Do Official Statistics Provide an Adequate Basis for the Debate about the UK Economy?

 Jim Cuthbert

This is the slightly expanded, (by inclusion of fuller references, etc), version of an invited talk given at the Royal Statistical Society Conference in Edinburgh, on 11th September 2009.
Some background is relevant first of all. This session at the RSS conference was originally intended as a debate, in which I was going to propose that the answer to the above question is “no”. For one reason or another, the debate aspect did not come to pass. What I am going to say is essentially what I would have said in that debate. I am going to give three examples where, it will be argued, official statistics have failed badly – and dangerously: and I will draw some general conclusions. But:-
· This does not pretend to be an account of everything that is wrong with official statistics.

· Conversely, I am not seeking to give a balanced account: so I will not be giving credit for all the things that are good about official statistics.

My first two examples draw heavily on research conducted jointly with Margaret Cuthbert.
How PFI Schemes are Reflected in the National Accounts.
My first example is concerned with the way Public Finance Initiative (PFI) schemes are reflected in the national accounts. First of all, some quick background on PFI is required:-

· What is PFI? A public sector client contracts to make regular payments over 25 or 30 years for the provision of a serviced asset, (like a school or hospital).

· PFI is large. In the UK as a whole, contracts had been signed for over 700 projects by January 2009, with a total capital value of more than £43 billion.

· PFI was designed so that the capital assets would be “off the books” as far as the public sector is concerned. The key aspect of the original test to determine this, based on ESA95, was that sufficient risk should be transferred to the private sector.

· In fact, from the early days of PFI, some projects came “on the books” – and all projects may well do so when new accounting standards are introduced.

· When a PFI scheme is “on the books”, ONS adds an amount equal to the value of the capital asset involved in the project both to the public sector capital stock, and to public sector net debt.  

At first sight, this looks fair: acquisition of an asset is balanced by an equal, and opposite, liability. 

But what has apparently not been done is to look at whether this approach is reasonable in the light of the way PFI schemes behave in practice. For outside researchers, this omission is excusable, since up until recently, the detail on how PFI schemes actually behaved was locked away under “commercial in confidence” restrictions. 
What has changed the picture recently has been the Freedom of Information Acts. We have obtained the financial projections for 8 PFI schemes. Much of the detail of our analysis has been written up, and can be found in various papers submitted to the Scottish Parliament Finance Committee, copies of which can be found on our website. But for present purposes, the following figures are relevant:-
Eight PFI Schemes: Capital Raised, Total Capital Related Payment,

and Ratio of Net Present Value of Payment to Capital.
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Why are the figures in the last column so high? Because the effective interest rate at which the public sector client is borrowing in these schemes is much higher than the National Loan Fund Rate of about 5%, (and also because the outstanding average debt on which this return is being earned is also relatively high over the life of the project.) 
What is the significance of the last column? Look at the first row in the table. The public sector has acquired the use of a capital asset worth £189million: but the stream of payments it has contracted to make to pay for this, (leaving aside payments for services, and lifecycle costs during the project), is equivalent to adding more than twice the original capital amount to the public sector net debt. 

Given the figures in the last column of this table, ONS’s practice of increasing public sector net debt only by the capital value for “on book” PFI schemes grossly understates the true burden these schemes will place on the public’s finances. 

What the above figures also suggest is the very high projected profitability of many PFI schemes: (and this is confirmed by looking at the high projected dividend payments on several schemes.) But this high profitability also calls into question the validity of the original ESA 95 test. There is an analogy here with bankers’ bonuses. It is sometimes argued that bankers deserve large bonuses because they bear risk. But if the only options are that the banker gets a very large bonus if things go right, and a bonus which is merely large when things go spectacularly wrong, then the banker cannot be said to be bearing risk in any socially useful way. Similarly, in a PFI scheme, risk is not being meaningfully transferred to the private sector if the risk taken on by the private sector is dwarfed by the level of anticipated profits. 
Overall, we argue that the treatment of PFI in official statistics:-

a) grossly understates the true burden placed on the public finances by “on book” schemes.

b) has significantly understated the number of PFI schemes which should, on the basis of the old risk based test, have been “on book”.

Note that recent accounting changes, which are likely to bring all PFI schemes “on book”, will have no effect in correcting the first of these errors.
Utility Pricing
What I am concerned with in this second example is the provision of capital assets for what are often called the “network utilities”: the water supply and distribution systems; electricity distribution; the rail network; also the major airports. That is, we are concerned with the fundamental capital infrastructure of the modern state.

In the UK, we operate a mixed system: most of our utilities are private – some, (like Scottish Water), are public bodies. But what is said here applies equally to whether the utility is private or public.

All utilities in the UK have a state appointed regulator – one of whose functions is to decide the (maximum) amount customers should be charged in relation to the provision of the capital assets of the utility. Consider the nature of this decision: it is a decision taken by the state, which lays an inescapable and long term burden on the individual, (since network utilities are natural monopolies: and you can’t really decide not to use them), in order to provide an essential part of the state’s infrastructure. Essentially, this is a taxation decision: and the decision places a long run burden on the taxable capacity of the state. One can see this most clearly in Scotland: where the bill for water comes in the same envelope as the bill for council tax. But the regulator in Scotland is taking the same decision, using the same pricing model, as the regulator of the privatised water industry in England.
We argue that it should be a fundamental responsibility of official statistics to publish details of this pricing decision: namely, how much capital is being acquired by the network utilities, and what financial commitments are being placed on consumers to fund this capital. Why? For two main reasons:-

· Because if you neglect this commitment, you are understating the extent to which the taxable capacity of the economy has already been pre-empted.

· Because it is essential to have a means of cross-checking whether the regulator has got his funding decisions right.

