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Q77  Chairman:  Welcome to the Economic Affairs Committee.  This is the second public 

hearing of our inquiry into private finance projects.  Copies of the Members interests or their 

entries into the Register of Interests showing interests which have been declared are available 

for the public and witnesses.  It is the big tome there on the table if you wish to take a look at 

that.  Councillor Kemp and Mr Buxton, thank you very much for coming.  We would be very 

grateful if you could speak as clearly as you can for the benefit of the webcast and the 

shorthand writer.  Do either of you want to make any opening statements or would you prefer 

it if we went straight into questions? 

Councillor Kemp:  We are quite happy to answer questions, my Lord. 

Q78  Chairman:  On the questions side, you do not both need to answer. 

Councillor Kemp:  I think we have decided that if it is technical the officer will answer. 
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Q79  Chairman:  Perhaps I can make a start by asking you what are the main areas where 

local authorities engage in private finance projects?  How important are they compared to 

other areas of local authority activity? 

Mr Buxton:  I think by far and away the largest area of activity for local authority PFI 

projects is in relation to education where there has been a major programme specifically to 

build or refurbish schools.  Other areas include housing, transport, social care.  An important 

point is that actually the local authority PFI expenditure amounts to a relatively small 

proportion of total local authority capital investment.  Over the course of the last five years 

we are looking at figures of in the range of ten to 15 per cent of local authority capital 

investment.  I think it is important to see PFI very much in the context of an overall approach 

to local authority capital investment and not to regard it as, in a sense, the most burning and 

critical issue relating to local authority investment. 

Q80  Chairman:  You said then that PFIs are a minority sport, as it were, but how do local 

authorities decide whether to use the private finance route or some other route? 

Councillor Kemp:  This is one of our concerns, that there is not necessarily flexibility to 

enable us to choose PFI or prudential borrowing or standard routes, we are more or less 

guided into a particular project by the government finance being made available for PFI.  One 

of the things that we do think we need is more flexibility so that we can choose the 

appropriate financing route for the appropriate project. 

Q81  Chairman:  So you have a budget, as it were, for PFI? 

Mr Buxton:  What happens is that the government makes available PFI credits for certain 

types of projects.  For example, there are PFI credits specifically set aside for an investment in 

building new schools.  If a local authority wants to build a school and to receive a subsidy for 

building the school, then in a sense it does not have a choice, it can only use the PFI route 
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because there is no conventional capital subsidy available for building a school.  The only 

route is through the PFI credits and that means that the local authority is forced to use those 

credits if it wants to take advantage of the capital subsidy.  I think what we are suggesting is 

that if there were a level playing field the capital subsidy element would potentially be 

available for a range of alternative funding mechanisms and not just for a PFI mechanism. 

Q82  Lord Eatwell:  That is intriguing because I was about to ask you about the main 

contribution that private finance has made to local authority delivery and it sounds to me as if 

the main contribution is that it gives you the chance of capturing a subsidy.  Is that fair or is 

there some other wider contribution than the fact that you can capture a subsidy in this 

particular way? 

Mr Buxton:  Let us assume that there was capital subsidy available, or no capital subsidy 

available equally for conventional procurement and for a private finance initiative.  If we start 

with that assumption and then we say given the level playing ground does PFI offer certain 

advantages, I think the answer to that question would be, yes, it offers certain advantages but 

it also has certain drawbacks and, therefore, you actually need to look at each project on a 

case by case basis.  The main advantage of a PFI project is that it gives you a higher degree of 

certainty over build costs and subsequent maintenance costs on a classic PFI scheme and that 

is where the concept of risk transfer comes in.  We are not talking about a transfer of the 

whole risk.  We are not talking, for example, about the contractor taking on the risk that all 

the children will or will not all get five GCSEs.  What we are talking about is the construction 

cost risk and the subsequent maintenance cost risk because those are priced in at the 

beginning of the contract on a relatively fixed and determined basis. 

Q83  Lord Eatwell:  That is the biggest advantage and you said that we have to balance this 

against the disadvantages.  What is the biggest disadvantage? 
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Mr Buxton:  The disadvantage is that obviously you are tied into a commitment over that 

period of time.  For example, if we take something like school maintenance, historically a 

local authority would have been able to take a decision about whether or not to spend money 

on school maintenance.  At any particular year it could have decided not to invest in school 

maintenance but actually to spend some money on some other form of service provision.  The 

disadvantage of that is that might lead to under maintained schools which over a long period 

of time would require further investment.  So there is a slight loss of flexibility but, as I say, 

there are benefits.  The other factor is that in the pricing mechanism for PFI contracts at the 

moment a private contractor who is borrowing to finance will probably be paying slightly 

more than a typical local authority for borrowing.  Therefore, you need to weigh up the 

benefits and the disadvantages on an individual project basis. 

Q84  Lord Eatwell:  So in capital terms the project is more expensive? 

Mr Buxton:  Not necessarily. 

Q85  Lord Eatwell:  From your point of view it is less flexible. 

Mr Buxton:  It may not be more expensive, that depends on the potential cost overrun issue.  

Historically public sector projects have had large cost overruns.  The information collected by 

the National Audit Office suggests that private finance projects are actually more disciplined 

in terms of the financial angle and, therefore, there is a trade-off. 

Q86  Chairman:  Would it be possible to set aside the source of funds issue and have exactly 

the same contractual arrangement, possibly with the same company, for the whole life 

contract which might have been a PFI or might be an ordinary public sector one? 

Councillor Kemp:  I think it is important that we recognise, particularly as it is only ten per 

cent of the funding, that PFI is a way to create a particular relationship between the public and 
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private sectors.  There has always been that relationship.  For example, we have never built 

our own schools, we have always contracted to buy a school.  What we need to be more 

imaginative about is how to create those relationships and, if I can put it further, how to create 

the partnerships within which the public and private sectors can work to the best advantage.  

If we can create effective partnerships in a long-term relationship then some of those 

problems with rigidity and lack of flexibility might disappear.  We are very keen on 

partnerships and have the contract second.  One of the problems is that PFI methodology 

leads you straight to the contract before you develop the relationship. 

Q87  Lord Levene of Portsoken:  I am sorry to labour this point, but having been involved 

in one of the early iterations of this whole programme, which was called Competing for 

Quality, which Lord MacGregor may remember, the whole object of the exercise was to have 

this element of competition.  In other words, you had the in-house team who could do this and 

you would have outside providers, PFI or PPP, to do so.  Are you saying that there are 

projects now where that choice is lost to you, that you do not have the ability to choose 

between the public sector doing the job itself and the private sector doing it as an alternative 

and you are just dictated to as to which way you have to go? 

Mr Buxton:  I think some of those decisions have actually been taken at a programme level.  

For example, if you take the schools programme that has been subject to a very thorough 

value for money review at the whole of the programme level and, therefore, individual 

projects are financed within the context of that programme.  Individual projects still have to 

demonstrate that they meet the value for money criteria, but at the moment if you are seeking 

to build a new school then if you want the capital subsidy that goes with that effectively that 

requires a PFI approach. 
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Q88  Lord Levene of Portsoken:  Can I ask you a different question, if I may?  Is there 

sufficient understanding within local authorities and a sufficient level of expertise to be able 

to manage the project of that nature when it is not being carried out in-house but is being 

carried out by a private sector contractor or consortium? 

Councillor Kemp:  In my view there is.  In a large authority like my own - I am a Liverpool 

City Councillor - we are regularly procuring big contracts in a variety of ways and we have 

in-house knowledge.  For smaller councils and very high specialist projects we have 

traditionally had 4ps, an agency, which is partly paid for by the government and partly paid 

for by the user and we have now linked up with Partnerships UK to create a new organisation 

in the Local Partnerships, so that expertise is available across the piece.  To follow up partly 

on your last question, things have moved on in the last 12 to 15 years and very few councils, 

for example, now have their own architects’ department in the way that they used to.  It is a 

question of where we procure the private sector in to help us and in what format rather than 

we do it in-house or externally. 

Mr Buxton:  If I may add to that.  I think that if a local authority is going to be building a new 

school the skills that it requires are going to be very similar regardless of which contractual 

route it chooses to go down.  For example, if you are planning a new school you need to be 

able to think about long-term time horizons and scenario planning.  You need to engage with 

the service users, the teaching community.  You need to think about the different types of 

things that you want the school to do and its links with the rest of community infrastructure.  

All of those issues I would argue have to be considered whether you are using a conventional 

procurement route or a PFI route and, therefore, actually the issue for me is not so much do 

local authorities have the skills to do PFI but do local authorities have the skills to do large-

scale procurement, which is a slightly broader question.  I would entirely endorse what 

Councillor Kemp has said.  I think the major authorities will have that expertise in-house and 
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some of the smaller local authorities will need to rely on some external expertise, which is 

where an organisation such as Local Partnerships, which is partly owned by the Local 

Government Association, has been deliberately set up to provide that support to those 

authorities who do not have that expertise in-house. 

Q89  Lord Paul:  In your experience have the private finance projects delivered value for 

money? 

