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1.  Summary 

The Finance Committee’s inquiry into the funding of capital investment projects has been set up 
against a background of considerable debate during the election campaign around how best to 
fund capital projects in Scotland. 
 
The public sector is likely to spend around £3bn per annum over the next three years on capital.  
This will cover a wide range of new investment –developing the new Forth Crossing; major rail 
projects such as the Glasgow Airport Rail Link; but also smaller scale refurbishment projects on 
older schools or the purchase of medical equipment. 
 
The public sector has a wide range of different funding options available – this paper looks at 
seven.  No one size fits all. 
 
In developing these projects, the public sector should focus on delivering value for money for the 
project as a whole.  The cost of money is only one part of delivering a successful project.  Overall 
costs are kept under control through: 
 

• Contractual structures 
 

• Managing and allocating risk  
 

• Incentives to perform 
 

• Programme and project management 
 
Scotland has a key challenge to deliver stronger economic growth.  Getting the most benefit out of 
Scotland’s public sector asset base will be key.  That means delivering an investment programme 
which supports sustainable economic growth and provides facilities to allow the public sector to 
provide better services, working more productively and effectively. 
 
The critical issue is to progress projects using the variety of funding routes available.  
Understandably, the election and the Comprehensive Spending Review have caused a variety of 
projects to be put on hold, but now that the financial position is clearer, we should now deliver. 
 
2.  Introduction and Context 

Scope of this paper 
The Committee wishes to consider the advantages and disadvantages of a range of funding 
models, looking particularly at: costs, revenues, management and public benefit. 
 
KPMG has considerable expertise of advising on a wide range of capital projects and funding 
models in Scotland, the rest of the UK and internationally.  We draw on that expertise to comment 
on the issues raised by the Committee. 
 
This paper considers the following options: 
 

Existing Funding Models 
•  PWLB 
• Prudential Borrowing 
• PFI/PPP 
Bank debt/equity 
Bond debt/equity 
• NPDO – 100% debt 
• Other balance sheet funding eg Network Rail 
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Proposed  Funding Models 
• Scottish Futures Trust 

 
Context 
The Scottish Government will be spending broadly around £3bn per annum on capital investment, 
assuming that the Treasury continues to stipulate that 10% of Barnett Formula funding should be 
allocated to capital.  Budget information is not presented in a way which splits capital and revenue 
funding. 
 
The new Scottish Government is currently reviewing its Investment Strategy and expects to publish 
an Investment Plan in the New Year.  However, some figures are available from the “Scottish 
Budget, Spending Review 2007” published in November. 
 
Current plans include infrastructure related spend in the following areas: 
 

• Transport – road and rail at over £1.7bn per annum by 2010 
• Health - with over £600m in capex per annum by 2010  

 
The Government has already announced that a new prison at Low Moss is to be funded publicly. 
 
Local Authorities – whose individual settlements are to be announced in mid-December - will be 
responsible for the following areas of major capital spend: 
 

• Waste schemes to meet EU requirements 
• Schools 
• Flood defences 
• Housing  

 
Scottish Water also has a very significant programme of capital investment planned during this 
regulatory period beyond the £3bn mentioned above. The borrowing costs related to that 
programme are included in the Scottish budget at £311m for each of the next three years. 
 
However, it is important to note that planned capital investment covers a variety of projects large 
and small, along with more routine capital expenditure.  
 
3.  Delivering Value for Money capital investment 

Value for Money 
Delivering a good capital investment project is about more than the cost of finance.  Funding is only 
one aspect.  Cheap money is of little use if a project is poorly defined, does not deliver strategic 
objectives and overall project costs are allowed to spiral. 
 
