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Grant Thornton's Government and Infrastructure Advisory team has been involved in delivering 
capital investment projects for both public and private sector clients in Scotland for over a decade. 
We note the importance of structuring efficient and effective delivery methods for investment in key 
capital infrastructure and welcome the Finance Committee's interest in this sector. 
 
We are pleased to offer our comments on this issue, and have structured our response to first 
detail our observations on the development of the Scottish infrastructure market to date, followed 
by comments on some alternative delivery models for capital investment. 
 
The market for Public Private Partnerships in Scotland 

There has clearly been a major expansion in capital projects delivered in the past decade as a 
result of the use of Public Private Partnership (PPP) projects.  This has resulted in significant 
numbers of new schools, hospitals, transport and other key infrastructure assets. It  is questionable 
whether these would have been delivered without use of PPP procurement models. 
 
We are aware that questions have been raised regarding the value for money of a number of early 
PPP contracts, indeed a number of early projects have been bought out or terminated due to poor 
contract structuring.  However, on balance, reports prepared by the National Audit Office would 
tend to indicate that the majority of PPP contracts have delivered value for money solutions. 
 
With the benefit of greater experience in both the public and private sectors, the Scottish 
infrastructure market has evolved and improved in a number of ways.  Both the public sector 
sponsors and private sector contractors better understand the risks posed by capital procurements, 
with the transfer of risk becoming more effective and efficient as a result. 
 
Benefits of the PPP model can arise in many ways.  While many have cited the challenges faced 
by East Lothian Council's PPP schools project at the time of the Ballast collapse as a flaw in PPP, 
we would contend conversely that this was a demonstration of how private sector involvement may 
add value to public procurement.  In this instance, a seemingly distressed procurement was 
effectively addressed by the project's senior debt and equity funders, resulting in approximately 
£10m of additional capital expenditure for the local authority at no additional cost.  The equity 
funders did, in fact, incur a sizeable loss in the value of their investment. 
 
Both debt margins and equity returns in PPP projects have gradually reduced in recent years, 
particularly in established sectors such as education.  Furthermore, an active secondary equity 
market has developed, allowing recycling of equity investments in PPP projects.  As for primary 
equity investments, secondary returns have also fallen in recent years as the market has matured, 
which must be considered an indicator of improving market efficiency. 
 
It is also true that many of the early projects made significant gains for the private sector 
participants. However, one would expect this in a model which was developing and where the 
market was imperfect.  Many of the routes to delivering these gains have been closed off through 
redrafting of the standard contract and by tightening of funding and bidding markets through the 
competitive process. 
 
Regardless of the procurement route used, there are few infrastructure projects which do not have 
a private sector element in the build and/or operate phase.  Contractors and facilities management 
companies bid for PPP projects, not just for the margin, but for the upside potential from their 
investment. This upside compensated for the risks inherent in the procurement process where they 
could incur bid costs running into millions but have only a limited chance of success. 
 
It is likely that some of the operational benefits of PPP procurements are only now becoming 
apparent.  For example, one of the benefits created by the use of private finance is the 
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identification of ongoing maintenance requirements (lifecycle) for a capital asset, and the ring 
fencing of funding to ensure that this maintenance is delivered over the contract period.  This was 
not always the case with other procurement routes which focus on delivery of a capital asset, while 
neglecting the ongoing maintenance requirements. 
 
A number of challenges have emerged as the Scottish PPP market has developed.  One of the 
most significant has been the high level of construction inflation which has become apparent and is 
detrimental to public and private sector participants alike.  While there are external economic 
influences contributing to this phenomenon, it has not been aided by the Scottish Government's 
management of capital programmes in many sectors.  Insufficient spacing of projects, long 
procurement periods and spiralling bid costs have led to private sector participants becoming more 
selective about the projects they wish to bid for, resulting in a loss of competitive tension and 
increased cost to the public sector. 
 
This observation should not be applied to the infrastructure sector as a whole.  For example, the 
Scottish schools replacement programme has generally been well managed, with good project 
sizes and a steady deal flow being maintained to the market.  We would contrast this with the 
"Building Schools for the Future" programme in England which does not appear to have managed 
to deliver such a co-ordinated programme. 
 
