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Q265  Chairman: Good afternoon, Professor Pollock and Dr Edwards, and thank you for 

coming.  I am going to ask whether you wish to say anything by way of opening or would you 

like to go straight into the questions?  Could I just say to you that I would be grateful if you 

could speak as clearly as possible for the webcast and the shorthand writer.  Perhaps if you 

agree with the previous witness if you just nod and you do not need to add any more.  Thank 

you very much for coming in.  In introducing yourselves, would you please state your name 

for the shorthand writer?  Do either of you wish to make an opening statement?   

Professor Pollock: I am Professor Allyson Pollock of the University of Edinburgh.  As you 

all know, since 1992 PFI has been the dominant form of procurement for the public sector, 

and in the NHS around £12 billion of capital expenditure is committed, so most capital 

expenditure is coming through PFI.  I would like to make three points really.  Firstly, in the 

18 years of the Government’s policy there has been very little evidence in support of the 

policy as to what the benefits are.  What evidence there is around the costs and harms, which 

we will be considering later today, is in general being ignored or suppressed by policy makers 
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and industry in some of their submissions.  The second point is that PFI has involved an 

enormous divestiture of public land and buildings and entitlements and there has been in 

general a loss of public control and accountability for public services and long-term debt 

commitments for current and future taxpayers.  There have also been constitutional changes 

raising major questions about inter-generational equity as well.  Finally, I think this inquiry is 

very welcome because one of the key pressures from private finance is the affordability issue.  

Certainly our research into PFI shows it has always created affordability problems and 

reductions in services.  Affordability has been an issue despite the fact that there have been 

near unprecedented levels of growth in public expenditure in recent years.  But now we are 

into a new era of financial squeeze, where the cost of private finance, if anything, is rising, 

and not in relation to risks, and secondly also we have got a problem perhaps of public 

expenditure austerity, we may well see new affordability problems around PFI, both for 

current commitments and any future commitments.   

Q266  Chairman: Thank you for that.  You have part answered the first question I was going 

to ask you but I am sure you could say more.  

Dr Edwards: Could I make one comment?   

Q267  Chairman: Perhaps you could make a comment in relation to the question I am going 

to ask.  

Dr Edwards: It is a preface really.  My name is Dr Chris Edwards and I would like to say to 

the recorders that in paragraph 11 of my written evidence, in the penultimate line, £100 

million should read £100 billion!   

Q268  Chairman: I was going to thank you for your paper and we realise that this first 

session today is mainly being concentrated on PFI in the health sector.  Perhaps in view of Dr 
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Edward’s paper I ought to declare an interest in that I live in Norfolk and was for many years 

a Member of Parliament there and the Norfolk and Norwich Hospital, to which your evidence 

is much directed, served my former constituents.  Could you provide, and expand perhaps, a 

brief overview of what you see as the main problems of PFI projects in the health sector and 

also what benefits, if any, private finance projects have brought.  

Professor Pollock: Over the 17 years that we have been conducting research, it has largely 

been directed at understanding and evaluating the many benefits that have been claimed for 

PFI, so I suppose the primary one for PFI was overcoming a shortage of public capital 

coupled with government expenditure constraints.  Certainly the evidence that you have 

already received from Professor David Heald, the NAO and others shows that the balance 

sheet treatment has been a key driver at department level for PFI, coupled with self-imposed 

Treasury rules over the limits of government borrowing.  That has been a major declared 

benefit and the off-balance sheet treatment has allowed departments to ease the constraints on 

their capital budgets.  It still remains very important to the Treasury and it still retains some 

advantages to departments in the Treasury.  The balance sheet treatment coupled with a 

shortage of public capital has meant that since 1997 health officials and others have said that 

there has been absolutely no alternative, and indeed former Health Secretary Alan Milburn 

described the PFI as the ‘only game in town’.  That has been one of the major declared 

benefits: overcoming a political decision to create a shortage of public capital.  I can go into it 

in more detail or go on.  The second benefit, is that the Treasury maintains PFI as being value 

for money through risk transfer.  It is well-recognised that the cost of private finance is 

always higher than anything that the Government could borrow but the claim from the 

Treasury and the Treasury’s stated position in 2003 is that the higher cost of private finance is 

due to the risk premium.  What we know however is that the private sector charges premia 

well above what would be acceptable and that has been demonstrated by a number of 



4 

researchers.  Chris has done some work and so have the Cuthberts, and now we are into the 

new scenario where in fact this premium, which is quite separate from the risk premium, is 

increasing, so the credit margins are well in excess of government gilts.  If I continue on the 

theme of value-for-money appraisals, the Government will be well aware that the claims 

around risk and risk transfer are not at all substantiated or borne out by the evidence.  Indeed, 

the financial appraisals themselves have been subject to quite a lot of criticism, including 

from the NAO and the Audit Commission, and as you know Jeremy Colman referred to them 

as “pseudo-scientific mumbo-jumbo” and our research has taken apart quite a lot of the value-

for-money claims.  We have found it very difficult to identify the risks, to measure the risks 

and to evaluate the risks and that is both ex ante and ex post.  The other issues, which I will 

just touch on, are again related to risk transfer: the design, the construction and operation, for 

which again there is very little evidence of any risk transfer, and we can discuss that a bit later 

on.  As you know, there are two parts to the Treasury appraisal which are value for money 

and affordability, and in our own detailed work of case studies what we have found is that 

there are perverse incentive at work in the financial appraisal such that the trusts have a strong 

incentive once they begin their procurement process to continue, even when the scheme has 

become, by any reasonable standard, unaffordable.  What happens we have discovered in 

many of these schemes that time and costs increase during the procurement process and 

because of the sunk costs on both sides, the amount of money and managerial effort, and in 

the absence of any funded or public sector option, the temptation is to continue to push on.  

What we have found is that the affordability issue is serious because the PFI charge is met 

from the revenue budgets or the operating budgets of NHS trusts, so that what happens is a 

squeeze on the income and the cost efficiencies are made, either through reductions in 

numbers of beds, or services, or of course staff (because staff are the biggest component of a 

hospital’s or trust’s operating budget).  Our research shows that affordability actually begins 
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to distort both the planning and the public health priorities, so rather than clinical need driving 

the planning process for hospitals and for clinical services, it is largely being driven by 

financial considerations.  Then what we find is that the affordability issue impacts from a very 

early stage, very early on, even before the contract is signed between the outline and the full 

business case, but the financial problems then reoccur even during the operational stage of the 

contract, and this may even lead to further rounds of service cuts.  We know that there is some 

very good research evidence to show that the economic and financial appraisals relating to 

PFI are systematically manipulated.  I have now dealt with some of the government claims for 

the policy.  There is another claim around innovation.   

Q269  Chairman: I think we will come on to things like innovation later because we have a 

lot to get through.  

Professor Pollock: Perhaps I could just touch on the Coventry Walsgrave PFI as an example 

of how PFI distorts decision-making.  It started off as a £30 million refurbishment but it 

ended up as a £174 million new build because there was no public sector capital available.  

This had nothing to do with the health needs of the area; it was the need to make the project 

achievable on the basis of private finance.  Coventry Walsgrave is very interesting because it 

was a relatively new hospital, at the time only 30 years old.  This comes back again to the 

theme of PFI having been the only game in town for so long.  

Q270  Chairman: Thank you very much.  Dr Edwards? 

Dr Edwards: Three points.  First of all, PFI is a disaster; it is a waste of money.  It is bound to 

be because the cost of capital to the private sector is at least twice that of the public sector.  In 

the case of the Norfolk and Norwich University Hospital it was more than twice.  The rate of 

interest paid on that hospital is ten per cent a year, on average, over 37 years of the contract 

whereas the public sector cost of capital is 4.3 per cent per annum.  Given that, the private 
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sector must be more expensive in terms of financing hospitals.  The transaction costs are 

higher and those are set out in paragraph 9 of my written evidence.  The maintenance costs 

are higher as set out in paragraph 8 of my written evidence and that higher maintenance cost 

tendency is endorsed by the National Audit Office’s evidence at paragraph 5.26.  Allyson 

referred to affordability.  Nowhere was that more true than the NNUH.  In 1989, when the 

new hospital was more or less first proposed for Norwich, the number of beds stated to be 

required was 1,650.  That was reduced by 1995 to 701 because they wanted to get approval on 

the basis of affordability because at that time PFI was seen to be the only show in town.  