In our experience, projects deliver value for money when the following aspects have been met: 
 

• Clear outcomes are set for the specific project  
 

• Individual projects sit within a coherent overall programme of investment  
 

• Projects and programmes are subject to strong challenge as they are developed eg 
Gateway Reviews or Key Stage Reviews 

 
• Value for money and affordability are kept under regular review as the project moves 

towards implementation 
 

• Strong project and programme management keep projects to time and budget 
 

• Contractual structures between the private and the public sector allocate risk to the party 
best able to bear that risk  and 

 
• Parties are incentivised to meet clear outcomes. 
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Outcomes 
We welcome the new Government’s focus on strategic outcomes as part of the Budget 
documentation published.  No doubt this will be carried through to the Investment Action Plan 
which is being developed for early next year.  We would expect specific investment programmes to 
be developed and existing programmes to be refocused to deliver those strategic outcomes. 
 
Contractual Structures 
There are a range of different contractual structures in use.  The key issue is the amount of risk 
that they allocate to each of the different parties to the contract. 
 
Traditional Design and Build contracts 
Capital investment – particularly larger projects – is undertaken with the public sector procuring the 
project from the private sector.  Public funding still involves the private sector delivering the project, 
usually through a design and build contract, which is put out to tender.  The competitive process 
helps ensure that the public sector procurer receives value for money.  A publicly funded school, 
hospital or prison is therefore still built by the private sector. 
 
The public sector still retains significant risk – operational being the main one, along with financing, 
interest rates and inflation risk relating to the ongoing maintenance of the asset. 
 
Design, Build, Finance, Operate (DBFO) 
Under this type of contract, the private sector takes on much more risk from the public sector, not 
least because it continues to operate the asset for the life of the contract, typically 25 – 30 years.  
This is the main contractual basis for PFI/PPP projects and standard contracts have been 
developed for the schools and health sectors.  These standard contracts have reduced the time 
and cost involved in negotiating PFI/PPP contracts. 
 
Clearly, the additional risk undertaken by the private sector means that the cost of money in this 
project is higher than under a traditional design and build contract.  However, overall value for 
money can be higher because the cost of transferring the risk outweighs the additional cost of 
money.  Now that PFI/PPP is well understood by the market the difference between PWLB and 
PFI/PPP rates have reduced considerably.  In the last 6 months, we would typically see a 
difference of some 60bps (0.6%) above PWLB rates. 
 
The impact of this additional risk transfer is considered in section 3 below. 
 
The Not for Profit Distributing Organisation (NPDO) used for Argyll and Bute Council’s schools 
scheme and for Falkirk Schools scheme also used a DBFO contract, based on the Scottish 
Standard Schools Contract.  Certain changes needed to be made in order to accommodate the 
NPDO structure.  These are also discussed in section 3 below. 
 
Joint Ventures 
Scottish Water uses a Joint Venture with the private sector – Scottish Water Solutions – to 
undertake its capital investment programme.  The parties to Scottish Water Solutions include 
Scottish Water itself along with its private sector partners, United Utilities and Stirling Water.  A 
services agreement exists between Scottish Water and Scottish Water Solutions determining the 
outputs to be delivered to Scottish Water.   The Joint Venture is incentivised to deliver the overall 
capital programme as set out in the Capital Investment Programme derived from the regulatory 
settlement, with penalties deducted for poor performance. 
 
Hub 
The previous Government was developing a framework for smaller scale NHS and joint local 
authority projects, known as Hub.  Work was well advanced and it will be interesting to see how 
this proposed contractual structure dovetails with the development of the Scottish Futures Trust. 
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4.  Different Existing Models of Funding: An assessment 

Public Works Loan Board funding 
In many cases, capital investment is paid directly by capital grant and there is no need for 
additional borrowing to support a specific project.   However, capital grants themselves are funded 
indirectly through Treasury borrowing, which has increased significantly in the last 2 years. 
 
It is important that public sector entities are able to afford the initial capital costs, the borrowing 
costs and the revenue consequences from the new capital investment.  An example would be that 
the NHS would be able to afford the year on year running and maintenance costs – including the 
staffing – of a new health facility. 
 
PWLB borrowing provides the lowest cost of money.   This type of funding is appropriate for small 
scale, low risk and routine capital expenditure.  The Prudential Borrowing framework available to 
Local Government has provided useful flexibility in the mix of direct capital spend and borrowing. 
 
