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Many thanks to the Committee for inviting me to attend to provide evidence for its inquiry into the 
methods of funding capital investment projects at its meeting on 29th April 2008.   
 
There are a number of points that came out of the discussion that afternoon in respect of which 
participants were asked to provide additional written submissions to the Committee and I thought it 
might be useful to summarise our observations on those points. 
 
Scottish Non-Profit Distributing Model – Refinancing of Subordinated Debt 

A number of times comment was made that investors and potentially contractors found the 
"Scottish" non-profit distributing model less attractive.  In our observation this is for two reasons: 
the independent director and the board of the company have the ability to trigger a refinancing of 
the subordinated debt (being effectively the investment made by the shareholders) at any time.  
This could mean that an investor who has invested for the long term of the project at a particular 
fixed interest rate finds that that investment is repaid early without compensation for loss of future 
interest.  Investors in these projects are typically looking for long-term stable returns and the 
prospect of being refinanced at an uncertain time means that pension funds and other such 
investors will find these kinds of investments less attractive.  If and to the extent that the Scottish 
Government wishes to encourage external investment in infrastructure (and the benefits that brings 
in terms of the scrutiny of projects and leveraging the Government debt in investment) 
consideration should be given to a modification of this provision; and the description "not for profit" 
is unhelpful – it does not accurately reflect a model where profit is still generated but redistributed.  
Some market participants are simply not interested in anything which indicates they are not 
intended to make a profit.  All infrastructure projects, including traditional procurement, involve 
profit being attained at a market rate for the amount of risk assured by the private sector.  Perhaps 
calling it "capped return" might be more appropriate. 
 
Not "One Size Fits All"  

A lot of discussion was had (and I think I highlighted in my opening remarks) about the fact that 
there should not be a "one size fits all" arrangement for financing infrastructure, and in particular to 
the extent that the Government wishes to focus on real non-profit distributing models where the 
cost of finance is significantly lower, we would highlight that other models are in operation in the 
international infrastructure market.  By way of example, we have worked on a number of 
transactions in the Northern Irish market financing electricity and gas infrastructure with 100% 
"senior" debt at a much lower cost than traditional PPP or the Scottish NPD model.  The most 
recent of those transactions involved the financing at 2.207% index linked for a 40 year term.  This 
was significantly lower than the regulatory rate of return which the assets owners were entitled to 
and the transaction was therefore of significant benefit to consumers of gas in Northern Ireland.   
There may well be other infrastructure assets where structures like this could be applied.  The quid 
pro quo for this reduced cost of finance is of course that there is less risk transfer from the public to 
private sector but if one takes the view that certain infrastructure assets are so essential that, 
ultimately and irrespective of the contractual structure, the Government would take the risk on 
those assets it might be that structures can be introduced which provide funders with certainty that 
risks will ultimately be borne by the Government but which still enable a cost effective financing and 
the involvement of the private sector in the efficient operation of the relevant assets.  In these 
structures in our experience the key issue is to ensure that the management team tasked with 
operating and maintaining these assets (which will typically come from the private sector) is 
suitably incentivised to manage the assets efficiently to reduce the costs of operation and 
maintenance to the public sector.  Any surpluses are fed into the charitable structure which can 
then be re-invested in other public infrastructure works as approved by a governmental agency.  
We would be happy to expand further on this as the Committee may wish – we have provided 
examples of these transactions to the Financial Partnerships Unit of the Scottish Government 
previously. 
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As a general comment we consider that there should be a role for different procurement structures 
depending on the nature of the assets and suggest that a wholesale withdrawal of the PPP/PPP 
type structure would be detrimental to Scotland - this is because in the international market that 
now operates for PPP/PPP the level of investment available to the "new" structure and the time 
involved to implement an entirely new structure might actually increase the cost of delivery and 
would certainly slow down the delivery programme in Scotland, which has already suffered a hiatus 
of about a year where no new projects have come to the market. 
 