Mr Buxton:  I think in general that the answer has to be yes.  I think the National Audit 

Office have themselves done a number of studies of the delivery of private financial projects.  

They have, for example, shown that private finance projects do deliver to time slightly better 

than conventional procurement.  They have also found that private finance projects deliver on 

budget slightly better than conventional procurement.  I would, however, have to stress that 

the differences between private finance projects and conventionally procured projects is not 

enormous, so we are not saying that this is an absolutely one-sided argument, that private 

finance projects always deliver on time and on budget because there are a percentage that do 

not, but it is a slightly higher percentage than we find with conventionally procured projects.  

I think on balance, looking at the trends over the last few years, we can say that private 

finance projects have delivered what they were expected to deliver.  Clearly the critical issue, 

and this again applies as much to conventional procurement as to PFI procurement, is if the 

local authority does not really understand and have a clear vision for what it is seeking to 

procure, the limitations are going to be in that initial conceptualisation.  Do you want a school 

that simply sits there and is used by students during school hours or do you want a school that 

is part of the community infrastructure?  That is the critical issue from my perspective.  

Again, when you are thinking about a school and we are building something that has to be 

there for 25, 30 years or longer, do we understand what we are going to require out of the 
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school in 25 or 30 years’ time?  I think those are some of the complex issues, but I would 

argue that they are the same issues for conventional procurement as for PFI procurement. 

Q90  Chairman:  Can I push that slightly further back to my earlier question and that is in 

principle at any rate the nature of the contract, whether it is a PFI contract or a conventional 

public contract, could be precisely the same and the only difference would be the sources of 

funds, so wherein lies the benefit from a different source of funds if both sources were 

unconstrained?  Obviously if one is constrained and the other is not --- 

Councillor Kemp:  It is not necessarily a different source of funds, it is a different route to 

funds possibly from the same source.  If we went for a prudential borrowing route it would 

cut out one element of that process.  Not a very large part of the process because, as Richard 

says, the importance for the local authority is to understand what it wants to procure, so a lot 

of the checks that go into a PFI route would be done by a local authority choosing any route. 

It would make things a little easier.  For example, we can borrow money more cheaply than a 

private sector organisation can, but so can other partners.  For example, I chair a housing 

association and we can also borrow more cheaply than the standard private sector.  We have a 

£100 million fund to invest and in one part of the northwest we are building a health centre.  

There is no reason why we could not build a school taking advantage of the lower rates in a 

community which we understand because we control the housing there to which we could add 

on our housing association head office for the area, to which we could add on other facilities 

which we know the local community wants, but those are very difficult to do because if you 

go through the health route you have a LIFT scheme; if you go through the education route 

they have bulk bought from a series of providers.  It does take out to some extent that local 

originality and our ability to find savings by being small because the assumption is that you 

find savings by being big. 
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Mr Buxton:  If I could add, Chairman, typically with a private finance scheme the local 

authority is only paying when the scheme is delivered, so there is that element of risk transfer.  

Arguably you could set up forms of slightly different procurement which would rely more on 

local authority borrowing which could actually come up with a mechanism which would 

transfer, but essentially the essence of the private finance project is that it is payment on 

delivery and it is that extra security that the local authority is given that is the key advantage 

of the private finance contract. 

Q91  Lord Paul:  Out of the two, if you had to choose in the first reference, which one would 

you choose? 

Mr Buxton:  I would not.  I see that conventional procurement and PFI have advantages and 

disadvantages and it depends what your priority is as a local authority.  If you want slightly 

more flexibility then you do not want to tie yourself to a longer contract.  On the other hand, 

if you want greater price certainty then you may well wish to enter into a PFI contract.  It 

really depends on the nature of what you are trying to deliver.  It also depends on the risks 

that you are trying to avoid.  For example, if you are building a leisure centre then actually the 

private sector is very capable of taking on the whole risk of the occupancy or use of the 

leisure centre.  On the other hand, if you are building a prison what private sector contractor is 

going to take an occupancy risk on a prison?  Clearly they are not.  Therefore, this issue of 

risk transfer, yes there is always an element of risk transfer but it is not the whole risk 

associated with the entire life of the project.  I think sometimes the public perception is that 

PFI transfers the whole risk.  No, most PFI projects concentrate on transferring the 

construction cost risk and the operational maintenance risk.  Some projects can transfer more 

than that but actually the core risk transfer is around the capital construction cost and the 

maintenance cost risk.  It is not a case of better or worse and I think that is why what we 

would be arguing for is as neutral and level a playing field as possible so that local authorities 
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can make their own decisions as to the appropriate nature and use of PFI projects.  For certain 

types of projects that is absolutely not the right thing to do. 

Q92  Baroness Hamwee:  To extend that slightly, as well as asking us, as I assume you are, 

to back your call for the level playing field, presumably you would like us to say that the 

greatest flexibility in the type of project would be helpful when government is issuing credits, 

putting it in rather straightforward terms. 

Councillor Kemp:  Any local authority has a variety of needs.  We deal with things on a 

themed basis because that is the way ministries do it.  We need, in capital as well as revenue 

projects, to be able to assemble what our communities need and there is often in that context 

more conflict between local government and Central government delivering mechanisms than 

there is about our particular route for financing any particular set of circumstances. 

Q93  Baroness Hamwee:  Can I ask about the longer term impacts using PFI, whether there 

is any difference between PFI and conventional projects.  We have had some evidence from I 

think it was Sheffield where they say that an emerging issue is that PFI contracts with fixed 

price or inflation-linked contracts in the public sector funding environment where standstills 

or even cuts are going to be possible, non-PFI arrangements may be easier to manage down in 

such an environment. 

Mr Buxton:  If we take the schools example.  Let us say that you go through conventional 

procurement and you build a school, you expect to maintain it.  A school has costs that you 

have to pay.  The issue with conventional procurement is that you can in a bad year choose 

not to do the same degree of maintenance on the school and, therefore, you have a slightly 

greater degree of flexibility.  Whether it is a good thing not to do the maintenance on the 

school I would have to put a question mark there.  On one level you can say that the local 

authority should have the flexibility not to maintain its schools; on the other hand, as a parent 
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I might be saying, “Actually I would prefer a situation where the local authority was really 

committed to maintaining the school during the life of it because arguably a poorly 

maintained school is not a conducive environment for learning”.  We are not arguing PFI is 

wonderful or PFI is awful, there is a balanced approach to be taken to this and there are 

arguments for and against.  I would accept that one of the challenges, if you have a long term 

contract, is that your payments are fixed. 

Q94  Lord Tugendhat:  You have made some very interesting points in answer to a lot of 

questions within other questions, as it were, but coming back to the point that you have just 

made, do you believe that some private finance projects are more successful in some public 

services than others?  In other words, are some projects more suitable for PFI than others? 

Councillor Kemp:  Quite clearly those that are best are ones that you know are going to be 

there for a long time.  You build a road; you build a school, things like that.  They are solid, 

they are going to exist.  There might be some questions around the edges about what a school 

will be doing precisely in 25 years, but those are good long-term things on which we can see 

the effects.  It should not be used for things like IT which change so rapidly.  By the time you 

have actually gone through the process the specification will have moved on.  That is where 

you go for a more flexible partnership.  For example, a lot of councils now have set up Joint 

Venture Companies with their IT provider and that is another way of bringing in finance, of 

bringing in appropriate private sector expertise in a way that is very readily adaptable to meet 

continually changing circumstances. 

Q95  Lord Tugendhat:  I realise that this is not your direct responsibility, but would you 

feel, therefore, that hospitals are perhaps a less appropriate kind of project because of the very 

high IT involvement? 
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Councillor Kemp:  It comes back to your view on whether we have hospitals in their current 

form.  In my own city the Health Service is dispensing with its big hospital that was going to 

last 100 years and creating community facilities around.  It is a question of how you would 

evaluate the risk because you could well have a contract for building and then a different set 

of contracts in relation to what goes in it.  So you have to make a decision on what you think 

the Health Service is going to be doing in 25 years and say, “Do I want to procure a hospital 

through that route?” 

Q96  Lord Tugendhat:  The distinction you have just made is one that could also be made 

for schools. 

Councillor Kemp:  Absolutely. 

Mr Buxton:  That is absolutely the critical point, that PFI for a hospital could be everything 

from simply doing the building and maintaining the building, all the way ultimately through 

to actually running all the medical staff.  The issue is where do you draw the line if you are 

going down that route?  Do you include all the medical equipment; do you include ancillary 

staff; do you include medical staff?  What is the limit?  There is scope.  This is an area where 

it is possible to make different decisions and it is not a case of there has to be one answer.  

Clearly there will be some government programmes where they will choose a particular 

strategic direction, but PFI does not force you to choose, within that spectrum you can 

actually make choices. 

Q97  Lord Tugendhat:  One final question.  Within your association is it your experience 

that different local authorities have made a range of very different choices on the same issue 

or is there, broadly speaking, a mainstream view? 