However, it only covers the initial capital cost of the asset being procured – a school, hospital or 
prison building.  It does not cover the costs of maintaining the asset over a 30 year period – which 
is a significantly higher sum than the initial capital outlay.  Nor does it cover other operational costs 
eg cleaning, catering or in the case of a prison, the staffing costs. 
 
PWLB funding does not allow for any of the advantages which an outside funder can bring: 
 

• An additional funder will provide extra scrutiny on a project to assess the risks that they are 
taking.  Banks’ due diligence provides helpful additional assurance that the project is well 
scoped. 

 
• An external funder – through the contractual structures – will lose money if the project is 

not delivered on time and on budget, and so provides an added incentive to deliver. 
 

• Funders with an investment in the project have an incentive to ensure the continued 
operational efficiency of the project going forward. 

 
• If a contractor fails for any reason, then the banks – rather than the public sector – then 

have the responsibility to step-in to address the issue and ensure the contract continues to 
be completed as agreed. 

 
PFI/PPP 
PFI/PPP does involve external funders and research has shown that – along with the strong 
contractual frameworks - it has produced benefits to the public sector in delivering successful 
projects. The completion of public assets has become more timely. NAO (2003) established that 
76% of PFI buildings were completed on time. This compared very favourably with the HM 
Treasury (1998; 1999) finding that the equivalent figure for traditionally procured buildings was 
30%. The improvement can be largely credited to the strong financial incentive to achieve service 
commencement in PFI projects.  The current project being undertaken by Audit Scotland and 
publicly procured capital projects will provide helpful up-to-date information in the Scottish context. 
 
The cost overruns in public procurement have reduced. This is because the transfer of 
construction cost risk in PFI projects has been extremely effective. HM Treasury (1998; 1999) 
found that a large number of public sector clients suffered from construction cost overruns when 
using traditional procurement. This has not been the case where PFI procurement has been used. 
NAO (2003) found that in a selection of cases the private sector had absorbed all cost overruns 
arising from construction related issues. If capital cost increases had been passed onto the public 
sector client, it was because the public sector client had required changes to the project after 
financial close. 
 
The clients’ relationship with the private sector has improved. In traditionally procured projects, 
the client’s relationship especially with the contractor is widely acknowledged to be somewhat 
adversarial. NAO (2001) found that in PFI projects 72% of clients and 80% of private companies 
perceived their relationships with each other to be either very good or good. No equivalent study on 
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traditional procurement exists. Some explain the emergence of such partnership by the incentives 
created by the long-term commitment that the contracting parties make to each other. 
 
The predictability of future public sector expenditure on public services has increased. This is a 
major improvement in comparison to a context dominated by the use of traditional construction and 
operational service procurement. The client’s expenditure on, say, major maintenance was largely 
determined by the funds available in its annual maintenance budget. Anecdotal evidence suggests 
that these budgets tended to be highly volatile which, on occasions, resulted in sub-optimal 
maintenance. 
 
The operational certainty of public asset-based services has improved. Performance related 
payment and project finance are key features of PFI/PPP procurement. They have created an 
incentive for the service provider to ensure operational certainty in order to avoid payment 
deductions. As a result, for example, a PFI hospital is likely to have more back-up electricity 
generation capacity than a traditionally procured hospital. Increased operational certainty is likely to 
decrease disruptions in the client’s core service, such as healthcare, provision over the PFI 
contract period and, thus, yield increased benefits. According to Partnerships UK (2006), 79% of 
projects have services delivered to agreed standards always or almost always. 
 
That is why the cost of finance needs to be taken into account as only one element in the overall 
costs of the project over the 30 year lifecycle of the project. 
 
Most PFI/PPP projects in Scotland have been funded by a mix of predominantly bank debt and 
equity – typically 90% debt and 10% equity.  Once the deal is completed, the private sector takes 
the full interest risk on these projects over the 30 year period of the contract.  Bond finance has 
been used to finance a number of projects.  Typically, bond finance has been a cheaper form of 
funding than bank debt, although the differentials had eroded considerably.  However, bond finance 
is more inflexible than bank debt and may not be appropriate in many cases.  Each project needs 
to be assessed separately, taking into account market conditions at the time. 
 