In fact, the lack of this cross check in the UK has cost us dear. Research we have published, examining the pricing model used by UK regulators, indicates that we are being substantially over-charged for the capital assets of our network utilities – to the extent that utility operators receive a windfall profit of probably around 40% of the value of any capital investment they undertake.
This matters: no country can long afford to pay 40% over the odds for its basic infrastructure: and the existence of this windfall is also likely to severely distort the nature of the investment decisions being made. But you will look in vain in official statistics, or indeed, in the figures published by the regulators, for any clue as to the true cost to the consumer of the provision of capital for the network utilities.

What has gone wrong? The answer is, essentially, a misapplication of the principles of current cost accounting to a situation where it should not have been applied – the details are set out in papers on our website. But for present purposes, the important point is that this would have been spotted before now – had it not been for a glaring gap in official statistics.
Funding the UK Current Account Deficit.
This example is based on the following paper by Stephen Nickel, which is available on the bank of England website:-

“The UK Current Account Deficit and All That”

Stephen Nickell

Bank of England Quarterly Bulletin, Summer 2006.
Nickell was a distinguished member of the MPC: and he set out in this paper to examine how the UK’s current account deficit was funded, and whether the position was sustainable.

He is concerned primarily with the position in 2005. The UK current account in 2005 was, at £31.9b., around 2 ½% of GDP. The following table, from Nickell’s paper, shows how this was funded.

[image: image2.emf]
The first column represents the amount that foreign residents added to their holding of UK assets: the second column what UK residents added to their holding of foreign assets. The table shows how foreign residents have added £27.1bn. more to their pile of UK assets than UK residents added to their pile of foreign assets: hence funding the bulk of the current account deficit of £31.9 billion. Both the inflow and outflow are huge – at about 60% of GDP.

These figures led Nickell to two key insights: (the underlines in the following are mine):-

· “both foreign assets and foreign liabilities have grown dramatically in the last fifteen years, much more rapidly than nominal GDP. By 2005, they had reached nearly £5,000b., around four times UK GDP. Relative to GDP, the size of these stocks of foreign assets and liabilities is far higher in the UK than in any other country.”
· “the net portfolio of the UK is strongly positive in equity type investments (direct investment, equity investment) and strongly negative in debt type investments (debt securities, other investments).” – “Not dissimilar to a large bank.”

Nickell then went on to analyse the sustainability of this position. He identified four main risks, and concluded the position probably was sustainable:-

“So long as average returns on equity type assets continue to exceed average returns on debt type assets, the current position is probably sustainable. Risks include first, a continuing and rapid increase in the trade deficit which might eventually undermine the favourable adjusted net asset position. This would probably take a long time. Second, a significant fall in the long-term returns on equity relative to returns on debt. Third, UK assets held by foreign residents become more weighted towards equity type investments, perhaps by a massive purchase of UK companies by foreign concerns. Finally, a large and permanent real appreciation of sterling which would significantly reduce UK assets relative to UK liabilities. As present, this seems unlikely.”
But thinking of the UK as a bank, banks are traditionally exposed to three main risks:-
· Credit risk: they invest in bad assets.

· Liquidity risk: funding runs out.

· Interest risk: funding costs more than earned on investments.

In addition, in the case of Bank UK, there must be complicated additional interactions with international currency movements. 

Against this list of potential risks, Nickell’s analysis hardly touches on the first two: and yet the risks involved here must be substantive: (think of sub-prime: or the possibility of a Sterling crisis prompting a loss of foreign investor confidence in the UK.) Nickell concentrates on the third risk, together with an analysis of what must be a relatively unlikely exchange rate scenario, (namely, a large and permanent appreciation of Sterling.)
So, viewed as an analysis of what is effectively a very large bank, Nickell’s paper paints what is only a very partial analysis of the risks that Bank UK might be facing. Is this a criticism of Nickell? Not really: Nickell has made the most of the information available. The real problem is that the figures do not exist to encapsulate the key features, and risks, of Bank UK. We have turned the UK economy into the largest bank in the world – without developing the statistical framework which would enable us to assess the risks we are actually running. This, I argue, has been a disastrous failing in official statistics.
Conclusion.
I argue that the examples given here point to fundamental, and extremely dangerous, failings in official statistics. These are only examples: this is not the whole story: (I could have dwelt on other important issues: like the liabilities associated with public sector pensions: or the question of whether the way GDP has been presented may have lulled politicians into believing that GDP was actually more real and sustainable than it actually is). But the given examples are enough to make my point.
Note also that the three examples given here are not unrelated. In the last resort, as recent events have demonstrated, Bank UK’s credit worthiness, its ability to borrow, is secured against the strength of the UK’s public finances. Both of the first two examples illustrate how official statistics understate the extent of the future liabilities placed upon the UK’s tax paying capacity: and hence overstate the credit- worthiness of bank UK.

So what are the key lessons to be taken from these examples.

a) In all three cases, the UK has been a leader, or at an extreme, in the relevant fields. The UK invented PFI: the current cost regulatory capital value method of utility pricing was invented here: and we have gone further than any other country in turning our economy into a large bank. When the economy is pushing into new fields, official statistics has a responsibility to keep up, and be pro-active. UK official statistics has lamentably failed this test.

b) All three examples are characterised by a blurring of lines between public and private. There has been a tendency, in UK official statistics, to define the public sector very narrowly when assessing the strength of the UK’s public finances. This has been extremely misleading.

c) ONS’s first line of defence, when challenged on areas like PFI, is that it is bound by accounting rules. Accounting rules have to be continuously validated against the key test – does this make sense against what is actually happening in the real world. If not, scrap the rule. ONS has been very reluctant to do this.
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