Councillor Kemp:  I would rather turn that slightly on its head.  I would find it difficult to 

discern whether Lib-Dem, Labour or Tory authorities went one way, or urban or rural 
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authorities.  By and large most local authorities are extremely pragmatic and that is why we 

are looking for the level playing field.  We have to have a relationship with the private sector 

for a lot of these activities.  As I said before, we have never built a school.  Although we have 

said it is a council property we have never built it.  So the question is how do we enter that 

relationship.  I think we would find it very difficult to come up with an authoritative answer to 

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

Q98  Baroness Kingsmill:  I am stuck with the boring question, actually!  That is, could you 

elaborate on the accounting treatment of private finance projects? 

Mr Buxton:  I think from a local authority perspective the critical issue for a local authority is 

the impact on the council tax.  That is the real issue.  The reality is that it does not make a 

great deal of difference whether you go down a PFI route or a conventional procurement 

route.  If you have built a school the school is going to need to be paid for.  You are either 

going to be borrowing money to build the school and be paying that money back, or you are 

going to be paying a private contractor a unitary charge for the use of that school.  The impact 

on the council tax is broadly neutral, and I think that is the issue from the local authority 

perspective: is there going to be a significance difference in impact on the council tax and the 

answer is broadly speaking it does not make a great deal of difference which route you go 

down in terms of the impact on the council tax because the council tax is about what you are 

actually spending rather than a set of relatively arcane accounting rules about whether 

something is or is not on balance sheet.  The question for local authorities is what is the 

impact on the council tax and not what does the balance sheet look like. 

Q99  Baroness Kingsmill:  I am delighted to hear that!  So how prepared do you think local 

authorities are for IFRS? 
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Mr Buxton:  I think the National Audit Office is actually doing a piece of work on this at the 

moment and it is proposing to come out in the New Year with a statement.  My understanding 

talking to colleagues in local government is that no major problems at this stage are 

anticipated.  That is my broad indication, although I have to say that that is based on a 

relatively limited sample of discussions with colleagues at the Local Government Association.  

As I say, I think the National Audit Office will be coming out with more definitive guidance 

on this topic either at the end of this year or early next year. 

Councillor Kemp:  It is interesting for me to compare what I do as a Housing Association 

Chair, which is in my view a public sector body, where I am acutely aware of the balance 

sheet because I use the balance sheet as a tool to borrow more money and do more things, and 

the concept of a balance sheet in local government.  I do not have a clue what the net assets of 

Liverpool City Council are because I only look at the revenue consequences.  If we moved 

further into the field of prudential borrowing then that would have to change.  Perhaps that is 

one of the things that the changes will make us more aware of.  If I have got assets how can I 

best use them to use more money in the way that the private sector does?   So I think those 

changes are useful.  How or where councillors are aware of these issues I am not sure, but we 

have always had officers to guide us. 

Q100  Baroness Kingsmill:  What about the credit crunch, has that impacted? 

Mr Buxton:  The evidence at the moment is that the interest rates that we are having to pay 

on some of the major schemes that have closed recently are slightly higher than the interest 

rates that we had perhaps a year or two ago.  I think long-term I would expect the interest rate 

gap to diminish, but at the moment schemes are working out slightly more expensive than 

they were so, yes, there has been an impact.  Secondly, for some of the most complex 

schemes we have to rely on some additional funding sources and the Treasury is now actually 

making funding available and the European Investment Bank.  Schemes that would have 
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relied 100 per cent on finance from the commercial banks for some of the most complex 

schemes, and I am thinking, for example, of the Manchester Waste Project, has had to rely on 

Treasury and European Investment Bank funding.  Clearly that funding has to be repaid, it is 

not a grant, it is investment.  Actually just securing the level of investment on the very biggest 

of the projects has in the last year or so been more difficult.  On the other hand, the latest 

evidence suggests that in the course of the last three or four months, compared with this time 

last year, a significantly higher proportion of schemes are closing and, therefore, the situation 

does appear to be easing.  Yes, there has been an issue and still is a little bit of an issue  but I 

would expect the situation to continue to improve over the course of the next year or two. 

Q101  Lord Griffiths of Fforestfach:  My Lord Chairman, before asking a question I would 

like to declare an interest as the chairman of what at the time I think was the largest PFI 

project, namely Trillium, which was the outsourcing property services to the DHSS and then 

to the DWP and its successor, namely Land Securities Trillium, and at present as an advisor to 

Telereal Trillium.   My question is do you see any benefit in developing alternatives to the 

current private finance models and, if you do, what would they look like? 

Councillor Kemp:  The answer is yes and the second answer is we are not sure.  We are very 

clear that in the face of the recession, which is hitting council public sector finances in a 

variety of ways, we have to form new relationships between the public, private and third 

sectors.  What we are trying to do, and I would be happy to invite one of your Lordships to 

this, is on 16 November we have some leading members of those three sectors coming 

together.  What we are trying to do is to look again, as I have said before, at partnerships and 

relationships to make things work.  Traditionally the three sectors relate to each other in one 

way or another purely on a contractual basis.  If we can find more flexible ways of creating 

long term partnerships which will play to the strengths of the three sectors, that will be very 

strong.  At the moment though we tend to create contracts which appeal to the worst aspects 
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of those because we do not trust each other, so we build in certainty instead of originality and 

flexibility.  We are acutely aware of the need to change, but certainly for most of us it is work 

in progress which we would be happy to report back to you if those relationships developed 

that we can define better the new ways. 

Mr Buxton:  I think it is fair to say that there are already a range of different models that can 

be used.  You have your traditional vanilla-flavoured PFI, clearly the further alternative is 

conventional local authority procurement.  That exists and may well be appropriate under 

certain circumstances.  You then have some of the major government schemes, such as the 

local education partnerships and LIFT, which are designed at a broader programme level to 

deliver things.  Other ways of doing things might include local authorities entering into some 

sort of Joint Venture Company and actually directing investing.  It may be the local authority 

giving a session.  It may be a local authority doing some form of outsourcing of services.  I 

think there is a range of models and it comes back to the point that Councillor Kemp and I 

were both making in the beginning that if the playing field is neutral in the sense that if there 

are subsidies available then potentially any of the existing models might be appropriate 

depending on the circumstances of the individual project and what you are seeking to achieve.  

I think increasingly partnerships with third sector organisations and so on are going to be 

important and how does that fit into some of the programmes that we have at the moment?  It 

is about trying to provide that flexibility. 

Q102  Lord Best:  I would like to look ahead a bit because we are still in the early years of 

all these PFI contracts and to draw you a bit on the inflexibility of being boxed into a contract 

that lasts 25 or 30 years.  Although everything comes in on time or on budget on day one - 

great and there are the gains - is it not likely that almost every public service we can think of 

will change very dramatically in a much shorter timescale than 25 or longer years?  I am 

familiar with the world of residential care homes and I cannot believe that the same home, 
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even though there is a wonderful contract to maintain it for 25 years, will be required for the 

same purpose 25 years from now.  We are going to do all kinds of things differently.  How 

wise is it?  Even schools - and you were mentioning schools as the shining example - can you 

be sure that we will teach our children in the same way of going to classes and maintaining as 

is.  Is it not going to be fantastically expensive to buy your way out of those contracts later on 

as a local authority if you do not like what you have got then? 

Mr Buxton:  I think those are very valid points.  It is important to recognise that local 

authorities enter into 20-year contracts outside what we would regard as a PFI framework.  I 

am familiar with a local authority that sold its residential care homes and gave the contractor 

who purchased the residential care homes a 20-year contract guaranteeing occupancy of the 

residential care homes.  That happened completely outside this traditional PFI and that was an 

outsourcing transaction.  Was the local authority right to do that?  No, I think they were 

completely wrong.  At a time when we are seeking to encourage more people to remain in 

their own homes a 20-year guaranteed occupancy contract for residential care homes would 

seem to be a major mistake, regardless of whether you do it by an outsourcing deal or a PFI 

deal.  Schools are a very interesting example.   Remember, if we did not have PFI and we 

would be only be going down conventional procurement we would still be building the 

school.  In other words, you would still end up with that building.  The very valid question is 

what we would require in 25 years’ time.  I have heard the suggestion - and I am not saying 

whether this is right or wrong, I am not entirely sure - that what we are doing at the moment 

with schools, regardless of whether it is PFI or not, is that we are simply building new 

versions of old schools.  So we are simply building something that looks modern, it has new 

technology but essentially it is the basic fundamental concept that we have had for a very long 

period of time, which is a place to which a large number of young people go where they are 

detained during the day time and fed knowledge, information, learning and so on.  As a parent 
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I am not uncomfortable with that but if we were to say what is education going to be like in 

25 years’ time, if we judge by what has been happening in offices – in my own organisation 

most of my staff are home-based, they travel around to where they need to be, they are linked 

up electronically in various ways  - does this mean that in 25 years we will not need the same 

type of buildings but we will have a much more networked education?  I do not know the 

answer to that.  It is the same question whether or not we are going down a conventional 

procurement route or a PFI procurement route.  We still have to make that decision as to 

whether we are building a set of buildings.  Therefore, I do not actually think the critical issue 

there is around PFI.  I think you are absolutely right to raise the issue but that is why I am 

saying the same skills are needed whether we go down conventional or PFI procurement 

because they are skills about scenario planning. What is the educational world going to look 

like over a longer period of time?  The difference is, yes, we are committed to the 

maintenance aspect but actually that is a relatively minor aspect of the overall contract and 

one on which most of the contractors do not expect to make a significant profit margin, 

therefore I see the issue as being broader than just PFI. 