Ultimately, once approval was gained, it was upped to just under 1,000 beds, 987, but that is 

18 per cent fewer beds than in the previous two old hospitals which that new one replaced.  

There is lots of evidence that is inadequate.  What that means is the primary care trust has to 

buy beds from the private sector, which it has been doing, costing in 2007-08 over £1 million.  

So in addition to the rent being higher because of the higher cost of capital, the primary care 

trust is having to buy in beds from the local private hospital mostly, which is Spire.  

Professor Pollock: If I could just add to that, in Norfolk and Norwich, as you know, there was 

a community service strategy (which was completely dislocated from the acute hospital 

strategy) which also heralded a programme of small community hospital closures.  It was kept 

completely separate but was absolutely related to the affordability issues, so one of the 

problems with these acute PFI hospitals is that they suck money in and then they drive the 

planning in the whole area so that much of the community re-provision that is supposed to 

occur does not occur because it is driven by the need to pay that unitary charge and make the 

hospital itself affordable.  We have seen that repeatedly in hospitals up and down the country, 

the way in which vital community services, including services for people with learning 

difficulties, mental health, elderly and frail are actually closed or shut or not re-provided.  

You can see that from research in Scotland and in England.   
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Chairman: Could I just say we are intending to stop this session at quarter to four and we 

have a lot of questions to get through so could I ask you to be reasonably brief in your 

response to them.  Lord Paul? 

Q271  Lord Paul: You have explained a lot of the problems with PFI but how much 

reservation do you have about the mechanism itself or is it all because the government 

funding levels and procedures have not adapted enough? 

Professor Pollock: I know that the private sector would love to see you come up with an 

answer that PFI needs to be streamlined and deregulated and made much easier.  One of the 

big issues is that of course the procedures and guidance in departments have been completely 

restructured and rewritten to enable PFI.  It may be that many of the problems associated with 

PFI are insuperable because of the financial complexity and long-term nature of PFIs 

associated with tendering, bidding and writing contracts.  There has been an extraordinary 

level of standardisation in the PFI process in the market that has not resolved the issues.  

Some of these problems are insuperable.  The huge transaction costs are well-known for legal, 

financial and technical services, which Dudkin and Valila found in a sample of 25 hospitals 

transaction costs accounted for eight per cent of the total investment cost, split between the 

private sector and winning bidder.  The public sector procurer ultimately bears both sets of 

transaction costs – its own, and the private sector through higher contract prices. 

Chairman: Bearing in mind the time factor, we still have witnesses to come, so if there are 

additional points that you want to make perhaps you could very kindly put them in writing to 

us.  Lord Levene? 

Q272  Lord Levene of Portsoken:  You told us how ineffective and what a bad effect PFI 

has had.  As someone who was involved in this at the outset, one of the original problems was 

the very poor performance both by central and local government in all forms of contracts, 
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particularly when they involved the construction industry, which clearly is a large part of this, 

so if the local and central government procurement system is ineffective and if, as you have 

told us, PFI does not work, it is too expensive - and this is addressed really to both witnesses - 

what do you suggest should be put in its place? 

Dr Edwards: I think you are wrong.  The Mott MacDonald Report in 2002 claimed that the 

public sector was only about 13 per cent over budget for fairly routine projects.  Since then, 

the overrun has been reduced, so I am not sure what the evidence is for central government 

and local government being ineffective in terms of their procurement.  

Professor Pollock: I would like to challenge that, too.  In our very first BMJ paper in 1999 we 

looked at cost and time overruns in NHS estates and there is really no evidence at all to 

support your assertion of poor performance.  That is the first thing.  The second is, if 

anything, performance had been improving, so cost and time overruns in the public sector 

were really only in the order of six to 12 per cent.  Cost overruns were very small and indeed 

could have been handled through a contract with penalty clauses.  I think the second point to 

note is that this is the only area which the PFI industry has attempted to claim evidence of 

improvements over cost and time overruns.  In our two research papers which we have 

published we have shown that the evidence for cost and time claims is not supported by the 

NAO Treasury reports and commissioned research from AGILE Construction Initiative which 

was not actually a report at all about cost and time overruns, and is actually flawed.  I think 

there is a real problem.  What we find are assertions of cost and time overruns for which there 

is (a) absolutely no evidence of poor performance, certainly in health, and (b) no evidence that 

it could not be overcome anyway by good contracts and (c) such evidence as is being 

provided by the private sector as quoted evidence, has been well and truly demolished by 

researchers.  The critiques of the evidence are suppressed and ignored and instead false claims 

repeated. 
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Q273  Lord Levene of Portsoken:  I would certainly like to see those results.  

Professor Pollock: You can.  They have been published in peer-reviewed journals and I will 

send you them both. 

Q274  Lord Levene of Portsoken:  I hold no brief with the PFI industry.  What I am saying 

though is that certainly from what I have seen in the past the direct route has not been 

effective.  If you are now saying that they are doing a good job and sticking to their budgets, I 

would certainly like to see where that has been evidenced.  

Professor Pollock: We could not know now because the majority of construction is 

happening under PFI, certainly in health, but we do know from the period between the 1960s 

to the 1990s that the evidence of performance in aggregate was improving.   

Lord Levene of Portsoken:  I am very interested you say that because I was the author of 

one such report and I will send you that and you can look at that and that does have some 

evidence in it.   

Q275  Lord Forsyth of Drumlean: Did you say that there was no evidence of cost overruns 

and problems with public procurement in the past?  I am just thinking in your own part of the 

world, in Scotland, I remember being dogged by Crosshouse in Ayrshire which went on for 

years where there were arguments about planning and building.  I think for Ninewells in 

Dundee there was a three-year delay in completion there.  Are you not in danger of ruining 

your case by perhaps being a bit unbalanced? 

Professor Pollock: I am not being unbalanced.  I can provide the data which looks at all the 

projects over time.  I think that is why it is very important to look at individual cases where 

there appear to have been cost and time overruns.  Guy’s is one very good example and 

indeed there was a select committee inquiry into Guy’s.  There are a number of factors that 

underpin perceived cost problems including and not least are the problems of the phasing of 
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capital or the lack of capital availability or changes in rules over VAT.  Indeed Guy’s was 

hailed as one of the first public/private partnerships; but it was the withdrawal of funding by a 

carpet magnate Philip Harris from the Guy’s deal that scuppered it and left it exposed.   

Q276  Lord Forsyth of Drumlean: Sorry to interrupt you.  There may be reasons for it but 

you are not saying that public procurement did not result in cost overruns and delays? 

Professor Pollock: No, of course we are not, but we are saying when you take them in 

aggregate and look across the board, it was not a particularly strong feature, certainly in the 

health sector.  Now you may be able to pull out of the hat one or two examples but then we 

would have to look in detail to understand what the causes were behind it.  That is what I am 

saying.  You cannot attribute that to poor management.  I would like to make one other point.  

At the moment, the industry is saying the problem is the public sector not negotiating and 

managing contracts and doing it well, but you have to also understand that there has been a 

huge hollowing out of the capacity in the Health Service to do that.  Enoch Powell in the 

1960s for the Hospital Plan put in NHS estates, architects, surveyors, planning departments, 

you name it.  These were all hollowed out the in 1980s reorganisations and after, so the public 

sector has almost no capacity and is increasingly reliant on the very same management 

consultants that are advising the industry.  That is another big issue and it is not enough to say 

that the public sector is not very good at doing it.  One has to look at the enormous changes 

that have taken place and the substitution of public skills and capacity by the private sector. 

Q277  Baroness Kingsmill:  Could I declare an interest, one, as the former chair of an NHS 

trust who tried and failed to get a PFI project off the ground and, two, as the former chair of 

the advisory board of Laing O’Rourke, the big constructors who are involved in big PFI 

projects, neither of which are current appointments.  I am trying to get to the root of this.  Are 

you opposed to PFI generally or PFI in the health sector or private sector involvement in the 
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Health Service or what?  Is it a broad brush thing or is it particularly related to the Health 

Service, because it does seem, and I would not dream of saying that I was an expert or had 

done anything like the work that you must have done, in some sectors like telecoms and so on 

to have worked quite well.  

