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Further written evidence to the Scottish Parliament Finance 
Committee Capital Investment Inquiry 
 
Question: The evidence witnesses have provided confirms that projects procured under 
PFI/PPP are generally operated and maintained more effectively than those funded 
directly by the public sector. How can the benefits of better operation and maintenance 
be ensured in publicly funded projects? 
 
There are two principle reasons why PFI/PPP projects are in the long term generally better 
operated and maintained. These are: 

• The PFI/PPP contractor actively considers cost in use when developing his design for 
the capital works in order to ensure optimum whole life costs. This is important to the 
contractor who has a long term liability for the provision of services. 

• The Banks provide a high level of control over the operation and maintenance of the 
facility in order that: 

o the value of the asset is maintained  
o the return on its investment is not reduced because of penalties being applied 

due to the operation not meeting agreed KPIs. 
 

Government can procure its projects on a whole life basis by including a requirement for 
operation and maintenance in the contract for the capital works. With public funding the 
discipline applied by the Banks is missing however, the contractor is still incentivised to 
minimise operating and maintenance costs both when considering the design and in the 
operation of the facility. An example of this procurement approach was the Design, Build, 
Operate and Maintain contract for the procurement of rolling stock for use by London 
Overground. In this instance TfL have subsequently been able to transfer the asset off balance 
sheet through a leasing arrangement. 
 
The principles of Prime Contracting, developed by Defence Estates in the 1990’s, incorporate 
Whole Life Costs as a key procurement consideration. NHS Estates has developed a similar 
approach in its Procure 21 initiative. In order to provide a demonstration of the expected cost 
in-use, these contracts can provide a contractual requirement for a minimum period of 
maintenance, and sometimes operation, over sufficient time to demonstrate the performance of 
the asset.  
 
These procurement methodologies also seek to develop long term relationships between Client 
and project team to promote progressive improvements in the procurement of successive 
projects by the linking of reward with achievement of KPIs.  
 
Prime Contracting and its derivatives are supported as preferred forms of procurement by the 
OGC. 
 
Question: How can the public sector ensure that knowledge gained on the procurement 
of major projects is disseminated and retained for future procurements? 
 
Individual public authorities are hampered by an irregular demand for the delivery of projects 
which means that continuity in the demand for specialist procurement knowledge cannot be 
guaranteed for key staff leading to difficulties in staff retention. As a result they often have to 
seek this support from private consultancy organisations. It is difficult to see how this problem 
can generally be avoided. However, the OGC provides a centre of excellence in procurement 



available to all government departments and local authorities and can provide the expertise to 
support major procurements. 
 
In addition the adoption of the OGC Gateway Review process, utilising government staff as 
reviewers, provides a means of sharing procurement experience across projects helping to 
ensure that lessons learnt are shared as widely as possible.  
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SCOTTISH PARLIAMENT FINANCE COMMITTEE 
Inquiry into methods of funding capital investment projects 

1. Introduction 
 
The Finance Committee invited Mott MacDonald to participate in its oral evidence 
programme in connection with its current inquiry into the funding of capital investment 
projects in Scotland.  Mott MacDonald submitted a briefing paper on 30 April 2008 and 
attended Session 4 of the committee’s oral evidence programme to answer Members’ 
questions on the paper on 6 May 2008. 

Risk and risk transfer emerged as key issues during the committee’s questioning of all 
three panels in Session 4 and Mott MacDonald has subsequently been asked to provide 
some clarification on this subject. 

2. What is meant by risk and risk transfer 
Embarking on a capital investment project involves risk1 and uncertainty as the 
commitment to proceed is commonly made on the basis of informed assumptions, 
expectations and forecasts of future events.  Furthermore, chance events could occur 
which could impact, positively or negatively, the capital cost, delivery schedule, 
operational costs or performance of the project.  Risks vary in terms of the likelihood of 
occurrence and consequences and can emanate from political, economical, social, 
technological, environmental and legal sources external to the project environment or from 
sources within the client’s own organisation, the client’s relationship with project 
stakeholders and the delivery process.   

Failure to manage risk effectively, will inevitably lead to a failure to meet some or all of a 
project’s objectives.  The client is responsible for all risk issues unless responsibility is 
transferred to other parties.  This transfer can take the form of contractual obligations e.g. 
legal contracts between the client and a contractor, or management arrangements e.g. 
allocation of management responsibilities or agreements between the client and 
stakeholders. 

All capital projects involve risk 
and uncertainty 
 

3. Commercial implications of risk transfer 
Transferring risk from the public to the private sector comes at a price as commercial 
organisations link risk with reward and expect a risk premium commensurate with the 
amount and nature of risk transferred.  Private sector companies often have an appetite 
for manageable risk as successful risk management increases profitability although the 
pricing of risk is influenced to some extent by the level of competitive rivalry in the 
marketplace.  When reviewing profits achieved by such companies it is easy to overlook 
the level of risk originally transferred.   

The public sector needs to put in place strategies and deploy resources for managing 
retained risk, an area of historical weakness highlighted in our briefing paper.  Allowances 
for foreseeable and unforeseeable risk need to be included in project budgets and 
programmes in accordance with HM Treasury’s Optimism Bias guidelines and should be 
accounted for in any comparison between the cost of projects funded by the public and 
private sectors. 

