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1. NPD Model  

You note that the Committee has already taken extensive evidence on the 
NPD Model itself.  In my letter of 19th May 2008 (copy attached) I made some 
observations in paragraph 1 regarding the non-profit distributing model.  
Some refinements to this model are proposed to deal with the point I made in 
paragraph 1(a) relating to the right of the independent director to trigger a 
refinancing of the subordinated debt in the project.  As I understand that the 
refinement proposed is to prevent such an election by an independent director 
from being made within a specified period and therefore guaranteeing to the 
subordinated debt investor a length of time when it can have the confidence 
that the return it originally envisaged would be received on the subordinated 
(subject, of course, to the project's performance).   

The question arises whether this concession is sufficient to encourage 
secondary market investment or even primary investment into the non-profit 
distributing model.  This depends on the market appetite for investment 
generally but I still do think that the likelihood of an NPD model project 
attracting significant external investment from, for example, infrastructure 
funds, pension funds and even contractors who intend to sell their investment 
in the longer term must be severely hampered by the right of the independent 
director to trigger a refinancing of the subordinated debt.  Investors are 
typically looking for long term stable returns to match their own liabilities (e.g. 
pension funds) and as the stability and certainty of investment in subordinated 
debt will be lost through the risk of refinancing (even if there is a guaranteed 
period) these sorts of investments are rendered less attractive than 
investments that are available elsewhere in the market and outside Scotland. 

The NPD model already protects the interests of the public sector through a 
"capped return" model. If the right of the independent director to force a 
refinancing of subordinated debt were removed, investors are more likely to 
be interested in investing in these projects, thereby benefiting the public 
sector through increased competition and investment. In my view, this benefit 
outways the perceive benefit to the public sector of having a right to refinance 
subordinated debt. 

2. Other Models of Finance 

Currently decisions as to method of finance are effectively "delegated" to local 
authorities and other bodies.  Whilst this is attractive in some respects there 
are a number of challenges/concerns: 

each local authority or other body may adopt different structures and different 
approaches.  To some extent a different approach may be appropriate for the 
relevant asset being developed, but a diverse and complex cross section of 
funding solutions will render the Scottish market (which is already 



comparatively small) less attractive to external investment because there will 
be no homogenous product or familiar contractual structure into which people 
can invest; 

I understand that some local authorities plan to revert to the traditional 
procurement models adopted during the 1970s where no regard is had to 
leveraging the existing resources to deliver more investment, ongoing 
maintenance or whole-life costing.  The advantages of PPP/PFI include 
transparency and the fact that the PFI contractor needs to take account of the 
maintenance and whole-life costing of an assets over its entire life e.g. 25 
years.  To revert to a situation where local authorities deal with maintenance 
and refurbishment of existing assets on an ad-hoc basis appears unattractive.  
In my previous letter I mentioned in paragraph 3 the lack of appropriately 
rigorous empirical evidence on traditional procurement models and suspect 
that if appropriate investigation is done, it would be evident that when assets 
are procured without having regard to the whole life costing, the overall 
aggregate cost of these assets is not as out of kilter with PFI assets as 
generally perceived. 

You mention also local authority bond financing.  We understand that some 
local authorities in Scotland are moving towards raising capital again through 
the issue of small bond issues with financing institutions.  This route of raising 
finance is already available to local authorities which have the power to issue 
loan stock and bonds under the 1975 Act. However, I am not sure that this 
enables local authorities to work collectively on a "joint and several" basis to 
raise finance for large scale projects, for example, where the benefit of the 
project accrues not just to one local authority or where a portfolio of projects 
can be procured together.   

There is, correctly, a focus on obtaining lowest cost of finance available and 
indeed where a local authority effectively guarantees the repayment of the 
bond rather than the individual project, this undoubtedly would deliver a lower 
cost of finance: the accounting treatment will of course be to increase the 
public sector debt.  Also, in this structure there is little or no risk transfer and 
the risk of ultimately funding the asset or indeed the maintenance and 
operation of the asset would de facto remain with the public sector whereas in 
PFI or PPP there is significant risk transfer.  Local authority bond financing 
could be explored further: in particular in the context of the market conditions 
on which I comment below; 

other structures are being developed – for example the structure whereby 
future increases in tax revenue can be allocated to raise debt for particular 
projects which themselves have the effect of increasing the tax revenue in the 
future (tax increment financing) – and are worth exploring; 

as a general comment, given the scale of the market in Scotland and the need 
for accelerating the investment in infrastructure, the extent to which a model 
can be developed which bears as close a resemblance as possible to the 
market norm i.e. PPP/PFI is more likely in the long term to deliver lower cost 
financing as it will be competing in a more established market. Following a 



familiar model would also allow projects to reach financial close much more 
quickly without the inevitable delays associated with 'pathfinder' projects. 