Professor Pollock: This is a question for me?   

Q278  Baroness Kingsmill:  Either of you.  

Professor Pollock: It is political question.  My research is based on the evidence.   

Q279  Baroness Kingsmill:  I am asking is it health or is it all projects? 

Professor Pollock: We have looked at PFI in health, we have looked at education, we have 

even looked at London Underground, we have looked at one or two small projects like the 

Cheshire Police Station as well, so in the sectors that we have looked at we have found that 

these are generic problems and issues.  A big problem for the health sector is that it did not, of 

course, have the PFI credit stream, but just because you do not find problems in other sectors 

it does not mean there are none.  It may be that they have not been subject to the same sort of 

scrutiny that health has, that is how I would answer it.  I think the other issue about PFI we 

have to understand is that if you have a universal service and a universal service obligation 

then you have to design the funding and financing principles to support that through risk 

pooling.  What PFI does is it fragments the risk pool and tends to devolve the costs and risks 

to local communities who are not able to bear those costs and risks.  That is certainly the case 

in the health sector.   It is a bit different in local government for schools where you have 

streams of PFI credits coming in if they can keep their schools off balance sheet.  

Dr Edwards: Very simply, the private sector and private finance initiatives are likely to be 

more expensive in almost all sectors simply because the cost of capital is double that in the 

public sector.  It is as simple as that.   
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Q280  Lord Griffiths of Fforestfach: Would the logic of that argument be that every project 

throughout the economy in every sector is going to be more expensive and therefore the state 

should undertake it? 

Dr Edwards: No, I am not saying that at all.  I am saying that there is a choice. 

Q281  Lord Griffiths of Fforestfach: On the basis of your argument it would seem to me --- 

Dr Edwards: I am saying there is a predilection against the public sector probably in this 

room as well as outside.  I think in the case of infrastructure it is bound to be more expensive 

for the private sector because of the cost of capital.  If you look in my report I did a model of 

a hospital which was devised by Andersen Consulting, and I programmed this with the 

interest rates, and it showed that the cost of that hospital is bound to be more expensive.  It is 

something like double because the rate of interest is double.  It is as simple as that, is it not? 

Q282  Lord Tugendhat: What about other factors in the cost of a PFI project?   

Dr Edwards: I am saying you could do a sensitivity analysis.  If you put in the Andersen 

model, as I did, and you put in the relative rates of interest, then I showed that the cost for the 

private sector has to be 40 per cent in order to provide the same overall cost over the life of 

the project.  It really is as simple as that.   

Q283  Lord Griffiths of Fforestfach: If PFI is as bad as the two of you are unreservedly 

saying, why is it that the governance of both parties have continued with it? 

Dr Edwards: Can we come on to that because that was the next question.  The next question 

was: “Witnesses have told us that PFI has enabled a major updating of the NHS estate that 

would not have been possible otherwise.  Do you agree?”  Can I answer that?  It is possibly 

true, ironically, but it is only true because of the peculiarity of Gordon Brown’s fiscal rule that 
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public sector net debt should not be more than 40 per cent of GDP, which was a crazy rule, 

absolutely crazy --- 

Q284  Lord Forsyth of Drumlean: It has long since gone! 

Dr Edwards: Because the 40 per cent is so much lower than almost every other developed 

country.  Perhaps we know why Gordon Brown selected that, but that was one factor which 

made PFI so attractive because PFI, as you know, is mostly off public sector net debt.  There 

are only a few PFI projects which appear in the public sector net debt.  That was the attraction 

to Gordon Brown of PFI.   There is a second attraction and that is the pro-corporate culture of 

ministers and advisers in the House of Commons, and no doubt in the House of Lords as well.  

It is interesting that Tony Blair’s former health adviser, Simon Stephens, became president of 

the US company United Healthcare, Patricia Hewitt became adviser to Cinven, and Alan 

Milburn, Secretary of State for Health at one time, became adviser to Bridgepoint.  There are 

a large number of cases.   

Baroness Kingsmill:  Surely these are quite good ideas?  Is it not quite sensible that there 

should be a movement of skills and talents between the public and private sector?  It is a two-

way process and each benefits from the other?   

Q285  Chairman: We are straying from the questions. 

Dr Edwards: It is not.  I was giving two reasons why PFI was so attractive.  One was because 

it was off-balance sheet debt and kept the public sector net debt below 40 per cent, until the 

crisis, and, secondly, because of the pro-corporate culture and vested interests within 

ministers and advisers.   
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Q286  Baroness Hamwee: I was going to go straight to what is a sort of concluding question 

from what we have heard, which is, if not PFI, then what system of public sector 

procurement? 

Dr Edwards: Public procurement.   

Q287  Baroness Hamwee: Straight public procurement? 

Dr Edwards: Yes.   

Q288  Baroness Hamwee: With government providing capital in the way that it used to for 

the Health Service? 

Dr Edwards: Yes.  I see that as the most efficient way.   

Q289  Lord Levene of Portsoken:  If I may, we must challenge this idea that public sector 

procurement always works perfectly.  

Dr Edwards: No, I did not say that, did I?  I did not say it always worked perfectly.  I am 

sorry, you need to be precise. 

Q290  Lord Levene of Portsoken:  I am being precise, if you listen for a moment --- 

Dr Edwards: Yes, but you said perfectly and I did not say that. 

Q291  Lord Levene of Portsoken:  You said in answer to Baroness Hamwee’s question that 

that was the solution and therefore if that is the solution I assume it is the solution for all ills, 

and certainly our experience in the past has been that public sector procurement has left a lot 

to be desired.  I think it was Professor Pollock who said that she studied what happened in 

London Underground.  I had to sort out some of the mess at London Underground and I can 

tell you that was a far from satisfactory procurement.  It may well be that in some areas it 

works but to offer that up as a solution to the problems which you have identified there as 
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being over PFI, if you believe that PFI is not the solution, so be it, but I think to offer up 

public sector procurement as being the answer, from past experience, that has not worked.  If 

you believe the evidence and you say it has always been successful, which I think you said 

earlier, if you had studied London Underground and other projects, that is simply not the case.  

Professor Pollock: I would take a different approach and I would start from the principles 

first.  For health we are still committed to universal healthcare and redistribution on the basis 

of need, et cetera, and one of the things we do know about the capital charging system 

coupled with PFI is that it is working against those core principles.  The second thing is there 

has been a huge history of doing public procurement for more than 100 years.  The 

introduction of PFI, is a radical departure and is very, very recent and I think we need to re-

visit this fundamental reversal of policy with respect to the Ryrie rules where the presumption 

was in favour of public procurement.  Capital charges were the subject of a lot of debate in 

the 1950, by academics and others; but the position (to use public capital and substitute 

private finance) was reversed very dramatically without any proper debate or scrutiny of 

either the theoretical underpinnings or the evidence, so that is probably what we really need to 

do.  Now the default position is PFI or nothing.  We also need to recognise not just the 

overturning of the Ryrie rules but the recognition of the constitutional and regulatory changes 

which have made PFI possible.  We have talked about some of these - availability of capital, 

the accounting balance sheet treatment, public expenditure rules, the loss of public sector 

capacity and in-house expertise and also the transaction costs now.  It is no good now saying 

we will just go back to where we were because where we were no longer exists.  What we 

need to do is be honest and scrutinise the issues and actually go back to history to see what 

the arguments were, how things were managed, and then we probably need to put in new 

systems all over again; back to Gladstone. 
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Q292  Baroness Hamwee: Can I pursue this for one moment.  We had witnesses from the 

local government world two or three weeks ago and they were arguing to have greater 

freedom to select different types of procurement as suitable for their own particular 

circumstances in different areas and for different projects.  How do you respond to that?   

Dr Edwards: That evidence was from Buxton and Kemp, was it not?   

Q293  Baroness Hamwee: Yes.  

Dr Edwards: And Mr Kemp I think suggested that public procurement worked as well as the 

PFI, if you look at the evidence, which is in draft form admittedly.   

Q294  Baroness Hamwee: He was arguing to be allowed much more flexibility. 

Dr Edwards: Yes, exactly, and he was arguing that they did not have much choice when PFI 

was put forward.   

Q295  Baroness Hamwee: Because of the credits? 

Dr Edwards: Exactly. 

