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Executive Summary

Since 2007, £11.1 billion worth of Scottish Government-led infrastructure projects have
been completed. These are mostly projects in transport, health and education. A further
£3.7 billion of capital projects are currently under construction.

In addition to the infrastructure investment that is led by the Scottish Government, there is
also:

* local authority-led investment, in areas such as housing

* private sector-led investment, in areas such as digital infrastructure

* investment by Scottish Water, the cost of which is met by user charges
This briefing focuses on the Scottish Government-led infrastructure investment.

The Scottish Government sets out its priorities for infrastructure and plans for specific
infrastructure projects in its Infrastructure Investment Plans (IIPs). The first IIP was
published in 2008 and updates have been published in 2011 and 2015. Updates on
individual projects are provided in six-monthly project pipeline updates, published as part
of the Major Capital Projects progress updates, the latest of which was published in
September 2018.

The latest project pipeline includes 69 projects with a combined capital value of £5.0
billion. Around half (34) of the pipeline projects are schools. In value terms, 50% of the
total is accounted for by road and rail projects. A total of 10 projects are planned or
underway in these sectors, with the Edinburgh Glasgow Rail Improvement Programme
(£858 million) and the Aberdeen Western Peripheral Route (£745 million) the largest
projects.

The 2018-19 Programme for Government included significant commitments on future
infrastructure investment, with the Scottish Government committing to increase annual
infrastructure investment so it is £1.5 billion per year higher at the end of the next
Parliament [2025-26] than in 2019-20. This is referred to as the "National Infrastructure
Mission". A new Infrastructure Commission is being set up to support delivery of the
National Infrastructure Mission and development of the next Infrastructure Investment
Plan.

The primary sources of funding for public sector infrastructure investment in Scotland are:
 capital budget

* borrowing powers

financial transactions
* revenue-financed investment
* innovative financing schemes.

The Scottish Government has used revenue-financed investment to boost the overall level
of infrastructure investment in Scotland, including through use of its 'non-profit distributing'
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(NPD) model of investment (an adapted version of the UK Government's private finance
initiative - PFI). Revenue financing allows governments to increase investment without any
upfront impact on their budget.

However, changes to European accounting rules have affected the viability of the NPD
model and reliance on revenue financing looks set to reduce. The Scottish Government's
project pipeline shows that 43% of the value of the pipeline is being revenue financed.
However, when excluding projects that have already entered the construction phase, only
24% of the pipeline value is planned to be revenue financed. No new projects in the
project pipeline are to be financed by NPD and rail infrastructure investment is no longer
using revenue financing.

No details have yet been given on how the Scottish Government's plans to increase
infrastructure investment will be financed. Greater use is likely to be made of borrowing
powers and modified revenue finance schemes may also be explored. The Scottish
Government is committed to spending no more than 5% of its resource budget (excluding
social security) on repayments arising from revenue financing and borrowing. There is
currently scope to accommodate further borrowing and revenue finance project
repayments without breaching this commitment.

The Scottish Government's various priorities — economic, social, environmental — must all
be balanced when deciding on how best to spend limited capital budgets. There is also a
balance to be struck between investment in large-scale national infrastructure projects and
smaller scale local interventions that can be important in tackling inequalities. In addition,
the need to spend money on maintaining existing assets needs to be considered alongside
the demands for new assets within the context of constrained budgets.

Decision-making on infrastructure investment is led by the Scottish Government's
Infrastructure Investment Board and will be informed by the newly created Infrastructure
Commission. The Scottish Futures Trust (SFT) has a role in promoting value for money in
infrastructure investment. Scrutiny of investment plans and completed investment projects
is undertaken by the Scottish Government as well as independently by the Scottish
Parliament (including the Public Audit and Post-legislative Scrutiny Committee) and Audit
Scotland.

Cover image: Queensferry Crossing, Attribution 2.0 Generic (CC BY 2.0)
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Introduction

Infrastructure can be defined as the basic physical and organisational structures and
facilities (for example buildings, roads or power supplies) needed for the operation of a

society or enterprise. 1 A broader definition, often used by governments, also tends to
encompass social infrastructure such as schools, hospitals and housing.

The Scottish Government's Infrastructure Investment Board adopts the following definition:

“ Infrastructure includes economic and social aspects, defined as: The physical and
technical facilities, and fundamental systems necessary for the economy to function
and to enable, sustain or enhance societal living conditions. These include the
networks, connections and storage relating to enabling infrastructure of transport,
energy, water, telecoms, digital and internet, to permit the ready movement of people,
goods and services. They include the built environment of housing; public
infrastructure such as education, health, justice and cultural facilities; safety
enhancement such as waste management or flood prevention; and public services
such as emergency services and resilience.”

Scottish Government, 20182

There is a considerable volume of economic research to support the view that investment
in the right infrastructure can help grow the economy. The London School of Economics'
first Growth Commission report commented that:

“ Investments in infrastructure, such as transport, energy, telecoms and housing, are
essential inputs into economic growth. They are complementary to many other forms
of investment. They also tend to be large-scale and long-term, requiring high levels of
coordination to maximise the wider benefits that they offer. This makes it inevitable
that governments will play a vital role in planning, delivering and (to some extent)
financing such projects.”

LSE Growth Commission, 20133

The Scottish Government plays a varied role in infrastructure. These roles include:

identifying infrastructure needs

planning a pipeline of large-scale construction projects and smaller projects
maintaining existing assets

creating and maintaining a regulatory environment

funding and procuring infrastructure projects.

This briefing focuses on public investment in infrastructure. Its sections describe:

previous investment trends
how projects are identified and prioritised

public funding and financing models


https://www.gov.scot/publications/infrastructure-investment-board-terms-of-reference/
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* major areas of investment
» the economic, social and climate impacts

 the governance of public infrastructure investment.
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Past choices: what has been invested?

Since 2007, £11.1 billion worth of Scottish Government-led infrastructure projects have
been completed. This figure, and the analysis which follows, relate only to those projects
where the Scottish Government has a lead role in procurement or funding, so will not
capture all public infrastructure investment. For example, the data presented below does
not include local authority-led projects or other significant investment areas where the
Scottish Government is not the lead partner (such as housing, energy efficiency,
expansion of early learning & childcare and City Region Deals). The figures also exclude
maintenance expenditure and small projects below the £20m threshold for the project
pipeline.

There is also additional private sector led investment (such as in digital infrastructure) and
investment by Scottish Water, the cost of which is met by user charges.

Investment by sector

The £11.1 billion of investment since 2007 is predominantly accounted for by projects in
transport, health and education. This includes school investment programmes led by the
Scottish Government, but not local authority led schools investment. A further £3.7 billion
of capital projects are currently under construction.

Figure 1: Value of Scottish Government-led projects since 2007, by sector
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Source: Scottish Government

Further discussion of investment in four key areas (transport, health, schools and housing)
can be found in the Annex.
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Investment by year

The value of investment fluctuates considerably from year to year (Figure 2), but this partly
reflects the way in which the data are reported. The full value of a project is included in the
year in which construction commenced, so does not reflect the profiling of spending across
the duration of the construction phase. As such, the figures are influenced by the
commencement of particularly large projects in the following years:

+ 2008 - M74 completion (£692 million)

* 2010 - Queen Elizabeth University Hospital and Royal Hospital for Children (£842
million)

* 2011 - Forth Replacement Crossing (£1.4 billion)
» 2014 - Aberdeen Western Peripheral Route (£745 million).

Since 2014, there have been no other projects started on this scale. There have been only
three capital projects started with a value in excess of £200 million:

* Aberdeen to Inverness Rail Improvement Project (£330 million)
* NHS Dumfries and Galloway - Acute Services Redevelopment Project (£275 million)

* NHS Lothian - Royal Hospital for Sick Children / Department of Clinical
Neurosciences (£230 million).

Figure 2: Value of Scottish Government-led projects by year

£0bn

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
(from May) (to end Oct)

Source: Scottish Government
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Investment by location

Of the total £14.8 billion investment either completed since 2007 or under construction,
more than a quarter (27%) has involved projects in either Edinburgh or Glasgow. North
Lanarkshire and West Lothian are the next biggest locations for capital investment, with
each getting 7% of the total value of investment, largely as a result of rail and road
transport investments. Aberdeen City saw 5% of the total value of investment.

10
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Figure 3: Value of Scottish Government-led projects since 2007 by local authority
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Future choices: identifying infrastructure
needs

What are the Scottish Government's investment plans and priorities for the future ? The
publications described below provide some information:

 Information on the 'pipeline' of planned infrastructure projects is provided by the
Infrastructure Investment Plan and its regular updates.

