




























MINUTES OF EVIDENCE

TAKEN BEFORE THE PUBLIC ACCOUNTS COMMITTEE

WEDNESDAY 21 NOVEMBER 2001

Members present:

Mr Edward Leigh, in the Chair

Mr Richard Bacon Mr George Osborne
Mr Ian Davidson Mr David Rendel
Geraint Davies Mr Gerry Steinberg
Mr Barry Gardiner Jon Trickett
Mr Nick Gibb Mr Alan Williams
Mr Brian Jenkins

S J B KCB, C and Auditor General and M J C, Assistant Auditor
General, National Audit Office, further examined.

M B G, Treasury Officer of Accounts, HM Treasury, further examined.

REPORT BY THE COMPTROLLER AND AUDITOR GENERAL:
INNOVATION IN PFI FINANCING:

THE TREASURY BUILDING PROJECT (HC 328)

Examination of Witnesses

S A T KCB, CVO, Permanent Secretatry, HM Treasury, M P G CBE, Chief
Executive, Office of Government Commerce, M J S, Chief Executive, Partnerships UK,
and M P L, Managing Director, Exchequer Partnership plc, examined.

3. Can I ask you about paragraphs 1.13 and 1.16?Chairman
It states that the key to the success of the competition
was the appointment of skilled advisers. Was it

1. Good afternoon and welcome to the Public necessary, do you think, to rely so heavily on
Accounts Committee. Today we are looking at the advisers?
funding competition used to finance the Treasury

(Sir Andrew Turnbull) It was a complicated dealbuilding PFI deal and we are very happy to welcome
and we equipped ourselves with a good advisorySir Andrew Turnbull, who is the Permanent
team. If the implication is that we wereSecretary of the Treasury, Peter Gershon, Chief
over–dependent on advisers and that the team weExecutive of the Office of Government Commerce,
had ourselves was insufficient, I would rebut that. AtPaul Lewis, Managing Director, Exchequer
the time, we had within the Treasury the TreasuryPartnership plc, and James Stewart, the Chief
Task Force who have now grown into PUK. ThatExecutive Officer of Partnerships UK. Could I ask
was a very important source of advice and we drewyou this, Sir Andrew: paragraph nine states that all
on them to be our advisers. The answer is that thisparts of the PFI deal are usually obtained in a single
was a deal in which there was a balance of bothprocurement. Was the decision to use a separate
strong, external advisers but also strong, internalfunding competition a departure from previous
advisers.Treasury guidance?

(Sir Andrew Turnbull) Yes. The title of the
document is “Innovation in PFI Financing.” This 4. Based on your experience of this deal, do you
was a first and we were trying to see whether this was think that there is a case for Whitehall to have more
a development which could be successful and, if so, internal expertise in this area so it does not have to
to extend it into other areas of PFI. rely so heavily on external advisers?

(Sir Andrew Turnbull) That was a conclusion
2. Based on your experience, are you going to be which led to the setting up of PUK, a feeling that

looking for a funding competition arising in many throughout the public sector there were too many
more PFI deals? people inventing the wheel, putting together teams of

advisers, very heavily dependent on outsiders for the(Sir Andrew Turnbull) The whole of chapter two is
trying to identify where a funding competition might first time. What PUK has done is taken what was the

Task Force, put it into this separate entity and webe possible and where not and recommending that at
least it should be a question that is always considered now have a group of people who work full time on

PFI cases. As they finish one case, they are availableand that people should give themselves the right to
opt for it if they want it. It does not say you should to be redeployed on another. This should create a

cadre of expertise which is available for usealways have it; indeed, it indicates some
circumstances in which it would not be appropriate. throughout the wider public sector.
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[Chairman Cont]
5. Mr Lewis, paragraph 1.50 shows that all of the forward is of a competitive nature and to what extent

the bidders have explored the various ways in whichbenefits of the competition accrued to the Treasury.
What incentives were there for Exchequer the project can be financed to ensure that the keenest

terms are put on the table.Partnership to obtain the best priced financing, given
that all the incentives went not to you apparently but 13. Sir Andrew, who was the manager of this
to the Treasury? particular project?

(Mr Lewis) The funding competition was one of (Sir Andrew Turnbull) There was a structure of
the criteria that we were given for carrying on the relationships. There was a senior responsible officer
project. in the Treasury, who is one of my immediate

6. That was the incentive? deputies, advised by a steering group, who then
employed a manager from GTMS. It followed the(Mr Lewis) Absolutely.
structure of relationships which is advised by OGC.7. You had no choice obviously?

14. Was there continuity in the management of this(Mr Lewis) Not really.
project, as far as the Treasury was concerned, or were8. There was no other incentive for doing it?
personnel changing during it?(Mr Lewis) We knew that because of the

(Sir Andrew Turnbull) There was a remarkablenegotiation procedure a funding competition was
degree of continuity. The Treasury team, with theprobably the best route to go.
exception of one person who has retired, is the same

9. How heavily involved were the Treasury? team that started on this thing in 1996.
Would it be fair to say they were all over the funding

15. So generally this would be considered a success.competition, standing at your shoulder the whole
Just as a matter of interest, why is it that a projecttime?
manager in Whitehall does not ever become a(Mr Lewis) The funding competition was run by permanent secretary?our financial adviser but he did consult with the

(Sir Andrew Turnbull) There is a particular skill setTreasury advisers.
that has been thought to be needed to be a permanent

10. Mr Gershon, paragraph nine of the executive secretary. You are heavily involved in policy advice,
summary states that there may be a role for funding working very closely with ministers. I do not rule it
competitions in future PFI deals. Do you think they out in the future. I think that skill and experience in
should be used in every deal? project Management will become more highly rated

(Mr Gershon) No, I do not. This is a sophisticated in the future. We are all a product of 20 or 30 years
technique which needs to be used very carefully in of history. If we are looking 20 years hence, it may
certain circumstances and the report sets out the sort well be different.
of criteria that might point clients towards situations 16. Mr Gershon, you are not a product of 20 or 30where a funding competition might be appropriate. years of history in Whitehall. What do you think of

11. If they are not going to be used in every deal, this?
and you seem to be throwing a bit of cold water on (Mr Gershon) I am an anomaly. There is a
this presumably because of the complexity, are they difference between someone coming into the sort of
really a credible option in the PFI process? job that I have come into, which is of a fairly

(Mr Gershon) They are certainly a credible option specialist nature, where it is not necessary to have a
in projects that meet the sort of criteria that are set deep understanding of Whitehall ways and skills. I
out in the report but as the report also indicates there can relate private sector experience and try to bring
are other ways in which clients should take a close it to bear in a public sector environment, but I do
interest in the bidder’s financing, which need not agree with Sir Andrew. Now there is a tremendous
necessarily mean running a funding competition; shift in emphasis onto successful delivery that is
looking to what extent the competitive tension is going to result in project management skills having
producing good financing arrangements by, for much greater significance and importance in the
example, benchmarking. There are also other future than I sense that they have been in the past,
techniques that could be used to establish whether where the emphasis has been much more about the
the financing is of a competitive nature. For the policy aspects of the job rather than the delivery
future, we are in the process now of producing aspects of the job.
revised standardisation for PFI. We will certainly be
recommending to all the public sector clients that
they always reserve the right to require a preferred Mr Gardiner
bidder to run a funding competition. We would 17. It is really nice to be on a Public Accounts
expect that, by reserving that right, that would Committee where we are not having to say, “Why the
introduce additional competitive tension into the hell did this go wrong?” and I think it is the first NAO
process to drive through competitive financing report that I can remember where, on the contents
arrangements. page, part one begins with, “The Treasury

12. In the context of funding competitions perhaps competition was a success”. I hope that sends out the
not being used on many occasions, can you tell us a message to Whitehall that we do not always go
bit more about theway pressure can be exerted on the digging for muck and spreading it around.
preferred bidder to obtain best value financing? Sometimes we can say, “Well done.” It is also worth

exploring when things do go well. Having said that,(Mr Gershon) For example, in PFI competitions,
the public sector client will have advisers. He should one of the things set out—I refer to page two,

paragraph 4(a)—is, “The Treasury had twolook to his advisers to give an input as to whether
they feel the financing that the bidder is putting objectives in requiring such a competition: a) to
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[Mr Gardiner Cont]
persuade banks and other project funders to accept (Mr Lewis) I think it did work successfully. The

fact that the Treasury Task Force was trying to use astandard contract terms for future PFI projects. . . .
standardised guidance and that we were askingThis was intended to streamline the procurement
bidders to bid on standard terms meant that theprocess and reduce costs for both the public and
whole process of running the competition was aprivate sectors.” If we go forward to paragraph 1.19,
smoother one from issuing bids to the financial close.what is said there—correct me if I am wrong—is that
Comparison between one bidder and the other couldthe evaluation criteria in determining who was going
be done in a much more efficient way.to get this contract set out that bidders were to be

evaluated on three criteria, one of which was the 22. The costs of that were met by which party?
acceptance of the standard terms and conditions. (Mr Lewis) The preferred bidder, us, in this case.
Presumably, if you were wanting to get those

23. You met the costs?standard terms and conditions accepted, but you
(Mr Lewis) Yes.were only going to accept bids that do accept those

standard terms and conditions, is it not rather a 24. Despite the fact that normally the bidding
circularway of proving that these standard terms and parties would do their own due diligence work and

here you have a number of bidding parties, all ofconditions can be successful?
whom would have incorporated those costs into their(Sir Andrew Turnbull) I think it would have been
own ultimate price, here the Treasury ended upslightly odd if we had said—and I think there was a
picking up the tab for this?demand for this from bidders—“We are going to

(Mr Lewis) I am not sure on that point.devise some standard terms reconciling a number of
(Mr Stewart) The primary reason for doing thisdifferent things that have appeared in different

was to save time in that the due diligence work couldcontracts“; then to have produced it and said, “We
be carried out in parallel with the bidding processare not going to use it in this particular case.” It is not
such that it would be made available to all bidderssaying you then had to produce a bid that was
and indeed the preferred bidder. To answer yourstandard so there was no scope for imagination in the
specific question on the costs, normally what wouldsolution offered. It is the terms that are being
happen is that the banks and the preferred bidderstandardised; it is not the bid itself.
would delay the due diligence process precisely for

18. What I am not saying is that if you are trying the reason that you are alluding to, which is that none
to establish a model of standard terms and of the banks will want to take risks on those sorts of
conditions then you should not incorporate that in costs. Normally, the cost of that is passed on via a
the model that you are seeking to pilot it with. What unitary charge to the public sector body entering into
I am saying is that if you are going to evaluate those the contract. I do not think this was any different in
bids that come in for the contract and say, “We are terms of the end result to the normal situation.
only going to accept those bids that go along with this 25. Except that a lot of companies ended up not
rather than any bid that deviates from those standard being successful bidders ended up not bearing the
terms and conditions”, that is a bit circular. Am I costs of due diligence that they would have normally
being unjust? borne for not being successful bidders.

(Sir Andrew Turnbull) If the standard terms were (Mr Stewart) That is true to the extent that they
saying something about the nature of the solution would enter into an extensive due diligence process.
that was being offered, you would be right because Normally, you would not have got multiple banks to
we would have been cutting out the scope for incur the due diligence costs while they were still in
innovation but this is trying to reduce the transaction competition. There would have been a delay.
costs of this for the benefit as much for bidders as for

26. In terms of the advisers that we had, Kleinwortthe public sector.
Benson and Societe Generale, what was the cost of
those?19. Of those companies that in the end decided not

(Sir Andrew Turnbull) Right from 1996 through toto bid—I think there were nine—none cited anything
the conclusion, I think it was £2.6 million. That is forto do with the standard terms and conditions?
all the advisers.(Sir Andrew Turnbull) Not to my knowledge

although I was not there at that time. I do not think 27. Paragraph 1.42 says that the bond to finance
that was the case, no. the Treasury building cost 163 basis points above

gilts. Can you explain why that was good value for20. One of the objectives for the competition was
money and why it would not have been cheaper toto get the standard terms and conditions accepted by
finance the project with gilts?the finance markets. What you are telling us is that

(Sir Andrew Turnbull) I go back to why this 163there were no problems with those standard terms
basis points existed. Principally, because there wasand conditions. Is that right? risk in the project and if we had lent money at gilts(Sir Andrew Turnbull) I do not think there were. rate we would have been lending into a risky project

They have gone on to become the standard terms. but making no charge for the risk, which is a mistake
the government has made too often. Another point is21. Mr Lewis, funders usually undertake their own
whether lending at that rate was a state aid possibly.due diligence to examine the risk that they are
The main reason is that that 163 was there for alooking at. Paragraph 1.15 tells us that this did not
purpose. It was an acknowledgement of the risk ofhappen in this case. There was a company that was
the project.taken on to provide that facility for all the bidders.