Not for Profit Distributing Model 
NPDO for Argyll and Bute Schools and for Falkirk Schools projects have been based on the same 
Scottish Standard Schools Contract as for other schools PFI/PPP contracts. 
 
However, it ensures that the private sector consortium which contracts with the Council to build the 
schools does not take any profit from the project.  Only senior and subordinated debt are provided.  
There is no private sector equity in the model.  In effect, the model caps the return on the private 
sector funding. The cost of money in an NPDO project appears to be slightly higher than in 
PFI/PPP projects. 
 
If the funders cannot lose or make additional money from the project over the life of the project, 
then the usual incentives under PFI/PPP for operational efficiency do not apply.  So, under the 
Argyll & Bute pathfinder model, alternative governance arrangements were put in place to try to 
address this. 
 
Therefore, if there is any additional “profit” over the lifetime of the contract – ie the project is built 
and operated for less than the payments being received from the Council – then these funds would 
be allocated to a charity set up to promote educational objectives in the Argyll & Bute area. 
 
Sub-contractors to the consortium under this model – covering the building contract, the contract to 
maintain the buildings, and, if appropriate, the provision of soft Financial Management services 
(catering, cleaning etc) – would still build in profit margins into their costs to the public sector, as 
they would under any of the other models of finance available. 
 
Other balance sheet funding 
Some major elements of capital funding can be procured by central government in a different way.  
Another party undertakes the capital investment and the government pays through charges already 
made for a service.  For example, additional capital investment could be made by Network Rail to 
the rail network.  The cost of this would be passed on through Track Access Charges to the 
operators eg First Scot Rail, who would then recoup the costs though changes to the Rail 
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Franchise agreements, but a proportion could also be funded by increases in fare revenues. This 
type of funding would have a different risk profile to that of PFI/PPP. 
 
Another example from the rail sector would be the purchase of rolling stock, where the capital 
investment is often made by other parties but where some of the costs are ultimately charged back 
to Government through the Rail Franchises in the form of lease charges. 
 
5.  Scottish Futures Trust 

SNP Manifesto  
The new Government in its manifesto had two key objectives in developing the concept of the 
Scottish Futures Trust.  It intended to: 
 

• “provide lower cost borrowing opportunities” 
 

• “be a more attractive source of funding”. 
 
The manifesto also made it clear that this was not to be a prescriptive solution for all public sector 
capital investment.  It states: 
 
“it will be open to other public bodies to choose between PFI/PPP and Scottish Futures Bonds”. 
 
While the SNP Government has published its draft budget, the details of individual local authority 
and Health Board settlements will appear later this month for local government and in January for 
Health Boards.  The manifesto also states “we will match brick for brick current plans for 
improvements in our schools and hospitals.” 
 
The Government is still considering how to implement these policy proposals and we look forward 
to commenting on these.  In the meantime, we set out some thoughts below on the issues raised. 
 
Lower cost borrowing/more attractive source of funding? 
We have seen from section 3 above that PFI/PPP funding costs have fallen over time as the model 
has developed and there is a greater understanding of the risks borne by the private sector. 
 
We have also seen that the overall costs of project can be driven down by different types of 
contractual structures. 
 
The cost of funding through a Scottish Futures Trust – backed by Scottish Futures Bonds – is 
unknown. There are two key aspects: 
 

• Will they be sufficiently attractive and therefore raise the required levels of funding for the 
proposed investments? 

 
• Will they prove lower cost than other alternatives and therefore attractive to the public 

sector as a source of funding? 
 
Comparisons have been made with the strong municipal bond market in the United States.  These 
are attractive, low risk investments, but are based on tax benefits. The Scottish Government does 
not have the powers to provide these bonds tax free and so it is doubtful whether, without these tax 
advantages, Scottish Futures Bonds would be as attractive to investors as other forms of Treasury 
or other forms of bonds eg Network Rail’s recent bond issue which was inflation linked.  That 
assumes that the Scottish Government has the legal powers to issue bonds in its own right. 
 
