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PFI/PPP
While the public debate continues to rage on using the private sector to run our public services -
making a profit in the process - contractors are caught in the crossfire. Emma Forrest reports

THE PRIVATE Finance Initiative (PFI) and its successor, the Public Private Partnership (PPP)
tend to provoke extreme reactions. Ask the government about PPP and they will tell you it is the
only way it can modernise Britain's run-down public services without increasing government
borrowing or raising taxes. Contractors become positively zealous, insisting they are not in it to
make a quick buck. Instead they say they can fulfil the national need for improved public
services in return for guaranteed long-term revenue streams.

Trade unions, on the other hand, feel rather differently. A series of headline-grabbing stories
appeared in the tabloids during the summer as opponents launched a major PFIbashing
campaign. That PFI hospitals, for example, are more expensive to build, have fewer beds, fail to
work on completion and are run by firms that deprive workers of basic rights, were just a few of
the accusations.

Further allegations that contractors stood to make up to £70 million from renegotiating the loans
they took out to build a PFI hospital added fuel to the fire.

Despite the pressure, the government insists that PFI is here to stay. Conceived under the last
Conservative government as long ago as 1992, PFI has become the great hope of a Labour
government elected to a second term on a pledge of improving public services.

A PFI/PPP contract is essentially a long-term deal in which a contractor, usually part of a
consortium, is awarded a 25 or 30-year concession to design, build, finance and operate a
public service. In return for taking on all the risk involved in constructing a new school, hospital
or railway the government pays the concessionaire to run that service for the remainder of the
deal.

At first glance their reasoning appears sound. As if to prove the point, Treasury ministers Paul
Boateng and Andrew Smith have both given speeches in recent weeks that echoed Tony Blair's
earlier commitment to the initiative. Both insisted that PFI has an essential role to play in the
delivery of a massive infrastructure spending plan.

Apart from the fact that there is little money available in the public purse, the public sector has a
very poor record in procurement. Reports such as last year's National Audit Office (NAO) report
on procurement tell the same story: 70 per cent of government schemes come in over time and
over budget.

A batch of new NAO reports into PFI is expected shortly.

The first, on the building of Treasury offices, is to be followed by another into the progress of PFI
schemes, which is understood to be largely supportive of the programme.



But the public sector still needs persuading. The Treasury has begun a campaign to persuade
the public sector of PFI's virtues, but certain stakeholder bodies seem determined to put a
spanner in the works.

Contractors, advisers and consultants agree that unions, particularly the T&G and Unison, are
making life as difficult as possible for an administration they feel has betrayed the Labour
movement with its decision to abandon Clause Four. So far this row has largely centred on PFI
hospitals. Schools have attracted far less attention. Prisons - with the exception of a refinancing
row over the first PFI prison at Fazakerley in Liverpool - have also failed to attract scandalous
headlines but then, few people care about those who inhabit them. In the meantime, contractors
are caught in the crossfire.

A moratorium on the ownership of soft facilities management workers (see box, page 28 ) in PFI
hospitals has led to the entire multi-billion programme being put on hold. And a row over
contractor's making financial gain from refinancing has led to Treasury intervention.

'This should not be a political issue, ' says Arup PFI director Mark Bostock. His view is backed
by many PFI practitioners, who believe that the issue is an economic one that should be
independent of party-political issues.

So why should contractors bother with PFI?

'PFI is essentially a success story, ' says Skanska chief executive Keith Clarke. 'Our experience
is that they come in with a better quality product, on time if not earlier, and without additional
cost. The interesting thing is not how a building has been secured but that it is open. If a doctor's
surgery or train station does not open, it is of no use to man nor beast.'

There is also the small matter of the government remaining the largest construction client, a
client that would have decreasing amounts of work to give without private investment too. The
government insists that PFI Typical PFI contract structure PFI CONTRACTS involve the private
sector providing the public sector not with an asset, but with a service. The construction of a
building, such as a school or prison, is the means of allowing this service to happen.

Consortia, typically including a contractor, facilities management (FM) provider and bank, bid for
a contract from a government department or local authority. In the first stage of the contract, the
contractor carries out construction work, and the attached risk, having taken out a bank loan to
pay for it.

In the second stage (operation and maintenance) the authority or client is provided with a range
of services by an FM firm. This will include 'hard' FM, the maintenance of the building. 'Soft' FM,
such as catering and cleaning, may also be provided.

The client then pays fees to the operator depending on its performance in the provision of those
services. The contract typically runs over 25 years. If the FM provider is considered to have
underperformed, it doesn't get paid.

Design

THE DESIGN of PFI schemes has been the source of some controversy. The Commission for
Architecture and the Built Environment (CABE), which provides guidance on the design of high-
profile buildings, has concerns regarding the importance of design to PFI clients and
contractors.

The body has publicly criticised a design by Terry Farrell & Partners for a new Home Office HQ.
It is also alleged that the body has concerns over the design of the £422 million University
College London Hospital.



