Comments on Audit Scotland Report.
Evidence submitted to Public Audit Committee of Scottish Parliament, June 2020.
On 18 May, the Clerk indicated that the committee would be interested in

· Any general comments I might have on the Audit Scotland report on the hub and NPD models.

· The extent to which the report addresses issues I had previously raised on WACC.

· Any outstanding issues I considered should be explored further at a future evidence session.

As the committee will recall, in earlier correspondence I had been concerned that the weighted average cost of capital (WACC) measure, quoted by the SFT in relation to hub and NPD schemes, might give an unduly optimistic view of the cost of capital for these schemes, as compared, for example, with more accurate measures based on the internal rate of return, (IRR). Subsequent to that correspondence, I published a paper in the Fraser of Allander Commentary which considered a number of other problematic issues in hub finance, as well as the WACC point: and made specific recommendations for the better monitoring of schemes like hub and NPD: (“The financial performance of Scottish Futures Trust (SFT) ‘hub’ schemes: the case for better monitoring and rethinking their rationale”: FoA Commentary, Volume 43, No. 1, April 2019.) A copy of that paper was circulated to the committee.

The Audit Scotland report discusses a number of issues which had also been considered in the Fraser of Allander paper. In particular:-
· WACC for NPD and hub schemes significantly understates cost of capital as measured by IRR.

· The size of fees charged on senior debt finance.
· The heavily end loaded nature of projected returns on sub debt.

· Potentially large returns on secondary market sales for investors in sub debt.

· The use of National Loan Fund borrowing rates as an appropriate discount rate for assessing the opportunity cost of private finance to public bodies.

It is gratifying to have such a degree of commonality between the Audit Scotland report, and the Fraser of Allander paper, both on these specific points, and on the general recommendation that monitoring of private finance schemes needs to be much improved. Accordingly, I very much welcome the Audit Scotland report. (Although less gratifying is the fact that there is no reference to the Fraser of Allander paper in the Audit Scotland report.)

However, I do have a major criticism of the Audit Scotland report, in that it stops just where it should have been really interesting: it concludes with a general recommendation for better monitoring, but without any specific recommendations on what mechanisms should be in place to bring this about, or what data should be collected and published. Failure to address these issues is likely to mean, at best, delay – and, more probably, that any monitoring which is undertaken could be inappropriate and ineffective.
I therefore suggest that it would be useful for the committee to consider in further evidence the mechanism for monitoring, and what data should be collected.

As regards mechanisms, one possibility the committee might like to consider is the range of suggestions made in my Fraser of Allander paper. Namely, 

· A specific set of indicators should be defined, and that it should be a requirement for all projects that these standard indicators should be produced as part of the financial modelling for the project. 

· That for each project, the indicators should be reported to SFT when the contract for the project is being finalised – so that SFT can use the indicators in their ongoing scrutiny of the operation of the hub programme.

· That the indicators for each scheme should be published by SFT as soon as the two year confidentiality period for that scheme has passed.

· So that up to date information is available publically, but without breaching confidentiality on individual schemes, the SFT should publish annual average information for each for each indicator as soon as possible after the end of each year.
The last point above, (or a variant of it), should help to overcome the difficulty identified by the Auditor General in her oral evidence to the committee, of the constraints posed by commerciality in confidence on publication of data.
As regards what data should actually be collected and published, the Annex to this note shows the recommendations made in the Fraser of Allander paper. This might provide a useful starting point for discussion by the committee.

I hope the above comments are helpful.

Dr J. R. Cuthbert

18 6 2020

Annex: Monitoring indicators as suggested in Fraser of Allander Paper

· The effective interest rate on senior debt, both including and excluding fees, and the interest rate on sub debt.

· The WACC of senior and sub debt, and the combined IRR of senior and sub debt.

· Both measures of project IRR, excluding and including tax.

· The net present value of sub debt payments, calculated at a discount rate reflecting conditions in the potential secondary market for subordinate debt: and the net present value of the non-service element of the unitary charge, calculated at a discount rate equal to the appropriate National Loans Fund interest rate.
Note
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