Tell us if that worked successfully and why, in your 28. The report does state that it was deemed to be
good value for money.view.
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[Mr Gardiner Cont]
(Sir Andrew Turnbull) That was by looking at (Sir Andrew Turnbull) £125 million.

comparisons with other deals going on at the time. 35. Was the 2.6 million for advisers’ fees on top of
that or were your net proceeds 122.4?29. Referring to box one on page 12, where you

(Sir Andrew Turnbull) The £2.6 million includeshave what in my view is an extremely helpful
lawyers, quantity surveyors and so on.summary of the different financing characteristics of

bank as opposed to bond financing, would it not have 36. On top of?
been possible to have got parity between bank and (Sir Andrew Turnbull) Yes.
bond financing on the project and therefore open up

37. Was it 127.6 or was it 122.4?the project to the possibility of getting the banks on
(Sir Andrew Turnbull) I think the £2.6 million isboard?

what the Treasury has incurred for itself.(Sir Andrew Turnbull) We invited 28 people to bid,
of whom 19 responded. A lot of them were banks. In 38. Is it not normal that if a company is trying to
other words, they were not thinking, “This is raise money it issues a bond and all the fees
hopeless. There is no point in my bidding here.” They associated with raising the money are slapped on
thought that they could come up with a product the bond?
which could compete. In the end, it did not work out (Sir Andrew Turnbull) All the fees on the EP side
that way as the bond, and the indexed version of it, would have been, yes.
and in turn the wrapped, insured version of it won

39. You raised 125 million.out. It was not the case that people said, “You have
(Sir Andrew Turnbull) We did not. EP raised it.set this thing up in a way which means that only

someone offering an indexed bond has any chance 40. 125, excluding the facilities, management and
here”, because if that was the case they would not the ongoing costs over the years ahead. Is it right to
have bid. Quite a number of them did bid and quite say that £125 million is the cost of refurbishing the
a number of them got through to the short list. building?

(Sir Andrew Turnbull) Yes, more or less.1

41. You are paying out £14 million per year for theMr Bacon next 35 years?
30. On this question of paragraph 1.42, you (Sir Andrew Turnbull) Yes.

referred to how it could have been seen as a state aid 42. Which adds up to 490 million?if you had financed it through gilts. I take it you are (Sir Andrew Turnbull) With a net present value ofsaying it could have been seen as a state aid under EU £169 million.rules, given that you had this Exchequer
43. Could you explain in layman’s terms thePartnership project?

sentence: “The total net present cost of the unitary(Sir Andrew Turnbull) We would be lending to a
payments is £170 million”?private sector body at something other than the

(Sir Andrew Turnbull) If you take £14 million and,normal cost of capital.
for 35 years, discount back at six per cent I think you31. Nonetheless, this is a Treasury building. The get to £169 million.thing that interests me about paragraph 1.42 is there

44. Nonetheless, it is cash out of the door. You areis a spread of 163 basis points over gilts to
paying 14 million a year?accommodate the risks inherent in the project but

(Sir Andrew Turnbull) Yes.why could not the Treasury have financed the
development and refurbishment of its own building, 45. You are, cash out the door, paying £490 million
which was a state building, using gilts? over those 35 years?

(Sir Andrew Turnbull) This is the first time this has (Sir Andrew Turnbull) Yes. You have to compare
been done in 90 to 100 years. The Treasury has never it with what we would have been paying had we
engaged in a major property transaction before. The done nothing.
idea of becoming our own developer would have

46. Forgetting construction costs, what are nowtaken us into completely new territory, asking us to
the annual maintenance costs of the Treasurydo something we have never done before and
building and the running costs, includingprobably will never do again.
maintenance where necessary.

32. Who built the Treasury building in the first (Sir Andrew Turnbull) We are paying something
place? like nine but some of that includes a property charge.

(Sir Andrew Turnbull) Probably the Ministry of For the facilities bit, I am not sure I know the figure.
Public Building and Works.

47. £9 million a year?
33. Are you saying there was 100 years ago but (Sir Andrew Turnbull) Yes.

there is not now expertise within government on
48.managing this sort of project?
That is in its ’undone–up’ state?(Sir Andrew Turnbull) The responsibility for
(Sir Andrew Turnbull) We pay £9 million for an oldbuildings is devolved to departments. The legacy of

slum and we will pay £14 million for a nice, newthat was Property Holdings which disappeared some
building.years ago. That is the route that produces the

Marsham Street building, if you do it yourself.
1 Note by witness: The total sum raised for the refurbishment

34. There is quite a lot in the report on pages 16 and was £140.985 million, comprising £127.790 from the indexed
17 about the bonds and issue of the bonds. Can you bond, £6.925 million of equity and £6.25 million of

mezzanine debt. Ref answer to Q186.say how much money was raised by issuing the bond?
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[Mr Bacon Cont]
49. You say you have a discount rate of six per (Sir Andrew Turnbull) We are looking at the Green

Book but there are no decisions or proposals as yetcent. What were real interest rates when you came up
with the six per cent? to change it.

(Sir Andrew Turnbull) Probably about three to 60. Could you talk about the question of risk?three and a half. What are the risks associated with the project?
50. Do you think it is a fair figure or is it too high? (Sir AndrewTurnbull) One of the risks that we have

is if it exceeds it costs. That makes no difference to us.(Sir Andrew Turnbull) It is an issue we have to
We still pay 14 million. If they are late, they do notlook at.
start getting the 14 million until we move in. Next are

51. Does that not fundamentally affect the project, latent defects. EP and its architects surveyed this
the discount rate that you use? building extensively. If it turned out once they started

(Sir Andrew Turnbull) It could do. knocking it apart that it was a lot more difficult to
deal with or there was a lot more asbestos, for52. Are you saying that there are circumstances in
example, and they had to spend more moneywhich the discount rate that you use would not
correcting that and it took them longer to correctfundamentally affect the viability of the project?
that, that was their risk. There was a risk of listing(Sir Andrew Turnbull) The discount rate would
and planning consents. There was broad agreementapply both to this project and to the public sector
on the nature of the refurbishment with the planningcomparator.
authority, Westminister, but if it turned out that

53. The discount rate is always going to be English Heritage were more fussy about this piece of
important, is it not? stucco and that bit of panelling, that was EP’s risk.

(Sir Andrew Turnbull) Yes. There is the tenancy risk at the other end of the
building. If there is a delay in finding a tenant, that is54. It is always going to determine whether it is
a risk that is transferred. They have to provide a setviable and whether it makes sense to do it.
of facilities and management services to a particular(Sir Andrew Turnbull) Yes. What I do not have in
standard. They have made an estimate as to howmy head is whether we would have concluded that we
much it is going to cost them. If it turns out that itwould not have done it because this was a project that
cost them a lot more than they estimate, that is againwe had to do. The one thing we were absolutely sure
their risk. A risk that we have transferred is aof was that spending about 50 or 60 million simply to
pre–committed level of maintenance. As the tenant,stop the water ingress into the basement, to stop
we know that we will get this building maintained.lorries falling through the pavement into the
We are not at risk of another part of the Treasurybasement, cabling maintenance—we were beginning
denying us the money in some future spending roundto get a number of cable fires—and ending up with a
to maintain it. That is a very comfortable position tobuilding no better than what we have at present was
be in. In the process, we have protected the residualan extraordinarily bad deal.
value of this building. Summing that up, basically we
only pay for what we get. There is quite an extensiveThe Committee suspended from 4.35pm to 4.45pm risk transfer going on.for a division in the House.

61. It says on the Office of Government Commerce55. Returning to the discount rate, you said you
website that the net present cost should include andid not have it in your head whether it would have
estimate of the risk that would be retained by themade much of a difference because you would have
public sector compared to the PFI option. Is there ahad to do something anyway. I
number for that and if so what is it?paraphrase. I am right, am I not, that real interest

(Sir Andrew Turnbull) I do not have a number inrates were quite a lot higher than when you came up
my head for that.with the six per cent discount rate than real interest

rates are now? 62. You do not know how much risk would have
(Sir Andrew Turnbull) The six per cent is not— been retained by the public sector? How can you

begin to make a decision about whether to do this or56. That was not my question. Are real interest not if you do not have a figure in your head?rates now a lot lower than they were when you
(Sir Andrew Turnbull) In doing the public sectororiginally came up with the six per cent discount rate?

comparator, we made allowances for some of theseYes or no?
risks, latent defects, cost over–runs and so on, and(Sir Andrew Turnbull) Yes. they were factored into that alternative calculation.

57. If you were to do it now, you would come up
63. How much risk overall is retained by the publicwith a discount rate quite a lot lower, would you not?

sector compared to the PFI option? That is one of the(Sir Andrew Turnbull) Not necessarily because the key things we need to know in order to decide to godiscount rate is encapsulating probably three the PFI route or not, is it not?different functions.
Am I wrong?

58. Including risk? (Sir Andrew Turnbull) The risks we retain are
probably common to both.(Sir Andrew Turnbull) It is encapsulating the pure

time preference, risk and the fact that, when you raise
64. This is the definition of net present cost: “Thismoney for a project, you have to do it through

is the net cost (taking into account any projecttaxation and there is a welfare cost.
revenues) estimated by the public sector of
undertaking a project itself and producing the same59. Nonetheless, are you looking for future

projects at having a lower discount rate? or similar outputs under conventional procurement.
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[Mr Bacon Cont]
The NPC should include an estimate of the risk that Mr Rendel
would be retained by the public sector compared to 71. If the project had gone ahead in 1997 ratherthe PFI option . . .“ than being put on hold because there was an election

(Sir Andrew Turnbull) This is telling you what you and a change of government, would there then have
should put into the public sector comparator. We been financing competition?
did put an element of risk into the public sector (Sir Andrew Turnbull) Probably not. This was ancomparator. We assumed, for example, that the cost idea that was developed by the Treasury Task Forceover–run could be one of three figures, 10 per cent, which came into existence in 1997. We have been15 per cent or 20 per cent. lucky in that technical progress in the financial world

had moved on in that year and a half and when we
65. Forgetting the refurbishment costs for the revived the project a technique was available to us

moment, is the building going to cost less to run and that we had not developed in 1996.
maintain in the future than it does now?

72. Somebody—presumably Exchequer(Sir Andrew Turnbull) It will cost more. That is
Partnership if they have been sensible enough to gobecause it is a hell of a sight better building. The
ahead with finding the best funding route—wouldrelevant comparison is will it cost more or less than
have been left with an extra 13 million?what we would otherwise have been forced to do

(Sir Andrew Turnbull) Yes. It could have cost uswith it.
more. You could say this vindicates the decision to
have another look at it.

66. £9 million a year sounds quite a lot of money
73. I am trying to find out whether somebody lostfor one building. Over 35 years, that is £315 million.

13 million.If you add on 125 million, the cost of the
(Sir Andrew Turnbull) I do not think anyone hasrefurbishment, that comes to 440.

lost 13 million.(Sir Andrew Turnbull) What is not in that nine
million is the 50 or 60 million that we would have 74. Or lost the opportunity to make an extra 13
to spend in the next three or four years to rectify million profit.
the serious defects in this building. (Sir Andrew Turnbull) We have an indexed flow of

payments that we are making and we have come up
67. Are you saying that the 50 or 60 and the 125 with the idea of funding that by indexed bond. We

are separate numbers? have managed to get a match between the nature of
the flow of payments and the nature of the finance(Sir Andrew Turnbull) The £125 million was my
raised. When you do that, you knock some risk outball park figure for the value of the bond. Actually,
of the system. There has been a genuine saving toit was £127.8 million. There is then the mezzanine
everyone. As it happens, we think we have captureddebt and the equity making the capital cost £141
most of that for the Treasury.million.

