are signed off.

Once signed, contracts between the public health
Brovider and the private investor are legally
inding and therefore usually inflexible.

This results in affordability issues: from the outset,
the public authorities have calculated what they
can afford to pay from their revenue budgets and
so any cost escalation is a new cost pressure -
see next slide.

Increase in costs from Outline Business Case to
current - Full Business Case

OBC cost Current cost Change
(£m) (£m) (%)

Worcester

South Manchester
Norfolk

Bishop Auckland
South Tees

Bromley
Dartford
Calderdale




Annual revenue implications of capital costs for 19 PFl hospital schemes
comparing costs before and in the first year in which the PFI scheme is operating

NHS Trust Before PFI After PFI
(Capital charges as % | (Capital charges + Availability

of income 1998-9) | fee as % of projected income

in 1st year of operations)

Dartford & Gravesham 6.7 32.7
Swindon & Marlborough 3.8 16.4
Greenwich Healthcare 2.1 16.2
West Middlesex University Hospital* 9.3
Carlisle Hospitals 4.0
Hereford Hospitals 3.8
South Tees Acute 5.6
Calderdale Healthcare 3.4
The Dudley Group of Hospitals* 8.3
University College London Hospitals* 6.2
Worcester Royal Infirmary 5.3

All calculations include payments to Treasury on existing and retained estate. * Refers to 1999-2000
27

Cost escalation and affordability (2)

Cost escalation squeezes the projected
revenue budget and the result is that
service planners come under pressure to
make the project affordable by reducing
services, closing hospitals, reducing the
number of beds, cancelling services and
making staff cuts; (see slide on beds and
staff)




Changes in bed numbers at NHS trusts under PFl development
Values are average no’s of beds available daily (all specialties)

Trust 1995-96 Planned
Bromley Hospitals 610
Calderdale Healthcare

Dartford & Gravesham

North Durham Acute Hospitals

Norfolk & Norwich

South Manchester

Worcester Royal Infirmary

South Buckinghamshire

Hereford Hospitals

Carlisle

Greenwich

Total
Percentage change from 1995-96

Cost escalation and affordability (3)

Another way of seeking affordability is to
transfer some hospital care to “social
services”, funded out of the budgets of
local authorities.

Alternatively, services may close so that
patients have to go elsewhere , go without
care or pay to go privately.




Cost escalation and affordability (4)

Further economies are sought through staff
cuts or reform of work practices (see slide).

However, evidence suggests that even when
services are reduced there continue to be
affordability problems.

“Value for Money” issues (1)

The key argument for PFl is “Value for Money”
— it is claimed that risk is transferred from
the public to the private sector which is better
able to manage it.




“Value for Money” issues (2)

Key elements:

discount rate
risk transfer

Value for Money Issues (3)

The following risks are said to be
transferred to the private sector:

construction - cost and time
design

routine maintenance




“Value for Money” issues (4)

However, risk to the private sector is
minimized because contracts are underwritten
by government guarantee.

Value for Money Issues (5)

The following risks are usually retained by the
public sector:

demand and availability risk
residual value
delivery standards

price rises




Value for Money Issues (6)

The Government claims that PFl projects are
more likely to come in on time and on budget.
But not all Treasury commissioned support
these claims. For example, Pollock AM, Price
D, Player S. “An examination of the UK
Treasury’s evidence base for cost and time
overrun data in UK value for money policy and
appraisal. Public Money & Management,
2007".

“Value for Money” issues (7)

Refinancing

Because PFl borrowing is undertaken at near government rates
(low risk), the secondary markets are very buoyant. The profits
are largely returned to the shareholders and investors and not to
the Treasury.

NAO evaluations of the early schemes shows enormous profits
being made from refinancing- e.g. Fazerkely prison, Norfolk
and Norwich Hospital where the shareholders made a profit of in
excess of 100 million pounds on an initial investment of 5
million in two years.




Value for money Issues (8)

The treatment and allocation of risk
determines both the balance sheet treatment
and government net public sector debt
calculations.

Recent evidence reveals conflict between the
NAO and the Treasury on the balance sheet
treatment and adjustments are being made
for the underestimation of the measurement
of net public sector debt.

Projected Dividends on Six PFI Projects

Equity Input Projected
(£Em) Dividends

(£m)
New Royal Infirmary 0.5
Edinburgh

Hairmyres Hospital 0.0001 89.14
Hereford Hospital “ 55.671

Source: Response to Scottish Futures Trust Consultation Paper by Jim Cuthbert & Margaret Cuthbert
March 2008
www.cuthbert1.pwp.blueyonder.co.uk/




Banks with equity shares in PFI hospital projects (n=98)

Senior debt provider and equity share holder
Major senior debt providing Share capital / subdebt in same project
banks (n=8; 43 projects) (n=6; 20 projects)

Royal Bank of Canada

Royal Bank of Scotland

Sources:

Government procurement

Problems include:

Guidance on Public sector comparator for the
“Value for Money” test has been shelved so
that there is no requirement

Lack of competition for highly complex bids
and management consultants are developing
shadow bids

Procurement guidance is changing at EU level
and increasingly is being drawn up by
advisors to the PFl industry




Evaluating PFl: National Audit Office (1)
563 PFl deals were signed by April 2003

a) However, only eight financial inquiries into
operational PFls have been undertaken

b) Only one inquiry attempts to audit the
relationship between the cost of private
finance and risk transfer

Evaluating PFl: National Audit Office (2)

c) Government’s justification of PFl in terms of
risk transfer is not evaluated

d) This failure to evaluate raises fundamental
guestions about accountability




Political issues (1)

Loss of transparency at all levels

Loss of public and parliamentary
accountability over what used to be public
bodies

Democratic implications of long term debt
finance- mortgaging the future

Political issues (2)

Inequities in funding and provision

Political impact of health service cuts and
reduction in capacity of health services

Confusion of public and private sector roles
as former civil servants take up posts in PFI
companies (“revolving door” principle)




Political Issues (3)

The effect of creating NHS trusts and introducing PFI
has been to decentralise responsibilities for capital
investment

The affordability problem means that the PFl has to
be made to work at the expense of other services
e.g., older people’s care, mental health

Inequities are arising between services, service
groups, patients and at area level

Government is now proposing to privatise all clinical
services Jan 2011 Health and Social Care Bill

Financial crisis

1. PFI (indexed to RPI) taking a growing share
of government revenue at a time when
expenditure is being reduced

. Greater scrutiny of lack of monitoring and
enforcement

. Growing concerns over high rates of return
and interest charges




The contractual structure of PFl deals

Services Equity
delivered in and sub
return for debt
annual charge finance

Procuring Special
authority, purpose

anc vehicle
ongoing

users of Unitary
public charge 3rd party

i equity
services ayment .
ray! investor

Carried out
under Debt
contract finance