As for the public sector procurer, the issue would be whether Scottish Futures Bonds would be 
available for only the capital phase of the project or running through the operational phase.  If 
funding was only available for the capital phase, then it is difficult to see what advantages Scottish 
Futures Bonds would have over PWLB finance.  The role of regulation needs to be considered.  In 
the absence of external funders, it would be worth considerable whether additional regulation is 
required to act as an incentive to operational efficiency. 
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However, the Scottish Futures Trust could sit in the private sector with access to the capital 
markets.  Funders would perform both financial and operational due diligence on projects.  This 
would be a helpful additional rigour on the development of major projects. 
 
It may be an opportunity to fund projects off balance sheet.  Much will depend on the risks 
transferred during the contract.  However, accounting rules are changing – the introduction of IFRS 
could make a substantial impact.  Treasury has yet to take on view on the application of IFRS to 
PFI/PPP projects. 
 
If the SFT were a more substantive organisation, it could be developed to offer more than just the 
financing.  It could act as a promoter or procurer. The key issue then is how it would be established 
and incentivised to ensure that projects were developed and run as efficiently as possible. It will 
need to be decided whether SFT would fund projects across different sectors, and therefore the 
different risk profiles involved. 
 
We await the Government’s conclusions with interest. 
 
6.  Conclusion 

One size does not fit all 
There are many sources of funding available to the public sector in procuring capital investment 
projects. The funding method should be chosen depending on the overall risk profile of the project 
and value for money in each case, looking at not just the initial capital costs, but the lifecycle and 
operational costs.   Market conditions will also be a factor. 
 
PWLB funding and capital grants are certainly appropriate for a large part of routine capital 
investment.  They are also strongly suitable for refurbishment projects, where it is difficult to 
transfer risk to the private sector. However, the more complex the project, the more care should be 
given to assessing alternative funding methods. 
 
In general terms, PFI/PPP is not appropriate for smaller scale projects, but can bring real benefits 
in delivering successful projects on time and on budget and transfers significant risk away from the 
public sector. The newer contracts have been more successful at building in flexibility, but in some 
cases the uncertainty over future requirements might be too great to allow for this form of DBFO 
contractual structure.  The additional cost of money on PFI/PPP, in our experience, has been 
outweighed by the transfer of risk to the private sector. 
 
The NPDO model is a helpful addition to the funding toolkit and should be monitored closely – 
particularly around ensuring that NPDOs are delivering as efficiently during the operational phase 
as PFI/PPP projects. Funding costs look slightly higher than PFI/PPP, but procurers may take the 
view that the additional public sector accountability involved justifies this. 
 
Delivery 
Scotland has significant challenges ahead to grow its economy.  Delivering the investment 
programme will have a part to play in rising to that challenge, as will ensuring that productivity in all 
sectors of the economy increases – particularly in the public sector which plays a larger part in the 
Scottish economy than elsewhere in Great Britain. 
 
The list of desirable projects and programmes is always longer than the funding available, therefore 
prioritisation both within and across sectors is required.  That will be determined by the forthcoming 
Investment Plan. 
 
Alternative funding models for large infrastructure projects allow a wider range of projects to be 
delivered.  Without PFI/PPP over the last 10 years, the scale of investment in our schools and 
hospitals would not have been affordable. 
 
Going forward, there are some key challenges.  The new Forth Crossing, which is essential to our 
growing economy, will be a key project to be considered for alternative funding.  Canada’s Golden 
Ears Bridge project shows what can be achieved with innovative funding.  Waste projects also 
need also to be taken forward urgently. 
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The introduction of competitive dialogue for major procurement will add to project timetables. We 
will face competition in the supply side from the construction opportunities elsewhere – particularly 
the Olympics.  Construction cost inflation is a real issue for the public sector in procuring these 
projects.  Unnecessary delay erodes value and affordability. 
 
Our main message to the Committee is that these projects need to be taken forward.  We have a 
range of funding options available.  We need to get on and deliver. 

 