» The Programme for Government and national economic strategies and plans highlight
the role of infrastructure investment as a key contributor to the wider economy.

» The National Planning Framework is a spatial strategy which sets out where
infrastructure is needed.

Infrastructure Investment Plan

The Scottish Government sets out plans for specific infrastructure projects in its
Infrastructure Investment Plans (IIP). The first IIP was published in 2008 and updates have
been published in 2011 and 2015.

The Infrastructure Investment Plan 2015 identified the following principles to guide
investment:

Infrastructure Investment Plan 2015 4
"We will seek to prioritise infrastructure investment based on our guiding principles of:

1. delivering sustainable economic growth through increasing competitiveness and
tackling inequality;

2. managing the transition to a more resource efficient, lower carbon economy;
3. supporting delivery of efficient and high quality public services; and

4. supporting employment and opportunity across Scotland."

Regular information is published to provide up-to-date information on the 'pipeline' of
infrastructure projects.

» The project pipeline describes projects with detailed plans often at procurement or

construction phase. It includes schools, health projects and projects in other portfolios

valued over £20 million. °

+ The major capital projects update provides a narrative on the progress of projects in

the project pipeline. 6
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» The programme pipeline describes large programmes of planned investment, often
with less precise costings and longer timescales. It includes programmes valued at

over £50 million. ’

The governance of the infrastructure pipeline is discussed in the governance section.

Project Pipeline - September 2018

The latest project pipeline includes 69 projects with a combined capital value of £5.0
billion. °

Projects in construction represent 72% of this capital value, while projects in development
represent 20%. The project pipeline also includes 14 recently completed projects
representing 8% of the pipeline's combined capital value.

Around half (34) of the pipeline projects are schools. However, although they account for
more than half of the projects, schools account for less than a fifth of the total capital value
of projects. In value terms, 50% of the total is accounted for by road and rail projects. A
total of 10 projects are planned or underway in these sectors, with the Edinburgh Glasgow
Rail Improvement Programme (£858 million) and the Aberdeen Western Peripheral Route
(£745 million) the largest projects.

Figure 4: Project pipeline by value and sector, September 2018
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Economic Strategy

Scotland's Economic Strategy themes its approach on increasing competitiveness and
tackling inequality. Infrastructure investment is identified as part of its four priorities. 8

Figure 5: Scottish Government economic strategy, 2015
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Scottish Government, 20158

Programme for Government

The 2018-19 Programme for Government included significant commitments on future

infrastructure investment. Announcing the Programme for Government, the First Minister

said:

“We will make it our mission to steadily increase annual infrastructure investment so it

is £1.5 billion per year higher at the end of the next Parliament [2025-26] than in
2019-20. This bold mission will increase Scottish Government capital investment by

an additional 1% of current Scottish GDP and to achieve it we will need to continue to

innovate in our models for investment and work across the public sector. On current

estimates that would mean around £7 billion of extra infrastructure investment by the

end of the next Parliament.”

Scottish Parliament, 2018'°

According to the Programme for Government document, this increased investment will
help support faster broadband, improved transport and more low-carbon energy. 9
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The 2019-20 Budget defines the baseline at £5,195.8 million and sets out the ambition to

increase annual infrastructure investment to £6,750.8 million by 2025-26. The Budget

document states that future budgets will provide details of progress against the target. 1

The means for funding this increased investment is discussed further in the Infrastructure
"Mission" section.

Economic Action Plan 2018-20

The Scottish Government's Economic Action Plan 2018-20 '? announced plans for a new

Infrastructure Commission ' to identify infrastructure needs. This is part of a wider set of
actions to increase investment and collaborate with the construction sector, branded a
"National Infrastructure Mission".

Infrastructure Commission

"[The] independent Commission will support the Scottish Government’s delivery of its
National Infrastructure Mission and development of the next Infrastructure Investment
Plan until 2023.

It will advise on the key strategic and early foundation investments to significantly
boost economic growth and support delivery of Scotland’s low carbon objectives and
achievement of our climate change targets.

Following the completion of a report, the Commission will provide advice to ministers
on the delivery of infrastructure in Scotland, including the possible creation of a
Scottish National Infrastructure Company.

The Advisory Commission will report on infrastructure ambitions and priorities by the
end of 2019, and may make interim recommendations e.g. around guiding principles

supporting the evolution of a coherent Infrastructure Investment Plan across sectors."
12

The creation of an Infrastructure Commission has been welcomed by, among others, the
Institution of Civil Engineers (ICE). In its State of the Nation Scotland 2018: Infrastructure
Investment report, ICE said:

“ The new Scottish Infrastructure Commission should have a central role in developing
and articulating a long-term vision for Scottish infrastructure considering the whole-life
needs of existing infrastructure as well as future capital investment. It should look to
make independent, evidence-based recommendations which support the
transparency and prioritisation of infrastructure decision making.”

Institution of Civil Engineers, 2018

ICE recommended that the Commission should be "independent and build cross-party
consensus to support a consistent, long-term approach to infrastructure planning and

investment". 14
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A Just Transition Commission has also been announced by the Scottish Government to
advise on achieving a carbon-neutral economy. The Just Transition Commission's remit is
not yet formalised but the Scottish Government has recognised that the "design and
deliver[y of] low carbon infrastructure with the aim of creating decent, high value work" is

one of the principles of just transition. 15

National Planning Framework

The Scottish Government describes the National Planning Framework as:

“ the spatial expression of the Government Economic Strategy, and of our plans for
infrastructure investment.”

Scottish Government, 20146

The NPF is part of the land-use planning system. It is a national strategy designed to cover
20-30 years and must be updated at least once every five years. Strategic and Local

Development Plans produced by local authorities must take account of the NPF. 17

The NPF also defines a set of National Developments. These are developments that the
Scottish Government consider to be key infrastructure needs. The National Development
status accords a special status in the planning system designed to facilitate their delivery.

16
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Figure 6: map of national developments, National Planning Framework 3
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Finance: how is infrastructure funded?

The primary sources of funding for public sector infrastructure investment in Scotland are:
 capital budget

* borrowing powers

financial transactions
* revenue-financed investment
* innovative financing schemes.

Details on planned investment through each of these routes are set out in the Scottish
Government's 2019-20 budget. For 2019-20, the amounts allocated are shown in Table 1.

Table 1: sources of capital in the 2019-20 budget

UK Treasury - capital budget (includes carry forward from 2018-19) 4,020
UK Treasury - financial transactions 636
Scottish Government - capital borrowing 450
Revenue-financed investment (NPD/hub) 60
Innovative finance 30
Total 5,196

Source: Draft Budget 2019-20

Further details on each of these funding sources is provided below.

Capital budget

The capital budget is the "traditional" method of funding infrastructure projects by way of a
grant to cover the capital cost of the project.

The Scottish Government receives a capital budget allocation as part of its block grant
from the UK Government. In addition, the Scottish Government can borrow up to £450m a
year for capital investment, up to a maximum limit of £3 billion.

Under UK fiscal rules, capital budgets may only be used to support long-term investment
or maintenance that will extend the life of existing assets (such as bridges or hospitals)
and cannot be used to fund additional “day-to-day” revenue spend. The Scottish
Government can supplement its capital budget by diverting funds from its revenue budget,
but cannot transfer funds from its capital budget to the revenue budget.

The total capital budget allocated by HM Treasury is 10.4% higher in 2019-20 compared
with the previous year (in real terms). However, the increases in the capital budget in
recent years follow significant contractions in the capital budgets in previous years.

Between 2010-11 and 2015-16, the capital budget reduced by 24% in real terms. !

18
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Financial transactions

Financial transactions (FTs) are a type of financial allocation from the UK Government.
They come with restrictions on how they can be used and must ultimately be repaid to HM
Treasury. Over the period 2012-13 to 2018-19, the Scottish Government has received just
over £2 billion in FT monies.

The Scottish Government can only use FTs to support equity or loan schemes beyond the
public sector. This means that FTs cannot directly support public infrastructure projects,
such as transport projects. However, they can be used where investment is led by private
or third sector bodies. They have been used extensively to support house building, and the
Scottish Government intend to use FTs to provide initial funding for the proposed Scottish

National Investment Bank. !’ They have also been used to provide the sub-debt for hub
projects which are privately classified and thereby support the funding of schools and

hospitals. 18

Figure 7: Scottish Government use of FTs, 2012-13 to 2017-18
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Housing and Rural loans
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Scottish Government. Note: total amounts disbursed by the Scottish Government can exceed the total amount of FTs
received as the Scottish Government is allowed to recycle any funds that are repaid to the Scottish Government prior to
them needing to be repaid to HM Treasury.