75. As a result of going through this process with
68. It is still only 16 million more than 125? the better methods that you have discovered and this
(Sir Andrew Turnbull) Yes. brainwave that you would go in for financing

competition, you are happy that in the second part of
this report there are now criteria laid out as to when69. The 60 million that you have talked about
you might want to do the same sort of thing in thethat you would have had to spend in the next three
future?or four years and the 141 are completely separate

(Sir Andrew Turnbull) Peter Gershon is consultingfigures?
on this at present and has set out the criteria, building(Sir Andrew Turnbull) One is the cost of patching
on the findings of this report. Some of it we may wantup: the other the cost of a major refurbishment.
to modify in the light of the discussion and
conclusions you eventually reach, but we are trying70. Which will mean that you do not have to to get agreement on the criteria throughoutspend the 50 or 60 million. So I am right. Forget Whitehall and the public sector on when is a goodthe 50 or 60 million. If you add the 141 and add idea to go down this route and when it is no and atthe existing cost, nine million a year, you come to least when you should ask the question.315 million, which is the current maintenance cost

76. Are you happy that you have now got sufficientover 35 years, plus 141. That comes to 456 but you
controls in place to make sure that those criteria,are paying out 490 over the 35 years, are you not?
when you have decided what they are, will be used in(Sir Andrew Turnbull) We have done the
the future and therefore we will not in future havecalculation differently.2 The net present value of the
you or your successors before this Committee to say,public sector comparator, allowing for the
“Why on earth did you not use financing competitionadditional risk that would involve, would have been
because clearly you ought to have done?”£189 million. The project we are going ahead with

(Sir Andrew Turnbull) I cannot say we would neverhas a net present cost of £169 million. In discounted
get a project where we regretted not having it. Theterms, we think this project is £20 million cheaper
main sanction is that if we go ahead and it turns outthan going ahead with a similar modernisation
badly then we will have to answer to you. We haveproject carried out as a public sector project.
quite a lot of influence through PUK on the
formative stage of projects, particularly large2 Note by witness: The calculation by Mr Bacon ignores the
projects. It is certainly a question we will be puttinginterest cost on the £141 million of capital raised. Ref

answer to Q188. to any team putting together a proposal.
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[Mr Rendel Cont]
77. Mr Lewis, from what we have just heard, it 82. Mr Gershon, paragraph 1.14. The

compensation being offered to Societe Generale iflooks as if your original proposals would have cost
they did not come in with part of the funding—whythe Treasury £13 million more than the final position.
exactly was that done in the sense that I would haveWhy did you get it £13 million wrong to start with?
thought it would be more logical to wrap that up in(Mr Lewis) I would not say that we got it wrong.
whatever price was being paid to Societe GeneraleAt the time, we were making certain assumptions
anyway.about the project. Things had moved on from when

(Sir Andrew Turnbull) That is probably for Jameswe first priced the project and we were going to make
or I. You have to separate their role as an adviser. Wecertain assumptions in terms of the funding
would not want to wrap up their role as a providercompetition. It is possible we would have gone down
of funds with their role as a provider of advice. Thethe index linked bond route. We were looking at
explanation for this is that they had, in the originaldifferent options at the time and when the project was
bid, offered to provide this mezzanine level of debt.relaunched we had to look at it in a commercial
We wanted to have a competition for that. Wemanner.
wanted to compete that as well as the senior debt, but

78. Are you saying that if it had gone ahead in 1997 we were also advised that it was quite difficult just to
it would have cost the Treasury £13 million more have a separate competition for that one tranche. We
than it finally did and there is no way you could have wanted to hope that the people providing the senior
avoided that? debt would also offer this mezzanine debt. There was

some doubt as to whether people would do that so(Mr Lewis) I cannot say that because we had not
you could have got a situation where you had onegone into the depth of the funding competition that
bidder who provided the senior debt and thehappened in the end.
mezzanine debt and another bidder who only

79. Why not, given that presumably you could provided the senior debt. Therefore, you would not
have offered the Treasury a lower price and been have a competition. We arranged with SocGen that
more likely to win the contract had you bothered to they wouldmaintain their offer to provide this, which
find out that there were other ways of financing the might get taken up and it might not. In effect, we
project which might have cost as much as £13 bought an option with them. What it means was that
million less? when we had these two bids came in, we had the

(Mr Lewis) In terms of the way the project was Ambac bid which was for both the senior and the
funded eventually, at the time there were relatively mezzanine debt and the FSA bid which was only for
few index link bonds. From my point of view, things the senior debt. We were then able to combine that
had moved on .The long concession term was one of with the SocGen offer which had been maintained
the issues which we would have had to look at at and kept on the table since 1996 and effectively we

were able to then have two competing proposals.the time.
This was an offer which we think is entirely

80. Can I ask the Treasury for their view on that? Is vindicated because if we had not done it we would
it correct that there were not any index linked bonds have had a problem with this competition. It was
around a few years earlier that could have been used worth paying that fee to maintain that option.
in this way?

83. Can I come back to paragraph 1.25, which(Sir Andrew Turnbull) This is a question relating to
talks about the number of institutions originallycorporate index linked bonds. This was a market
invited and the number that declined? You said thatwhich was developing.
the need to agree the standard terms was not one of(Mr Stewart) There were a number of small index
the reasons why any of the nine declined. We are toldlinked bonds. There was no real liquidity in the
in the report that the reasons were, .”.. mainlymarket. There was great uncertainty as to their
because they did not feel that they would be able todeliverability. When the funding competition was offer a competitive bid and did not want to commitlaunched, there was much more liquidity in the index resources to the competition.” I am quite surprisedlinked bond market and banks were looking at that there were so many that you did not have someoffering an index linked product as well, although pretty good idea in advance that they would not bethey were struggling to do so. The market had moved able to provide competition or the funds.

on between the time when the original bid was put (Sir Andrew Turnbull) We did not know how many
together and when the funding competition was run. other fish they were chasing at the same time. Some

of them said, “We do not want to go in for this81. Had we gone ahead in 1997, as we would have
because we are making an effort somewhere else”,done if there had not been a government change, the
which was a perfectly reasonable, competitivewhole project would in practice have cost £13 million
business decision for banks to make.more because the option which was finally chosen

was simply not available because companies were not 84. It seems quite a lot to me, that about a third of
producing index linked bonds. the total refused to bid at all. Is that usual?

(Mr Stewart) It undoubtedly would have cost (Mr Stewart) A lot of people often prequalify for
more. The Treasury were seen to have influence in the these things to find out what is going on, purely to get
negotiating power and the power of the Treasury the information into their hands and the
generally had an effect on the market at that time. documentation. What the banking market at the
You have to compare a competition that was run by time was having to assess was whether they would
Exchequer Partnership but in close consultation with have a chance of winning. The term of this deal,
the Treasury with a competition which was run in which is 35 years, means that any bank that was

going to be competitive would have to lend extremelyisolation within Exchequer Partnership.



    Ev 8

S A T KCB, CVO, M P G CBE,21 November 2001] [ContinuedM J S  M P L

[Mr Rendel Cont]
long term. At this time, the building societies were assessment and all that has been funded by the

Treasury, where does the other resource, the cash,entering the fray and pushing out the term of debt
available in the banking market. To be honest, cross the state aid line?
people looked at the competition, at the Abbey (Sir Andrew Turnbull) We are paying for some of
Nationals and the Halifaxes of this world and, our own costs, to have our own advisory team. If we
because they were beginning to be very competitive, then make available money to a private sector
they took the view that it was not really worth the organisation which does not reflect the current costs
effort of continuing. of capital in the market, that is something on which

you can frequently find yourself being challenged.85. Or even prequalifying?
(Mr Stewart) There were 28 expressions of interest 92. There must be a distinct dividing line that says,

which were trying to get hold of the initial “This is state aid. If used inappropriately and if I
information and I think the surprising thing is that 19 allocate resources of one sort or another to a
submitted term sheets. company in the private sector which may not be able

to purchase those resources or gain those resources in86. You said 28 expressed interest. I thought it was
the market place such as the risk assessment, such as28 invited by the Treasury to express interest.
the special advisers”, where does that not transgress(Mr Stewart) You are right. 28 were invited,
the state aid rule; whereas providing the cash fromreceived a bit of preliminary information and 19
another resource does? It is both money at the end ofsubmitted term sheets of which they short listed
the day, is it not?down to the six financial institutions and the two

(Sir Andrew Turnbull) If we just bought it, webond arrangements. I think 19 is the more
would be just back to a conventional constructionsurprising figure.
project. In this case, we are lending money to a

87. We are told “ mainly“ because of these two private sector organisation which then has access to
reasons. Do you know what the other reasons were? that capital which is not available generally. It does
Presumably some of these nine dropped out not for not reflect what other property companies will have
those reasons but for other reasons. access to.

(Mr Stewart) Primarily, it was the fact that they
93. But this is the preferred bidder. This is yourwere not going to win. They could not compete on

contractor. All you are doing is supplying a resource,the term or the period of the debt that they were being
the money.asked to offer.

(Sir Andrew Turnbull) They still have that piece of88. The fact that they would not be able to offer a business. In the competition, we had never hintedcompetitive bid is listed here as one of the reasons but that we would do it this way. There is a change ofI am wondering what other reasons there are. terms where we say, “One of the things you will get if(Mr Colman) It is up to the banks to decide at the you take this contract is this money at the gilt rate.”time whether they want to proceed and there can be All the people who did not bid or dropped out earlierany number of reasons for a particular bank to be would think, “Wow, I would have come in if it wasunenthusiastic about proceeding. on that basis.”
89. We are told most of the nine dropped out

94. You have still confused me here. If I had twobecause they could not offer a competitive bid or
different companies they are not going to get anybecause they did not have the resources but
more out of allocated funding. That has all beenpresumably because it is “mainly“ there were some
taken as part of the price of the total contract, theother reasons as well. I am trying to chase up what
package. This competition does not mean thatthe other reasons were.
Exchequer Partnerships are going to get any more(Mr Colman) We have been told while we were
money, does it?doing this work that some of the banks did not like

(SirAndrewTurnbull) I interpreted funding by giltsthe standard terms and they were not supposed to
as meaning we borrow the money and on–lend thatlike them because the Treasury was wishing to
money to our contractor.achieve something with the standard terms which

might not please all banks. That may have been a 95. You are saying that contravenes state aid rules?
factor. (Sir Andrew Turnbull) I am saying it could do.

90. We were told by Sir Andrew earlier in answer 96. The truth is it was not even checked?
to Mr Gardiner that that was not one of the reasons. (Sir Andrew Turnbull) We did not want to do it this

(Sir Andrew Turnbull) We eventually had a field of way because this is the argument which says the
19 bidders to play with. We did not curtail this field government can borrow cheaper; therefore, anything
to something that was a problem to us. that it buys from anyone, if anyone selling to us is

(Mr Stewart) I have a whisper in my ear that no borrowing in order to fund its activities, it would be
reasons were expressed by some of the bidders. much cheaper if we lent them the money. Down the

end of that road, you say to the window cleaner, “Do
not buy your own ladder. We will lend you the

Mr Jenkins money.” The difficulty with that is that the terms on
which people are borrowing in order to equip91. One of my colleagues asked a question with

regard to funding it by gilts and you said it was themselves to provide services to us reflect the risk
they are undertaking. It is a distortion for us to lendinappropriate because of state aid rules. If I have a

subcontractor and they are the preferred bidder, to people at the risk free rate so we would have to set
up a proper banking arrangement so that when wewhere does the resource cross the state aid line? If I

am giving them special advice, if I am doing the risk were raising money we were then assessing what were
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[Mr Jenkins Cont]
the risks of the project. What is the creditworthiness renegotiating the contract. We do not think this is

that kind of project. That happened in the IT worldof the people to whom we are lending money. We do
not have an apparatus like that in government. By but this is a building refurbishment. We do not know

what the risks are; we need to wait another 35 yearsand large, the state does not want to be in a position
where it is the all purpose lender for everyone. to know whether the assessment of risk they made

turns out to be correct. What I will observe is that the97. I did not think I said that. I just said if I have a most risky phase is when you open the building upcontractor—my window cleaner is a good example— and start trying to do the construction. We are pastand if he was coming round to do my 2,000 windows that phase now, so I would be very surprised if itevery week and I said, “I want to employ you on a turned out to be one of these boomerang projectslabour only contract and I will provide the because I think we are past the point where the mostmaterials”, it is quite common in business, is it not? serious risks of this project have been identified.(Sir Andrew Turnbull) It would be probably wise to
101. The standard terms and conditions weredo it on commercial terms. If you happen to have

accepted, and it was important we got these acceptedsome privileged source of finance, you would not
by the bidders, was it not? Very important. Hownecessarily assume that because you could borrow at
much did it cost us, because some bidders did notthat rate you could lend it to him at that rate.
come in because they did not want to accept these98. If he is working for me I see no reason why, if standard terms and conditions, how much did it costI can get the price down by doing that. I would be us to get these accepted?stupid not to do it. (Sir Andrew Turnbull) I do not think we know.(Sir Andrew Turnbull) In the calculation you have What we know is that these standard terms have nowmade in getting the price down, you have to take the become the standard terms. The private financerisk into account, and you probably have not. market has continued. If anything it probably hasMr Jenkins: Yes, I would have done, believe me. I not cost us, it has probably saved money, both forwould not fund him up–front, I would make sure he ourselves and for private finance contractors.got paid on a weekly basis.

102. If no one had taken part in the competition,Chairman: Can we get back from window
who assessed the risk that was an outcome?cleaners.