Q296  Baroness Hamwee: So you are saying you agree with them? 

Dr Edwards: I am just trying to recall what their evidence was, namely that they were not 

necessarily anti-public procurement, that they were in fact arguing that public procurement 

was at least as effective, where they were given a chance, as PFI.   Admittedly, this was 

mostly in schools, if I remember.   

Baroness Hamwee: A lot of it was about schools. 

Chairman: We have only a few more minutes.  We started a little late so I will allow a few 

more minutes.  You have made your points very clearly.  I want to see if there are colleagues 

who want to ask more detailed points.   Lord Tugendhat, do you have any questions you 

particularly wish to raise? 
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Lord Tugendhat: I have asked my questions.   

Q297  Lord Griffiths of Fforestfach: Could I raise one question and that is on this business 

of the cost of capital.  Clearly, the cost of capital is higher in private markets than it is in the 

government market, but no-one in the private sector has the ability to levy taxes like 

government does, so the reason the cost of capital is cheaper for government is because the 

taxpayer is paying the risk.  If you think of all the risks associated with building and running a 

hospital, in the one case the shareholder, the equity provider of capital, is bearing that risk and 

that risk is out in the open; it is explicit.  When that is raised by government and then handed 

to the National Health Service, that is disguised, and therefore your argument really in saying 

that the cost of capital is always cheaper in government and always more expensive in the 

private sector and therefore everything in the NHS should be financed by government, is 

simply on the basis that the risks of capital provision are disguised in the public sector by 

taxation and are very explicit in the private sector, and therefore I think your argument, with 

due respect, is wrong.  Let me put that as a question to you.  

Dr Edwards: This question of risk is interesting because one question you need to ask is how 

is the risk assessed in this comparison between what was called the public sector comparator 

and the private finance initiative.  Invariably you had allowances for optimism bias built in.  

That optimism bias, as I have described, was about 13 per cent.  The average runover in 2002 

was running at about 13 per cent for fairly routine projects like general hospitals, and since 

then it has actually been reduced.  If that is the risk then you obviously need to feed that in.  

The Treasury used to feed this into their analysis of appraisal and evaluation by taking the 

discount rate of six per cent - three and a half per cent which they now use plus an allowance 

for risk.  Even if you build those in, the public sector comes up as much more cost-effective.  

Why?  Because the risk built in by the private sector is greater than the real risk.  There is not 

sufficient competition in the banking market, certainly in the early stages of PFI, and the 



18 

NNUH was a classic example of this.  If you look at the National Audit Office evidence to 

your Committee, they endorse that.  So what I am saying is the private sector’s cost of capital 

exaggerates the risk.  That is what I am saying.   

Q298  Lord Griffiths of Fforestfach:  We will have to carry on this discussion later.  

Professor Pollock: It is just where is the evidence?  In 17 or 18 years the Government or the 

industry has yet to provide any evidence around the size of that risk premium and justify the 

risk premium both on the debt and the equity, so that is all we can say.  I think there is other 

evidence.  You touched on competition and I do not know whether you want to go into that.   

Chairman: We have time for three more questions so I will ask Lord Moonie.   

Q299  Lord Moonie:  Professor Pollock, coming back to Scotland, there was a big 

controversy at the time the new Edinburgh Hospital was opened because of the reduction in 

the number of beds compared to what was originally talked about being necessary.  It was 

clear that the number of beds provided was modelled according to the amount of capital that 

was available for the hospital.  What has been the outcome of that over the medium term as 

the health centres in Edinburgh have adjusted to the change, because services do adjust of 

course?  Secondly, I know that in Scotland PFI has largely been abandoned.  Has anything 

happened in Scotland since the change of administration which could give some back-up to 

what you have said on the public sector? 

Professor Pollock: One of the issues of course is that Scotland, unlike England, has reversed 

the NHS internal market and the NHS is reintegrated so that the cost no longer lies at the level 

of the hospital unit.  The unitary charge, the PFI cost, is borne at the level of the health board 

so it does not put quite such a pressure on local trusts.  However, we do know that the planned 

community re-provision did not take place because of the affordability issues.  We also know 

that the hospitals are working under a great deal of pressure, so the Royal Infirmary barely 
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has a week go by when it is not on what is called ‘red alert’ i.e. bed shortages.  Of course the 

other problem with affordability is the way in which costs are externalised.  Some PFI 

schemes build in that ability to externalise through concessions or user charges, but that is not 

possible in the NHS which is free at the point of delivery, so the externalisation happens in a 

different way, as in Norfolk and Norwich it was accompanied by the closure of community 

hospitals and community beds and community provision, so that is a loss of entitlement and 

those services then get shifted or redefined as social care which are then means-tested and 

paid for.  There is no doubt that has actually been happening.  One only needs to look at the 

growth of numbers of people in receipt of community social care to see that.  There are all 

sorts of externalities that result from the affordability issues.  Scotland has not abandoned PFI.   

Indeed, it probably has more problems than anywhere else because it has more PFI per capita 

in the round.  It has also signed off a scheme recently in Kirkcaldy, a PFI hospital, where 

there are really serious issues there about the cost of private finance because the banks formed 

a “club”, as it is known now, because of the lack of liquidity in the market.  The banks are 

getting together now for these private finance deals and actually, as KPMG has said, the most 

opportunistic of the banks are setting the price and seem to get their way, so this is creating 

new pressures in terms of the cost of finance and affordability.  As you know, Scotland also 

has been exploring the whole issue of the Scottish Futures Trust as an alternative model but 

that simply removes the equity element but it does not leave the whole problem of the cost of 

debt, and of course cost of finance/debt is now becoming a real issue for the future of private 

finance.  Scotland is interesting in that the reintegration has taken away some of the 

transaction costs and allowed more of a smoothing out in terms of the impact of the unitary 

charge.   

Lord Best: Trying to get to the heart of the case you are making, which is a different case 

than we have heard from a lot of other people, let me just try this on you to see whether I have 
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grasped it.  You are saying that one is paying this huge premium on the cost of capital and this 

is not just justified because, on average, the overrun in real costs, which you and I can expect 

across the next one to be much the same, would only add about 13 per cent to the capital costs 

and therefore this is disproportionate.  I did not know that it was as low as that and that the 

public provider is able to get that close, to within 13 per cent, so that is good news, but 

supposing the cost overrun is not 13 per cent but in the particular case one has in front of one, 

it is 100 per cent, or it is your Parliament in Scotland, which I cannot remember what 

multiplier of the original number it was --- 

Lord Forsyth of Drumlean: Ten times.   

Q300  Lord Best:  Then surely one would have done better?  You do not know in advance 

perhaps but then you would have done an awful lot better to have paid the risk premium but to 

have got it in on time and on budget.  Have I understood it? 

Dr Edwards: Just one quick answer to that.  That 13 per cent is 2002.  In fact, there is 

evidence that it was much less than that later.  The second point I would make is, yes, of 

course, the Scottish Parliament building was an overrun, but that is hardly a routine general 

hospital in the way that we are talking about in the Health Service.  So those are two points.  

The third point is when you look at cost overrun, and comparing the public sector and private 

sector, I think it is important to look at the private sector’s overruns as well and look at the 

overrun of the cost at similar stages.  There are various stages in the PFI.  There is the 

strategic outline, there is the outline business case, there is the full business case and there is 

the final closure.  Between the approval (that is full business case) and final close of the 

contract, there is evidence that there is tremendous escalation in the price.  It is not overrun 

but it is equivalent to overrun, is it not?  Are you with me?  So that is my answer.  

Professor Pollock: I think that is quite important.  The preferred bidder is chosen and then 

you have a long period where there is no competition happening where there may be 
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enormous cost changes, for whatever reason, and then you have a cost escalation and then the 

contract is signed at the full business case and you may get no cost overrun there.  That is one 

of the big problems with the Mott MacDonald study and the study of optimism bias that it did.  

It did not take account of the preferred bidder stage, a period where there is no competition 

which on average I recall the NAO as saying could be nine to 15 months.  I would have to 

double check that.  

Dr Edwards: If you look at the NAO evidence, paragraph 5.8. 