Councillor Kemp:  If you were to look at it in the long-term, that is one of the reasons I am 

really in favour of local flexibility.  If you can imagine a school which capital asset was 

controlled by a local organisation which knew the patch it was responsive to, it still ends up 

with a school, but if you can build the other things in then the ability to move it around and 

make it more flexible would be much enhanced.  As someone who has gone round and tried 

to convert old schools into other uses, because we have lots of them in Liverpool that are 

listed buildings, one of the problems is that once you build something with classrooms 

designed for people to move around every three-quarters of an hour, you have designed a 

particular type of building and they do not convert very well to anything else, even if they are 

lovely listed buildings. 
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Q103  Lord MacGregor of Pulham Market:  It has been suggested that private finance 

models have not been overly successful in providing innovation and delivery.  Would you like 

to comment on that general view in relation to local authority PFIs? 

Councillor Kemp:  First of all, I think we should set this against what I believe is a massive 

change in local government over the last 12 to 15 years.  I have been a councillor a long time 

and in my view local government is now operating at as high a level as I have ever known it.  

The importance of that to your question is that that also means that local government is more 

imaginative, innovative and more pragmatic than it has ever been before.  That means that 

when it goes to providers, whichever route - and we are fairly neutral about this - it is coming 

up with a more innovative specification where it is able to.  Where it is not able to then we 

will just procure a school, as we have discussed before.  So I think that local government is 

engaging with the private sector in ways that we would not have dreamed of 12 years go, and 

it is that coming together, that bringing together the best skills of both, which I think is 

feeding innovation, but not a PFI route per se. 

Mr Buxton:  Again, I think it comes back in part to the more general issue around 

procurement and in part the creativity and skills of the team that is leading the procurement 

process.  PFI can produce innovation, as can conventional procurement, but it actually needs a 

leadership that wants to challenge and develop.  To give you a specific example, I think in the 

waste sector at the moment some of the waste PFI projects are actually very innovative.  

Specifically, the recent example is Manchester Waste, which is a £640 million project and 

they are actually using waste to produce solid fuel and the solid fuel is then used to actually 

produce energy.  This is something that has been developed through the PFI process.  In waste 

we have got contractors who are looking at biofuels coming out of waste and so on.  So I 

think that there is real innovation going on there.  We can point to a number of community 

type projects where you actually have health facilities and libraries and CABs and youth clubs 
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in the same centre.  Yes, you could probably have produced the same innovation with 

conventional procurement but the skill is in the team that sits behind that and says, “Yes, we 

want to make this a community project.  Yes, we understand the needs of our community.  

Yes, our elected members are fully engaged.  Yes, we have teams of people who are working 

with the community to get their input.”  I think if you do that then you can actually generate 

innovation both with PFI and conventional procurement. 

Q104  Lord MacGregor of Pulham Market:  Yes, because the example you have given on 

biofuels, biomass and bioenergy and so on could happen within the conventional field as well 

because the innovation and inventiveness is in relation to the project rather than the financing. 

Mr Buxton:  I think that is right. 

Q105  Lord MacGregor of Pulham Market:  Just listening to you in the whole of this 

session it seems to me to some extent that the whole PFI issue is different for local authorities 

compared with Central Government.  There have been criticisms that PFI has been used in 

Central Government to get projects moving faster than the old conventional arrangements - 

off balance sheet financing, if you like, and so on.  That does not seem to apply in the local 

authority area, not least because of the constraint and impact on council tax.  You are really 

saying that it is just one model among a number that should be used but it does not have an 

effect on big capital projects going ahead faster than they would otherwise. 

Mr Buxton:  Except to the extent that Central Government determines that certain types of 

projects may only proceed through the PFI credit mechanism.  I am sure that was understood 

in your question. 

Q106  Lord MacGregor of Pulham Market:  Yes, it was. 

Mr Buxton:  I just wanted to make that clear for the record. 
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Q107  Lord MacGregor of Pulham Market:  If that was not there, all the school projects 

were PFI,  then you would want the level playing field. 

Mr Buxton:  Absolutely. 

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

convey. 

Mr Buxton:  Yes, indeed. 

Q109  Chairman:  Let me ask it in a slightly different way to be absolutely clear.  If the 

hidden hand of the Treasury said that rather than having ten or 15 per cent of the local 

authority expenditure in this area being PFI you could double it if you wanted to, would that 

make any difference? 

Councillor Kemp:  It would depend on the types of projects, as we said before, that any 

council was dealing with at any one time because there are some types of projects that we do 

not think that would apply to.  In general terms it could increase or go down but as long as we 

could relate it to what was particularly needed in our own individual circumstances. 

Q110  Chairman:  I was not suggesting that they mandated you should, but if you had the 

freedom to double it would that make any difference to your investment programme? 

Councillor Kemp:  No, I do not think it would. 

Q111  Lord MacGregor of Pulham Market:  Why then do you think that you have this 

constraint in terms of school building?  Why is that linked entirely to PFI? 

Mr Buxton:  How are you going to build a school without the capital subsidy?  That is the 

issue for a local authority.  A local authority cannot afford to go around building schools 

without some form of  subsidy. 
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Q112  Lord MacGregor of Pulham Market:  I understand that but why do you think that 

the Central Government is insisting on that? 

Mr Buxton:  Central Government has done a programme level value for money study and 

concluded that at a programme level PFI is value for money for the delivery of schools. 

Councillor Kemp:  Because it is looking at the savings of bigness, whereas as we said before 

we can also make savings through smallness.  We are not getting the benefits of local 

knowledge, the full application of local services and opportunities into what is effectively a 

national programme delivered locally. 

Mr Buxton:  We should also recognise that most school refurbishment is not taking place 

through PFI.  It is much more effective for new build than for refurbishment and the 

Government fully understands and recognises it, which is why if you look at capital spend on 

education it is not a case of saying all capital spend on education is PFI, that simply is not the 

case. 

Q113  Lord Eatwell:  It seems to me that the crucial difference with respect to your 

financing is the constraints that you are placing on the future, and where the future is 

unknown, such as how technology might change with respect to teaching, or population 

structures might change, you are stuck.  That seems to me to be a major issue, that by having 

a PFI contract you have committed a set of funds contractually over the future to the delivery 

of a particular building or services of that building or other services which you may, in ten 

years’ time, not need, but you have it, you are stuck. 

Mr Buxton:  If you are building a road you are putting in street lighting and the chances are 

that level of certainty --- 
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Q114  Lord Eatwell:  No, let us stick with the school. You have a school building and you 

get a big population shift.  As a local authority you might want to say, “Okay, we will take 

half those buildings and we will use them for something completely different.” 

Mr Buxton:  Absolutely. 

Q115  Lord Eatwell:  You have a contract to have those things maintained in a particular 

way, services provided in a particular way, which may be completely irrelevant for the 

purpose that you want in ten years’ time, but you are stuck. 

Councillor Kemp:  Basically you are right, but we would end up with that constraint if we 

build a traditional school now and we would still be saying in ten years’ time, “What are we 

going to do with that school?”  That comes to the relationship that you have with your 

contractor because at the end of the day it is in no one’s interests to be paying out for a 

building that is empty, so what will local authority come up with in private sector 

circumstances about using the half of the building that you no longer need.  I am not trying to 

underrate what you say because clearly if you are in a contract it is more difficult to get out of 

than if it is your own building which you entirely own or whatever.  There are some 

constraints but I would not overplay that because it is in everyone’s interests to make these 

buildings work, including the private sector. 

Q116  Lord Levene of Portsoken:  When PFIs and PPPs were first introduced the rationale 

was that both Central Government and local government had a pretty poor record of 

managing large-scale projects, particularly construction projects, so it was felt that by giving 

these to the private sector they would have a better chance of delivering them on cost and on 

time and their own overheads would still make the whole project cheaper.  This has been 

going on for the best part of 20 years now.  I do not want to ask you about Central 

Government, but has local government now learnt enough from this, from overseeing these 
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projects, that they can now do it themselves efficiently as one would hope they would have 

been able to do in the first place? 

Councillor Kemp:  A lot of the pre-work, of course, is done within the local authority now.  

In any big project the local authority, being an excellent client, knowing what it wants, being 

able to deliver its part of it - for example, you can have a PFI project which needs the local 

authority to deliver the road system differently to meet it  - is up for the major challenges that 

it faces.  Local government has moved on tremendously both managerially and politically in 

the last ten to 12 years so I think they are capable of managing it using all the routes. 