(Sir Andrew Turnbull) One of the criteria that the
99. I want to bring it down to the basics, C&AG has identified is when is it a good idea to have

Chairman, because it is a basic, everyday a competition, and it is when you can be reasonably
requirement, raising cash. I have read this report and sure that you get the commercial close—you have the
read about the funding in the city and how effectively building, the engineering, identified, and you can
it is working and it is a simple way of raising cash to take that project and finance it. You are not going to
fund this project, but I am more interested in get into a position where you go to the financiers and
assessing the risks of this project because I think most the funders and they say, “This is the kind of deal we
funders would know what the risks were and would do not want to fund.” We were pretty confident we
have done it themselves, but we have done it on their would be able to fund this deal. Obviously the terms
behalf.How much risk does that entail, doing the risk on which we might fund it could vary but it was not
assessment for them and then handing the package going to be one of those things where people just said,
over to them? “This is just not a bankable project.” Paragraph 2.25

(Sir Andrew Turnbull) We have not done that; they says something like: “Using this technique we can be
have assessed the risk of all the things I listed in reasonably sure you can settle the commercial
earlier questions. We have not duplicated EP’s characteristics of the deal and then take it away and
assessment of risk. What we have assessed is what are get it funded.” That is what we thought was the case
the risks we no longer have to provide for, and in the with this project and it turned out to be right. If we
calculation we then put those risks into our had seriously thought that the funders were going to
comparison of doing it as a public sector project. raise all sorts of questions and start unpicking the

commercial part of the deal, then that is the kind of100. So EP, being your preferred bidder, your
project which would not have been suitable, but wecontractor, has looked at all the risks, where do they
did not think that was the case and it has not provedfinish? Where do you go over the line and say, “We
to be.now as the funder recognise the risks we took on, for

instance we understood the construction costs, but it 103. So there was no fall–back position? You knew
has gone awfully wrong, or the cost of raising the you could sell the deal?
money has gone awfully wrong, where is the (Sir Andrew Turnbull) We were confident we
loophole?” Where do they come back and ask for could, yes.
more money?

(Sir Andrew Turnbull) If they come back and ask
for more money, which I do not think is going to be Mr Gibbthe case, the first thing which would happen—
assuming there is a big catastrophe—is that their 104. Essentially this project is the Treasury

instructing a contractor to spend £125 million doingequity would have been used up, the mezzanine debt
will have been used up, so some quite considerable up the Treasury and instead of paying the bill, the

£125 million, once the private sector had donerisk transfer would have taken place. You may get
this argument which says that the danger of some everything which needed to be done, you wanted it

paid over 30 years in HP instalments of £10 million aPFI projects is that you transfer risk and you are
kidding yourselves, because if eventually something year? Is that not essentially the difference? That is

where you get into this problem of this risk transfer.serious goes wrong you end up taking it back or
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[Mr Gibb Cont]
(Sir Andrew Turnbull) This is the argument about 112. I think it goes to the motive of the project. I

why are we doing PFI. There are lots of people who do not accept that at all. It does not make sense to me
think that is what PFI is all about, and they are at all. I am a Conservative member here, so I am not
wrong. You are kidding yourself if you think you are opposed to capitalism and the free market. To go
saving money. If you do the true financial back to the original question, if the motive was
calculation, instead of borrowing money and having simply to get this thing off the Government’s books,
it added to the national debt and then having an that would be a wrong thing to do. I see the funding
asset, you have a liability spreading out into the element of this as precisely that. I do not understand
future. In terms of your true balance sheet, those two where the credit risk is in terms of this project. You
things are equivalent and you should not get into the are the Treasury, if you are a credit risk, God help the
PFI if that is your only motive. The main reason for country, frankly.
getting into this was we thought we could do it better, (Sir Andrew Turnbull) They are not lending money
would get a better project, we could transfer risk, we to us—
could get more innovation and all the advantages I

113. But is that not the way you have structured it?listed earlier.
Essentially, they are lending the money to you so you

105. I see that in terms of getting a private can refurbish the Treasury, and the only reason you
contractor to do the work, to manage the work, to get have constructed it in this complicated way is so you
a private contractor to take care of the maintenance do not have to include this as gilt–edged debt.
of the building, all very good, but I do not (Sir Andrew Turnbull) No. We have constructed itunderstand why you need to have the funding of this in this way because we think we would get a betterproject done by the private sector. performance out of the people building the project(Sir Andrew Turnbull) The funding is what drives and subsequently maintaining it if the money theythe contractor. The due diligence of the funders is the have raised is at risk.thing which is exerting pressure on them to do this
thing well. 114. I do not see that. You can transfer all that risk

to the private sector by just having a construct,106. Why? I do not understand why that should be.
design, build contract and maintenance contract.Why is it not just saying, “You can construct the
You really can.contract to do the repairs, to do the refurbishment, to

(Sir Andrew Turnbull) Experience is against you.do the servicing on an annual basis”?
(Sir Andrew Turnbull) We have 30 years of 115. Where in the Government accounts then isexperience of borrowing money and getting people to this liability or this long–term financial commitment?just build things for us.

(Sir AndrewTurnbull) In the Budget documents we
107. That is when you have managed it yourself. I report the future service payments of PFI projects.

am saying get the private sector to manage the
116. So it is all spelt out for the financial marketsproject, get the private sector to manage the servicing

to see. If I get the Red Book out or the PBR inof the building, but not get the private sector to raise
November, I will be able to see in that book—thethe funds and fund it and give you an HP
Green Book or the Red Book—all the financialarrangement, which is essentially a big part of this
commitments the Government has entered into incontract.
these kind of arrangements in the long–term on an(Sir Andrew Turnbull) But the fact they have raised
annual basis, is that right?the funds, they then are managing the risks and—

(Sir AndrewTurnbull) I am not sure whether it goes108. The risks you have talked about today are to
right the way forward for 35 years, but certainly fordo with the building project—the asbestos, the
the medium–term future.3design, the listing problems. Is the Treasury a bad

risk in terms of paying this? 117. Basically what you are trying to do is shift off
(Sir Andrew Turnbull) We are not a bad risk. the Government’s balance sheet significant amounts

of debt in the same way that companies in the 1980s109. So where is the risk in terms of the funding?
shifted off balance sheets—(Sir Andrew Turnbull) They have to manage this

(Sir Andrew Turnbull) That is not our motivation.thing efficiently, they have to make a decision at the
start as to how they build it relative to how they

118. It may not be your motivation but it concernssubsequently maintain it, and then they have to take
me it is the state’s motivation to get this stuff offthat proposition and get it funded.
balance sheet, because I do not really see any other

110. Only because you want them to get it funded, justification for it. I do not see that you cannot get
because that is how you want to pay for it. There is this risk transfer in other ways. It can only be that the
nothing inherent in a construction project that it be real motivation somewhere is to get this stuff off
funded in this way, is there? You could quite easily balance sheet. My concern is, what is to stop every
pay for this up–front. government department loading itself up with these

(Sir Andrew Turnbull) You are suggesting we have long–term commitments, provided they can meet the
a design build operation with no funding? annual payments in the short–run, and then suddenly

we discover in 10, 20 years’ time we have a state111. Yes.
sector riddled with debt which we do not see any sign(Sir Andrew Turnbull) We believe that bringing the
of in terms of looking at the accounts now.funding in is what actually creates an additional

pressure, because people are then backing their
judgment of the risks of this project against the 3 Note by witness: Table C18 of the Red Book 2001 sets out the

estimated payments under PFI contracts up to 2025–26.finance they themselves are raising.
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[Mr Gibb Cont]
(Sir Andrew Turnbull) The resource accounts will 133. Yes, but—

include these payments to departments, so they (Sir Andrew Turnbull) All of which are done at
quickly get to the point where the sum total of all the the prices—
annual payments they are making is actually a 134. The Bank of England lending rate at thecharge, is creating a pressure, on their departmental moment is 4 or 5 per cent, but that assumes there isexpenditure limit. a certain amount of inflation in the system. When I

borrow a mortgage at 6 per cent, that assumes there119. Can I turn to page 30 in the report. The
annual payments are £14.037 million. Am I right in will be a level of inflation.
thinking that is split between £10.6 million debt (SirAndrewTurnbull) If you are borrowing at 6 per
service and £3.433 million service fee? What is the cent, that is not the same 6 per cent as this 6 per cent.
difference between a debt service and a service fee? Is Chairman: I do not think we are shedding a lot of
debt service the interest plus capital repayments? light on this.

(Sir Andrew Turnbull) Yes.

120. And the service fee is the maintenance of the
Jon Trickettbuilding?

(Sir Andrew Turnbull) Security, maintenance, 135. I do think that certainly there is some rigour
cleaning, all the rest. and some ingenuity in this scheme as revealed in this

paper, but I also think there are some flawed121. So that £3.433 million is a considerable drop
judgments, or at least judgments which appear to befrom the £9 million?
flawed in it, and I think we have revealed some of(Sir Andrew Turnbull) The £9 million was the total them or hinted at some of them already. I want tocost of what we are paying at present, some of which return to risk. When you were originally asked aboutincluded the rental equivalent. Someone asked me, risk you referred to the risk inherent in the buildingdid I have in my head the figure for the facilities contract. I agree, the risk inherent in the buildingmanagement bit of this, and I said I did not but I contract to some extent affects the risk inherent in thecan— financing but the two are conceptually separate. You

122. So the £9 million is not the facilities did not, and have not in fact, indicated any risk
management fee? involved in the financing part of the competition. It

(Sir Andrew Turnbull) No. would be hard to say there was any risk since
effectively you are exchanging financing for annual123. That really undermines the answer.
payments of several £14 million a year coming from(Sir Andrew Turnbull) The £9 million is equivalent the Treasury, so it is hardly a great risk to anyto the £14 million. That was clear between us. I do funding institution. The only risk is whether thenot have a figure for what is the equivalent of the building contract is produced in line with the original£3.433. estimates. I want to separate the two sets of risks out.

124. Will the £14 million increase over the period? I want first of all to ask about Exchequer
(Sir Andrew Turnbull) The increase will be in line Partnerships and the fact they were appointed on a

with RPI. bid which came sometime before it was finally
accepted. Why did you not go back out to tender?125. So it will go up with inflation every year, the

(Sir Andrew Turnbull) We had to have a project,£14 million?
because we knew otherwise we would have incurred(Sir Andrew Turnbull) Yes.
this wasted payment. The first was time, and time in

126. When you calculated the net present value of this case was money—each year which went by we
£170 million, did you take that— would be doing more and more maintenance.

(Sir Andrew Turnbull) I did that in real terms. Secondly, we had a bid and we were advised within
the framework of that bid we could reopen it,127. What assumption for inflation did you use?
negotiate the changes which we and Ministers(Sir Andrew Turnbull) It was done in real terms.
wanted. It was not without risk to us if we had

128. So you used a basis of 6 per cent? re–opened. We could have found the new
(Sir AndrewTurnbull) That is the discount rate. All competition was not actually as favourable as the

these Green Book evaluation projects are done in original one. In the same way, EP had invested a lot
real terms. of time in understanding the building, what its

problems where, how it could be used, so too had the129. But the 6 per cent return includes an
Treasury team, so we knew a lot about this. So weinflationary element.
thought the best thing to do was to seek the changes(Sir Andrew Turnbull) No, it does not. we wanted within the original contract but to have

130. That is real? various safeguards, the principal one being what we
(Sir Andrew Turnbull) It is 6 per cent real plus risk are talking about today, the fact we were—

plus cost of raising the money, so it is a composite. Jon Trickett: I am going to come to that in a
second. Not only conceptually but in reality, there131. I do not know that I follow that. Maybe there
were two separate sets of competitions, and in factare clever people here who can.
there were two separate sets of risks really. One is to(Sir Andrew Turnbull) 6 per cent is not meant to be do with financing and one is to do with the buildinga nominal rate. contract. If we can just stay on the building contract

132. So is that the real rate then, the 6 per cent? for a second, because it impacts on the way in which
the financing competition was run, it may be that you(Sir Andrew Turnbull) It is the rate which is used to

evaluate public sector projects. may have taken a risk to go out to tender, that you
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[Jon Trickett Cont]
may have ended up with a higher price, but there is and this document quite clearly states that the

funders utilised the process of due diligence, in otherno certainty of that. The rest of Government
operates on the basis of open tender, does it not, and words finding professionals and all their insurances

and associated techniques which they used, toyears had elapsed, the building industry changes,
each contractor in the market has more or less determine whether or not to lend money against a

building price which the building contractors haveextensive workloads at the time at which they make
a bid, and sometimes they go out and find work. I put established. That being the case, there are several

questions which come from that. The first is this: whyit to you that you cannot say to me or to this
Committee that you got the best price from did the due diligence process not operate at the time

of the first tender? The first tender, which was £13Exchequer Partnerships for the building contract.
You cannot demonstrate that. million incorrect, not to the advantage of yourselves,

must have used due diligence.Chairman: Can I interrupt for a moment. To be
fair to Sir Andrew, we are just dealing with the (Sir Andrew Turnbull) Not to the advantage of—
finance at the moment, we are going to come back to 140. To the advantage of their chosen funders.the wider issue. (Sir Andrew Turnbull) We would be paying toJon Trickett: I accept that but the two relate. I do the—not want to disagree with you, Chairman, but Sir