Empirical Evidence – traditional procurement   

We consider that the Committee should commission a study from a professional firm of 
accountants or advisers to compare the benefit and cost of PPP and traditional procurement.  In 
particular all of the financial analysis we have seen to date (including quite a lot of it which is 
provided to the newspapers and contains material factual inaccuracies) does not compare like with 
like given that a PPP contract involves the financing and provision of a fully serviced and 
maintained building for a period of say 25 or 30 years and a PPP company committing to return the 
building to the public sector at the end of that 25 or 30 year period in the state and condition that it 
was when it was first built (unlike the case in a traditional procurement).  This entails significant 
investment by the PPP company in the asset over the whole life of the asset and much of the 
financial analysis in the press seems to compare the construction cost in traditional procurement 
against the total charges (i.e. design, construction, service, maintenance/lifecycle and financing) 
over the life of a PPP contract – which under PPP effectively ensures you have a useful asset at 
the end of the 25 to 30 year period – this is what we mean when we say the comparison is often 
not one of "apples with apples".  Whilst one might try to compare the construction cost element of a 
PPP unitary charge with a (presumably hypothetical) construction cost element of an equivalent 
asset if the public sector were procuring it that analysis is very difficult to sustain when one has 
regard to the efficiencies that are delivered by the involvement of the private sector in the 
procurement of the construction contract and in the design and maintenance of the building in such 
a way as to deliver this long term asset to a high standard throughout the asset's intended life span 
– in a traditional procurement, for example, there is not the same incentive on the building 
contractor to design and construct the building in such a way as to minimise future servicing and 
maintenance costs (as it will not be responsible for meeting those costs), nor is there the same 
ability to seek recompense from the builder where there are problems with a building post-
construction. 
 
Also a historical study and comparison would be informative.  For example, we know that 117 
schools have been built over the last few years in Scotland under PPP but have been unable to 
establish how many schools were built in say the preceding 10 years under traditional 
procurement, the capital cost of those schools, what maintenance costs are now and in the future 
and what condition they are being maintained in.  There was a lot of discussion at our meeting on 
29th April indicating that PPP was not transparent but certainly in our experience in trying to 
establish information or equivalent information in relation to assets which have been publicly 
procured it is actually very difficult to establish what their capital cost was, how many have been 
procured and what their ongoing maintenance costs are.  One benefit of the structure of NPD is 
that an independent director can sit on the board of the project company and scrutinise the figures 
but generally PPP projects involve construction of a complex financial model which contains all fully 
costed inputs and outputs.  We therefore think that in some respects the financial structures of 
those projects are a lot more transparent than under traditional public procurement – this is 
perhaps something that Audit Scotland or the National Audit Office could also comment on. 
 
Partnering Models 

We highlighted the fact that PPP has matured in many markets into a partnering model.  This is an 
area where we can see a lot more benefit and would cite examples such as the "LIFT Projects" in 
England and Wales and urban regeneration vehicles which have been developed by the private 
and public sector working in partnership or joint venture. The indication that the Scottish 
Government intends to proceed with the HUB equivalent projects initiated by the previous Scottish 
Executive is to be welcomed in this respect. 
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TFL 

Some comment was made in relation to the benefits of Transport for London (TFL) and the low 
cost of financing that TFL has maintained.  Referring back to our comment above in relation to the 
cost of debt, our understanding is that there is a lot less risk transfer away from Government in the 
TFL structure and therefore TFL is able to raise debt at lower returns.  PPP involves more risk 
transfer and therefore has a higher cost of funding associated with this - however as indicated 
above there are some types of project which do, by their nature as essential assets, require a lower 
level of risk transfer from public to private. 
 
International Competition 

We highlighted the fact that PPP/PPP operates in an international market now.  This is a benefit 
and the benefits of the international market of PPP could accrue to Scotland if we maintain a 
structure which is similar to those structures being employed in other countries (which in turn copy 
the current structures promulgated in the UK) because (a) the bigger the market the greater the 
potential choice for procurers, the more competition will be involved and this would be likely to 
force down prices; (b) opportunities would be available to Scotland as a geographically remote 
country in need of significant infrastructure investment to help achieve the goal of sustainable 
economic growth, and make itself as competitive and attractive as possible in that market to 
encourage greater competition and participation in the market.  Currently a number of contactors 
and investors are indicating that they would not be interested in the market and this represents a 
challenge and an opportunity. 
 
"Breaking" Contracts 

A comment was made by one of the parties providing evidence at the meeting to the effect that the 
Finance Committee/Government should look at whether any existing (already signed) PPP/PPP 
transaction could in fact be reopened and "set aside" by the Government.  Whilst of course 
Governments have the ability to do that we would counsel very strongly against that kind of action 
because an action like that could have the effect of permanently (or at least for a substantial period 
of time) dissuading investors and contractors from being involved in the market and would have a 
particularly adverse effect on choice for procurers, competitiveness in the market, and also in the 
attractiveness of the Scottish market to financiers.  Those participants see Government risk as one 
of the key areas of analysis and where a Government changes the law or renegotiates an already 
signed contract, that impacts massively on their analysis of the stability of the market and where 
there is not a stable market, participants tend to avoid that country.  A stable legal and political 
environment is a fundamental pre-requisite to many investors being interested in a market. 
We hope these comments expand on a number of issues that we raised and are of assistance to 
the Committee and I would be happy to discuss them further. 
 
Michael G Watson  
Partner, McGrigors LLP 
19 May 2008 

 