Q117  Lord Levene of Portsoken:  So if a decision was to made to say, “Here is a pilot 

project, let us give it back to local authority X and see if they can do the whole thing 

themselves”, they might make quite a good fist of it? 

Councillor Kemp:  We are doing it already because, as we said, PFI is only ten per cent 

anyway, so for the other 90 per cent we are already doing it.  There is no evidence that we 

have on which of the procurement routes you use for the money, if I can put it that way, 

changes your ability to deliver things quickly or slowly, efficiently or inefficiently.  I think 

that we are good enough clients to be able to cope with any of the financial routes which 

would enable us to use capital. 

Q118  Lord Levene of Portsoken:  If that is true, and I have no reason to doubt what you 

say, then it would infer that Central Government ought to look very carefully at this because 

if the local authorities are now so good at it that they can do it themselves, so why not leave it 

with them?  Somebody presumably ought to have a look at that. 

Councillor Kemp:  We would be happy to look for the evidence.  Our general feeling is - and 

this is a Treasury quote not mine - that local government is the most efficient part of the 

public sector.  I would not necessarily let the PCTs run the same way! 
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Chairman:  On that note, Councillor Kemp, we can draw a close!  Thank you very much to 

you, Councillor, and to Mr Buxton for your time and for answering our questions. 
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Memorandum submitted by The Office of National Statistics 

Examination of Witnesses 

Witnesses: Ms Jil Matheson, National Statistician and Mr Joe Grice, Chief Economist, 

Office of National Statistics, and Professor Geoffrey Whittington, Cambridge University, 

called in. 

Q119  Chairman:  Ms Matheson, Mr Grice and Professor Whittington, welcome.  If I can 

please ask you to speak reasonably slowly and clearly that will be helpful both for the webcast 

and for the shorthand writer.  I do not know whether any of you would like to make an 

opening statement or whether you would like to move straight into questions. 

Ms Matheson:  Maybe I can just say a few words, thank you.  I just wanted to say thank you 

for the opportunity to explain and discuss the statistical treatment of PFI projects both in the 

national accounts and in other official statistics.  A key part of what we do is to follow 

international standards governing statistical accounts - the UN system of national accounts 

and the European system of accounts – and we have got a legal basis for compliance with 

those.  Statistical guidance and accounting guidance has, up until now, been similar in the 

relevant respects, so we have been able to use the audited accounts of public bodies to use in 

the national accounts.  The introduction of the new International Financial Reporting 

Standards this year may have some impact but public bodies are still being required to 

produce accounts on the old basis as well, so we can continue to fulfil our legal obligations.  

Finally, of course, our obligations go beyond that, and we are conscious of the need to meet 

public needs for transparency of statistical information.  So we have work under way looking 

at the presentation of additional information – for example, on public sector liabilities.  It is a 

complex area but we are publishing and have already published a series of articles to help us 
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and our users understand the issues, and we would be very happy to try and explain that 

today. 

Q120  Chairman:  Just before we move on to the accounting and statistics side, can I ask you 

one general question, which is to ask you what you see as the defining characteristics of 

private finance projects? 

Ms Matheson:  Can I start, just from the statistical point of view, because that is what I can 

talk about?  Following the international standards that I referred to, it is about risk, and the 

assessment of where the risk lies.  Is it with the public sector or the private sector partner in 

the arrangement?  The European system of accounts and the international standards are quite 

clear about that.  So, as far as we are concerned, we take the audited accounts which 

themselves have assessed where risk lies.  Where the bulk of the risk is judged by the 

professional accountants to be in the public sector then they are on the public sector balance 

sheet; where it is in the private sector then they are not.  So that is the defining characteristic 

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

Q121  Lord Eatwell:   I would just like to follow up from that.  What I did not understand 

from the memorandum you sent us, also indeed from what you have just said, is the 

relationship between what you think would be an appropriate accounting standard and the 

accounting standard which is being imposed upon you by others.  Your memorandum 

consisted entirely of referring to other accounting institutions – to the IFRS standards, and so 

on and so forth – it did not say at all whether you thought they were satisfactory (if you like, 

fit for purpose) for the UK assessment of risk in PFI projects.  I wonder if you could comment 

on that. 

Ms Matheson:  I will start and then perhaps I can ask my colleague to add on to that.  I think 

it depends on what is the purpose.  If you think about our purpose with national accounts, then 
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we are looking at the economy as a whole, and the important (and, I mentioned that we have a 

legal obligation) obligation as well is to make sure that what we do is consistent with the 

treatment of other countries.  So the international standards are important in that they are the 

ones that we stick by, but they are important because they are an important way of looking at 

the economy across countries. 

Q122  Lord Eatwell:   I can see that if everybody wants to get their national income 

accounting straight then they will get the national income accounting straight, but we are 

trying to understand the value to the public purse of these procedures.  We all know, for 

example, in the national accounts, if you employ a housekeeper it is part of the GDP and if 

you marry her and do not pay her it is not part of the GDP.  We all know that.  So if we are 

looking at social welfare, the national accounts are not representing social welfare in those 

terms.  If you are interested in social welfare we would not look to the national accounts.  So I 

think that this international comparison is a complete red herring; the issue is: are these 

accounting procedures appropriate for us to understand the welfare contribution to the UK of 

these particular projects? 

Ms Matheson:  Let me, in one sentence, reply, and then I will hand it on.  As I said, it 

depends on what the purpose is, and the assessment of value for money or any of those other 

considerations are not considerations for me or for the Statistics Office; that is not what we 

are here to do; that is a matter for the NAO or for others.  What we do have a responsibility to 

do is be transparent about what we are measuring and how we are measuring it. 

Professor Whittington:  Could I make an observation, please?  I did not want to make an 

initial statement but the initial statement did actually say something that I believe to be 

incorrect (I am sure it was a mistake, not deliberate), namely, that this balancing of risks that 

is done by the internationally accepted methods of national accounting is not the same as the 

current UK standard FRS 5 and the application note to that or even the Treasury’s guidance to 
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that, which has widely been interpreted as allowing everything to go off balance sheet but was 

not intended, I hope, for that purpose.  The big thing that gets missed out of the assessment of 

risks under FRS 5, and is included by the national accounts and was alluded to by the local 

authority representative just now, is construction risk.  Obviously, we all know – anybody 

who has dealt with builders knows – that construction is a horrible process to go through.  

Construction contracts carry enormous risk, but that risk occurs irrespective of whether I buy 

an asset or whether I lease it or whether I get it under a PFI contract.  That is something that 

happens before the asset is created.  Once the asset is created, as an accountant within current 

accounting standards, I have to ask myself: “Should that asset which has now been created be 

on the balance sheet?”  In other words, who do all the subsequent risks and rewards (or 

however I care to evaluate it) lie with?  Do I sit in this position that an owner of the asset sits 

in, or am I really just renting it from a provider of services?  That has to be done once the 

construction is over.  I think the potential conflict with national accounts (the ECOFIN 

system) lies in the fact that they only identify three areas of risk, much narrower than FRS 5, 

and one of those areas is construction risk.  That means that most PFI contracts will say: 

“Well, the construction risk lies with the constructor because the price is usually fixed under 

contract”; hence it is off balance-sheet.  Under FRS 5 that would not happen.  That is a 

serious problem now because we have a new international interpretation, IFRIC 12, which has 

been adopted by the Treasury and is going to be used in resource accounting.  IFRIC 12 is 

based on control but I think we can bypass that – control of risk and rewards are not so 

different as you might think, but I do not want to get into technicalities – and IFRIC 12 will 

bring on to the balance sheet a lot of things, it is widely believed.  However, these things will 

not be brought on to the balance sheet by the internationally accepted method of doing 

national accounts.  Not only does that apply to the national accounts but I understand the 

Treasury is applying this same standard to budgetary procedures by departments, so that for 
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budgetary purposes they will be leaving things off balance sheet and for ex-post accounting 

they will bring them on balance sheet, which I find quite extraordinary.  So there is a conflict 

between the way national accounts are done, and the way business accounts are done and the 

way they are being interpreted by the Treasury for the accounts of departments.  This is not 

the fault of the national statistical office but it is a matter of government policy; I guess it has 

to do with international agreements on borrowing requirements, and so on.  It is, nevertheless, 

a practical problem. 

Q123  Chairman:  Is this a conflict which can or has to be resolved, or is it a paradox you 

just have to live with? 

Professor Whittington:  We get back to the issue Lord Eatwell was discussing before, of what 

all this is for.  I believe, because I like to think accounting is useful, that accounting is telling 

us what our obligations are when it is recording liabilities.  I was very struck by the discussion 

you have just had with the local authorities which indicated that a PFI contract binds future 

generations.  In fact, because of the fact that it suppresses what economists call “real options” 

it actually, in some way, is more burdensome than a conventional purchase of an asset.  The 

fact that future generations, or future taxpayers, are bound – hence the scope for allocating 

revenue in the future is constrained – is a very important thing that people should know; they 

should know how much they have borrowed, how much the Government is in debt – in the 

economic sense as well as in the legal or technical sense.  I do think that is very important 

information from a policy point of view and an ex-post appraisal point of view.  It gets 

suppressed if we do not put these things on balance sheet. 