Borrowing powers

The Scotland Act 2016 increased the borrowing powers available to the Scottish
Government. The capital borrowing limit was increased from £2.2 billion to £3 billion. The
annual limit was also increased from 10% to 15% of the overall borrowing cap, in other
words £450 million per year. The Scottish Government may borrow through the UK
Government from the National Loans Fund, by way of a commercial loan or through the

issue of bonds. The new limits came into effect from 1 April 2017. 19
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In 2015-16 and 2016-17, borrowing powers were used to provide budget cover for the
NPD projects transferred to the public sector, including the Aberdeen Western Peripheral
Route (see the end of revenue financing section for further discussion). This "budget
cover" (also called notional borrowing) counts towards the overall capital borrowing cap,

but does not have a cash impact on the Scottish Budget. 20

In 2017-18, the Scottish Government used its capital borrowing powers in full (£450
million). The 2018-19 Draft Budget also set out the Scottish Government's intention to use
the full £450 million capital borrowing powers in 2018-19. According to analysis set out in
the Fiscal Framework: outturn report, the Scottish Government will have accumulated
£1,459 million of capital debt by the end of 2018-19, representing 49% of the £3 billion

limit. 2" SPICe analysis suggests that the Scottish Government could continue to borrow
the maximum amount of £450 million per year until 2022-23 before it would hit the £3
billion cap, assuming the repayment terms for future borrowing are similar to those for
existing borrowing.

Revenue financing

The Scottish Government has supplemented the "traditional" capital budget through
revenue-financed investment, primarily via the non profit distributing (NPD) and regulated
asset base (RAB) models.

Type of revenue finance: public-private partnerships

NPD is a form of 'public-private partnership' scheme designed to address some of the
criticisms of excessive profits that had been levelled at the UK Government's Private
Finance Initiative (PFI) scheme.

In a 'public-private partnership' the private sector pays the upfront capital costs of an
infrastructure project, such as a school or hospital. Once the project is completed and in
use, the public sector makes annual payments to the private sector contractor to cover
construction costs, interest costs and maintenance/service charges, usually for 25-30
years. The payments come out of public sector revenue budgets, as opposed to capital
budgets, thereby leaving the capital budget available for other projects and allowing for a
higher overall level of investment than would be possible through traditional capital
investment alone.

Between them, PFl and NPD have funded 145 projects in Scotland, with a combined
capital value of over £9 billion. This includes 65 school projects and 48 hospitals and other
health facilities. Note that an individual school PPP project can involve multiple school
buildings within a single contract, so this figure does not reflect the total number of schools
built with revenue financing, which will be considerably higher (and will include local
authority led school projects, whereas these figures relate only to Scottish Government-led
schools investment).

20
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Figure 8: PFl and NPD projects by sector
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Future repayments for PFI and NPD projects are expected to represent around 2.6% of
the annual total Scottish budget over the next four years. 20

Due to changes to European accounting rules no new NPD projects are currently being
considered (see the end of revenue financing section), but the Scottish Government has
indicated that it intends to explore options for new "profit-sharing finance schemes" as a

means to boost future infrastructure investment. 10
Hub programme

Revenue financing for certain types of projects is continuing on a smaller scale via the 'hub
programme'. The hub programme is a vehicle for the funding and delivery of community
assets such as schools and health centres. Facilities are delivered by selected private
sector partners working in partnership with public sector bodies through joint venture
companies across five "hub territories". Projects delivered through the hub programme can
be either capital or revenue funded.

The delivery structure of hub projects has been altered to include a charitable element, so
that these projects comply with the new European accounting rules. This has allowed
revenue financing to continue to an extent, although the type of project that can be funded
via the hub programme is restricted. The hub programme is restricted to the participants
named when the programme was first introduced (32 local authorities, 14 NHS Boards and
smaller local bodies) and is intended for community infrastructure and primary healthcare.
So, for example, major transport projects cannot be funded via the hub initiative.

In 2018-19, the value of revenue-funded hub programme investment was expected to total
£150 million. %2

21
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Type of revenue finance: Network Rail borrowing

Regulatory Asset Base (RAB) is a form of revenue funding, whereby Network Rail pays for
the upfront infrastructure costs by borrowing against its current assets and then repays the
loans using payments from the Scottish Government over the lifetime of the asset (usually
30 years). This borrowing is regulated by the Office of Rail and Road (ORR).

RAB has been used to finance £687 million of investment in capital rail projects completed
since 2007. The latest project pipeline suggests RAB will finance £1.5 billion worth of
capital rail projects currently in construction. These projects are:

» Edinburgh Glasgow Improvement Programme (EGIP)

» Aberdeen to Inverness enhancements

Highland Mainline enhancements

Shotts electrification

Stirling, Dunblane, Alloa electrification.

The Scottish Government's five-year financial strategy estimated that future repayments to
Network Rail are expected to represent about 1.3% of the annual total Scottish budget

over the next four years. 20 However, as a result of changes to European accounting rules,
these payments will no longer take place. Network Rail has been reclassified from a
private to public sector organisation and the debt will be held by the UK Government's
Department for Transport and covered by HM Treasury. There will be no liability on the
Scottish budget for the financing of this debt. This can be expected to significantly lower
pressure on the Scottish Government's 5% repayment cap. Rail projects from 2019-20 will
be entirely grant-funded.

Key features of Scottish Government finance
options

The key features of the Scottish Government's funding options for capital projects is
summarised below.
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Table 2: Key features of Scottish Government's funding options for capital projects

Funding Type Value of investment Issues

funded by this method
in 2019-20 (£ million)

Capital DEL: grants 4,020 Capital budget determined by HM Treasury, but Scottish
Government can supplement from revenue budget (including
tax revenues)

Capital DEL: borrowing 450 Maximum of £450m per year and a cumulative cap of £3bn;
any borrowing results in future repayment costs

Capital DEL: financial 636 Value determined by HM Treasury and can only be used for

transactions equity and loan schemes beyond the public sector; must

ultimately be repaid

Revenue finance: NPD - NPD project design not compatible with European accounting
rules, so any projects would have to be included upfront in
capital budget

Revenue finance: hub 60 Limitations exist on the types of projects that can be funded
via the hub programme; projects will incur future repayment
costs

Revenue finance: RAB - Network Rail's reclassification from a private to public sector

organisation means no new RAB projects are being
considered. Future rail projects will be grant-funded.

Revenue finance: other - The Scottish Government might explore new models of
revenue financed investment and has referred to the Welsh
Government's Mutual Investment Model.

Innovative finance e.g. 30 Largely local authority led, but with some financial support
Growth Accelerator/Tax from Scottish Government

Incremental Financing

Total 5,196

Source: Scottish Government Budget 2019-20 and SPICe

Local Government grants and borrowing

Local Authorities also make major capital investments. Audit Scotland reported that council
spending accounted for over half (53%) of total public sector capital spending in the three
years between April 2012 and March 2015. Councils spent £7 billion in this period on

schools, roads and transport, housing, sports, flood protection and other projects. 23
The two largest sources of funding for council's capital budgets are:

 capital grants from the Scottish Government

» council's own borrowing.

In addition, councils fund capital projects through revenue financing, asset sales and other
financing schemes. Councils use the hub programme to deliver community facilities
though private finance. Some have agreed or are considering City Region Deals or
"innovative" financing schemes like Tax Incremental Financing (see the innovative
financing section). As a result, council capital investment is considerably higher than the
Scottish Government capital grant. In 2018-19, Local Authority capital expenditure

estimates totalled £3,475 million. 24
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Figure 9: sources of funding for Local Government capital spending
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Scottish Government, 201824
City Region Deals

City Region Deals are agreements between the Scottish Government, the UK Government
and councils to improve regional economies. For example, in August 2014, the two
governments agreed to provide £500 million funding each, over 20 years, to the Glasgow
and Clyde Valley City Deal, the first deal of its kind in Scotland.

Typically, the UK and Scottish Governments provide specific capital grants to city regions
over ten to 20 years for infrastructure and economic development projects and the

councils leverage further funds to supplement government grants. 23 The Scottish
Government's website provides details on the status of City Region Deals across Scotland.

In England, the package of city deals have included "devolution deals" where some
powers (for example, aspects of further education, transport and EU structural funding)

have been devolved to local governments. 25 This has not happened in Scotland where
deals have focused on growth funding.