3. SFT as a "Centre of Excellence" 

Using the Scottish Futures Trust organisation as a Centre of Excellence 
whereby expertise can be shared and support can be given to local authorities 
and other bodies who are procuring infrastructure projects, is a very attractive 
development.  This role is already taken on, to a large extent, by the Private 
Finance Unit in the Scottish Government and the greater extent to which their 
expertise and experience in working with local authorities and other bodies 
over many years can continue to be captured by SFT the greater the benefits 
the SFT will provide.   

The question occurs: will the SFT providing its service and assistance for free 
be sufficient to ensure that local authorities and other use its services? 
Historically that has been insufficient.  There also needs to be a financial or 
legal incentive on local authorities to adopt the structures that are being 
promulgated by SFT.  In the past this has been through level playing field 
support and other financing support to the relevant local authorities and also 
by making it clear that local authorities and other bodies would not be entitled 
to progress their project development if they do not adopt the structures being 
supported centrally.  Standardisation of models is an important aspect in 
ensuring low cost attractive structures.  It would be beneficial to explore how 
the SFT organisation will enforce the adoption of the model(s) it is promoting. 

4. Co-ordination of Projects to Achieve Efficiencies  

There are undoubtedly benefits from the development of an organisation such 
as SFT to deliver projects more efficiently (much in the way that Partnerships 
UK operates at the moment).  Aggregation of, say, finance or insurance 
buying power into the SFT vehicle is well worth exploring, although has a 
number of challenges including: 

not all of the individual projects promoted by local authorities will complete at 
or around the same time – there will be a drip-feed effect of projects into the 
structure and it would need to accommodate this; 

historically it has always been difficult to guarantee a critical mass of projects 
at any particular time and generally projects are taking longer to develop than 
originally envisaged; 

if one is considering a vehicle to aggregate finance i.e. where SFT would 
borrow funds and then on-lend them to a number of individual projects, one 
needs to consider whether or not the failure of one of those individual projects 
should default the aggregate financing and indeed lead to the downfall of 
other projects which are performing well.  This has been one of the biggest 
challenges historically in all of the financing aggregation structures that have 
been proposed in the PPP/PFI market; whilst we understand one of the 
proposals for the SFT is that it operates as a aggregating vehicle in this 
manner, this will require the buy-in of substantially all of the local authorities 
and other bodies to which it relates.  Therefore my comments above 



regarding adoption of a uniform approach across local authorities is key.  
Experience in England and Wales in the LIFT structure has indicated that it 
can be difficult to get sufficient buy-in and cooperation from local authorities in 
many instances. 

5. Market For Finance Generally 

As a general comment I would say that the market for finance has moved on 
significantly over the last year as a result of the "credit crunch" and well 
publicised issues affecting funders.  This means that some of the traditional 
financing markets open to infrastructure projects are no longer available or 
are less attractive than they were 12 or 18 months ago.  This highlights in my 
view that procuring authorities and governments need to have regard to 
ensuring the projects they promote are as attractive as possible to prospective 
funders not only to keep the cost of finance down, but to encourage financiers 
into that relevant market.  There is a significantly reduced capital available to 
finance projects now than there was 12 or 18 months ago when the PFI/PPP 
project pipeline was much stronger.   

As a result of the "hiatus" that has been experienced in the Scottish market, 
there is a lot less expertise available as many of the participants in the market 
are now busy elsewhere in different markets outside Scotland and the 
redeploying and re-gearing up of the industry may take some time if an 
appropriate model can be developed.   

I hope that these comments provide some useful background and I very much 
look forward to speaking to the Committee and any other matters which they 
would like to hear from me on.   
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