Q124  Lord Levene of Portsoken:   Just on the basis of what Professor Whittington said, if I 

heard you correctly, you said the same risk was there whether the building was bought or 

leased.  Surely, it depends on who is doing the buying and leasing, because if the Government 
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or a local authority buys a building they are at risk throughout the process, but if they are 

leasing it it is the owner/contractor who is going to do the leasing who is at risk, and the local 

authority or the Government only has a problem once they have taken it on.  Is that not right? 

Professor Whittington:  I was thinking of a long-term lease.  I was thinking in terms of 

finance leases; in short-term leases or rental, clearly, the landlord is responsible.  The longer 

the lease, usually, as you know, the more responsibility the tenant takes on.  If I have a 999-

year lease, then it is pretty well mine.  I understand that one of the Cambridge colleges is 

actually owned by an Oxford college (or, at least, the ground is) but it is 999 years so nobody 

talks about that and they repair their premises as if they own it. 

Q125  Lord MacGregor of Pulham Market:  I think, like others, I may be having some 

difficulty in getting back on track!  Can I ask the question which I hope will help do that.  

Could you elaborate more to justify having liabilities treated differently in the departmental 

resource funds and the Treasury national balance sheets, and indicate more of the 

consequences of that? 

Mr Grice:  I think a lot of this comes back to what are the purposes for which these accounts 

are used.  I can imagine it would be safest, I suppose, if there was one set of accounts which 

will give you the answer to everything.  So far as we are concerned, we have at least three 

objectives, as Jil mentioned at the outset.  One is we do have international obligations to 

compile national accounts according to international conventions.  The overriding convention 

existing on national accounts is voluntary, the United Nations System of National Accounts, 

but the European System of Accounts, which is essentially derived from that, is a statutory 

obligation; it is an obligation in European regulation and those procedures we have to abide 

by in order to produce gross domestic product figures and other national accounting 

information according to the European standard.  For that purpose, the information provided 

by, essentially, as I understand it, UK generally accepted accounting practice (which is largely 
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on which the resource accounts are based) is appropriate for making those calculations.  We 

believe it is appropriate and so, too, do the European authorities.  A second purpose is 

actually to produce the public finance figures where, again, we have legal requirements under 

European regulation in connection with the Stability and Growth Pact and the Excessive 

Deficit procedures.  Again, for that purpose the resource estimates that the Treasury produces 

and uses in its budgeting, we have access to and, essentially, take on board, is appropriate.  

We believe that and, again, so do the European authorities.  Then again, this is not the only 

purpose; this is not the only information one would want to look at in analysing these kinds of 

situations, and while it is certainly not our job as the statistics office to make assessments of 

value for money in PFI deals, or anything of this kind, it is our job, we see, to produce a range 

of information about public finances in general which will indicate the transparency and 

enable such judgments to be made.  In that connection, it may be the IFRS, the new 

accounting standard, is something we need to look at, and indeed we have started to do that.  I 

am not sure that is a direct answer to your question but that is the position we are at, at the 

moment. 

Q126  Chairman:  We are talking about IFRIC 12 or IFRS thing, which is what we are 

about.  Would it be a practical problem for the ONS to, as it were, sum what is on the various 

local authorities and other government departments IFRIC 12 data to produce a separate 

national figure?  Not to supplant the European approach but as a supplement to see it from a 

different view.  Would that be a problem? 

Ms Matheson:  I do not think it would be a problem.  What we would need to do is be very 

clear about what it was that it was measuring and what part of the overall picture is that about.  

Again, our role, as you say, is to aggregate and we do that based on audited accounts; we are 

not responsible for the standards against which those are audited.  So if there was some great 



33 

user demand for us to do that and if those data were available and audited, then adding them 

up ---- 

Q127  Chairman:  ---- would be a fairly simple thing.  I am sorry to be simplistic but let me 

push it a bit further.  If it was analogous to a business and that business had a whole string of 

subsidiary companies, which may be local authorities or government departments or whatever 

it is, then in summing the consolidated accounts of that business you take all the subsidiaries 

and you add them all up and you would know what you had got, at the end of the day, because 

the two would be the same.  Here we have an anomaly whereby, at the moment, the sum, 

which we do not know, of the equivalent of the subsidiaries in the public sector does not 

match what should be the consolidated accounts at national level.  All right, you are caught by 

different standards – and we understand why that has happened – but I would have thought 

that it might shed a little bit more light if, in addition to the European approach, you actually 

summed what we have got in our various national subsidiaries.  Am I being too simple?  

Perhaps I should ask an accountant.  Professor Whittington, does that make any sense? 

Professor Whittington:  It makes sense to me but I am not a national accountant.  I was over-

awed by being here with two of them. 

Ms Matheson:  It would not be a national account is the point. 

Q128  Chairman:  Absolutely, but it might shed some light on national liabilities. 

Mr Grice:  We are very open to the idea that national accounts are not the only information 

that is useful in this area.  Indeed we did, over the summer, publish a series of papers on ways 

in which more transparency and wider information about the public finances might be 

produced.  In that light, I would certainly regard the proposal as being one which merits 

further examination, but we would have to look at the feasibility, exactly what it measured, 

and so on. 
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Q129  Lord MacGregor of Pulham Market:  That is actually what I meant by the 

consequences in my question.  You described the situation from your point of view, which I 

think most of the general public do not understand at all, but there is a widespread concern, 

for example, in terms of national liabilities and national debt, that some of the PFI projects 

and other things are not appearing in the national debt figures and that this is, somehow or 

other, because of the way in which the statistics are drawn up.  I wonder if you could 

comment on that. 

Professor Whittington:  I will comment on it, if you like, because they are reluctant.  Can I 

just briefly comment because I think what you said is exactly correct?  I can understand the 

international standards for national accounts but I think they are behind the times, as it were.  

Accounting has moved on a lot in the last 30 years and the way people do business has; 

complex contracts with PFIs have emerged and they are a bit behind the game, if you like, 

and that is why they have not thought it out and they have got construction risk in there and 

missing lots of others out.  It also, of course, suits, no doubt, many national governments that 

they do their national income accounts that way because they are under a bit of pressure from 

borrowing.  People use these very naïve numbers – Public Sector Borrowing Requirements 

and things.  So, naturally, I imagine, there is a reluctance by many governments to change this 

system.  Then, of course, we have the question: should the UK change and then be blamed for 

borrowing more than anybody else, when it is purely an illusion?  I think there is a serious 

problem.  That is as an outside observer. 

Q130  Lord MacGregor of Pulham Market:  You mean an illusion that we are borrowing 

more than anybody or an illusion that if we changed the system our figures would look larger 

than they actually are compared to others? 

Professor Whittington:  The illusion is not in absolute terms.  If you mean: “Are they telling 

the truth?” I would say they are telling the truth if they did proper accounting, as I put it.  
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They are not telling the relative truth, and countries and currencies are often measured in 

relative terms.  If they have all got this little bit of buffer called the PFI there and we make 

ours hang out as if it is borrowing and the others do not, it makes the UK look worse than it 

ought, and is not doing the country a favour - I can see that.  That is a problem of the 

emerging practice on national accounting.  In the future, I think, there is a great deal of hope 

because international standards are developing very rapidly; IFRIC 12 comes from the private 

sector International Standards Board, there is a Public Sector International Standards Board as 

well which has been working on IFRIC 12-type interpretations for government, and I am sure 

that these bodies, eventually, will persuade international organisations like the World Bank 

and the IMF, that are backing them.  I think practice will improve in the future.  At the 

moment we have an anomaly because they are catching up. 

Ms Matheson:  There is a dialogue between the two anyway; so these things do take time to 

evolve – that is certainly true.  On your first point about transparency, of course, as we have 

said, the national accounts are the national accounts, and we are interested in improving 

transparency outside the national accounts framework to help public understanding of the 

nature of public debt or other aspects.  So that is absolutely consistent with the direction that 

we are going.  It is just not easy to do, and I am never sure that we are quite going to be in a 

position very quickly to get to the point where the public do understand all the complexities of 

this.  That is the challenge. 