Q301  Lord Forsyth of Drumlean: We have had quite a lot of evidence from a number of 

people who have argued that the process of PFI in itself, because it involves external private 

capital and shareholders’ money, is subject to much greater due diligence and much more 

careful consideration and, as a result of that, the projects are delivered on time and within 

budget.  That is the weight of the evidence we have had.  Just to pick up on Lord Best’s point, 

I think when the Scottish Parliament started off people thought it would cost £40 million but it 

ended up costing £440 million, and I do not think anybody thought it was a particularly good 

example of how to go about procurement because the work had not been properly specified, 

people had not thought through what they wanted, and there were all kinds of issues.  You 

obviously feel very strongly about PFI, but it does seem to me that that argument does carry 

some weight in that although there may be high costs and a good deal of process involved in 

carrying out a PFI contract, because of the financial risks been taken by the private sector, it 

does result in a tidier and more thorough procurement process.  Would you accept anything of 

that argument? 

Dr Edwards: The short answer is no.   

Q302  Lord Forsyth of Drumlean: Because?  
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Dr Edwards: I think you need to do careful research on this and not work just from prejudice 

or anecdotal evidence.  Actually look at a whole range of projects, which to their credit the 

NAO is beginning to do.  Read the National Audit Office evidence on optimism bias.  There 

is no preference in that for the private sector.  They say they have not got sufficient evidence 

to say that the private sector ---  

Q303  Lord Forsyth of Drumlean: I am not talking about optimism bias; I am talking about 

the business of we want to build a hospital, how big should it be, what should the design be, 

what are the risk factors with it, that process in itself where people are having to put up 

money and come to a view on what the costs will be and so on: the evidence we have had is 

that that concentrates the mind.  

Dr Edwards: I think that evidence is wrong, quite simply.  

Professor Pollock: There is evidence to show, and in fact the NAO commissioned evidence 

which shows that there is no difference in design and innovation between PFI and non-PFI.   

Q304  Lord Forsyth of Drumlean: I am not asking about innovation.  

Professor Pollock: They commissioned the Building Research Establishment and there was 

no meaningful difference in build quality.   

Q305  Lord Forsyth of Drumlean:  Sorry to prolong this but I am not asking about that.  

What I am asking about is the sort of thing that I saw happening when I was a Minister, which 

is that people - and you are right about the attractiveness of this being off-balance sheet for 

ministers and for governments, of course you are, but what I am talking about is the process 

that says right, we want to try and get this hospital built in this constituency so we think it will 

cost £50 million, we will get it in the budget and we will get it started, and once it is in the 

budget and once it has started, even if it turns out to be £100 million, it will get past the 
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Treasury because it will have been started.  That kind of attitude towards procurement is rife 

in the public sector. 

Dr Edwards: Is it?   

Q306  Lord Forsyth of Drumlean: Yes it is, yes, and that is why you find projects which 

start off as apparently - and the MoD and Lord Levene will be able to keep us here all 

afternoon with examples --- 

Professor Pollock: So could I with PFI examples.  Excuse me but UCLH, for example, 

started off at £60 million and it went up to well over £400 million, but the whole point about 

that was - and that was over only four or five years - that created a huge affordability issue at 

the local level; the cost escalation was not borne at the level of the whole population of 

Scotland or region in England so risk pooling was reduced by PFI.   

Q307  Lord Forsyth of Drumlean: But you are not addressing my point.   

Dr Edwards: Yes we are. 

Professor Pollock: We are.   

Q308  Lord Forsyth of Drumlean: It is a very simple point which is if it is being done by 

PFI, and because there is external capital involved, it is necessary to actually work out what 

you are committing yourself to in detail and that has not always happened.  

Professor Pollock: But you are ignoring the evidence.  We have published papers to show the 

cost escalations that happen under PFI.  

Dr Edwards: We just referred to the drift from preferred bidder, from the full business case to 

the final close.  Look at the figures.  The drift is tremendous.  It is 50 per cent or so.  I cannot 

remember the precise figures but look at the evidence on it.  
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Professor Pollock: I would like to make one really important point which is the lack of good 

data.  Freedom of information has not given us the access to the financial models of full 

business cases and the contracts that we need.  It has been down to at best the whim of a trust. 

In Scotland we have managed to get some freedom of information requests for contracts but it 

can take three to four years to get the data that we need and often we are not getting it.  That is 

the one thing that we must have:  The contracts, the financial models and then we can do 

much more of the evaluations that we need to test government claims; the NAO has had the 

same problem.  

Chairman: I am afraid unfortunately cannot be here this afternoon, we have another witness, 

and we have to always keep these sessions to a reasonable length.  May I thank you very 

much for coming.  You have made your points of view very clear.  They have of course been 

different from the points of view that other witnesses have given us.  You can see the drift of 

our questions.  I can see Professor Pollock has a whole sheaf of papers there.  If you would 

wish to submit evidence in writing please do so, and of course Dr Edwards we have already 

had yours and thank you very much for that.  Thank you for coming.   
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Witness: Sir Peter Dixon, Hospital Chairman, UCLH, gave evidence. 

Q309  Chairman: Thank you very much indeed for coming.  I think you know what we are 

about and in your case I think we are going to talk to you about PFI both in health and 

housing you have considerable experience in both.  I think it would be fair to say please be 

sure to speak up for the sake of the transcript and the shorthand writers and if you would just 

like to briefly say your name as you begin.  Do you want to make a statement or go straight 

into questions? 

Sir Peter Dixon: I am quite happy to go straight into questions.  I will just explain for those 

who do not know that I spent nearly six years as Chairman of the Housing Corporation where 

I did my best to avoid using PFI and I have spent nine years as Chairman of UCLH where we 

are actually the largest operating PFI hospital in England. 

Q310  Chairman: So we will be very interested in hearing what you have to say from your 

own experience.  From that point of view, could you give us a brief view as to what you see 

are the pros and cons of PFI projects in both health and housing? 

Sir Peter Dixon: The short answer in health is that for the last ten years it has been the only 

source of finance and therefore one has used it.  I think there are advantages in the discipline.  

When our hospital was being built, we were very clear that any change was going to cost us 

an arm and a leg so we did not make any changes, and that was it, but that was a matter of 

discipline on us.  We could have done so but we knew it was going to be very expensive and 

we did not wish to incur additional expense.  In housing I find it quite difficult to see any 

serious advantage for PFI, particularly because as far as housing associations were concerned 

there was a very cheap and very effective alternative in borrowing money from the banks, on 

very, very fine margins, not as cheap as government finance, but too cheap in my view, and 

therefore there was no requirement for using PFI as far as housing associations were 
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concerned.  Where local government did use PFI for housing improvement, it was typically 

because they had no other source of capital funding and therefore they used it.  However, I 

believe it was unnecessarily expensive and also unnecessarily restrictive. 

Q311  Lord Forsyth of Drumlean: We have had quite a lot of evidence which suggests that 

PFI means that the initial process of scoping a project and working out costs and so on is 

subject to much more careful scrutiny and discipline, and this is one of the arguments that 

offsets the additional cost of capital.  I am trying to find a polite way of putting this but 

University College London Hospital, looking at how the costs escalated, seems to contradict 

that view.  Were there particular reasons why PFI was not suited to that project?  

Sir Peter Dixon: PFI was the only thing that was available at the time.  The contract was 

signed just before I took up post and just before my chief executive took up post.  We are both 

still there, but we were not party to the negotiations for the signing of the PFI.  What we could 

do was to make sure that it did not get any more expensive.  I can tell you what goes on now 

in that we have just signed a contract for a large new cancer centre, using our own resources 

and some borrowed money.  We have not gone down the PFI route.  We can do that because 

we are a foundation trust.  I believe that we have managed the risks for that adequately.  I 

believe we have procured it professionally.  I hope the discipline that we have imposed on 

ourselves will mean that if it does not work it is going to be the problem of a major contractor 

rather than mine, which is just what a PFI partner would do in procuring it.  

Q312  Lord Forsyth of Drumlean: Yes, but what I want to know is what happened to the 

PFI project which, according to my information, started off at £120 million and ended at £430 

million, so three and a half times the cost?  All the evidence we have had is this sort of thing 

will not happen because you have your specification, you do due diligence and there is private 

capital involved, so what I want to know is what went wrong?   
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Sir Peter Dixon: I cannot give you direct evidence of that because I was not involved at the 

time and I would not speculate.  What I do know is that they spent nearly 20 years trying to 

get the scheme off the ground.  When I arrived, the contract was for £422 million, and that is 

the contract that had been signed three months before I was appointed.  It was not a contract 

at £120 million.   