141. Had the due diligence process been done twiceAndrew himself talks about all the risks being
then? Had it been done in the original tender andinherent in the building contract. Would you mind if
then again by yourselves?we got an answer to that question and then I will

(Sir Andrew Turnbull) I think it must have been.move on?
Chairman: Go ahead. 142. That is interesting, is it not?
(Sir Andrew Turnbull) This was a judgment we (Mr Stewart) Can I just clarify what due

made. You can always say, had we done it the other diligence is?
way it would have been better, but what we know is

143. Yes.that that price, when you take account of the
(Mr Stewart) Due diligence is a firm of technicalmovement in market interest rates generally and the

advisers, a professional firm, writing a report onspecification change we made, is a better price than
behalf of the funders, giving their view of the risks ofwe had before, and the indications are that we are
the project and inherent deliverability. There is nogoing to get into this building next summer.
insurance or anything else. There is no risk–taking in136. Speed was one of the points you made. that due diligence process, it is just a statement of the(Sir Andrew Turnbull) It may be that it might have factual position.gone better the other way. Hindsight will tell you

144. Paragraph 1.16 refers to the insurances and itthat. We have so far had no reason to regret the
would be interesting to get a note sometime, if thatjudgment we made.
was possible, Chairman, on what the insurances137. I think you have accepted the point I was actually were. Due diligence, nevertheless, is themaking and the Chairman wants me to move on. The process the funders used in order to determinereason I raised the building contract was it does seem whether or not to lend money against particularto me it is inextricably linked to the way in which the builders’ estimates. That is the truth of the matter. Imatter was financed, and the issue of risk boils down am interested to discover due diligence was doneit seems to me to due diligence. This paper is quite twice, once erroneously to the advantage of theclear that the contractors and funders actually funders, according to this paper and according tominimised the risk by the process of due diligence, what you have just told me, and a second timepresumably using professional insurances and resulting in a £13 million less estimate. Am Ivarious other methods to draw in other professions understanding it right now?to say the building contract was properly (Sir Andrew Turnbull) What happened betweenconstructed. Is my understanding right in terms of 1996 and the end of 1997, I would have to check upthe due diligence process? exactly what due diligence process took place.(Sir Andrew Turnbull) I think so, yes.

145. I only have a limited amount of time and I138. The due diligence process is used by the think I have made my point but it would befinanciers, the funders, to determine whether or not interesting if you could come up with that.the building project is a secure thing to lend money
(Sir Andrew Turnbull) Your question is, was thereagainst, and you said that the risk which you were

a previous round of due diligence? Okay.4offloading from the Treasury was to do with the
building contract, but the truth is you offloaded the 146. This due diligence process is a fascinating one.
risk by the process of due diligence and so did the I take the view of Mr Gibb, to my left, but for reasons
funders; the process of due diligence was used. not to do with my favourable attitude towards

(Sir Andrew Turnbull) No, we transferred risk and capitalism, rather the reverse. If due diligence is good
then the funders had to assess whether the risks they enough for the banks, and it clearly was, and you
were taking on were ones they were prepared to fund, participated in the selection of the professionals, how
and EP were an organisation they believed was
competent to manage those risks. 4 Note by witness: There was no due diligence process between

1996 and July 1997 (when negotiations on the first deal were139. The fact of the matter is that this contractor halted). Although commerical heads of terms had been
here was really the Treasury by any other name. They agreed, arrangements for funding had not and were some
were doing what you wanted and this document is an way off. It is not until potential funders are engaged that the

question of undertaking a due diligence process arises.advocacy document for the processes you adopted,
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[Jon Trickett Cont]
is it that the Treasury does not use due diligence (Sir Andrew Turnbull) The project itself was for 35

years, which is why it made sense to relate theprocesses itself in building contracts which it is
borrowing to 35 years.letting? Is that not a way actually of giving you some

certainty about building contracts in the future, 152. I understand that, but the paper says that the
something which the private sector have invented annualised costs were reduced by borrowing over a
which we might use to our advantage? longer period, and that makes sense, since we all

(Sir Andrew Turnbull) The experience is over the know that is how our mortgages work as well. What
years a poor one. I want to know from you is, has the aggregate cost

increased as a result of the fact we are borrowing it147. Have we used due diligence processes like
over 35 years rather than 30 years? Is it costing thethis one?
taxpayer more in the aggregate?(Sir Andrew Turnbull) We would probably call it

(Sir Andrew Turnbull) It is costing us less.project appraisal at that time, examining the project,
examining the risks, we would also be looking at the 153. In the aggregate?
good standing of the potential contractor. All that (Sir Andrew Turnbull) On a discounted basis.
was done or is done under a conventional Jon Trickett: I would be interested in that
procurement, but nevertheless the history is that this calculation. No doubt the C&AG, if he is still looking
has not been done as well and that the intensity of the at the scheme, will be looking at that. Thank you,
process, in my experience, is a lot greater when it is Chairman.
the private sector lending in relation to a particular
project, rather than simply lending to HMG. They do
not have to do much due diligence when they lend Mr Davidsonto HMG.

154. Would I be right in thinking, Sir Andrew, that
148. I would like, if it is possible, Chairman, to see to a great extent this project is going to be a flagship

where we used the same rigorous process of due for PFI, and that if this went wrong effectively you
diligence where it failed in relation to Treasury would be a dead man? That is a technical expression!
funding, direct public sector funding, relative to (Sir Andrew Turnbull) Let me say yes to the first
private sector funding. When it comes to public half and I will pass on the second half. There was no
sector comparators, it seems to me that if you were to doubt that the Treasury has an overall responsibility
have provided the money yourselves rather than for PPP/PFI and in its own project it is very
going to the private sector, the money would have important that it makes a success of it.
been cheaper.

155. What difference did that pressure make to the(Sir AndrewTurnbull) The money would have been
running of the project?cheaper but the assessment of the risk may have

(Sir Andrew Turnbull) We put a lot of resources inbeen faulty.
it and we had the resources of the Treasury Taskforce
who worked very extensively on this project.149. That precisely boils down to the issue of due

diligence. It precisely boils down to the question of 156. What does that mean in practice?
due diligence. (Sir Andrew Turnbull) Some quite senior and

(Sir Andrew Turnbull) It was that prospect which experienced people were deployed from the
lead in the construction of the public sector Taskforce to work on this project.
comparator, drawing on a series of reports from the

157. Would the quality of advice and the level ofEfficiency Unit, the Central Unit of Procurement—
seniority then not be available to the normalthe history of cost overruns in the public sector—to
run–of–the–mill departments who do this sort ofthe inclusion of an allowance for cost overruns.
work?

150. I think you have made your point and I have (Sir Andrew Turnbull) That is why we have set up
made mine. I want to move on to a judgment made PUK to make sure it is, but it may not have always
about bonds as opposed to bank financing. A been in the past.
judgment was made at some point that we were going

158. That is what I wanted to clarify. Is thereto go down the route of bonds, and I am not sure if anything that is comparable to this in the way inI have understood this paper correctly or not but it which the financing of PFI has been undertaken? Iseemed as if the bonds were lending over a five year am trying to clarify just how unique this is.
period longer than the banks and therefore the (Sir Andrew Turnbull) It was a first. There is one
annualised payments were less, and that was a prime other project currently going down this track, an
motivator for you deciding to go down the bond MoD barracks refurbishment. There have not been
route. Have I misunderstood that entirely? all that many projects which it is suitable for. The

(Sir Andrew Turnbull) That was one of the features MoD project was signed slightly before this but the
which made bonds attractive. interesting thing about this report is it will change

perceptions and what will then be the response to the151. My memory tells me that is what this
consultation document.paragraph says. How was the balance struck between

the aggregate cost in total and the annualised costs? 159. Is this the way things will be in the future?
What balance was struck between the two, since (Sir Andrew Turnbull) I think the Chairman was
borrowing over 35 years probably reduces the annual trying to manoeuvre us into the position of saying
payments but may increase the aggregate cost of the this was going to be a minority taste. I do not know

I want to accept that it is for just a few projects herescheme as a whole?
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[Mr Davidson Cont]
and there. It could become the norm for large favour of the PFI route, if by definition you are

geared to make mistakes had you done it the otherprojects which are not too complicated , as discussed
somewhere in Chapter 2. way.

(Sir Andrew Turnbull) This is the argument which
160. On the question of the advisers which cost says that all this risk transfer, contract performance,

£2.6 million for the Treasury in all of this, how much we could have got anyway without involving the F bit
cost would it have been had it just been a normal of PFI. The only thing is that the experience is
Government procurement? What I was not clear completely against it.
about was whether or not this was an additional cost
or the total cost. 168. Can I clarify the bond issue? Could you

explain to me in words of one syllable why, if it is(Sir Andrew Turnbull) I do not know that figure
such a great idea for this, it is not a good idea forbut I think I would have said we would have spent
London Underground?too little on advisers and probably would not have

done it well. That has been the historical experience. (Sir Andrew Turnbull) That is a process which is
going on at the moment. There were originally three

161. That is not quite as precise as I was looking projects, now down to two because two merged, and
for. it could well have a very large bond element in it.

(Sir Andrew Turnbull) I have not costed an option
169. I do not quite understand the point you havewe did not follow.

been making in response to some of my colleagues
162. No, but I am genuinely unclear as to whether about the question of funding it yourself, providing

or not you would have normally spent 100,000 or 2.5 it by gilts rather than a commercially–obtained bond.
million on a normal procurement and therefore how It seems to me if you were agreeing you were going to
much of a difference there is in all this in terms of have somebody managing the money as well as
the advisers. managing the project, and they were operating the

(Sir Andrew Turnbull) I may be able to find a bond and you gave them the money, not only would
figure. It certainly would not have been as little as you have gained in the interest rates, you would also
£100,000. have a gain presumably on the bond arrangement fee

since there would be no risk, and you would also have163. It would have been as much as 2.5 million?
removed completely the risk of not having raised the(Sir Andrew Turnbull) Probably not because the
money at all, but you could still have the bond£2.6 million included the—
financier holding the money as it were and using their

164. You can understand why I am keen to explore expertise to lay off the money they were not using at
this because much has been made of the advantages any particular time. Would that not have been an
of PFI and so on, and 2.6 million for advisers does entirely reasonable way of combining the best of
seem a lot but I am not quite clear what the costs both worlds?
were anyway. (Sir Andrew Turnbull) That is assuming that the

(Sir Andrew Turnbull) I am not either. All I know public sector could develop as good a credit
is, this is not very much money compared with the inspection, as good a due diligence—
project going 10, 15, 20 per cent over budget.

170. The private sector could do all that. There
165. I understand that. Why, in that case, would comes a point, as I understand it, in bond raising

you not normally spend enough money on these when you actually go out and say to people, “Give us
things? your money”, and they come in with bags over their

shoulders, put it on the counter and then it goes—(SirAndrewTurnbull) Because we are also bringing
in not just our critical scrutiny of the project but what (Sir Andrew Turnbull) What does that then do to
we have been talking about, the due diligence of the the performance of the contractor? The contractor
funders, which is also raising the questions. has a relationship direct with the market place, and

that is incentivising them—
166. I do understand that, but you said earlier on,

171. No, I would not change that. I would havewhen I asked about how much you would spend on
you as the Treasury representatives on earth takingthat, not enough, and that would seem to display a
the money along and giving it to the banks—lack of due diligence simply by yourselves, would it

not? (Sir Andrew Turnbull) We give the money in your
scheme to Ambac and they manage it.(Sir Andrew Turnbull) There is an OGC chart

which shows where projects go wrong, and the
172. Yes. As I understand it, you are not buyinganswer is, they go wrong very early on. The message

from the bond arrangers the money, you are buyingwhich is now being given to departments is, whether
the due diligence, the expertise, the ability to makeyou are procuring this by PFI or conventional
the best use of the money when it is not being usedmeans, invest heavily in getting the project right,
and so on, and you would still access that and havespecified right, in its early days.
these other gains surely by supplying the money
yourselves. If you re–worded the terms so that was167. I accept and understand that, but I am slightly
available to everybody, so anybody who won apuzzled by this. One of the great advantages you have
contract would get that, that would presumablybeen telling us and others have been telling us with
overcome the competition rules?PFI is the due diligence and expertise it brings in and

so on. Yet, when I was asking about an alternative (Sir Andrew Turnbull) The money we had lent, if it
was properly risk–adjusted, would be lent with a riskroute, you admitted you would not have spent

enough money on it. That seems to be a circular premium in it, so the price we would get it for at the
end, the £14 million, would still be the same, becauseargument and it seems to be a rigging of the ballot in
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[Mr Davidson Cont]
if we were lending this money to a contractor and not projects . . .” raise doubts, in particular where the

allocation of risk, in the sense at the commercial stagemaking a proper allowance for risk, we would be
taking an unpriced risk. when you took it to the funders, the funders might

say, “We will lend against if it is constructed in that173. I am not convinced by that but you have
way but not in precisely the way you havemanaged to baffle me so I will move on to something
constructed it”, so you get an iteration backwardselse. Can I ask you about the competition that took
and forwards, and you end up with paragraph 2.25,place not producing any benefits in the price of the
you have to negotiate a contract that wasbond arrangers’ fee. Does that not suggest that there
commercially viable and bankable. In this case weis no competition for this sort of work?
were fairly sure that the project we had got was not(Sir Andrew Turnbull) Actually what it says is that
going to change in any substantial way and that thethree people came in with the same price. What it
lenders would fund it. What is going on in Londondoes not say is that there were five others who came
Underground, which you raised before, is a muchin with a different price.
more complicated thing. You cannot simply define

174. That is in the report you agreed? Why did you the engineering characteristics of that and then go
not raise that? and fund it and be sure that the funders will not take

(Sir Andrew Turnbull) What is there is the fact that the thing back, you have to have iteration, and that
the three best bidders offered the same fee which is where having a competition where everybody has
suggests there is a standard fee for this work and the to put in a certain time is much more difficult to do.
competition did not provide any savings in this area.