Additionally, an export benefit has been created for the Scottish economy as the expertise gained 
by contractors and advisors north of the border has been transferred to service infrastructure 
projects in England and internationally.  The expansion of major Scottish legal firms in particular 
into the English and Irish markets in recent years is notable, and appears to be on the back of 
credentials gained in the Scottish infrastructure market in many cases.  Similarly the financial 
advisors based in Scotland are regularly deploying their skills in other parts of the UK and overseas 
but providing significant economic benefits to Scotland. 
 
Non Profit Distributing Model 

Grant Thornton has taken a keen interest in the development of alternative procurement models to 
PPP.  Indeed, we advised the Gateway consortium on their successful bid for Falkirk Council's Non 
Profit Distributing model (NPD) for a selection of new secondary schools, the second such model 
delivered after Argyll and Bute's schools project. 
 
The NPD model imposes restriction on distributions made to private sector investors, by requiring 
super levels of  operational surplus to be paid to a charity or community interest company (CIC) 
related to the procuring authority. 
 
The board of the project vehicle is controlled by the sub-ordinated debt providers, but involves 
representation from the procuring authority, charity or CIC.  It also includes an "Independent 
Director" who has significant power vested in him to make key decisions on subjects such as re-
financing of project debt. 
 
In our opinion, there are a number of key issues which require further consideration in relation to 
the NPD structure as it has been currently implemented; 
 
(i) The barring of profit distribution and limitation of equity upside to the private sector contractor 
reduces the incentive for the contractor to beat performance targets.  There is clear evidence that 
contractors are choosing not to bid for such contracts due to these limitations; 
 
(ii) The governance structure utilised in the NPD structure involves public sector representation on 
the Board of the vehicle.  The dilution of control is potentially problematic to private sector funders 
who may ultimately bear the financial risks created by the Board's decisions; and 
 
(iii) The NPD structure suggests a reluctance to allow the private sector to use refinancing as a 
method of extracting financial return.  We would suggest that refinancing is a necessity within an 
efficient capital structure, and should be recognised as such by public sector project sponsors.  The 
refinancing clauses already in place allow for any gain to be shared with the public sector. 
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However, the NPD structure effectively caps the upside available to the contractor from operating 
efficiently.  In addition, our experience of the NPD contracts is that they introduce a significantly 
increased level of complexity to infrastructure projects which is unlikely to aid their operation.  The 
risk/reward ratio in the two signed NPD projects must have been considered to be at an acceptable 
level to all parties, however, by layering on competitive dialogue processes required in future 
projects, the bidding costs and complexity of projects increases, bidders will require to make 
decisions as to how best to deploy their scarce resources.  If the structure is not attractive to 
bidders, there is a real risk that the investment programme will not be delivered with significant 
knock-on benefits for Scotland's social infrastructure and its long-term economic prosperity. 
 
Our experience of the NPD delivery model to date is that it is not a fundamentally better means of 
delivering capital projects than other existing structures.  This is not to say that it may not develop 
to become a more efficient means of capital investment, however, at present there are a number of 
structural issues outlined above which the Scottish Government requires to consider in greater 
detail. 
 
Scottish Futures Trust 

We have also followed the literature surrounding the SNP's proposed Scottish Futures Trust model 
(SFT) with interest.  The level of detail of the proposals which has been released to date has been 
limited. 
 
We understand that, under the SFT model, public bonds will be issued for specific projects, after a 
public debate on a scheme-specific basis. 
 
The criticism of PPP/PFI in the SNP's policy paper1 is "the crippling costs of PFI borrowing". The 
policy paper uses the cost of finance as its only substantive argument against PPP. However, the 
difficulty with making the argument solely about funding costs is that any figures are subject to 
market movement. The paper will have had to make a number of broad assumptions which are 
market-driven and therefore vary over time. With funders competing more aggressively for 
business, lending margins for PPP debt have declined significantly over the past two years, and it 
is not clear the extent to which the figures take these market movements into account. 
 
The cost savings from adopting the Scottish Futures Trust are estimated in the policy paper at 
£116m per annum, and the argument appears that we could therefore invest more if we did it 
differently. However, if PPP has taught us anything, it is that successful procurement is about more 
than just cost alone. 
 
For instance, and as noted above, PPPs have generated an unprecedented level of investment in 
public infrastructure in a relatively short space of time. They create structures that commit the 
private sector contractor to service and maintain the asset over its life. The apparently high lifetime 
costs of PFI include the costs of servicing and maintaining an asset over 25 or 30 years while in 
contrast, the public sector has systematically under-invested in buildings maintenance over the 
years. 
 