Q313  Lord Forsyth of Drumlean: So when you decided to do your new cancer facility, you 

were not in the least bit curious as to how this had all gone wrong and the cost had overrun by 

so much?   

Sir Peter Dixon: We sounded out potential PFI partners and they were not able to contract 

with us on the timescale that we required or to the sort of specification that we required, so we 

used a more traditional procurement route and we did that ourselves.   

Q314  Lord Best:  You might guess that I am going to ask a housing-related question using 

your Housing Corporation experience.  The housing associations have advanced various 

reasons why they have been engaged with PFI projects, one of them being that this means that 

the capital is off their own balance sheets.  They can only borrow so much themselves on the 

back of the assets that they have so this is additional borrowing where somebody else is 

picking up the tab.  I think under your watch three or four of these slipped through 

somewhere.  Was that sufficient reason, helping housing associations to do more than they 

would have done, for what they complained about on the other side of the balance sheet, the 

cost of consultancies and the setting up costs, which are very big and unless the project is 

enormous they are prohibitively big, and the fact that they do not give any of the equity 

appreciation that they normally would have done if they have invested in the property 

themselves and picked up the gains later, do you feel that it was worth it in the cases where it 

did happen?  Are there other reasons other than not falling on the balance sheet of the 
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provider, the housing association, that would have meant that people got a tick in the box 

from the Housing Corporation? 

Sir Peter Dixon: There were probably instances where it was not possible for individual 

associations to borrow more money, but as you would know as well as I recall there was 

actually surplus borrowing capacity within the sector and therefore in most cases housing 

associations were able to borrow on very fine terms from their banks.  The cases which I 

knew of which did take place, I had the clear impression that they were undertaken 

reluctantly. They were undertaken usually in conjunction with local authorities who found 

themselves unable to borrow because the rules said they could not, and there was a certain 

amount of tying up in knots in terms of the service specifications going forward – it was not 

just around the capital cost, it was usually around the management issues for the next 20 or 30 

years which ties you into an inflexibility, whether it is a housing scheme or whether it is a 

healthcare scheme.  You are tied into something for a long time and it is both difficult and 

expensive to change it.  While I think there may be occasions when the PFI route for a 

construction contract can be a useful discipline, I have much greater difficulty in agreeing that 

signing up a service contract for 30 years is something that is worthwhile. 

Q315  Lord Best: Because the building may well be required for a different purpose 

subsequently. 

Sir Peter Dixon: The building or the service or whatever will change. 

Q316  Lord Best: Just to round this up, the ones that are still in the pipeline, the two or three 

big ones just coming through now, in the world of housing, these are for new build rather than 

refurbishment.  We have seen one or two major refurbishment projects – Reading was 

probably the largest on behalf of existing public sector housing.  Does it surprise you that it is 
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on the new build side and not the refurbishment that people are now thinking that if they are 

going to do PFI that is where they should do it? 

Sir Peter Dixon: To the extent that it is more predictable you should be able to get better 

pricing.  The more unpredictable a refurbishment scheme over, let us say, several thousand 

old homes with unpredictable problems is going to be the more difficult it is to have a fixed 

price and to manage that risk appropriately. 

Q317  Lord Moonie: You have touched briefly on future inflexibility, would you like to say 

any more about that as a potential problem? 

Sir Peter Dixon: It is a problem.  When our hospital was designed it was designed with no 

day case facilities.  That was an error in the original procurement – I say again, I was not 

there.  We had to put in day case facilities and it was very expensive; it was more expensive 

doing that. 

Q318  Lord Moonie: That was on top of the £420 million. 

Sir Peter Dixon: Yes.  We had to do that because there was no original provision in there. 

Q319  Lord Moonie: This was for day surgery. 

Sir Peter Dixon: The theory was that the day surgery was all going to be done at a hospital 

three miles away; it was a planning error on a major scale which I was horrified about when I 

discovered it and it cost us a lot of money to put that right, not surprisingly.  We had no 

ability to challenge the capital costs of our provider and of course they did it to suit them and 

we just had to cough up.  It is the same with any other change that we need to make, and we 

will have to make changes over time, there is no doubt about it.  We do not have the 

opportunity to go out and get three quotes, to manage it in the way we want, we only have one 

provider.  We can challenge them with engineering assessments; there is a pile of documents 
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higher than me which says how we do all that but it does not actually give you the opportunity 

to really make things bite, so the inflexibility is an issue and there is no doubt that in 30 years 

time when this project comes to an end there will have been several reincarnations of the 

buildings. 

Q320  Lord Moonie: The secondary question at this point is that we have heard from some 

witnesses that inflexibility is often beneficial because it ensures things like maintenance are 

undertaken and prevents escalation of requirements as the project develops.  I could not help 

noticing in one of the papers you seem to have had some problems in the hospital.  Is that 

false? 

Sir Peter Dixon: That is false. 

Q321  Lord Moonie: I am glad to give you the chance to state that on the record. 

Sir Peter Dixon: It is the Camden New Journal having a good time.  The Evening Standard 

picked it up as well: there is not a problem. 

Chairman: But on the general question. 

Q322  Lord Moonie: On the general point about inflexibility being beneficial. 

Sir Peter Dixon: Inflexibility is good in the sense of providing a discipline when it is being 

built, and this is the point I made earlier, but in terms of changing things subsequently it is 

difficult.  I actually got the magazine Building Today to do an engineering assessment of the 

hospital to see the extent to which they had designed in maintenance issues in the 

specification.  It came out reasonably, it scored eight out of ten, but that did not stop us 

running out of air conditioning capacity too early on, it does not stop us being in difficulty 

with the inadequacy of our lifts, and there is no doubt that to some extent it has been built to a 

price rather than for longevity.  We have to argue with our providers about the standards of 
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maintenance, about the standards of replacing equipment.  That is partly a fault of the long 

term contract and the relationship management within it.  We have not cracked that yet.  

Interestingly enough I was hearing earlier the evidence about the Norfolk and Norwich 

Hospital and in a conversation I had with the chairman there he said they have actually got a 

very good relationship with their service provider who feels part of the team.  For one reason 

or other ours does not and that makes it more difficult to get it working, and that is if you like 

outside the immediate expense issue. 

Q323  Lord Tugendhat: I would like if I may, my Lord Chairman, to continue with that 

theme.  As Sir Peter very well knows I am Chairman of Imperial College Healthcare and I 

look with envy at his new building a very short distance away from our hospitals, and I am 

grateful to them for looking after my daughter-in-law so well, but when he discusses the point 

he has just made about the inflexibility, is it your impression that hospitals that were started 

more recently than yours have less of a problem in that respect or is it, do you think, endemic 

across the board? 

Sir Peter Dixon: I think it is endemic because we all procured to similar rules.  The Treasury 

rules have changed to some extent but the PFI contracts look pretty similar and the 

arrangements for the subsequent provision of services look pretty similar.  Where there is a 

big difference is in the profit-sharing when there is a refinancing of profit; in the more recent 

ones the trusts keep more of the refinancing profit if they manage to do it.  The Norfolk and 

Norwich, interestingly enough, was one of the first; they have a better operational relationship 

than we have with their soft FM provider, but that is probably down to our failure to run the 

contract properly. 

Q324  Lord Tugendhat: As the problem comes back to you would I be right in assuming 

that if the Government decides that it wants to do something, however desirable – like for 
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instance the blitz on mixed sex accommodation at the moment – it does not in fact take 

account of what these costs are going to mean to the hospitals concerned? 

Sir Peter Dixon: I think that is right.  There is another point related to that which is with the 

sort of discussions that are going on, particularly in London at the moment, about taking care 

out of the acute sector and into the community, the fact that you have a series of big 

expensive PFI schemes means that you have to design the rest of the health service around 

that, so the inflexibility is not just around individual institutions, there is an inflexibility 

around the system.  Whatever else happens in reorganising services in central London my 

hospital has to stay there because it has a £43 million a year payment to a private provider.  

You can shut another hospital which does not have that and sell off the land, but you cannot 

do it with mine. 