Following the Enterprise and Skills Review 26 , the Scottish Government's policy emphasis
is now on enabling a network of local authority led Regional Economic Partnerships (which
is an umbrella term for a variety of deal formations — city deals, growth deals, Islands Deal,
etc.):

“In the Phase 2 report of our Enterprise and Skills Review published last year, we
made it clear that the economic power and potential of Scotland's distinct regions
must be harnessed. To ensure this potential is fully realised, we are working to enable
formation of a network of Regional Economic Partnerships (REPs) covering Scotland.
All growth deal activity sits within this evolving policy and operational context.”

Scottish Government, 201827
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SPICe has produced a briefing on City Deals 28 while the Local Government and
Communities Committee undertook an inquiry on City Deals and published a report in

January 2018. 29

Tax Incremental Financing and Growth Accelerator Model

The Scottish Futures Trust has worked with local authorities and private sector partners to
develop some "innovative" financing schemes, known as Tax Incremental Financing and
the Growth Accelerator Model:

+ Tax Incremental Financing (TIF) - Councils use borrowing to fund investments in
public infrastructure with the aim of attracting further private sector investment. As a
result of this, councils are expected to receive higher local tax income which they use
to repay their borrowing.

* Growth Accelerator (GA) - Similar to TIF, the GA model involves public sector
investment that promotes further private sector investment. GA is based on a set of
pre-agreed targets, such as generating a set number of additional jobs from low
income areas or increasing revenue from Non-Domestic Rates and if met the Scottish
Government pays a grant to the local authority over a set time period (typically 25
years). Where targets are not met, the local authority is paid a percentage of the grant
depending on how close they were to achieving the target

Six pilot TIF schemes were developed through secondary legislation under existing
provisions of the Local Government Finance Act (1992). Four of these are currently
progressing:

» Glasgow City Council - Buchanan Quarter
 Fife Council - Energy Park, Fife and Fife Interchange
* Argyll & Bute Council - Lorn Arc project

» Falkirk Council - project to support commercial activity, manufacturing and distribution
and support sectors in Grangemouth

One TIF project is under development in North Ayrshire.

The first GA project has been agreed with City of Edinburgh Council, for the St James
Quarter, with up to £60 million of public sector investment accompanied by £850 million of
new retail, leisure, hotel and residential development in the city centre. The success of the
project is to be measured by growth in the immediate and wider property market,
alongside inclusive growth priorities, through a number of targeted employment measures.
Achieving these measures will unlock the availability of an annual grant from the Scottish
Government.

A second GA project is underway with Dundee City Council for the Waterfront area of the
city. Scottish Government investment of £60 million will support a project valued at £1
billion in total.
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Future financing

How will projects in the pipeline be financed?

As described in pipeline section, the Scottish Government provides regular updates on
infrastructure projects and programmes of infrastructure investment.

The Scottish Government's project pipeline shows that 57% of the value of projects in
construction or in development is to be financed through capital grants, with 43% to be
revenue financed. However, this split is very different when looking only at projects that are
not yet in construction. Of projects in development, 76% of the value of projects are to be

capital financed with only 24% revenue financed. 5

Table 3: planned financing for pipeline projects

Projects in construction and development Value (£ million) Financing split

capital element 2,573 57%
revenue element 1,975 43%
total value 4,547

capital element 743 76%
revenue element 233 24%
total value 977

Scottish Government, 20185

No new (i.e. pre-construction) projects in the project pipeline are to be financed by NPD
or RAB revenue financing. The longer-term programme pipeline is less definitive on the
planned source of finance, but there is a heavy emphasis on capital grants for future

projects. 7

The UK Treasury has allocated £4.0 billion in capital funds to the Scottish budget in
2019-20. This represent a real terms increase of 10.4% compared with 2018-19 and will
be supplemented with capital borrowing of £450 million. There is also scope to fund certain
types of projects using FT financing, as discussed in the Financial Transactions section.

As such, there is an upper limit on the projects that can be financed through direct capital
grants. There are also constraints on revenue financing, which are discussed in the five
per cent cap on repayments section.

The end of revenue financing?

Revenue financing was developed as a way to increase infrastructure investment without
increasing the type of borrowing that scored as public sector debt. PFl and NPD projects
were classified as private sector projects and Network Rail was classed as a private sector
body. This allowed governments to use revenue financing to increase investment without
any upfront impact on their budget.
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However, as a result of changes to European accounting rules, most revenue financed
projects can no longer be treated as private sector projects. Their capital value now needs
to be accounted for upfront out of the main capital budget. This means that the value of the
investment needs to be included in the Scottish Government's capital budget in the year
that it takes place (rather than being accounted for from future revenue budgets).

These changes have meant that the Aberdeen Western Peripheral Route (AWPR), the
Dumfries & Galloway Royal Infirmary, the Royal Hospital for Sick Children/Department for
Clinical Neurosciences and the Balfour Hospital in Orkney are now deemed to be public
sector projects and their capital value has to be recorded against the capital budget,
thereby limiting the capital funds available for other projects. The Scottish Government
agreed with HM Treasury that it would use its borrowing powers to comply with the
budgeting implications of the change. As a result, £283 million counted against the
borrowing limit in 2015-16 and £333 million in 2016-17.

Revenue financing is still taking place as part of the hub programme for schools, health
facilities and other community facilities This has been achieved by amending the delivery
structure of these projects to include a charitable element. However, the type of projects
that can be funded via hub companies is restricted. So, while revenue financing can
continue to a certain extent, it cannot be used for all types of project. For example, major
transport projects cannot be funded via the hub initiative.

This suggests less reliance on revenue financing for infrastructure investment in the future,
although the Scottish Government has indicated that the potential for new profit-sharing
finance schemes will be explored and has made reference to the Welsh Government’s
mutual investment model (MIM) as a possible option.

The MIM is essentially a modified version of NPD, adjusted to ensure that projects funded

through this route can be classified as private sector projects and so have no upfront

impact on the capital budget. The main differences are: 30

* Public interest directors — NPD projects have a Public Interest Director (PID)
nominated by the Scottish Futures Trust. Depending on the project, either the PID or
the procuring authority has powers of veto as a result of holding a golden share in the
project company. In MIM, the PID does not have power of veto over operational
decisions.

» Profit sharing — under NPD, there is no dividend-bearing equity and any surplus profits
(above a fixed threshold) are returned to the public sector. Under MIM, dividends can
be paid and the public sector can hold up to a 20% share in the equity (and therefore
benefit from any dividend payments that are made)

Elsewhere in the UK, the Chancellor of the Exchequer announced at the November 2018
Budget that PF2 (the latest variant of PFI) would no longer be used to finance
infrastructure projects in England. PF2 was described as "inflexible and overly complex"
and the Office for Budget Responsibility (OBR) has previously described PF2 as a source

of significant fiscal risk to the UK government. 31
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Five per cent cap on repayment commitments

The Scottish Government is committed to spending no more than 5% of its total
Departmental Expenditure Limit (DEL) budget on repayments arising from revenue
financing and borrowing. This is a self-imposed fiscal rule. The 2019-20 budget announced
that this rule would be tightened so that repayments cannot exceed 5% of the resource

budget (excluding social security) from 2019-20. 1

The Scottish Government's five year financial strategy estimated future repayments in light
of this fiscal rule. PFl and RAB charges make up the bulk of repayments. 20

Table 4: breakdown of future revenue payments as a percentage of the annual total
budget (%)

2018-19 2019-20 2020-21 2021-22 2022-23
PPP/ PFI 1.94% 1.93% 1.85% 1.81% 1.72%
NPD/Hub 0.63% 0.67% 0.80% 0.81% 0.80%
Network Rail Borrowing — RAB 1.06% 1.30% 1.30% 1.28% 1.25%
Capital Borrowing 0.11% 0.21% 0.28% 0.27% 0.27%
Total 3.74% 4.11% 4.23% 4.17% 4.04%

Scottish Government, 201820 Data includes committed projects plus planned projects and planned borrowing

However, as discussed in the Network Rail borrowing section, as of 1 April 2019 Network
Rail debt will be held by the UK Government's Department for Transport and covered by
Treasury. Scottish Government RAB repayments will no longer be required. In addition,
these figures do not reflect the changed baseline for the calculations. According to the
2019-20 Budget, under the new definitions and based on current commitments and plans,
repayments will fall to just over 3% of the budget in 2019-20 and remain at or around that

level until 2024-25. 1!
The repayment profile for all PFl, NPD and hub financed projects is shown in Figure X.