180. I understand it is much more difficult to doThe reader is led to think there were only three
but it seems to me that the iterative process is one thatbidders and they all bid the same, but actually there
has an enormous amount to contribute to the publicwere eight of them.
sector, in the sense you are then able to gain all the

175. This reader certainly thought that. The reader benefits of the expertise out there. It is undoubtedly
who gave us the question thought that as well. You more complex, because the nature of the projects for
saw that, why did you not correct that? which it would be unsuitable by definition are the

(Sir Andrew Turnbull) I confess I did not see that ones potentially where there is the greatest gain from
until we were doing the homework for this hearing. it if it works. Is that not something you would want

to gradually move along?176. I was under the impression that part of the
(Sir Andrew Turnbull) If you are saying, in bighomework was you actually checked the report.

complex projects you simply allow the funding to(Sir Andrew Turnbull) We do. This is one of those
take its course and do not take an active interest in it,questions where, if it is true, you do not necessarily
no, obviously not. We take a very active interest inchange it.
that kind of funding, but we would not do it on a

177. If I have not been able to catch you on straight forward competition which assumes that the
anything else, I have caught you on that one. Societe terms of the competition are known, people enter it
Generale was going to be compensated 100,000 if and then there is a result, because you get a lot of bids
they did not provide part of the financing. Why was back saying, “I would bid this if it were that and
that compensation agreed? something else if it was something else.” You would

(Sir Andrew Turnbull) I think I explained that not be able to have a competition and judge it.
about an hour and a half ago. Chairman: There is a division in the House so the

sitting is suspended for ten minutes before your final178. Sorry, time flies when you are enjoying
two questioners.yourself.

(Sir Andrew Turnbull) This was an offer to provide The Committee suspended from 6.01 pm to 6.09 pmthis level of financing which they made originally in for a division in the House1996. We did not know whether the people providing
the senior debt would also bid for this mezzanine type
debt, so it could have ended up with a situation where

Mr Steinberwe had no competition for the mezzanine debt at all,
we only had someone doing the senior debt. What 181. I am delighted to say that all the questions
this meant was that we at least had in our back pocket have been asked because, I have to be quite honest
someone who was prepared to offer at the terms with you, I do not know whether it is a good deal or
originally agreed the funding of this kind of debt, a bad deal, I could not understand it. I looked at page
which meant we could wheel it out if we got no other 16 and paragraph 1.42 and that graph there, and
bid from someone for that debt. So that was an when I got to that I gave up! .”.. it is therefore
option and therefore there was a commercial possible to suggest that the Treasury building bond
negotiation about what we should pay for it, and that was priced at LIBOR plus 30 basis points”, what the
was the result. hell does that mean? It is double Dutch!

179. That is pretty much similar to the answer you
gave us an hour and a half ago. Finally, can I ask
what circumstances are there that would make you Chairmanwant not to have a funding competition? To reverse

182. Sir Andrew, you can answer that question ifit slightly: if this had been successful, from now on
you want. You have not got to where you are nowwill we always have funding competitions?
without being able to answer that!(Sir Andrew Turnbull) Going to paragraph 2.7,

“Relatively simple projects in mature PFI sectors (Sir Andrew Turnbull) You are looking at Table 6,
is that right?. . ..” are likely to be suitable; 2.8, “More complex
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(Sir Andrew Turnbull) We believed the cost of theMr Steinberg
project would have been higher had we done it as a

183. It is very clear. “Margin movement (deviation public sector contract.
from base case bp) LLCR % 1.270x.”

190. I took a little exception to you when you said(Sir Andrew Turnbull) This relates to Appendix 3,
that the public sector had failed and the proof of thewhich is effectively the working where the NAO are
pudding was in the eating at Marsham Street. That isdisplaying to you and the market and the technicians
in the design of the building, that is nothing to dotheir working documents. I have drawn the
with the financial arrangements. That was someconclusions from this—but I have not gone
architect who had not been given the correctabsolutely to the depths of it. That is what they used
instructions by Prince Charles and that was thein drawing up this report. I looked at the conclusions
development we got. That is not the fault of thethey drew, so I share your problem.
financial deal.

184. Somebody said they were a capitalist, I am (Sir Andrew Turnbull) The whole thing was a
glad I am a socialist because I could not understand disaster in every sense, the design of it, the way the
that. It seems to be simpler being a socialist than a project was managed —
capitalist! When I first read the report and listened to

191. But that is nothing to do with PFI.the debate and the National Audit Office were saying
(Sir Andrew Turnbull) PFI is trying to produce ait was a good deal, I thought it must be, but having

better method of procurement against a backgroundlistened to you this afternoon I think it is not that
in which the public sector has had a poor record ingood. It is a gimmick. It is nothing but a gimmick we
delivering construction contracts.have here. And it is a gimmick at a cost to the

taxpayer. The poor old taxpayer. Everybody is 192. Is the taxpayer any better off?
making a fortune out of this except the poor old (Sir Andrew Turnbull) We believe the taxpayer is
taxpayer. Money is raised, you have 35 years to pay better off.
it back, there is no risk to anybody, but at the end of

193. So you reckon after 35 years the taxpayer willthe day it is going to cost a lot more than if it was
have a better deal than if it was done in the publicdone in the public sector.
sector?(Sir Andrew Turnbull) The report does not say

(Sir Andrew Turnbull) Yes.that.
194. Well, we will come back in 35 years and find

185. You have just said it. out hopefully. I am not the only one who thinks it
(Sir Andrew Turnbull) The report says that the was not a good deal. Listening to you there is no risk

funding competition, which is the comparison to anybody, no risk to the Treasury, certainly no risk
between the private version by one method and the to those gentlemen sitting there, they will make a nice
private version by another, saved £974,000 on the profit out of it at no risk to them—
annual payment or £13 million in net present value (Sir Andrew Turnbull) There is a risk —
terms, so that is the saving achieved through the Mr Steinberg: It was very lucrative for the 19
funding competition process. The net present value bidders because having sat here over a number of
compared with the public sector comparator is £20 years on most PFI contracts they have been lucky to
million less. get two or three bidders, but here we have 19 who

were very keen to get their paws on the deal, were186. I went out to make a phone call at one stage
they not? So they must have seen it as very lucrative.so I might have missed this, but what is the total cost

Chairman: A very interesting question butof the refurbishment?
unfortunately there is another division in the House.(Sir Andrew Turnbull) The total cost, that was a
We will come back as quickly as possible. I apologise,figure of £128 million of bond, £6 million of this
Sir Andrew.mezzanine debt and about another £7 million of

equity, so £141 million. The Committee suspended from 6.16 pm to 6.22 pm
for a division in the House

187. We are going to pay back £14 million a year,
which is index linked, over 35 years. I am not very
good at sums but that seems to me to come to

Mr Steinbergsomething like £490 million over 35 years.
195. As I was saying, everybody seems to be(Sir Andrew Turnbull) You are not making a

wanting to get their fingers into this very lucrativerelevant comparison. The relevant comparison is the
deal because 19 bidders were very interested. If it wasnet present cost of this thing is £169 million, that is
not such a good deal for them, why were theywhen you discount these payments, some of which
interested in it?are going to be made 35 years hence.

(Sir Andrew Turnbull) There was a lot of interest in
188. But the Treasury has borrowed money to give it, the result of which the unitary payment as a result

to itself, when it could have borrowed £150 million of this competition reduced by £974,000. That is how
and done the refurbishment. we exploited their interest in this deal.

(Sir Andrew Turnbull) Yes, but we would have
196. One point which springs to mind, and I havegone on paying the interest on that debt for 35 years,

just been talking to Mr Bacon on the way back fromthat has to come into the calculation.
voting, is this 35 year pay–back period. I do not know

189. But the interest is not going to be £14 million whether it is against the law, perhaps it is, I do not
a year, is it? You were not going to pay back £490 know, but presumably the Treasury are the best

people in the world to be in a position to pay backmillion, were you?
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[Mr Steinberg Cont]
this very quickly. Why does it have to be over 35 (Sir Andrew Turnbull) What we got was the

assurance that there would be in place at least oneyears? If you do public sector work, why does it take
mezzanine level debt provider against the possibility35 years to pay it back?
that the senior debt providers did not want to provide(Sir Andrew Turnbull) Because what we were
the mezzanine level debt as well.buying was serviced accommodation, we wanted to

know we had a place to live. 207. Nobody is liable here. They are all doing very
well. Paragraph 2.29 on page 23, I was surprised197. Why not pay it back more quickly?
when I read this particular paragraph and I will(Sir Andrew Turnbull) Why should we pay it back quote it here. It .”.. should include all forms ofmore quickly? financing to ensure that the best type of funding is
being considered by contractors and their198. Because it costs less.
financiers.” That implies that is not already done and(Sir Andrew Turnbull) I am not sure it would if you
I would have thought it should automatically bepay it back quickly.
done. It does not matter what deal is being done, it
should not just be thought about now.199. If I have a mortgage and take it out over 25 or

(Sir Andrew Turnbull) I do not think it is doing30 years and then pay it off in 20 years, I pay a lot less
that. It is a statement of good and best practice. I dothan if I paid it off over 35 years.
not think it is implying it has never been done and(Sir Andrew Turnbull) It depends how you pay it
people have not cared at all what the funding costback. Here you have a project—
was and how it was—

200. Come on! Come on! Answer the question. “It
208. So why does the report say that? Why does thedepends how you pay it back“ is not a sensible

report suggest that it has not been done? I got theanswer. If I borrow £50,000 over 35 years but then
impression it would not be said in the report if the—pay it back over 25 years I pay it back for a lot less

(Sir Andrew Turnbull) It is suggesting (a) youthan if I had taken 35 years. should do it but (b) with a degree of rigour and how
(Sir Andrew Turnbull) In cash terms, yes, but not— you can do it better. I do not think it is suggesting no

one has ever done this in the past.201. I am talking about cash.
Mr Steinberg: Okay. Thank you.(Sir Andrew Turnbull) We are doing this on a

discounted—

202. What we are here for is to see if the taxpayer Mr Williams
gets a good deal, and the taxpayer could get a much 209. Sir Andrew, like Mr Steinberg, I think
better deal than I think this has given them. We could virtually everything has been covered and I do not
save money for the taxpayer. We could save them want to re–cover the same ground but just a couple
millions of pounds. of points, jumping around the place. In answer to Mr

(Sir Andrew Turnbull) I am not going to agree Davidson you made two points. You said you did not
with you. know the cost of a conventional public sector

contract for this project and you also said203. We could not save them money? subsequently, and this may have been a statement of
(Sir Andrew Turnbull) We have compared a conviction, that the public sector if they had taken it

refurbishment which gave us a right of occupation on would not have spent enough. Do you remember
for 35 years—and we assume there will be a Treasury saying that? That is what you said because I wrote it
in 35 years—and what that cost us by this route down at the time. The only question which occurs to
compared to if we had done it as a public sector me is, and I am sure there is an obvious answer to it,
project. in that case if you do not know the cost of a public

sector contract and if you recognise it would not have204. As I say, everybody seems to have a good deal
been enough, how can you say the public sectorexcept the taxpayers. Let’s go on to paragraph 1.14, comparator is £20 million more?this has been mentioned before, and I picked this out (Sir Andrew Turnbull) There was a calculation byand so has everybody else. Societe Generale was a team which was different from the one working onappointed by the partnership to run the funding this project of what the public sector comparator

competition. Mr Stewart used to work for them, did would cost. The reference to not investing enough in
he not? terms of examination advice was a remark about

(Mr Stewart) I did. public sector construction contracts in general, and
that was a finding which has been made in numerous205. They got a hell of a good deal as well. They
Government reports on public sector constructiongot a £100,000 sum in compensation if somebody got
projects.a better deal than them. That is great, is it not?