Q325  Lord Tugendhat: Mind you, shutting it would be quite difficult for other reasons. 

Sir Peter Dixon: Of course, but it does mean that you are constraining your set of options and 

there are other parts of London where I know that has impacted upon the way in which we 

have looked at the landscape of healthcare across a community. 

Lord Tugendhat: That is a very interesting point and it widens the area of focus. 

Q326  Baroness Kingsmill: Indeed, it is a point that has been made by previous witnesses as 

well. 

Sir Peter Dixon: It is not just about starving other areas of money, it is around having to leave 

certain things as a fixed point. 

Q327  Baroness Kingsmill: Absolutely, and closing things that you can close whilst keeping 

open things that you may not wish to keep open but have to. 

Sir Peter Dixon: Yes. 
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Baroness Kingsmill: It is a very strong point. 

Q328  Baroness Hamwee: Can I return to housing and I am going to ask the question which 

I am asked to ask without necessarily understanding it in this form because those who are 

advising us know more about it than I do.  The question is about the growth in local authority 

PFI housing schemes and, with a background in local government, I wish I could see more 

local authority housing.  I am not sure whether this is not really more about housing 

associations, but is the growth in those housing schemes for mixed communities financially 

driven or are there wider benefits?  As I say, I know bits and I do not quite know where this is 

driving but I am certain that there is more to it than I understand.  There are clearly policy 

issues around mixed developments. 

Sir Peter Dixon: Mixed developments are absolutely sacrosanct, it is the only way to go for 

the future, a mix of owner-occupation, shared ownership, various rented schemes, affordable 

rent and market rent, that is fundamentally the way that we should be going with our housing 

development and if we do not we are going to fail again.  I do not think that PFI has a 

necessary part to play in that, the reason it has any part to play at all is because of the 

availability of PFI credits to local authorities which I think can form the only contribution 

which they are able to make to schemes.  If they are able to contribute in other ways they can 

do so and one of the ways they can contribute is obviously about the availability of land.  That 

is critical to it.  PFI I do not think is critical to mixed development in any way. 

Baroness Hamwee: Thank you, that very much confirms what we have heard from the LGA. 

Q329  Baroness Kingsmill: Do you have a view as to whether the developing secondary 

market – shareholders in special purpose vehicles selling their equity interest – is likely to be 

beneficial for the public sector? 
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Sir Peter Dixon: I do not think it matters one way or the other to be perfectly honest.  The 

shareholders in our scheme are pretty irrelevant to us, what is relevant to us is the service 

provider and not really a great deal else.  I do not think it matters a great deal. 

Q330  Baroness Kingsmill: The securitisation of risks so far as you are concerned is not 

going to be an issue that is reducing incentives to worry about long term risk. 

Sir Peter Dixon: No.  Where we have an interest in what happens to the scheme is around the 

refinancing of the scheme where initially these schemes, because of the major construction 

risk, are financed at fairly high interest rates.  Once the construction phase is out of the way 

you are basically financing an income stream and in normal markets there is a different price 

for it and it is at that point that the refinancing profits accrue.  The providers get some and 

now the trusts get some, not enough I believe, I would like to think we got more of it, but at 

the moment we cannot do that because the capital markets are in a state.  The ownership of 

the underlying share capital in the SPV I do not think is important.  I may be wrong. 

Q331  Baroness Kingsmill: What about the credit crunch and the current drying up of 

refinancing? 

Sir Peter Dixon: In other circumstances we would be trying to get our scheme refinanced to 

get the capital receipt into the trust, partly to pay for our new cancer centre. 

Q332  Chairman: On the point you were making about refinancing and the profits going to 

the shareholders’ pocket, the point you were making about the building costs and so on, was 

that a feature only of early PFI schemes on which lessons have been learned? 

Sir Peter Dixon: Lessons were learned and the later ones had a different split of profits. In the 

early ones they had to negotiate quite hard, later schemes have a 50-50 split built in. 
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Q333  Chairman: If, credit crunch apart, more normal conditions applied, does this ability to 

refinance actually bring more money into the PFI sector? 

Sir Peter Dixon: It will bring money into the original shareholders on the basis that they have 

then made a capital profit, which they may or may not wish to reinvest, and it will bring 

money into us, but in a sense all that is doing is giving us money now instead of money 

further along.  There is no additional money, it is a divvying up of what is there. 

Q334  Lord Levene of Portsoken: Sir Peter, as I understand it what you have told us is that 

you inherited a very large PFI project which it was too late for you to change which worked 

out very expensive.  You now have a new project ongoing which you have been able to 

manage yourselves.  Two questions really: we have heard that it is very difficult for any 

health authority or any health trust to get funding other than through a PFI scheme so could 

you tell us, firstly, how is it that you have been able to fund this one without doing that?  The 

second question is I do not know how far into the new cancer centre project you are but it 

would be interesting to know if that is remaining on cost and on budget and if it is how you 

have managed to do that when so many others have fallen by the wayside? 

Sir Peter Dixon: I suspect our lessons are not generalisable.  We had the capital receipt from 

the sale of the old Middlesex Hospital site which we sold on very successfully and as a 

foundation trust we were able to keep it and, having paid off some other things, we are 

reinvesting that.  Why we think we can control that project is that we have taken a great deal 

of care over it as one would if one was running a commercial company.  If I was the chairman 

of a private company and we had just procured a big building I would not expect to have to do 

it through a PFI scheme, I would expect to do it by a proper process of project control within 

my organisation.  I have to say I cannot see why the public sector should not be able to do 

those things.  I agree that it has not always done them well but I cannot see why it should not.  

If this does go wrong – and I shall only be there for another nine months, unfortunately, 
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because I have done long enough – it is the chairman and the chief executive of the 

organisation that screwed it up.  One of the slight advantages of foundation trusts is that we 

are independent of the Department of Health, we do not get bossed around by them and told 

what to do.  The same thing applies to housing associations, they have an independence, they 

are responsible for their own actions and it seems to me that that is fundamental to any form 

of decent project control.  You cannot be on the end of somebody else’s piece of string. 

Q335  Baroness Kingsmill: It may also be that lessons have been learned, have they not, 

from the procurement process and that it will be improved in the future? 

Sir Peter Dixon: I hope so.  We may not have got this right but I know perfectly well if we 

have not it is my fault. 

Q336  Lord Moonie: As a foundation trust what additional flexibility do you have in raising 

capital?  Can you look at bonding, for example? 

Sir Peter Dixon: We can, but in fact the cheapest financing available to us is through 

something called the Foundation Trust Financing Facility which is available to FTs 

throughout England.  We can borrow money from them – they are term loans – on very fine 

terms.  It is not unlike the way in which housing associations used to borrow except that 

housing associations were borrowing from the private sector and we are actually borrowing in 

effect from the Treasury.  I would like to see a similar model for the health services – in fact 

I advocated this 12 years ago now – whereby there is a thriving market for bank debt for 

foundation hospitals.  We had nearly £40 billion of facilities available to housing associations; 

no bank ever lost a penny because it was a regulated market and we took great care over it.  

I would like to see a similar system operating in healthcare and I cannot see now why it does 

not and I could not see why it did not operate when I first suggested it 12 years ago. 
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Q337  Chairman: What is the financial risk on that from the bank’s point of view? 

Sir Peter Dixon: The risks are very similar.  You are financing a series of cash flows – rents 

from tenants, largely paid by housing benefit it has to be said, or payment for the things that 

hospitals do in terms of replacing granny’s hip or whatever else it is.  They are things that 

people absolutely have to have and therefore there is a very good, predictable set of cash 

flows.  If hospitals are well run and well managed – as more of them are now with more 

transparent accountancy than there used to be – then the risks for the banks are relatively low.  

We were borrowing money in housing at less than 20 basis points 18 months ago and until the 

world ended.  That was too cheap, but we could actually borrow large sums of money for 30 

years at 20 basis points which was ridiculously cheap. 

Q338  Lord Moonie: Just to finish that point, on the cancer centre did you try to reconfigure 

anything in the hospital or was it always going to be a new building? 

Sir Peter Dixon: It was going to be a new build because we needed additional capacity to do 

things differently; it is around ambulatory care rather than having beds.  This will be taking 

people out of beds. 