These repayments amount to £1.4 billion in 2018-19 and outstanding repayments total
£28.3 billion over the period to 2047-48, when current commitments will end.
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Figure 10: PFl and NPD project repayment profile
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Source: HM Treasury and Scottish Government

Infrastructure "Mission"

As noted in the future choices section, the 2018-19 Programme for Government included
significant commitments on future infrastructure investment, with a commitment to steadily
increase annual infrastructure investment so it is £1.5 billion per year higher at the end of
the next Parliament [2025-26] than in 2019-20.

However, no information was given on how this additional infrastructure investment will be
funded, with the First Minister stating:

“ The Cabinet Secretary for Transport, Infrastructure and Connectivity will set out in
the coming months the detail of how we will deliver on that pledge and the priorities
for investment.”

Scottish Parliament, 201810

The 2019-20 budget reiterated the commitment, setting out the ambition to increase
infrastructure investment to £6,750.8 million by 2025-26. No details are provided on how
the investment will be financed, other than saying that it will be a mix of capital grant,
financial transactions, borrowing and innovative finance instruments. The Budget
document also makes reference to asking the Scottish Futures Trust to examine the use of
profit sharing revenue finance schemes, such as the Welsh Government’s Mutual
Investment Model (which is a modified version of the Scottish Government’s non-profit
distributing (NPD) model, adjusted so that projects can continue to be classified as private

sector assets). 1

On the basis of the central projections set out in the Scottish Government's Five Year
Financial Strategy, the capital budget, financial transactions and borrowing will together
provide for £5.2bn of capital investment in 2022-23, which is around £0.3 billion higher

than in 2019-20 (assuming full use of borrowing powers). 20 1n order to reach the
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aspiration of increasing infrastructure investment to a level £1.5 billion higher than in
2019-20 by 2025-26 will therefore require additional investment of over £1 billion per year
over and above the existing plans set out in the Five Year Financial Strategy.

Any further borrowing or revenue investment will result in repayment costs and/or unitary
charges in future years. These additional costs will need to be taken into account in the
Scottish Government’s commitment to keep these costs within 5% of the total budget. On
current projections, long-term investment costs are anticipated to peak at 4.2% of the DEL
budget in 2020-21, even before adjusting for the RAB projects that no longer need to be
financed by the Scottish Government.

This leaves some headroom to accommodate additional repayment costs, equivalent to
0.8% of the budget. On the basis of current projections, this would mean that additional
repayment/unitary charge costs of around £270m per year could be accommodated
without breaching the commitment.

To put this in context, unitary charge payments on the Scottish Government’s current NPD
projects are expected to total £270m in 2019-20 and this relates to projects with a
combined capital value of £2.7bn. So, on the basis of the information available, there
would appear to be scope for the Scottish Government to meet its infrastructure
investment commitments through greater use of revenue-financed investment, making use
of a modified version of NPD.

Plans for a Scottish National Investment Bank

The 2017 Programme for Government included a commitment to establish a Scottish
National Investment Bank (SNIB). An implementation plan was published in February 2018

and its recommendations accepted by the Scottish Government in March 2018. 32

The SNIB will provide debt and equity finance to the private sector, rather than directly
fund public infrastructure investment. Accepting the implementation plan, the then Cabinet
Secretary for Economy, Jobs and Fair Work, Keith Brown said:

“ The new bank should be a public body, and it should operate independently within a
strategic framework that has been set by the Government. It should be mission driven,
it should focus on investment that is not currently provided by the market, and in a
way that seeks to shape and to create markets, and it should address Scotland's
economic priorities in an inclusive and ethical way.”

“ The institution will operate on a commercial basis. It will offer debt and equity that
should be repaid over 10 to 15 years. It will be independent from ministers, with the
board deciding where to invest and on what terms... Ministers will set the bank's
priorities, although the types of investment will be determined by the board. That
should include strategic patient capital over all stages of firms and businesses’
investment life cycles, so that they are able to accelerate innovation and make a
stronger contribution to the economy. It should include substantial financing for major
projects that support regeneration and communities, and it should include investment
in new ideas to help us to meet key economic, environmental and social challenges.”
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“ A bill to establish and capitalise the bank will be introduced in 2019. We aim to have
the bank operating in shadow form in 2019, pending the passage of the bill.”

Official Report, 201833

The Implementation Plan recommends that the structure of the institution will more closely
represent an asset management organisation, rather than a bank. 32

“Much of the Bank’s investment and lending activities with companies, will be through
others. This requires fund management capability or the development of its own asset
management structures. In order to reach growing firms, the Bank’s partnership
working with the enterprise agencies in particular and other market participants will be
essential.”

“ A clear understanding of the remit of the Bank will be critical to its success, as will a
focus on specific areas where it will operate. Several activities are excluded due to an
inappropriate fit with the Bank’s remit and/or for operational reasons. These include:”

“ - The Bank will not offer traditional banking services such as taking deposits or
offering mortgages, and as such it will not require a network of branches”

“ - It will not undertake funding activities, such as the awarding of capital and revenue
grants which will remain with the Scottish Government and its agencies.”

“ As the Bank will not be a deposit taking institution it will not require a banking
licence.”

Scottish Government, 201832

The Scottish Government has committed to providing £2 billion over 10 years to capitalise
the SNIB. The 2018-19 budget committed to "guaranteeing an initial capitalisation of £340
million between 2019-21 for the Scottish National Investment Bank" through the planned
allocation of financial transactions. The 2019-20 budget allocated £120 million for the
SNIB. Additionally the Building Scotland Fund, described a precursor to the SNIB, has £50
million allocated to it in 2019-20.

A consultation on the Bank’s objectives, purpose and governance, as well as its

relationship with Ministers and stakeholders was held and closed on 31 October 2018. 34
Legislation is expected in 2019.
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Balancing priorities and decision-making

Balancing competing priorities

Not all infrastructure investment will yield the same economic benefits either in the short-

term or the long-term. Both the OECD 35 and European Commission 36 have published
reports highlighting the differential impact of investment across different sectors. The
OECD research found particularly strong effects for health investment, while the EC
research emphasised the impact of electricity and transport investment on GDP.

Furthermore, certain types of investment might support different Scottish Government
priorities — for example, an investment in road infrastructure might have positive
employment impacts, but would score less well in relation to the Scottish Government's
stated priority of fostering a lower carbon economy. Likewise, an investment that
maximises economic growth will not necessarily deliver inclusive economic growth.

The Scottish Government's various priorities — which can be competing — must all be
balanced when deciding on how best to spend limited capital budgets. There is also a
balance to be struck between investment in large-scale national infrastructure projects and
smaller scale local interventions that can be important in tackling inequalities. In addition,
the need to spend money on maintaining existing assets needs to be considered alongside
the demands for new assets within the context of constrained budgets. As noted by ICE:

“ Asset maintenance is a fundamental part of a resilient and productive Scottish
infrastructure system.”

Institution of Civil Engineers, 2018

Informed decision-making

Decisions on how to allocated a limited budget for infrastructure investment are not easy.
As highlighted by the Institute for Government:

“ Making informed decisions about infrastructure investment is difficult. It requires
robust analysis of the long-term effects of alternative infrastructure systems across a
wide range of uncertain future scenarios. It involves understanding the drivers of
demand for infrastructure services in the future, and how different infrastructure
configurations might be able to meet that demand.”

Institute for Government, 201437

They also highlighted that the evidence base to inform decision-making is weak and that
“conflicting interests, opinions and values make the politics of infrastructure investment
especially difficult.”

The Institute of Economic Affairs noted concerns about the UK Government’s decision-
making process in relation to infrastructure projects, commenting that:
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“ Good infrastructure can enhance the productive potential of the economy, but the
political decision-making process often leads to bad decisions on spending, whether
that is for electoral reasons or inefficiencies driven by a lack of market discipline. For
example, the 2010 Comprehensive Spending Review cancelled many strategic road
schemes with benefit-cost ratios above 3, but pressed ahead with the planned HS2
with a benefit-cost ratio slightly above 1.”

Specifically in relation to the Scottish Government's Infrastructure Investment Plan (IIP),
CoST - the Infrastructure Transparency Initiative has said:

“The IIP does not attempt to quantify an infrastructure gap and what would be needed
in terms of investments to close it. Nor does it strategically assess the complex inter-
relationship between needs, affordability, political priorities and implementation
capacity.”