The treatment of risk is a vital 
part of the development of 
funding and procurement 
strategies for capital projects 

                                                      
1 In this context we are referring to commercial risks as opposed to risks relating to safety or hazardous operations. 
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4. Good risk management practice 
Risk management is an iterative process for identifying, recording, analysing, evaluating, 
managing and monitoring risk issues.  It is now established as a key element of project 
controls generally adopted in the delivery of major capital investments and is endorsed by 
the Office of Government Commerce’s approach to project and programme management.   

An explanation of commonly used terminology and a generic approach to risk 
management are provided in the Risk Management Standard2.   

Strategies for managing risk include exclusion, absorption, elimination and mitigation.  
Risk transfer is a mitigation strategy and is effective where the contractor is able to 
manage the risk transferred. 

In our experience, planned interventions during the delivery life-cycle involving all project 
enablers have been most effective in identifying risk issues in a timely manner and 
reducing risk exposure by establishing appropriate risk responses.  Early attention given 
to risk management is repaid by improved project definition – a key weakness in public 
procurement highlighted in our report to HM Treasury in 2002 entitled Review of Large 
Public Procurement – and reduced risk exposure. 

Scottish Water has adopted a systematic approach to risk management on its projects.  
Risk allowances in Design & Build contracts have been derived from detailed quantitative 
analysis and agreed by all parties (including the client) and painshare / gainshare 
arrangements have been used to incentivise contractors to mitigate risk and limit the 
client’s exposure. 

In England, National Grid is also using risk management and incentivised contracts fro 
design and construction within a Partnering environment to deliver its £4bn power 
transmission investment programme. 

Further detailed information relating to systematic project risk management processes 
commonly used in the delivery of capital investment projects can be provided if necessary. 

Effective risk management is 
an essential part of 
successful project delivery 
 

5. Effective risk transfer 
The allocation of risk and the relative appetite for or aversion to risk on the part of the 
client and the contractor should be seen as key elements of funding and procurement 
strategies for capital investment projects. 

For risk transfer to be effective and to represent value-for-money, the party accepting the 
risk needs to understand the risk being transferred and have the necessary control or 
influence, resources, skills, planning and motivation to manage it.  An absence of any one 
of these could lead to unsuccessful outcomes, not only for the party to whom the risk has 
been transferred but for the client who may not be able to let the contract fail where the 
delivery of public services or reputational risk is involved.  

An example here is the Channel Tunnel Rail Link where future Eurostar revenues 
underpinned project finance and revenue risk was transferred to the concessionaire.  The 
successful bidder’s demand forecast proved to be over-optimistic, partly as a result of the 
advent of cheap air travel, an event clearly outside his control and influence.  The 
concessionaire was unable to finance the project and the UK Government was obliged to 
intervene and provide guarantees to ensure that the project was delivered in order to meet 
its obligations under international agreements.  

Risk should be allocated to 
the party best able to manage 
it 
 

                                                      
2 The Risk Management Standard is jointly issued by The Institute of Risk Management, The Association of Insurance and Risk Managers and The 
National Forum for Risk Management in the Public Sector. 
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Since risks transferred could revert to the client (and often at a time when it is no longer 
able to manage them effectively), and since the transfer can attract a risk premium, public 
authorities should satisfy themselves:- 

• during the development of funding and procurement strategies, that contractors 
will be able to exert sufficient control or influence over the risk to mitigate it 
effectively and at a price that is affordable to the client (it might be cheaper and 
more effective for the client to manage the risk itself); and 

• during the tendering and bid evaluation stage, that tenderers understand the risk 
that is being transferred and have the necessary capability and are sufficiently 
incentivised (preferably positively rather than negatively) to mitigate it. 

A simple example of risk transfer is the use of lump sum contracts for construction 
contracts to transfer cost and time risk to contractors who generally have the necessary 
capability to manage this risk.  This is effective where part of an overall risk mitigation 
strategy.  However, the strategy is defeated where the client does not know what it wants 
to buy or changes its mind i.e. it does not apply the necessary management discipline 
referred to in our briefing paper.  There is a long track record of lump sum contracts in the 
public sector being delivered late with cost overrun, contractual claims and disputes as a 
result of poor definition and subsequent change.   

Similarly, Design & Build contracts are an effective means of reducing project timescales 
and mitigating risks relating to the interface between design and construction as 
contractors have a good understanding of the design and construction processes and 
have the necessary resources, skills and competency to manage this risk.  Mitigation 
should be successful but only if there are no changes to the client’s objectives or 
stakeholder requirements. 

There is a general perception that risk retention by the client and the use of cost 
reimbursable contracts is more expensive than the risk transfer-lump sum route but, on 
the contrary, this can be an effective way of mitigating cost and schedule risk.  Whilst 
public authorities lose the theoretical cost certainty that lump sum contracts provide, as 
indicated above, this may not be obtainable in practice.  Public authorities can choose to 
retain and actively manage risk and remunerate contractors on an incentivised 
reimbursable cost basis as a means of procuring more affordable contracts and reducing 
project costs and timescales.  When coupled with a collaborative environment, this forms 
the basis of Partnering and Prime Contracting referred to in our briefing paper and was 
successfully used by BAA on Terminal 5. 

Clients need to appreciate that the use of Partnering and Prime Contracting is not a 
means of eliminating unmanageable risk. 

Lump sum contracts have not 
delivered the promised cost 
certainty 
 

Poor management discipline 
will defeat effective risk 
transfer 
 

Incentivised reimbursable 
contracts can be less 
expensive than lump sum 
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