210. If your public sector comparator were a(Sir Andrew Turnbull) I have explained that twice
genuine comparator, the point you made would notalready.
have applied. May I say I found this a very interesting

206. You have but at the end of the day try giving project, I am not knocking the project, I am just
a justification. Justify it, because I do not think you interested. We have had problems before in public
have justified it. Here is a deal where you say, “If sector comparators where we have found them as low
somebody can come up with a better deal than that, as £1 million higher, and we have the feeling the
we will give you £100,000 in compensation.” Did you books get cooked a bit in the comparator process. I

am interested to know how you reconcile the £20declare an interest at the time, Mr Stewart?
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[Mr Williams Cont]
million plus with the fact you would not have spent as (Mr Lewis) I am not suggesting we got it right yet

either. We have several months to go before themuch and you do not know the cost of a public sector
contract. construction element of the job is completed, so we

are not yet sure but we had to make certain(Sir Andrew Turnbull) I think the way you
assessments. Bearing in mind the private sectorreconcile the two is that not being rigorous enough in
expertise and the advisers we had on our side and inthe definition of a project in its early stages is
our consultancy team, we believe we assessed thosereflected in the historic performance of public sector
risks properly and priced them properly.contracts, and an allowance was made for that in the

calculation of the public sector comparator.
217. You, I assume, would have to get external

211. So what do you do, think what it would have expertise to advise you on the early stage risk, why
worked out at if it was done in a conventional way did you go where you got the risk and why did you
and then add an X on top to get the comparator? not go where they went to get the risk?
Where does the comparator come from on the basis (Sir Andrew Turnbull) I am not sure I understand.
of what you said to Mr Davidson? They are making an assessment of the risks they face

(Sir Andrew Turnbull) If the thing overran in the and we are making an assessment of the risks we
private sector version, we would not pay for it. If the think we would have assumed compared with giving
standards of the service which are provided during the job to them. We were not making an assessment
the life time of this contract do not meet the contract, of their risks; that was for them and then the people
we do not pay for them in the private sector backing them financially.
contracts, so we are not at risk of under–performance

218. You did make the point when you wereof delivery. These are important risks which we have
refuting the odd balance sheet argument that thetransferred off. In order to make the relevant
main reason for PFI, which we understand—we hearcomparison, you have to allow for those in
it constantly, it just never arises in performance upestablishing what you think would have happened in
until now—is to transfer risk. We have had a wholethe public sector case.
series of glowing examples like the passport

212. In fairness, you did say very early on and computer, the immigration computer and various
repeated subsequently referring to Mr Gershon’s other things where the risk was passed but the public
organisation’s chart that most risks occur when still ended up paying when things went wrong. How
opening the building up, at the early stage of the sure are you that you have transferred the risk?
project in other words. When you arrived at your (Sir Andrew Turnbull) In this case I am quite
189, and you threw out that figure, you said, “That confident we have transferred risk.
is 189 million allowing for risk.” What did you allow

219. Tell us why.for risk?
(Sir Andrew Turnbull) Where people have(Sir Andrew Turnbull) That allows an overrun of

reopened the thing and come back, first of all, theyabout 15 per cent. It also made an allowance of about
have only done so after they and their equity haveone point something for latent defects and allowed
probably been used up and possibly some of theirfor the fact that the cost of the services provided
banking borrowings have been forfeited, so there haswould rise by half a per cent more than the rate of
been some loss, but when it gets too great they say,inflation.
“Sorry, we would rather hand you the keys back than

213. Mr Stewart, you assessed risk at the same continue with this project“ and we have renegotiated
time. In their allowance for risk in their comparator it. That has happened in a number of IT projects and
they arrived at £189 million, how did your you have examined a number of those. This is a
assessment for risk differ from their assessment for building refurbishment. Now there are risks in that
risk and why? but we are past the point where if something was

(Mr Stewart) I do not work for Exchequer going to go wrong it would have gone wrong, but
Partnership. there are still nevertheless some risks left although I

would be very surprised if it turns out they were such214. I do not mind who answers it. My apologies
that the contractors came along to us and say, “Weif I went to the wrong person.
would rather forfeit all these payments than carry on(Mr Lewis) When we analysed the project and
with it.”looked at the work which would be required to

satisfy the requirements of the project, certain risks 220. One of the reasons refinancing has been
had to be taken on. We had to assess commercially successful is for this same reason, that in building a
how we approached those risks, how we might dispel prison or a hospital the risk is in the early period and
them during the course of the job, and how to price therefore you borrow at higher rates and short, and
them, bearing in mind we were in a competitive then you refinance at lower rates once you have got
position and had to make sure it was the right price on to a steady income stream minus the problem.
for the job. (Sir Andrew Turnbull) Yes.

215. But if they were right and you were wrong, 221. But that still has not solved the problem as faryou would have been £20 million out and you would as the customer, the public, is concerned. Let us saynot be here now as a witness, putting it bluntly. Why 25 years down the line, just so you can tell me how itwere you able to get it so right and why did they get is covered—what I am getting at is how strong is yourit so wrong in assessing the risk? contract and is there a system of penalties and so(Mr Lewis) I am not suggesting Sir Andrew’s team on—something happened and half the building hadgot it wrong. to be closed down for six months. What is the public
protection?216. They got it different?
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[Mr Williams Cont]
(Sir Andrew Turnbull) We would not pay the rent. (Mr Stewart) There is not a simple answer to that.

The rest of the world and Europe are catching on to
222. That is not much good, you have not got this concept. Some countries are further ahead than

anywhere to live, have you? That is not much of a others. Probably the furthest advanced in Europe are
protection. There should be a penalty. This is what the Dutch and the Irish, who have established a
happened with the Passport Agency. What happened taskforce like the Treasury Taskforce as a centre of
there was that they thought they had the risk covered, excellence and they are pursing projects. One of the
and this came out clearly in the hearing, but in fact key differences between the European market and
all they had covered was the extra cost to the the UK market is that the European markets tend to
Government of taking on the staff, there was no be much smaller so that those countries are focusing
penalty for the inconvenience or loss to the public, so on a smaller number of projects which, if you go
when there was a loss of 12.5 million the contract was back, is probably the case in the UK.
not even strong enough to stand up to that in court,

228. Are there any notable lessons we could learnand it ended up with the Government paying £10
on project development and safeguards and so on?million of it and the financier only paying £2.5

(Mr Stewart) They certainly come and talk to a lotmillion, and he only agreed that two weeks before he
of people in the UK to learn lessons from here and Icame here because he did not want to come here
think there are lessons for the UK to learn fromsaying he had not paid anything. How are you
them. So there is a constant dialogue going on.covered? I am not talking about not paying rent,

what protection have we got for things which go 229. Which country would you go to if you wantedwrong which make a significant difference? to learn from them?(Sir Andrew Turnbull) It depends how seriously (Mr Stewart) I would talk to the Irish, who I thinkthey go wrong. If there is a requirement to maintain have some interesting ideas. They, for instance, havethe temperature to at least 22) and over a period they made great efforts to involve all the stakeholders—fail to do that, there is a schedule which says what is unions and so on—in the process from day one. Theknocked off if various standards like that are notmet. jury is still out on whether it is going to work. I wouldYou are saying, what happens if the thing becomes also talk to the Australians, right on the other side ofunhabitable. I think the answer is that we can the world, who have extensive experience of theseterminate this contract meaning that the future projects and a slightly different approach.payments we would have made we do not make.
Mr Williams: I think the Public Accounts

Committee had better reconsider its decision not to223. But then you have an unusable building for
go to Australia, in that case. Thank you very much.a while.

(Sir Andrew Turnbull) Yes, but we also have all
that future rent which we are not going to pay.

Mr Bacon224. But there is no penalty clause as such?
(Sir Andrew Turnbull) It is a pretty severe penalty 230. May I first, Sir Andrew, ask you a question on

to them if they have invested in it. They still have the behalf of Mr Gardiner who had to leave and it is
bonds to service. If we say after 25 years, “Sorry, this concerning bank versus bond finance. He asks,
is so unsatisfactory, we are terminating this”, that is “James Stewart just agreed that because the term was
a pretty severe penalty. 37 years it was longer than the banks’ longest lending

period and therefore the banks could not compete.”225. Our problem has been that we have run up
He goes on to say, “Earlier you had said there was noagainst several risk problems where the public has
factor which precluded the bank from biddinglost out, and it is where we are most concerned—and
successfully, in particular you said you had not setI think you can pick up the pattern of the
out it must be done by bond finance, yet in fact thequestioning—whether risk transference has been as
time period meant it had to be done by bond finance,real as you genuinely, obviously, feel it is. This is a
so effectively the banks were excluded.”new system, who came up with the idea? Whose idea

(Sir Andrew Turnbull) The banks did not take thatwas it? Was it yours?
view, otherwise why did they bid. They thought,(Sir Andrew Turnbull) To separate out the
despite this natural disadvantage, nevertheless theyfunding element?
could come up with something competitive.

226. Yes.
231. That was Mr Gardiner’s question, perhaps I(Sir Andrew Turnbull) That was developed in the

can now come on to my own. I would like to returnTreasury Taskforce which was set up afterMay 1997.
to the question of the cost of running the TreasuryAdrian Montagu was the guy leading that and
building. You said they would do the maintenance,Dougie Sutherland. This was a set of ideas they
the running costs of the building, for £9 million aworked on.
year, and then I think you sought to correct yourself.
First, I would like to take up something you227. It is very ingenious, I am impressed by it as a
mentioned earlier in answer to another questionconcept, but I do not impress my colleagues by saying
about serviced accommodation. You said you arethat. Can I then take up one final question and go
buying serviced accommodation which is why youback to Mr Stewart. I see from your CV that your
are paying a different rate. Would I be right inresponsibilities include the origination and execution
thinking that the services you are buying areof PPP transactions in Europe and the rest of
including things like cleaning, window cleaning,Europe. Are the rest of Europe ahead of us in any
maintenance, security, that sort of thing?way in the development of this kind of contract and,

if so, in what way? (Sir Andrew Turnbull) All those things.
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[Mr Bacon Cont]
232. So would it be a correct analogy then if I 237. Can you go back to this question of £9

million, what actually is the running cost per year ofborrowed the money to buy a house on a mortgage
and Barrett said to me, “Not only will you get this the Treasury building?
house for the money you are giving us but you will (Sir Andrew Turnbull) That was the figure I said I
get a cleaning lady once a week”, essentially that is a did not know and I would provide. The £9 million is
correct analogy is it not? I would not be paying any equivalent to the £14, not to the £3.4.
extra on top of my mortgage payments, I would be 238. The point I am trying to get to is this,
getting the cleaning lady, it says in the Barrett Chairman. If you are spreading the cost of this over
contract, included— 35 years, including the capital cost—I take it the £14

(Sir Andrew Turnbull) I would not expect it to be million is index linked so it is actually going to be
for exactly the same price. more than £14 million when it comes down to it. That

is right, is it not?233. I am not suggesting for one moment it would
(Sir Andrew Turnbull) Yes.be, but I am asking is the analogy correct.

(Sir Andrew Turnbull) The analogy is correct up to 239. My concern is, at the end of the day you are
a point. going to pay a lot more than if you had just gone to

a contractor and said, “Do this building up for us and234. So if you say you are buying serviced then we will have a series of annual maintenanceaccommodation, you are paying interest payments running cost payments which will be lower becauseon the serviced accommodation. It is equivalent to we have a brand new building which is not fallingmy borrowing the money over 25 years, or in your down.”case 35 years, to pay my cleaning lady, is it not?
(Sir Andrew Turnbull) The two things are not(Sir Andrew Turnbull) No, we are not borrowing comparable. We would have had the risk ofthe money, they are borrowing the money and then maintaining those standards ourselves. What wecharging us, to pay for the capital cost. They are also have done is we have a pre–commitment to maintainhaving a current cost—and I think the figure given those standards, that is written down in the contract,was split between £10.6 million as the capital cost and for 35 years. We have no guarantee, as I said to some£3.4 million as the services. hilarity, that we would actually get the money to do(Mr Gershon) Can I just add that it is not directly the maintenance. This time we are sure we have.equivalent because when you buy the house from

Barrett, first, you only get a warranty against defects
for ten years, not for the whole life you are going to Jon Trickett
live in the house, you get no warranty from Barrett

240. I do not feel satisfied we have got to theabout keeping up the quality of the interior
bottom of all this but I want to come to thedecoration, the quality of maintaining the external
indexation of this £14–odd million. Earlier you saidfabric. It is different.
it was RPI, is that right?