CoST - the Infrastructure Transparency Initiative, 201838
Audit Scotland has also pushed for a more strategic approach for the IIP, saying:

“ The Scottish Government could extend the IIP to become an overarching investment
strategy that would help: ”

+ set out the long-term investment needs and constraints for capital investment in
Scotland”

» provide key information to help Scottish ministers decide on priorities within the
capital programme”

* identify, coordinate and inform investment plans across the main capital spending
areas”

» provide clear links between projects, programmes and strategic objectives”

» provide a strategic assessment of the revenue financing options available to it, in
the light of the coming reductions in the capital budget”

+ provide high-level analysis of the overall condition of the public sector estate.
Without such information, it will be difficult to establish the correct balance
between building new infrastructure and maintaining current assets”

+ strengthen debate within the public sector on the direction of the capital
programme.”

Audit Scotland, 201139
In their 2015 review of Scotland’s infrastructure, ICE acknowledged that:

“ ...improvements have been made in some sectors since our last report in 2011,
and...strategic infrastructure planning and investment are beginning to deliver tangible
results.”

However, in their assessment of current infrastructure, no sector was considered to have
infrastructure provision that was “fit for the future”. The best performing sectors were
strategic transport and water, which were assessed as “adequate for now”. ICE also
commented that:
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“ ...the question of who will design and deliver Scotland’s future infrastructure is vital.
Scotland will require a skilled and sufficiently plentiful workforce to continue to deliver
high quality and reliable infrastructure into the future. Upskilling our existing workforce,
attracting a new generation to the engineering profession and diversifying the
workforce will all contribute to creating a dynamic, flexible workforce.”

Economic impact

Short-term impacts

Infrastructure investment will have both short-term and longer-term impacts on the
economy. The short-term impacts are relatively easy to measure and result from the
construction phase of the project, generating jobs both directly through the construction
activity and indirectly through purchasing and supply chains. The Major Capital Projects
updates provide some information on anticipated local economic benefits for each project.

The Scottish Government estimates that each additional £100m of public sector capital
spending in 2017-18 supports approximately 800 full time equivalent jobs in Scotland,
around half of which are in construction. This is one reason why capital projects are often
seen as a means to generate economic activity in times of weak economic growth. For
example, the Scottish Government introduced a capital acceleration programme in
2008-09 following the global financial crisis and again following the Brexit vote.

The 2015 IIP acknowledges the positive role to be played by infrastructure investment,
stating that:

“ ...itis well known that well planned investment in new or existing infrastructure can
play a central role in improving competitiveness and driving inclusive economic
growth. Over the period of the global recession, the Scottish Government has sought
to deliver additionality in its infrastructure investment programme, maintaining overall
levels of investment and supporting thousands of jobs. In doing so, the Scottish
Government has sought to maximise impact and value for money for tax payers and
society as a whole.”

Scottish Government, 20154

Long-term impacts

In addition to the short-term impact of infrastructure investment, there are potential long-
term economic gains that can result from effective infrastructure investment. These longer-
term effects result from an increase to the productive potential of the economy. The World
Economic Forum reported that:

34


https://www.gov.scot/binaries/content/documents/govscot/publications/corporate-report/2018/11/infrastructure-investment-plan-2015-major-capital-projects-update-september-2018/documents/major-capital-projects-progress-update---september-2018/major-capital-projects-progress-update---september-2018/govscot%3Adocument
https://www.gov.scot/binaries/content/documents/govscot/publications/corporate-report/2018/11/infrastructure-investment-plan-2015-major-capital-projects-update-september-2018/documents/major-capital-projects-progress-update---september-2018/major-capital-projects-progress-update---september-2018/govscot%3Adocument
https://www.weforum.org/agenda/2014/10/imf-public-infrastructure-return-investment/
https://www.weforum.org/agenda/2014/10/imf-public-infrastructure-return-investment/

Scottish Government infrastructure investment, SB 19-02

“ ...public infrastructure investment can have powerful effects on the macroeconomy.
It raises output in the short term by boosting demand and in the long term by raising
the economy’s productive capacity. In a sample of advanced economies, a 1
percentage point of GDP increase in investment spending raises the level of output by
about 0.4 percent in the same year and by 1.5 percent four years after the increase. In
addition, the boost to GDP a country gets from increasing public infrastructure
investment tends to offset the rise in debt, so that the public-debt-to-GDP ratio does
not rise. In other words, public infrastructure investment could pay for itself, if done
correctly.”

Other studies have found similar positive long-term impacts from increased infrastructure

investment. A recent report by the Scottish Government on the economic rationale for

infrastructure investment provides a summary of a range of empirical studies. 40

While acknowledging the positive role to be played by infrastructure investment, there are
also widespread views that governments in general are under-investing. The LSE’s
Growth Commission report, referring to the UK as a whole, commented that:

“ ...the provision of infrastructure now constitutes a persistent and major policy failure,
one that generations of governments from all parties have failed to address.”

“ ...In spite of the evidence that low investment in skills, infrastructure and innovation
imposes major constraints on growth, poor policies persist along with institutions that
fail to provide long-term frameworks for investment and action. The result is that
although there were improvements before the crisis, UK productivity levels still lag
behind other major countries. In 2011, UK GDP per hour was 27 per cent below the
level in the US, 25 per cent behind France and 22 per cent behind Germany.”

LSE Growth Commission, 20132

The Fraser of Allander Institute ! and Scottish Government *° note that levels of capital
investment in both Scotland and GB as a whole are low by international standards.

Figure 11: Government investment as a percentage of GDP in 2015, OECD countries
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Fraser of Allander Institute, 20184
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However, the Fraser of Allander Institute also note the commitment made as part of the
Programme for Government and the effect this, if achieved, would have on international
comparisons:

“The 2018 Programme for Government set out an aim to raise Scotland’s
infrastructure spending to ‘internationally competitive levels’. This aspiration is not
explicitly defined. ”

“ Indicatively, for net investment to reach the OECD average of 3.1% of GDP would
require around an increase of around £800m in today’s prices. The Programme for
Government sets out an ambition that investment in infrastructure should be £1.5bn
higher in 2025/26 than in 2019/20.”

Fraser of Allander Institute, 201841

The Scottish Government also notes in its research that the gains to be had from
increased infrastructure investment are greater where the existing stock and quality of

infrastructure is lower. 4° Using economic modelling, the Scottish Government estimates
that, if delivered, the increase in infrastructure investment promised as part of the
'infrastructure mission' would result in the Scottish economy being between 0.5% and 1%
larger than it would otherwise have been by 2025-26, assuming that levels of investment
are sustained at the new increased level. Over 15 years, this is equivalent to increasing
the economy by between £10 billion and £25 billion (at 2017 prices), according to the
Scottish Government.

Social impact

In addition to the economic impact of infrastructure investment, the Scottish Government's
2015 Infrastructure Investment Plan makes reference to the wider ambitions of such
spending:

“ Our investment in infrastructure aims to address inequalities in society and also to
promote equality in terms of protected characteristics, including gender, ethnicity,
disability and age. While some progress has been made against a range of indicators,
we still need to do more to address the structural causes of inequality.”

“ Infrastructure investment in general improves access to labour markets, supports
increased participation and reduces inequality by making employment opportunities
more accessible. It is also important in terms of which communities benefit from
investment and how that benefit is distributed. This plan supports the aim of tackling
inequality through an overall approach that balances economic and social investment
and reflects our strategic aim to create a fairer Scotland.”

Scottish Government, 20154

As such, a focus on economic impact in isolation will not necessarily reflect government
priorities. The ‘What Works Centre for Local Economic Growth’ considered more than
2,300 transport policy evaluations and evidence reviews from the UK and other OECD
countries and concluded that the evidence on economic impact was mixed. However, they
concluded that this in itself was not necessarily a reason for not undertaking the
investment, saying:
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“ Overall, the impact of transport investment on employment is mixed (for road) or
unknown (for rail, bus, tram, and cycling). However, there are good reasons to invest
in transport infrastructure beyond the impact on local growth.”

Recent research from the Scottish Government also highlighted the potential social
impacts of infrastructure investment, through reducing regional disparities:

“ Infrastructure has a geographic dimension through agglomeration, improving
regional connectivity and improving accessibility (for example through providing new
economic opportunities to remote and deprived communities). For example,
expanding rural broadband offers new opportunities for remote businesses. Likewise,
improvements to the public transport network (e.g. Borders Railway) allow residents in
more remote locations to commute to economic hubs such as Edinburgh or Glasgow.

These links also make rural communities more attractive places for skilled workers to

live, who in turn can support the local economies. 40 »

Climate impact

Infrastructure is important in tackling climate change because the types of transport,
housing or energy invested in today will last for many years, and thereby lock-in a pattern
of future greenhouse gas emissions.