The Department for Education and Skills is understood to be keen to raise the quality of design
in schools, although PFI schools have often received much praise for their architecture.

Other one-off PFI schemes, including the proposed Brighton Central Library, have been praised
by CABE.

CABE head of public affairs Dr Stephen King acknowledges that PFI hospitals are among the
most difficult to design well.

'They are very complicated buildings and there are a lot of issues about what a hospital is
supposed to be, ' he says. 'Is it, for example, just a machine to heal people?'

'The patient environment is very central, ' he adds.

'The key thing with all PFI schemes is to get the client to understand that. The client's brief is
central.'

PFI schools (right) generally spark far less controversy, as they tend to be smaller, one-off deals
Dr King adds that although contractors often claim that they only build what the client instructs
them to build, PFI schemes mean they must be committed to quality.

'I have heard reports of design being compromised when a scheme is past financial close.
Contractors have a moral duty and it is in their interests. These are important public buildings.
We hope they are aware of this and are not cutting corners, ' he says.

MCG director Bill Tallis agrees that the client is crucial in delivering a quality product. He says
the independence of NHS Trusts means each new design brief has to start from scratch.

'Every health authority has a different room size for a two-bed room, a ward, or a consultant's
office. We have set up a working group with NHS Estates in an attempt to standardise room
sizes, but we can only advise, ' he says.

Skanska chief executive Keith Clarke believes design in PFI has, so far, 'not failed but not
excelled, but then, ' he says 'we have never been asked to.'

'Design in terms of function has been successful.

PFI can perform better; buildings that fit into the environment better and are designed better are
possible, ' he says.

CABE's Dr King stresses that it is vital for department design guidance to be kept up to date to
help keep high standards.

'We don't want to set mandatory standards, but we have to set thresholds; thresholds that need
to be beaten, ' he says.

is only part of the spending package, though it is understood that budget constraints mean that
no nonPFI spending will take place in Scotland.

Of course, no matter how many contractors have pledged their commitment to the provision of
public services, they are not in it entirely out of good will. Margins on PFI schemes tend to
average at around 10 per cent, rather than the 2 or 3 per cent that construction firms would
usually expect from straight contracting.

But no one, despite reports to the contrary, is under any illusion that PFI is going to make their
company rich in the short term. It is an expensive, time-consuming, and unwieldy process.
Contracts take on average two to three years to secure, on top of a lengthy bidding process.



Richard Fielder, HBG's PFI director, admits that variations in the way contracts are put together
has caused delays but believes progress has been made.

'The majority of health sector bids now have standard conditions, standard payment and output
specifications, ' he says. Guidance from Partnerships UK - a government body set up to
promote PPPs - has helped massively, ' he says. Others feel that more could be done.

'We are prepared to invest our time and effort in carefully selected opportunities but you need
deep pockets for PFI contracts. I would like to see more standardisation of contracts. The
process is lengthy and expensive because civil servants do not differentiate between things of
great importance and those of little importance. They give equal importance to everything, so
the suspense and risk of the bidding process remains unresolved, ' says Arup's Mark Bostock.

Major Contractors

Group director Bill Tallis has already written to the Treasury raising contractors' concerns that
the market is suffering because of the protracted nature of PFI contracts. The unstandardised
nature of PFI hospital contracts is a particular cause for concern.

'Some contractors have said they will not bid under current conditions, ' he says. 'It is a worry, as
there are only nine or 10 supply chains capable of handling this kind of project.'

As it is, the contractors that take on the risk in PFI schemes resent the way they are portrayed in
the wider public debate over PFI.

'It is sad that there has been a lot of ill-informed and inaccurate comment in the national press
because we have had a very different experience locally. We need to ensure that is reflected in
the national debate. Most of what goes on in PFI deals is good news and is seen as good news,
' says WS Atkins' investment managing director David Clements.

Moratorium on 'soft workers'

THE TREASURY, the Department of Health and health workers union Unison are in deadlock
about the 'ownership' of 'soft' workers - ancillary staff such as cleaners, caterers, porters and
laundry workers in PFI hospitals.

The government is trialling a pilot model where staff in three hospitals remain employees of the
NHS but are managed by the private sector company, but have come up against resistance from
the union.

Meanwhile, the PFI hospital building programme is on hold until some kind of agreement can be
reached. The Treasury has set a Christmas deadline for the issue to be resolved, but there are
concerns on both sides.

Contractors are unwilling to speak publicly on the issue for fear of jeopardising their chances of
future contracts. Privately, though, they say they are unwilling to take responsibility for staff
without the right to set their terms and conditions.

'If I am responsible for members of staff, then I want the right to hire and fire them, ' says a
consultant.

Unions are concerned about job security.