Q339  Lord Griffiths of Fforestfach: Do you have a view on PFI and innovation, whether it 

hinders or fosters innovation? 

Sir Peter Dixon: I suspect it hinders it because part of it is about risk transfer.  If you are 

taking on the building of a large construction project you are not going to experiment with 

something new when the downside is down to you so provided you have got the right pricing 

on your contract you are going to be more concerned with delivering what you think is going 

to happen and getting the certainty of the profit you planned for than on getting a little bit 

more profit by doing something different.  I suspect, therefore, that it militates against 

innovation.  In terms of services going forward I am sure it does.  Our food for the hospital 



38 

comes in from Wales in frozen containers; it is cook chill and the provision of facilities within 

the hospital are such that that is all we can do.  It will be trucked in from Wales or somewhere 

else for the next 35 years because we have no kitchens anywhere in the hospital.  We have the 

facility for heating up boxes.  There is no room for innovation there, it has been designed out 

– except at very high cost. 

Q340  Chairman: I suppose that particular example is something that might happen on a 

traditional contract as well. 

Sir Peter Dixon: It could, I accept that entirely, but one might perhaps have given a little bit 

more thought for flexibility, I do not know.  I would like to think we would. 

Q341  Lord Forsyth of Drumlean: Could I ask you to just help me as I have just been 

puzzling over this issue of whether there is a secondary risk.  The theory is that the extra cost 

of capital is justified because there is a risk transfer and the example you gave in the 

construction phase is that clearly there are high risks but after that it is possible there is less 

risk to refinance and there is a capital gain.  I am just puzzling why on earth should the PFI 

operator obtain that gain because if the purpose of the exercise is to reflect the risk that is 

being transferred – and you have said that the situation has now improved and there is a 50-50 

split – I am trying to work out why anyone would agree to a contract which gave them such a 

large slice?  What is the justification, what am I missing? 

Sir Peter Dixon: From which side? 

Q342  Lord Forsyth of Drumlean: From the side of the public interest.  In embarking on a 

PFI contract why would you give a free ride which reflects the fact that there is less risk?  The 

whole point of paying more is because someone is taking a great risk.  At the stage where the 
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risk is reduced and where in fact you are just securitising government revenues, why on earth 

should the private provider get a bigger slice? 

Sir Peter Dixon: I suppose it is a bit like a banker’s bonus, is it not, you get it twice.  

Intellectually you are absolutely right, there is an argument for saying you priced this risk, 

you have delivered according to your pricing and according to your specification, fine, off 

you go, but I do not think that many of the contractors would be keen to do it on that basis 

because they would say we actually want an additional profit at the end of the day.  It is their 

revenue stream, it is their operation.  We cannot then force them to refinance it so all they are 

doing in fact is bringing forward their profit.  It is a discounted cash flow issue in a sense.  

They can sit there getting £100 a year forever or they can get £50 now and £20 a year forever; 

it is a question of changing the cash flows.  There has got to be an incentive on them to want 

to do it. 

Q343  Lord Forsyth of Drumlean: I can see how they would put that construction on it but 

I am really going behind that to the theory of this.  The theory is that the contractor is taking 

the risk and therefore is being paid for it. 

Sir Peter Dixon: And is being paid for it.  The answer is that we have changed it slightly, 

possibly not enough, and these contracts probably still could do with sharpening up to the 

benefit of the public sector. 

Q344  Lord Forsyth of Drumlean: More than 50 per cent should come back to the trust. 

Sir Peter Dixon: I would think so, yes, but I would say that. 

Q345  Lord Tugendhat: Sir Peter, you have been chairman of UCH during what Mervyn 

King calls “the great moderation” and the heyday of PFI has also been during this prolonged 

period of low inflation.  Who knows what will happen in the future but if we were to move 
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into a more inflationary period on the basis of your very considerable experience, both of 

hospitals and housing, what do you think the impact of that would be on existing PFI 

projects? 

Sir Peter Dixon: It will put us and similar organisations at a greater disadvantage vis-à-vis 

those organisations which have more traditional funding.  The cost of capital issue which was 

alluded to earlier is an important one.  Our cost of capital is undoubtedly higher than that of 

your institution or Guys and St Thomas’.  Our payments are index-linked, inflation-linked, 

and if inflation were to take off we would have very considerable difficulty.  The NHS tariffs 

are based on an average cost of capital, therefore they work better for those organisations that 

have a low cost of capital and that is a big problem for the health service going forward. 

Q346  Lord Tugendhat: Who knows what will happen but if we are in a situation where, on 

the one hand, inflation is higher than it has been in recent years and on the other public 

expenditure remains as constrained as it is likely to be, this is going to make for real 

difficulties in capital expenditure in the NHS. 

Sir Peter Dixon: Yes, undoubtedly, and it is going to make for huge difficulties in terms of 

revenue funding because so much of our revenue will be going to pay the fixed costs. 

Q347  Lord Moonie: Just to clear up a point on that you have quite rightly mentioned that 

somebody who has been subjected to a large PFI is under an ongoing disadvantage because 

such a large proportion of their income stream is going to be devoted to paying it off, 

I  thought also that resource accounting and proper accounting for the capital that you deploy 

was supposed to counterbalance this.  Are you saying that it has not and in which case to what 

extent has it failed to?   

Sir Peter Dixon: The accounting issues do not have an impact on the cash flow.  We account 

now – we have brought part of our PFI onto the balance sheet under the latest accounting 
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rules but in terms of cash we have to pay out a cheque every month to our provider.  However 

you dress that up, we will be paying out more cash than somebody who has not got a PFI so 

the accounting rules do not actually help us, they only have an impact on our P and L, not on 

our cash flow. 

Q348  Lord Best: Can I pick up on your thought that a better way of financing than PFI 

would be to follow the pattern that you are very familiar with in housing associations, at least 

for foundation trust hospitals.  Does the parallel really work in the sense that this is all about 

who is left holding the baby when things go wrong?  If the lender – if it is a traditional lender 

– is left holding the baby for a block of flats or even a large estate that has been modernised, 

there will be options for that creditor to sell apartments on the open market to move into 

different ways of doing things, perhaps to demolish and reuse a site for a completely different 

purpose.  If you are left holding the baby and it is a hospital, who is kidding who?  It is going 

to go on being a hospital, we are not going to close it down, in the end the risk is always 

going to be absorbed by the public sector. 

Sir Peter Dixon: I am not entirely convinced of that because we are using fewer and fewer 

beds in acute hospitals every year.  We can close some hospital sites down, I am convinced of 

that, provided the public and politicians will let us – that is a difficulty.  If you actually own a 

piece of real estate, whatever is on it, whether it is an office block or flats or a hospital, at 

some point you have got a tangible asset and you could transfer some of the services 

elsewhere.  In that sense entirely it is difficult but of course no one has ever had to do that in 

housing and my belief is that provided you have a properly regulated system in healthcare 

nobody would have to do it in healthcare either because you would make jolly sure that the 

organisations were able to pay their bills as they went along.  That is what regulation is there 

for in my book. 
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Q349  Chairman: Can I ask the last question, Sir Peter?  You have mentioned a number of 

reservations or made comments about the use of PFI in the health sector.  Despite that do you 

see the private sector playing a significant or even perhaps a growing role in the future and if 

so in which direction? 

Sir Peter Dixon: There are areas where it can.  I have no problem in procuring services from 

whoever can best provide them; the thing one has to remember is that private sector providers 

are there to make profits, there is absolutely nothing wrong with that, but if you are doing that 

there may be an additional cost.  I suspect we need to look at it the other way round and just 

make sure that the altruism that is available from the voluntary sector, from the third sector 

generally does not get overlooked.  It must not be an excuse for doing things in a sloppy 

fashion – which it can be – but if you can actually harness that goodwill and the ethos of the 

public service you can get serious benefits.  In the same way you can look to the private 

sector to bring in things that you cannot always get out of the public sector.  We use a number 

of private sector partnerships, some better than others, but it is up to us to get the right ones 

and not the wrong ones.  I do not think there should be a presumption that one is good and 

one is bad. 

Q350  Chairman: Are there any further points that you would like to make to us that we 

have not already covered? 

Sir Peter Dixon: No, I am happy with that. 

Chairman: Sir Peter, thank you very much indeed, you have been very helpful. 