“infrastructure that countries and cities construct today will lock in economic and
climate benefits — or costs — for decades to come”

Coalition for Urban Transitions, PwC, LSE, 201742

Despite its importance, our understanding of the impact of current infrastructure plans on
future greenhouse gas emissions is poor.

For the last two budgets, the Scottish Government has published high-level analysis on
the balance of annual infrastructure spend that can be classed having a broadly positive,
negative or neutral effect on future emissions. This analysis does not assess the scale of
the impact, it only categorises it - for example, spending on a rail project is classed as low
carbon (i.e. it is expected to reduce greenhouse gas emissions in the long-term), while
spending on a motorway project is classed as high carbon (i.e. it is expected to increase
greenhouse gas emissions in the long-term).
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Figure 12: Scottish Government infrastructure spend categorised by climate impact
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Scottish Government

The Government's analysis indicates that the proportion of infrastructure spend classed as
low carbon in the 2019-20 Budget is 32% while the proportion of infrastructure spend
classed as high carbon is 10%. This is a small increase in low carbon and small reduction
in high carbon proportions compared with the previous year.

SPICe have mirrored the Scottish Government's methodology but applied it the most
recent infrastructure pipeline updates. This provides a longer-term view of the Scottish
Government's past, present and future infrastructure projects for several years into the
future. The limitations of this analysis are that only large-scale government-led projects
(£20m+) are captured and the actual projects financed in each year in the future will
depend on decisions made in the annual budget process.

Figure 13: Scottish Government's past, present and future infrastructure spend and
plans; categorised by climate impact
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Source: Project Pipeline Update, Scottish Government, 2018%; Programme Pipeline Update, Scottish Government,

20187 ; SPICe analysis. Projects lacking reasonable costs estimates excluded. Methodology adapted from the Low-
Carbon Infrastructure Task Force.
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This SPICe analysis suggests the Scottish Government's investment in projects expected
to increase emissions will increase, while investment in projects expected to decrease
emissions will decrease.

» The proportion of project value currently in construction classified as low carbon is
44% (6 projects). The proportion of low carbon project value in the pipeline falls to 7%
(6 projects).

» The proportion of project value currently in construction classified as high carbon is
25% (3 projects). The proportion of high carbon project value in the pipeline rises to
39% (5 projects).

This SPICe analysis is based on the infrastructure pipeline as updated by the Scottish
Government in September 2018. The Government have indicated they intend to publish a
new Infrastructure Investment Plan in light of advice from its newly proposed Infrastructure
Commission.

Value for money

Measuring the value for money achieved through infrastructure investment is complex.
This is partly because, as outlined above, a government might be pursuing a range of
different objectives through its capital spending programmes. In this respect, the lowest
cost option might not deliver best value for money if it does not meet certain quality
standards. Furthermore, the government might be pursuing social or environmental aims
which might have higher cost implications.
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Figure 14: Scottish Government model of procurement: Value for Money triangle

According to the Scottish Model of Procurement, value for money "is not just about cost
and quality, but about the best balance of cost, quality and sustainability" - as captured in
the 'Value for Money' triangle.

Maximising
efficiency and
collaboration

Scottish Government, n.d.*3

At the project development stage, value for money considerations should be built in to the
project assessment process. The Scottish Futures Trust (SFT) produces guidance on

achieving value for money and has a role in promoting value for money. 44 The SFT's aim
is described as:

“to improve the efficiency and effectiveness of infrastructure investment and use in
Scotland by working collaboratively with public bodies and industry, leading to better
value for money and ultimately improved public services.”

Scottish Futures Trust, n.d.*®

Audit Scotland also has a remit for ensuring that value for money is achieved in public
spending across Scotland. In pursuit of this objective, Audit Scotland reviews major
programmes of public spending and major projects. For example, Audit Scotland is
currently undertaking a review of the value for money of NDP projects and is also

reviewing City Deals. Both reports are due for publication in 2019. 46 In the past, Audit
Scotland has reviewed the value for money of major infrastructure projects, including the

Forth Replacement Crossing. 4t
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Governance for infrastructure

Audit Scotland identifies three “levels” of governance required for the management of

capital investment spending:

1. whole programme level (i.e. the capital investment programme)

2. portfolio level (e.g. control of investments within the NHS or Transport Scotland)

3. individual project level

Figure 15: good practice for managing capital investment spending

Exhibit 20

Good practice for managing capital investment spending
Effective control of major capital investment requires spending organisations to set clear direction and manage delivery at

a range of levels.
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Note: The Office of Government Commerce guidance Managing Successful Programmes describes a set of principles and processes for use when managing
a programme. lts Portfolio, Programme & Project Management Maturity Model may be used to gauge an organisation’s approach to the management of its

portfolio, programmes and projects.
Source: Audit Scotland from Office of Government Commerce

Audit Scotland, 201139

The roles that key government and public sector actors play in infrastructure governance

are mapped in Table 5.
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Table 5: government and public body actors

Organisation Description of role

Scottish Within the current Scottish Government Cabinet, responsibility for:
Government -
Ministerial  strategic decision-making on public finances sits with the Cabinet Secretary for Finance,

Economy and Fair Work

+ infrastructure investment policy sits with the Cabinet Secretary for Transport, Infrastructure
and Connectivity

+ projects such as transport, health, justice and others sit with the minister with the relevant

portfolio.
Scottish The Infrastructure Investment Board (l1B) is made up of senior civil servants. The IIB remit is to
Government - provide governance for the investment programme.
Infrastructure
Investment Board  |ts membership and May 2018 terms of reference are available on the Scottish Government's
website.
Scottish Directorates and public bodies who play a key role in public infrastructure investment include:
Government -
Directorates and * Procurement and Commercial Directorate
Public Bodies

* Budget and Sustainability Directorate
» Economic Development Directorate
» Transport Scotland
* Health Boards
+ Local Government and Communities Directorate
» Housing and Social Justice Directorate
Responsibility for individual capital projects sits with accountable officers within the relevant

portfolio or authority (e.g. the NHS or Local Authority chief executive)

Local Government Local Government's role in borrowing and investing in major capital projects is described in the
Local Government grants and borrowing section. Councils accounted for over half of total public
sector capital spending in the three years between April 2012 and March 2015.

Scottish Futures Scottish Futures Trust (SFT) is an infrastructure delivery company owned by the Scottish
Trust Government. Working with Local Authorities and NHS Boards, SFT operate the hub procurement
model described in the Hub programme section.

Audit Scotland Audit Scotland support the Auditor General for Scotland and the Accounts Commission to audit
all public bodies in Scotland. The audits aim to ensure that public money is spent properly,
efficiently and effectively.

All relevant Audit Scotland report and future work plans are published on its investment and
infrastructure e-hub.

Public Audit and The Scottish Parliament's Public Audit and Post-legislative Scrutiny Committee (PAPLS) receive

Post-legislative reports from Audit Scotland and scrutinise public spending.

Scrutiny

Committee PAPLS and Audit Scotland regularly scrutinise the Scottish Government's infrastructure pipeline
updates.
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European Investment Bank

The European Investment Bank (EIB) is an investment bank that is jointly owned by EU
Member States. The Bank borrows money on capital markets and lends it on favourable
terms to projects that support EU objectives. It is the world's largest multilateral lending

institution and plays a role in large-scale infrastructure projects across the UK.

The EIB publishes data on every loan, but not at a Scotland level. SPICe have used the
EIB database to identify loans worth €2.0 billion made since the start of 2016 for projects
evidently within Scotland, but this may not be a complete list.

Lending to projects in Scotland signed since 2016 includes:

» €682 million to Beatrice Offshore for the construction of Scotland's largest offshore
windfarm

» €611 million to SSE Caithness-Moray for a major reinforcement of the electricity
transmission network required for renewable energy schemes.

+ €210 million to Wheatley Group for the retrofit of existing social housing to meet
energy efficiency standards, the construction of new low-carbon social housing and
the provision of housing and integration for refugees.

In its evidence to a committee inquiry in Westminster, the Scottish Government said:

“ EIB has been an important and strategic partner for privately-financed infrastructure
projects in Scotland which make a significant contribution to growth, employment,
economic and social cohesion. EIB debt finance of £665 million, over one third of total
senior debt, has supported City of Glasgow College; M8, M73 and M74 Motorway
improvements; Aberdeen Western Peripheral Route; NHS Dumfries and Galloway
Acute Services Redevelopment; and the Royal Hospital for Sick Children in NHS
Lothian.”