'The government has made it clear that workers' rights will apply, but there is a problem with
new starters; will the same rights apply to them? We remain very concerned about the treatment
of the workforce. There are only three hospitals in the pilot so far and the programme goes
much further, ' says TUC head of economic and social affairs David Coats.



'This row is between unions and the government, ' says WS Atkins' investments managing
director, David Clements.

Exasperated contractors believe that unions are getting their own back for Clause Four (the
former Labour Party pledge that the core of the economy should be publicly owned and
controlled, that was dropped in 1994).

Equally, it is thought that unions are unwilling to risk any potential drop in their membership if
staff who are not members of a public service union start working in hospitals.

But it is acknowledged that unions have the potential to cause massive harm to the PFI Europe
ALTHOUGH private finance initiative projects have been around in Europe for several years,
Public Private Partnerships, PFI's successor, is being approached with caution.

Projects under way include a £2.8billion high-speed rail link in the Netherlands, where a
governmental PPP unit to promote water treatment, road, school, prison and hospital projects
has also been set up. Portugal has pursued a series of road schemes and Spain has also
embarked on a shadow toll road programme.

Elsewhere, the signs are less promising. In Germany, banks lend money to local authorities to
hire contractors, and there is no central legal framework to support PPP. In France,
infrastructure is operated by companies, but the assets remain in the hands of the state,
meaning that France is widely considered to be the last place likely to adopt PPP.

'Ireland is a notable exception and is extremely active, ' says Mark Swindell, head of commercial
and project finance at law firm DLA. Years of under-investment are being followed by a £31
billion spend on infrastructure, matched by £31 billion of private money. Around 10 per cent of
projects, including road and school schemes, are earmarked for PPP.

Mr Swindell believes that some kind of European-wide PFI initiative is inevitable, as
infrastructure is beginning to need replacing. However, it is considered unlikely that it will be
widely adopted for the provision of schools and hospitals. European stock is largely in better
shape than in the UK and there are also cultural differences to consider.

'Look at the misunderstandings we have had in the UK with PFI and we all speak the same
language. It is a challenge taking this to Italy and explaining it, ' says Mr Swindell.

PFI sources believe it is unlikely that PFI will be adopted across Europe unless different nations
can be persuaded to adopt an international model.

'That would be excellent news for London, as English Refinancing ONE OF the most
controversial aspects of the PFI programme is refinancing, where contractors renegotiate bank
loan arrangements once the high risk construction phase of the deal is complete. The post
construction FM phase of any PFI contract is, in theory, less risky. The concessionaire can
thereby save money by renegotiating the loan at a lower interest rate.

Howls of outrage came when it was reported that the Laing-led Octagon Healthcare consortium
would make £70 million on the £214 million Norfolk and Norwich Hospital. A report by the House
of Commons' Public Accounts Committee into the first PFI prison at Fazakerley likewise
criticised Tarmac Construction and security group Group 4 for making £10.4 million in a
refinancing deal and failing to share it with the public sector.

Refinancing came about because in the early days of PFI projects, banks were more reluctant to
lend money to PFI consortia in a relatively unknown sector and imposed hefty interest rates as a
consequence. Later, consortia could agree another, lower interest rate. New Treasury guidelines
make it clear to contractors that refinancing windfalls should be shared with the public sector,
though this is not compulsory.



'The public sector can now get cash back when the contractor finishes building work, but the
Treasury did not think of that in the early cases, ' says Bill Tallis of MCG.

Refinancing itself is likely to become less Falling bed numbers and failing generators.

Is PFI to blame?

RECENT reports have claimed that PFI has resulted in a reduction in bed numbers in hospitals
built under the initiative.

Kidderminster MP Dr Richard Taylor, a former hospital consultant, was elected largely on a
campaign to stop the closure of a local hospital in favour of a PFI scheme that would have
resulted in fewer beds.

Contractors claim they are building what they have been asked to build.

'To say that PFI itself reduces bed numbers is a very silly argument. We build as many as the
authority are asking for, ' says Bill Tallis, director of the MCG.

'The outline business case includes the number of beds. That then goes to the Treasury and to
the Trust for a detailed business case. It then goes to consultants and all the different
departments put in their own wish list.

Contractors often give in, otherwise the deal will not get signed off. Beds may be lost if costs are
then too high.'

Other newspaper reports have suggested that the Cumberland Royal Infirmary, the first major
PFI hospital scheme, had suffered problems ranging from sewage flowing into operating
theatres to failing generators.

A recent survey by financial Recession

ALTHOUGH no industry is entirely safe from a serious economic downturn, contractors are
confident that the long-term nature of PFI contracts, which are dependent on the contractor's
performance, means they are safer than most.

'The government has made it quite clear that it intends to pursue the PFI agenda. For the
forseeable future it will proceed on that basis, ' says HBG's Richard Fielder, who adds that PFI
also means that future infrastructure will be in better condition.

'It is difficult to ascertain early on how well this will pan out, but the level of