In addition to the savings in finance costs, the proposal assumes that the debt issued by the 
Scottish Futures Trust can be classified as tax-exempt. It is not yet clear what legislative steps 
need to be taken to enable this to happen. If making the debt tax-free involves devolving powers to 
the Scottish Parliament that it does not currently have, suggesting successful delivery of Future 
Trusts may be years away. 
 
Provided that the government is indifferent to whether or not infrastructure projects are on, or off 
their balance sheet, then there seems to us no reason why a workable structure should not be 
constructed along the lines proposed. There are even some potentially useful UK precedents, such 
as Credit Guarantee Finance and the bond funding structures used by Transport for London, which 
are rated AA by Standard & Poor's and Fitch, and Aa1 rated by Moody's, as well as a 20% risk 
weighted by the FSA. 
 

                                                      
1 "A better deal with Scottish Futures Bonds" 
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The policy paper uses the comparison of municipal bonds in the USA. Municipal bond funding, like 
other forms of publicly traded debt, relies on a high credit rating from the rating agencies, and is 
therefore an attractive form of paper. 
 
At present we do not know how Scotland would be rated, but properly structured it does not seem 
unreasonable to assume that the paper would be more highly rated and therefore cheaper than the 
minimum investment grade normally attributed to PPP bond issues. Whether it would achieve AAA 
rating on a standalone basis is something for the rating agencies to decide.  The position may be 
different and more varied if the credit risk lay with each individual sponsoring body (e.g. a local 
authority). 
 
Another point to consider is that risk can be layered in funding vehicles. Just as in PPP projects, a 
small proportion of risk capital can support a substantial level of bank debt.  The government could 
use a mezzanine or subordinated instrument to enhance the credit rating, without necessarily fully 
exposing the state to all the risks of the project. Efficiencies can also be achieved through a 
portfolio approach, grouping a number of projects together. 
 
We note that there is a statement in the policy document that might worry the infrastructure market: 
"Scots will have the opportunity to engage in a public market testing of ideas through bonds for 
specific schemes - mirroring previous ages when Scotland delivered vital and nation-changing 
public procurements".  The concept that the procurement route should be a matter of public debate 
on each project looks like a recipe for delay and confusion and is not going to appeal to the bidding 
market. 
 
In our opinion, there could be a workable financial structure in the policy paper if it can be 
adequately fleshed out and developed and should allow for the use of mixed models of funding 
alongside SFT funding. 
 
There are benefits to be gained from the discipline and rigour that commercial funders bring to 
projects and which could be used to leverage the potential of a cheaper funding source.  It is to be 
hoped that the operational and procurement benefits of current methods of capital investments are 
not wholly discarded just as they are reaching a mature state. 
 
Encouraging an Efficient Market 

We believe that the Scottish Government should be seeking to develop an efficient infrastructure 
market as the best means of driving down costs in the sector and delivering value for money to the 
public sector.  A clear statement as to a strong pipeline of projects will encourage existing market 
participants and new entrants.  We believe this is vital for a strong, competitive Scotland and to 
secure the country's future economic prosperity. 
 
To this end, there are some general programme level factors which the Scottish Government 
should be considering.  These include; 
 

• seeking to reduce procurement lead times; 
 

• reducing participants' bid costs; and 
 

• creating and maintaining a steady deal flow. 
 
We note the requirement for use of competitive dialogue in complex procurement projects, and 
while recognising that this is not specific to the Scottish market, would question whether this will 
make infrastructure investment any more attractive to the private sector. 
 
The Scottish Government has now amassed more than 10 years' of experience in delivering major 
capital infrastructure projects through the PPP model and this has contributed significantly to 
addressing the infrastructure deficit and to the overall economy.  We fully support the moves made 
by the Scottish Government towards standardisation, and recognise that there is no "one size fits 
all" solution for infrastructure projects. 
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We have concerns that the current pressures on the construction market mean that contractors will 
seek to utilise their resources in the optimal way and this will not be through a complex and 
expensive procurement process where their returns are being reduced while their risk profile is 
increasing.  The Scottish Government needs to give the market a clear statement regarding the 
pipeline of infrastructure projects and the methodology by which it intends to procure these. That 
methodology does need to recognise and balance the risk/reward ratio. 
 
There is a substantial amount of knowledge in Scotland and there has been significant investment 
in resources to deliver these projects. To risk losing that and the benefits it brings to the 
infrastructure and the economy would be a significant set-back to achieving real change for the 
country. 
 

 