235. Yes, I see that. Nonetheless, you are paying (Sir Andrew Turnbull) Yes.
interest payments on it effectively over a 35 year

241. It is just that costs vary around RPI, do theyperiod?
not? For instance, building costs do not increase at(Sir Andrew Turnbull) No, I do not think we are.
the same rate as retail prices, nor do wages costs andWe are paying interest on the money they have had
nor do interest costs either, and they seem to be theto borrow up–front to do the work. The £14 million
three elements. There are building costs, labour costscovers the £3.4 million for services, leaving £10.6
of the people maintaining the building, and interestmillion to pay back the capital. I do not think we are
rates.paying interest—

(Sir Andrew Turnbull) Yes.
236. The point I was trying to get to earlier was 242. Why did we settle on RPI rather than some

this, if I have a rubbishy building and it is costing me, other complex index?
as you said, £9 million a year to keep it going, plainly (Sir Andrew Turnbull) That was a product of the
one of the reasons it is costing so much money is negotiation. I think we said RPI minus X, and it
because it is falling down, I have to spend a lot on turned out X was nought. In the negotiation we could
maintenance and so on, and you yourself said you have ended up negotiating a different figure but that
would have had to spend £50 or £60 million quite was the figure.
shortly. I would expect, if I spent a sum of money on

243. Some of this RPI index goes to the fundingdoing a building up, that my annual running costs
institutions and some of it goes to Exchequer. Itwould go down, not up, because I am then in a
seems to me the increasing cost year on year fallingposition where I have a brand new, spanking new
upon the contractor and then the people providingbuilding which actually does not fall down. In fact, if
the money will shift, will it not? It will never be, unlessit had been cleverly designed like some modern
there is a coincidence, RPI, it will vary around RPI,buildings are, the body heat of the people inside
sometimes higher, sometimes lower, according tomeans the net energy cost of running the building is
interest rates, labour costs and other building costs.zero.

(Sir Andrew Turnbull) Yes.(Sir Andrew Turnbull) This would be a BREEAM,
a ‘very good’ rating at least,5 so it is designed to be an 244. Is there any claw–back? Have you negotiated
efficient, low cost building. a claw–back supposing there is movement

favourable towards the contractor, leading to, not a
super profit exactly, but you could envisage large5 Note by witness: It has now been assessed with an

“Excellent” rating. amounts of money coming back to the contractor if
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for several years the index of RPI is substantially less Mr Gibb
than the additional cost which the contractor is 246. Of the 9 million, presumably an element of
facing? that is rental for the property. Will an element of that

(Sir Andrew Turnbull) The cost of their capital is continue to be paid in addition to the 14 million in the
also indexed to RPI. You are then assuming that future? If so, how much?
there is some major break in the historical (Sir Andrew Turnbull) It may include these things
relationship between all the other costs, and that we called CILOR contribution including rent, but I
would then say, “The wages, the services you buy, the would have to look at that.
suppliers you need, electricity, would be substantially

247. Can that be in your note?different from the RPI.” Given there is quite a wide
(Sir Andrew Turnbull) The note will be what is inbasket of goods going in to service the building, we

the £9 million and what is maybe in the £9 millionwould not expect it to diverge very much.
which would nevertheless still continue, because it is245. I am not sure that is an accurate assumption. probably a cost we bear and continue to bear—I was in the building trade and I used to price jobs

248. For the freehold bit of the building which isand I know that building prices are calculated by
already there?different indices, and I also know that wage inflation

(Sir Andrew Turnbull) Yes, there may be thingsis different from retail goods inflation. I wondered
which we are paying now which we will continue towhether that calculation had ever been done.
pay. We will look at that.(Sir Andrew Turnbull) We have kind of fixed this

Chairman: May I thank you, Sir Andrew, andprice. You can always say, “I would have done better
your colleagues for spending the best part of threeif I had picked and chosen and then renegotiated
hours with us. I think this is an important issue.after 5 or 2 years”, but if it turns out these costs went
Although we are only talking about one building itup faster than RPI then you lose out. We have the
has major implications for future PFI projects. Asbenefit of fixing those costs so we, as the Treasury,
Barry Gardiner says, may I congratulate you on theknow that is a major element of risk in our forward
first line of the contents, which says, “The Treasurybudgeting which we have eliminated.
competition was a success.” Thank you very much.

APPENDIX 1

Supplementary memorandum submitted by HM Treasury in response to additional questions from the
Committee

Q1: Assuming no inflation, what would be the total amount of cash paid by the Treasury to Exchequer
Partnership over the lifetime of the Treasury Building PFI deal?

The Unitary Payment (UP) is set at £14.037 million per annum in March 1999 prices, to be indexed
annually by the RPI. Assuming no inflation, therefore, the Treasury would pay £491.3 million over the 35
year contract term.

Q2: What assumptions have been made about inflation in the Treasury Building PFI deal?

The Base case assumption was a constant 2.5 per cent annual increase in the RPI All Items index.

Q3:Using these inflation assumptions, what would be the total amount of cash paid by the Treasury to Exchequer
Partnership over the lifetime of the Treasury Building PFI deal?

£838.154 million. This equates to £169.3 million in Net Present Cost terms, discounted at 6 per cent in real
terms and assuming 2.5 per cent inflation.

Q4: What would be the total amount of case paid by the Treasury to Exchequer Partnership overe the lifetime
of the Treasury Building PFI deal, assuming a constant inflation rate of: (i) 2 per cent, (ii) 2.25 per cent, (iii)
2.5 per cent, (iv) 2.75 per cent, (v) 3 per cent, (vi) 4 per cent, (vii) 5 per cent?

These calculations have no bearing on the value for money assessment since the project appraisal is
conducted in real terms and the real terms value of each calculation is the same as that given in the answer
to Q3.
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Q5: Prior to the PFI deal, how much has the Treasury paid in annual rent (notionally or otherwise) for the
Treasury Building?

See answer to Q7 below.

Q6: When the PFI deal ends, how much at current prices will the Treasury have to pay in annual rent?

At the end of the PFI deal in 2037 ownership of the building reverts to the Treasury. We then have a choice
whether to negotiate a new deal with Exchequer Partnership, or another supplier, or to take responsibility
for running the building ourselves once again.

Q7: What were the total annual operating costs for the Treasury Building in each of the four years prior to the
PFI deal?

The Treasury Building is a Crown freehold so has not been subject to conventional rents. For the four years
prior to the PFI deal a capital charge (an intra-Government transfer payment) has been payable on the
Treasury Building. The Treasury has another building—Allington Towers (AT) in Victoria Street—which is
a leasehold building so subject to rental payments to a landlord. The intention is to surrender the Allington
Towers lease when the staff there have moved into the refurbished Treasury Building this summer. While the
refurbishment of the west end of the Treasury Building is going ahead, some two thirds of our staff remain
in the east end of the building while the remaining third are housed at Allington Towers. The total costs of
running the two buildings are set out in the table below.

1996–97 1997–98 1998–99 1999–00
£m £m £m £m

Items including in Unitary Payment:
(i) Rent/Capital Charge 4.71 4.91 4.69 6.66
(ii) Cleaning/Security/maintenance 2.1 3.03 2.62 2.21

Items not included in the Unitary Payment:
Rates, Utilities’ costs, copying, furniture and fittings 3.114 2.861 2.897 2.985

Q8: What are the total refurbishment costs of the Treasury Building? (please provide a breakdown and a
total)

As at financial close (5 May 2000), the total prjected costs to the start of operations were:

Total Total
Funding Requirement

£m %

Net VAT paid/received 0.115 0.1
Construction cost 118.659 84.2
Pre-operating costs 7.578 5.4
Senior debt service reserve 4.392 3.1
Change in law reserve 2.419 1.7
Cash 0.608 0.4
Interest and fees:

Mezzanine Debt 0.800 0.6
Bond (net of interest received) 6.394 4.5

Total 140.965 100
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Q9: What are the total operating costs for the refurbished Treasury Building? (please provide a breakdown
and a total)

The annual service costs payable to EP form part of the single Unitary Payment payable by HMT. These
costs are expressed in March 1999 prices and are subject to indexation:

£’000s

Hard Services 1,504
Soft Services 1,930
Total Services 3,434
Capital Charges 10,603
Total Unitary Payment 14,037

Q10: What was the total capital sum involved in the Treasury Building PFI deal? (Please provide a breakdown
into equity and the different layers of debt)

Total Total
Sources of Funding £m %

Ordinary Shares 0.500 0.4
Shareholder Loan stock 6.425 4.5
Mezzanine Debt 6.250 4.4
Bond 127.790 90.7
Total 140.965 100

The equity comprises the ordinary shares and the shareholder loan stock, a total of £6.925 million, of 4.9
per cent of the total funding.

Q11: What were the gross proceeds from the Exchequer Partnership bond issue?

£127.790 million.

Q12: What were the net proceeds from the Exchequer Partnership bond issue?

£123.639 million.

Q13:What were the total fees paid to banks and to professional advisers in relation to the Treasury Building PFI
deal? (please provide a breakdown showing each amount and the payers (ie HM Treasury, Exchequer
Partnership etc) and the payees—and also an overall total)

(i) Fees paid by EP up to and including financial close (May 2000), as shown in the financial model, were:

£m

SG Financial advice to EP 1.250
SG Mezzanine underwriting 0.100
Chesterton Property/letting advice to EP 0.900
PwC Tax and accounting advice to EP 0.100
Ashurst Morris Crisp Legal Advice to EP 0.800
C E Heath Insurance advice to EP 0.060
Marsh Bankrisk Insurance due diligence for funders 0.030
Failthfull & Gould Technical due diligence for funders 0.150
Allen & Overy Legal due diligence for funders 0.532
PKF Model Audit 0.070
Rating Agencies Bond rating costs 0.200
UBS Warburg Bond arrangement fee 0.799
Ambac Initial credit enhancement premium 1.845
Ambac Mezzanine arrangement fee 0.132

6.968
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(ii) Fees paid by HMT up to and including financial close were:

£m

GTMS Project Management and technical advice 0.462
Berwin Leighton Legal Advice 1.355
Dresdner Kleinwort Benson Financial Advice 0.645
Cecil Denny Highton Advice on Accommodation requirements 0.101
CB Hillier Parker Specialist property-related advice 0.013
Roger Preston & Partners Mechanical and Electrical Engineering Advice 0.043
Willis Corroon Insurance Advice 0.006
PricewaterhouseCoopers Accountancy Advice 0.012

2.637

Q14: Under the terms of the Treasury Building PFI deal who owns the freehold Treasury Building?

The Building remains a Crown freehold throughout the term of the deal. Exchequer Partnership plc will
be granted a headlease for the whole site on completion of the refurbishment of the Treasury accommodation
at the west end in the summer. They will then grant the Treasury a sub-lease for our accommodation for the
35 year operating period. Once the eastern end is refurbished, Exchequer Partnership will grant similar sub-
leases to the tenants there.

Q15: Other things equal, what would have been the total net present cost of the annual unitary payments by the
Treasury to Exchequer Partnership over the lifetime of the Treasury Building PFI deal if the discount rate had
been: (i) 3.75 per cent, (ii) 4 per cent, (iii) 4.25 per cent, (iv) 4.50 per cent, (v) 4.75 per cent, (vi) 5 per cent?

Under current Treasury guidance to Departments on the carrying out of investment appraisals (the “Green
Book”) the discount rate to be used is 6 per cent in real terms. Were the guidance to be changed in the future,
other parts of the methodology might also vary. So simply changing one variable, in this case the discount
rate, is not valid.

Q16: Other things equal, what would have been the total amount of cash paid by the Treasury to Exchequer
Partnership over the lifetime of the Treasury Building PFI deal if the discount rate had been: (i) 3.50 per cent,
(ii) 3.75 per cent, (iii) 4 per cent, (iv) 4.25 per cent, (v) 4.50 per cent, (vi) 4.75 per cent, (vii) 5 per cent?

See answer to Q15 above.

Q17:At the time of issuing the bond, what would have been the total extra cash paid by the Treasury toExchequer
Partnership over the lifetime of the Treasury Building PFI deal for every change of 0.1 per cent in the bond
spread?

The total additional payment over the lifetime of the project would have been £6.568 million per 0.1 per
cent increase in the bond spread. The NPC impact of 0.1 per cent increase is £1.329 million (discounted at 6
per cent real), and the annual increase in the Unitary Payment would have been £110,000 as at 31 March 1999.

Q18: By how much would the bond spread have had to widen before the project had become unviable?

The contract with EP provided for a cap of £14.2 million on the Unitary Payment (ie 13.981 at the time
the contract was signed in August 1999) if funding was subsequently secured through the bond route. If the
cap had been exceeded, then it would have been for the Treasury to decide whether a new, higher figure would
still have provided good VFM.

HM Treasury
February 2002
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