Q131  Lord Best:  Improving public understanding – and mine too, I think – does get pretty 

difficult.  I guess that governments of all persuasions are going to want to try to find ways in 

the future of spending money that does not show up in the national debt.  If the basis really 

comes down to where the risk lies, my question is about how you determine the risk transfer 

between the public body and a private company, or a special purpose vehicle.  Let us try this 

from a kind of public perception and understanding of these things.  At one level we now 
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know from the collapse of the banks that the government has to pick up the bill at the end of 

the day; the risk, ultimately, with these organisations that are too large to fail, and so on, rests 

with government.  We have not transferred risk even in the banking system out of the hands 

of government, at the end of the day.  If things go bust, government picks up the bill.  In the 

world of PFI, of course, the school, if it is half-built, if the PFI company goes out of business 

and this whole thing falls apart, the public sector has to pick up the bill.  It falls back on the 

taxpayer – local or national taxpayer – because we need the public services.  To say that the 

risk is transferred to a private sector body, at one level, must be a bit of an illusion, to use 

Professor Whittington’s words.  Is it that the medium-sized risks are transferred allowing a 

change of definition that governments will grasp if they can?  The medium term risk – not 

that the contractor goes bust but simply that it costs a lot more than they expected and they 

have to take the hit; it is the small-scale things that go wrong which do fall to the private 

sector organisation, the contractor, to pick up the pieces because that is what the contract says, 

even though the big risks do, ultimately, still remain a public sector activity with the public 

sector.  Have I mystified you even with the question? 

Ms Matheson:  You are right in the sense that, of course, ultimately, where is risk, and that is 

one of the issues about how do you define and decide the point at which risk becomes a 

liability and at what point should it be included in whatever accounting standard.  That is one 

of the real measurement difficulties with any system that you have.  I am not quite sure what 

the question is that that leads to. 

Q132  Lord Best:  Let me put the formal question here, about the transfer of risk between a 

public body and a private company.  How do you set about determining the risk transfer 

between the two, the public body and the private company, or special purpose vehicle? 

Ms Matheson:  The short answer is we do not; that risk is the risk as it appears in the audited 

accounts.  So, as statisticians, we do not do that. 
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Q133  Chairman:  Perhaps we can address it to Professor Whittington. 

Professor Whittington:  I will try and answer that, if you like.  Under the FRS 5 approach, 

which is the one that has historically been used in the UK and is widely used abroad as well – 

Australia and New Zealand and other places – you, first of all, as I said, would strip out the 

construction risk, to start with, because somebody bears that anyway, in creating an asset.  

The PFI contract is for the use of the asset for a service once the asset is constructed.  You 

would also look at the end of the contract and look at who gets the asset at the end, because 

that is usually very informative with PFI contracts; they are often for less than the life of the 

useful asset, despite the discussion we had earlier.  If it reverts to the government then, of 

course, the government is bearing the residual value risk that is stated at the end.  You would 

then analyse in detail and make a judgment on the terms of the contract itself.  Of course, we 

talk about PFI – one of the difficulties is there are so many different contracts with so many 

different terms; who covers what risk within a contract; do you give a fixed price, do you 

have a variable price; do you have toll roads, do you have shadow tolls – it goes on forever.  

You have to analyse the contract and make a judgment.  That is where, I am afraid, FRS 5 

really was let down or let itself down because these interpretations done by people who have 

incentives to keep things off balance sheet, inevitably, lead to things going off balance sheet.  

It is unfortunate that is the way it is.  That is why the new IFRS approach is becoming 

predominant because that emphasises control rather than risk, although, in fact, as I hinted 

earlier, it is another way of expressing it, because the risk transfer was never solely what 

FRS 5 was about.  What we were trying to do on the ASB in those distant days when we 

concocted FRS 5 was to deal with off balance sheet financing by private companies.  That is 

often done by what are called “auto pilot vehicles” which run themselves, so there is not any 

control; they run themselves, so you cannot look at control and you have to say: “Well, 

whoever, at the end, gets the variable returns must surely be the person in control”, because 
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unless they are very stupid they will have put something in place, even if it is not visible, that 

makes sure they can avoid the worst happening if possible.  So that is why FRS 5 was there.  

There was always an element in it of: “Well, who gets the benefit?  Who controls or manages 

the thing?”  The IFRS view of control is that it has two wings; one is power, which we 

normally think of as the power to direct in some way – the power to determine the public 

sector service: the quality, the price – but the other is that the power has to be directed for the 

benefit of the person exercising power.  In the case of government, obviously, that means they 

have to be able to direct it towards their ends, and that, if you like, is a risk or rewards 

approach because you are saying: “Who gets the benefits; who bears the risk, in the end, of 

service?”  So the two approaches are not so different, but the way IFRIC 12 has been drawn 

up, the rather stark way it is drawn up, puts people on notice that there is really, almost, a 

rebuttable presumption that things are on balance sheet, and I think that probably counteracts 

the temptations leading to poor judgment. 

Q134  Lord Griffiths of Fforestfach:   My Lord Chairman, I wonder if I can ask Mr Grice a 

question, because I have only been involved in one major PFI contract, which is the 

outsourcing of property services to the DHSS, then the Department of Employment, now the 

DWPP – a 20-year contract – when we, in winning the tender, took on tremendous risk, 

namely, that we had thousands of properties, some of which the Department said: “We will 

never want to get out of”; some of which they said: “We want to get out of now” and some of 

which they said: “We may want to get out of”.  For those properties we took the risk that if 

they got out we would be able to re-let them on terms which were reasonable, and we took on 

other risks.  My understanding was that when this was set up the Treasury, in agreeing to a 

PFI project, said: “One of the key criteria for something to be a PFI project” (regardless of 

accounting, for a minute) “was that there has to be a material transfer of risk from the public 

body to the private body.  Is my understanding correct? 
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Mr Grice:  It is a little while ago since I was directly involved with PFI schemes, but the basic 

proposition was that the risks should be borne by the party best placed to bear the risk – that 

would be the way to get the maximum welfare for the country.  That, I presume, is still the 

underlying presumption.  We use the accountancy rules simply to give us a judgment based 

on the professional accountant’s judgment, rather than our own, as to whether that risk 

transfer has taken place or not.  That determines the position that we reach. 

Q135  Lord Griffiths of Fforestfach:   Can I ask you: is the professional accountant the best 

person to give you that judgment? 

Mr Grice:  The professional accountants, we will expect, will be the people who will go 

through and analyse where the risks were borne and how the mechanism had applied.  I think 

we would not feel that we could add value, as statisticians certainly, in second-guessing in all 

800 schemes, or whatever.  There is one other point in this discussion, if I might, and that is, 

really, to put these numbers in context.  The figures that we have are that there are 

approximately 800 or so PFI/PPP schemes in being, and the capital value is something of the 

order of £64 billion.  Of those, under the rules which Professor Whittington has doubts about 

but which, nevertheless, are the ones we use for national accounting purposes and public 

finance purposes, approximately £25 billion or so are actually on balance sheet under those 

rules.  As it happens, some of the larger schemes which would not be caught by those rules – 

London Underground schemes – are ones where we judge, in any case, that the PFI 

counterpart is part of the public sector because of the control.  Again, that leaves us, when we 

take that into account, with something of the order of £5 or £7 billion of schemes at issue.  

Now, £5 or £7 billion is, obviously, a large amount of money, but that compares with the 

public sector net debt (and we published a new figure this morning), and that was £825 

billion.  So the amounts we are talking about here, in relation to the overall public finance, are 
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not negligible, of course, but they are actually not that large in relation to the totals of the 

public finances that we are talking about. 

Chairman:  Material, but only just. 

Q136  Lord Tugendhat:  This is a very technical discussion and I must say I am having 

some difficulty in following a great deal of it.  I would like to ask one of the simpler questions 

on this list, and that is how does the UK treatment of these liabilities compare with elsewhere 

in the world?  I do not mean in Europe because that point has already arisen, but looking 

beyond Europe but within the OECD area. 

Ms Matheson:  They, too, follow the system of national accounts – the UN system of national 

accounts that the European system is based on.  So although the UN system is voluntary, the 

expectation is that that is what countries will follow. 

Q137  Lord MacGregor of Pulham Market:  Can I just go back to Mr Grice’s figures, in 

that supplementary point you made?  You told us where £32 billion were, and the overall 

figure was £64 billion.  The gap between the two, the other £32 billion, how is that accounted 

for? 

Mr Grice:  On my figures something in the region of £25 billion would be accounted for – 

that is actually on balance sheet of the total - and something of the order of £18 or £20 billion 

would be accounted for by the London Underground schemes, and it is the rest which is really 

at issue. 

Lord MacGregor of Pulham Market:  Thirty-six, but not £5-£7 billion. 

Chairman:  Twenty billion.  If you could give us a little note on that, that would help. 

Q138  Baroness Hamwee:  I am very relieved by what Lord Tugendhat confessed, because I 

feel much the same!  This, I think, is a political question rather than a statistical one.  If 
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liabilities appear on the national balance sheet as a matter of fact, depending on how each is 

treated but regardless of how much risk is transferred, is there a risk of missing important 

information? 

Ms Matheson:  Again, I think I have to go back and say it depends on the purpose and what is 

the information that you are trying to establish. 

Q139  Baroness Hamwee:  Let me put it a different way.  Is there a difficulty in 

interpretation, then?  I can absolutely follow what you are saying about it depends on the 

purpose, but are we in a situation where we are making life difficult for ourselves in 

producing information which does not facilitate analysis and interpretation? 

Ms Matheson:  Again, I will ask Joe to come in but I refer back; there are the national 

accounts and we discussed the national accounts framework and what we are obliged to do.  

There is additional information in order to be able to understand public debt, and I think this 

falls into: “What is the additional information that the public needs in order to have 

transparency about what is actually happening”, which is an important principle.  There are 

real difficulties in measuring, interpreting, understanding and classifying what the range of 

information should be, but that is why we have been looking to see what additional 

information ought to be made available and could, practically, be made available.  We have 

talked just about the PFI schemes, and 800 schemes – a lot of them very, very complex – each 

of them having their own separate arrangements, so just understanding what is happening 

there is a mammoth undertaking.  Going beyond that, the difficulties of interpreting do not 

disappear just because you have something on balance sheet or off balance sheet. 

Professor Whittington:  That is a very good question you put, really, because people do tend 

to take numbers in accounts rather literally and they are usually first estimates that lead to 

further analysis.  Just think of all the credit crisis, bad debts and the way people split them up 

into tranches and say they have different qualities, when you add them all up they show a total 
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of liabilities.  That is superficial, in a sense, but it is a start.  People crave simplicity; they 

have got to start with something they can get their minds round, but it is certainly true that 

you do need to dig deeper into accounts.  The problem there is (I have no doubt the national 

statisticians find the same problem) that if you do lots of notes people say: “You know, this is 

far too complicated – look how fat the accounts are”.  Unfortunately, that is the truth; the truth 

is complicated.  So they are doing their best, their honest best, to give you a start. 

Baroness Hamwee:  I was not suggesting otherwise! 

Q140  Lord Eatwell:   Listening to all this, I would like to come back to the issue which I 

raised at the beginning, which is in looking at the PFI, the whole programme, what we are 

trying to understand is if this whole programme has been a useful strategy for the public 

sector, and useful is essentially defined in value for money and, over a period of time, 

including the restrictions that may be placed on you by contracts, of doing a particular 

projects one way or doing them another way.  What we would like the accountants to help us 

do (always understanding there are various qualitative issues along the way) is to provide us 

with a framework to help answer that question.  It is: are these things, in the words of 1066 

and All That, a Good Thing or a Bad Thing?  That is what we are trying to get at.  If one laid 

down a set of criteria which said: “We want projects to cost the least for a common service 

with common flexibility”, or whatever, and said: “Okay, would you provide us with an 

accounting framework which would help us to look at projects and judge on that basis” – is 

that utopian? 

Ms Matheson:  I defer to the accountant. 

Professor Whittington:  What you are talking about is very much in even the other direction 

from me – not the national accounts – it is not even at the entity level; it is really at the project 

level where you can really evaluate PFI projects.  There have been academic studies done of 

PFI projects, mostly critical, about the difficulty of getting information about them, and it 
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really is at that level.  After all, you have just had the local authorities giving evidence; I am 

sure there are a lot of people in local communities who are interested in, “Why did they build 

that school there?  How much did it cost?  Was it value for money?” and I think they do have 

difficulty in getting information about the projects.  However, it is really at the micro level 

that you can tell whether it is value for money; whether it is on balance sheet or off balance 

sheet or what the total looks like, we are back to the question that we ---- 

Q141  Lord Eatwell:   Let us take the evidence that the local authorities gave us, which is 

that they get their capital subsidy on PFI schemes and not on others, so they are strongly 

pushed by a policy decision to pursue the PFI route - which they were not very happy about, 

actually; they said: “We would rather be able to choose ourselves”.  So, clearly, there has 

been a policy decision and if that policy decision were to have been driven by the issue of 

value for money (in the rather broad sense that I put to you, which includes risk in the future, 

and so on), then could I have an accounting scheme which would help me to assess whether 

that had been successful.  The other underlying story has been this decision has been entirely 

to put stuff off balance sheet and it is actually a way of fiddling the national accounts – not 

with respect to you fiddling the national accounts as statisticians, Ms Matheson, but the way 

in which information is sent to you as a statistician is to fiddle the national accounts.  Let us 

leave that fiddle aside and concentrate on whether these are really value for money.  Is there a 

framework or is this just one project by single project and, in fact, the answer is nobody really 

knows? 

Professor Whittington:  I think it is project by project, because all these other things are 

aggregated, and you cannot just, in aggregate, say: “This is value for money” or “It is not”; 

you can look at aspects of it and say: “Yes, these are distorted decisions if the government has 

given subsidies”, then the government will say: “We did this study of schools and this showed 

that this policy of large schools (or whatever it was) was a good thing”; you might say: 
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“Where is the report that said that; let the public see it and criticise it”.  However, I find it 

very difficult to see, on a macro level, how you can say “All good” or “All bad”, because the 

truth will always be, of course, some of it is good and some of it is bad; it is a matter of 

weighing one against the other.  It seems to me that it is at the micro level that this has to be 

addressed; so it has to be information about projects, ex-ante, how they were negotiated, how 

the tendering process went, what was promised at the time, and, ex-post, how it turned out and 

why it did not turn out as expected – and projects never turn out as expected.  That sort of 

information, I think, is not widely available on PFI projects, and more disclosure or more 

availability to the public probably would help, because they are projects that people are really 

interested in as users. 

Q142  Chairman:  Coming back to what Lord Eatwell called “a fiddle” (but I will take that 

with a pinch of salt), do you think that the ability to take certain liabilities off balance sheet, 

whether we are talking about the national balance sheet or whether we are talking about 

departmental or local authorities’ balance sheets – or, indeed, whether we are talking about 

the UK – has encouraged investment in infrastructure that might not otherwise have taken 

place? 

Ms Matheson:  Again, from my point of view (and Professor Whittington may be able to say 

more) the answer is very similar to the answer to the last one, which is we do not have the 

data to be able to answer that question.  What we do not have is the counterfactual; it is 

hypothetical.  So “I do not know”, is the answer. 

Q143  Chairman:  Do you have a gut feel? I know you have not got the data.  Fair enough. 

Professor Whittington:  I was struck, again, when the local authority people said that they got 

PFI credits for having things off balance sheet.  That was certainly true.  I think, at one time, 

some areas of government were told they could only get their PFI credit if it was off balance 
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sheet.  Whether this is material in the national accounts, I do not know.  However, that is a 

slight distortion, I think, that probably led to people worrying too much about features of 

projects that would get them off balance sheet, and not focusing on whether the hospital 

delivered the services to patients quite so much.  That may be unfortunate.  Clearly, if the 

Government felt constrained to such an extent that it could only allow off balance sheet 

projects to be funded, it would have allowed more expenditure as a result; if the PFI option 

had not been there, presumably they would have been constrained.  There is certainly a 

possibility that there was more expenditure.  I do not know – I am giving you opinions. 

Lord Best:  I think we would be much helped if Mr Grice could give us those statistics to 

show whether or not, really, very much of it has ended up off balance sheet.  If it is nearly all 

on balance sheet then all of the complexities and all of the hassles involved in all of this looks 

to be rather less worth a can. 

Q144  Chairman:  I should probably have explained to our witnesses that our last report was 

on banking supervision and regulation, and therefore we are just a little bit sceptical about the 

motives for having things off balance sheet! 

Ms Matheson:  We will do a note, but our estimate is that it is about 40 per cent on balance 

sheet – 40 per cent of capital value on balance sheet. 

Q145  Lord MacGregor of Pulham Market:  It would be helpful if your note could actually 

specify definitions, and so on, and it is not just figures, so that we fully understand what it 

means. 

Professor Whittington:  I have a bit of difficulty with this because I have not seen these 

figures, obviously.  The only thing that puzzles me is that I do not know – and I do not think 

anybody knows – how much of these things “ought” to be on balance sheet, if FRS 5 had 

been applied rigorously.  Therefore, I do not know what the total is, you see, that this is a 
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proportion of.  I just do not know the full potential magnitude of the PFI projects.  I did read a 

paper by some people in the ONS trying to estimate the liabilities arising from leases that 

were recognised under the PFI, and they have done a huge amount of work and come up with 

very large numbers, but with a great deal of error around it.  So I am not really convinced by 

the precision of figures like this; I wonder what is hidden under the iceberg and below the sea. 

Q146  Chairman:  It would be quite useful, therefore, if, in your note, you could put the total 

value of the PFI contracts and that proportion which you think, presumably, is the equivalent 

of the capital value, and then what is off balance sheet and what is on balance sheet.  That 

would set it into context. 

Mr Grice:  It might also be useful, Chairman, given your reference to your past report, just to 

point out we will later this week be publishing a thick paper on some of the consequences to 

the balance sheet and, indeed, to the classification of some of those bank interventions. 

Chairman:  We will read that with interest. 

Lord MacGregor of Pulham Market:  I was a little disturbed to hear Professor 

Whittington’s last comments about what he did not know; given that these issues are issues of 

great political debate and political controversy, it is worrying if Professor Whittington cannot 

guide us to the reality of what the figures are. 

Chairman:  Are there any other questions that Members of the Committee would like to ask?  

Are there any points that the witnesses would have liked to have made?  If not, may I thank 

you very much indeed for your time and for answering our questions?  We look forward to 

the supplementary note. 