Scottish Government, 201848

According to the Institute for Government, Scotland has received more EIB finance per
capita than any other region in the UK outside of London over the years 2001-2016. 49

What will happen after Brexit?

The draft Withdrawal Agreement's terms state that the UK will not be a member of the EIB
after March 2019, and that the UK's paid-in capital will be reimbursed in tranches. This
means that the UK will leave the EIB, and UK-based projects will be unable to access EIB
finance after March 2019, unless a specific agreement to maintain a relationship is
negotiated.

The Political Declaration describing the framework for a future relationship between the UK
and the EU, states:

“the Parties note the United Kingdom's intention to explore options for a future
relationship with the European Investment Bank (EIB) Group.”

UK Government, 2018%0
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The Political Declaration adds no further detail and is silent on the EU's position.
On a future relationship with the EIB, the Scottish Government states:

“ Alongside considering longer-term access to EIB capital and expertise, and retaining
Scotland's EIF shareholding, Scottish Ministers call on the UK to allocate a proportion
of repatriated capital to those devolved development institutions seeking to deliver
those same infrastructure support and inclusive economic growth objectives as EIB.
That way the original purpose of the EIB capitalisation funded by tax-payers might be
protected and enhanced on a more evergreen basis, across the UK.”

Scottish Government, 201848

The UK Government's independent advisors, the National Infrastructure Commission
recommends that:

“If access [to the EIB] is lost, a new, operationally independent, UK infrastructure
finance institution should be established by 2021.”

National Infrastructure Commission, 201851
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Annex: Major areas of infrastructure
investment

Transport

How much has been invested?

Since 2007, the Scottish Government has invested a total of £7.1 billion in transport
projects. The largest of these are:

» Forth Replacement Crossing (£1.4 billion)

Edinburgh Glasgow Rail Improvement Programme (£858 million)

Aberdeen Western Peripheral Route (£745 million)

M74 completion (£692 million)

Edinburgh Trams project (£500 million).

What is in the pipeline?

Both the Edinburgh Glasgow Rail Improvement Programme and Aberdeen Western
Peripheral Route (£745 million) remain in the Scottish Government's project pipeline as
work is ongoing on these projects. In addition, the pipeline includes nine further transport
projects, including:

» Aberdeen to Inverness Rail Improvement Project (£330 million)
« Stirling Dunblane Alloa Rail Electrification (£125 million)

» Shotts Electrification (£120 million).

How are decisions made?

The Scottish Government sets out its long term vision for the development of Scotland's

strategic transport networks in the National Transport Strategy 52 (NTS), which was first
published in 2006 and refreshed in 2016. The policies set out in the NTS influenced the

Strategic Transport Projects Review 53 (STPR). The STPR involved an assessment of
hundreds of possible transport infrastructure projects and policy initiatives, grouped into 20
route corridors, against the policies set out in the NTS and the Scottish Government's
Economic Strategy using the Scottish Transport Appraisal Guidance (STAG) process.

The final report of the STPR listed 29 strategic transport infrastructure projects and policy
initiatives for delivery over the period to 2032, of which four were identified as priorities:

* Queensferry Crossing
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» Edinburgh Glasgow Improvement Programme
« Highland Main line improvements
* Aberdeen to Inverness line improvements.

Other schemes were to be taken forward in line with resources available. The NTS is
currently under review which, once completed, will feed into a second STPR.

Health

The Scottish Government sets out a capital budget as part of the wider NHS allocation in
its budget each year. In 2018-19, this was £351.2 million. This is then allocated to
individual NHS boards, reflecting the capital projects that each board has either planned or
underway.

How much has been invested?

Since 2007, the Scottish Government has invested a total of £3.3 billion in 68 health
projects. In addition to many smaller projects, these include:

* Queen Elizabeth University Hospital and Royal Hospital for Children, Glasgow (£842
million)

* Royal Hospital, Larbert (£293 million)
* NHS Dumfries and Galloway - Acute Services Redevelopment Project (£276 million)

* NHS Lothian - Royal Hospital for Sick Children / Department of Clinical
Neurosciences (£230 million).

What is in the pipeline?

The Scottish Government's project pipeline includes 16 health projects with a combined
value of £513 million. These include:

» Redevelopment of Royal Edinburgh Hospital Campus Phase 2 and 3 (£133 million)
* NHS Orkney New Hospital and Healthcare Facilities (£77 million)

» East Lothian Community Hospital (£70 million).

How are decisions made?

Individual health boards must submit business cases for any proposed capital spending
above their "delegated limit". These delegated limits differ depending on the size of the

health board, but are in the range of £1 million - £5 million. The Scottish Government’s

Capital Investment Group reviews all submitted business cases and takes strategic
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oversight of capital investment in the sector. It meets every 6 weeks to review the business
cases which are submitted for approval by the NHS bodies. Extensive guidance is
available to NHS bodies on the preparation of business cases for health projects.

Schools

School buildings are the responsibility of local authorities, but since the late 1990s there
have been Scottish Office/Executive/Government schemes to provide finance for specific
projects and address the condition of the school estate. Due to pressures on capital
budgets and the desire to progress these projects promptly, the Scottish Government led
programmes have focused on revenue financing methods.

How much has been invested?

There have been three major school investment schemes since 1998: PPP1, PPP2 and
Scotland's Schools for the Future (SSF):

» PPP1 rebuilt and refurbished 74 schools with a total capital value of £535 million. The
programme ran from 1998 and was entirely revenue financed.

» PPP2 rebuilt and refurbished 213 schools with a total capital value of £2.8 billion. The
programme ran from 2001 and was entirely revenue financed.

» Scotland's Schools for the Future will, on completion, have rebuilt or refurbished 117
schools with a total capital value of £1.8 billion. The programme was launched in 2009
and is due to complete in 2020. It is using both direct capital and revenue financing.
Of the £1.8 billion total value, £1.1 billion is being provided by the Scottish
Government, with the remaining £0.7 billion funded by individual local authorities.

In addition to the Scottish Government led programmes, local authorities also progress
their own plans for their school estate. In some areas there have been large scale

programmes such as South Lanarkshire’s modernisation of their primary school estate
which began in 2004, involving investment of £812 million across 129 primary schools.

Since 1999, over 600 schools have been substantially refurbished or re-built under local
authority plans outwith the Scottish Government led programmes of PFI and Scotland’s
Schools for the Future.

What is in the pipeline?

The Scottish Government has announced funding of £1 billion rebuilding and refurbishing
schools that will start from 2021 when the current Scotland's Schools for the Future
programme ends. According to the Scottish Government:

“New investment models to support the scheme will be developed in partnership with
COSLA and councils, with decisions on which schools will benefit focused on those in
the poorest condition. It is expected that partnership design and development work

will begin next year [2019]. 54 »
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In addition to any investment as part of this Scottish Government-led programme,
individual local authorities will undertake investment in their own school estates. In
2017-18, local authorities planned a total of £705 million in capital expenditure in the

education sector. 22

How are decisions made?

Individual local authorities will make decisions on the allocation of their own capital
budgets and determine how much will be allocated to education and which schools will
benefit.

In respect of the Scottish Government led schemes, the Scottish Futures Trust has
oversight of the programme. The programme has been focused on those schools in the
poorest physical condition, but has also taken account of the distribution of needs
throughout Scotland and the plans and priorities of individual authorities and their
readiness to proceed.

No announcement has yet been made in respect of the funding planned for 2021 onwards.

Housing

The Scottish Government funds housing through the 'More Homes Scotland' budget. The
majority of this budget (92% in 2019-20) supports the development of affordable housing
through the Affordable Housing Supply Programme (AHSP).

Most of the AHSP is delivered through grant funding to social landlords, either Registered
Social Landlords (RSLs) or councils. However, loans and guarantees are also used to
support the development of affordable housing, with the AHSP composed of a mix of grant
funding and ‘Financial Transactions’ funding. In 2018-19, around 81% (£615m) of the
ASHP is grant funding, while 19% (£141m) is Financial Transaction funding.

How much has been invested?

Figure 16 shows the spend on the AHSP (and previous equivalent programmes) since
1999-00, in real terms (2018-19 prices), as well as the budgets for 2018-19 and 2019-20.
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Figure 16: Affordable Housing Supply Programme expenditure, 2018-19 prices
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Source: Scottish Government. Note: figures for 2018-19 and 2019-20 are budgets; figures for all other years are actual
expenditure

AHSP spending rose to almost £800 million in 2009-10 and then fell steeply over the next
two years. This was partly related to a re-profiling of planned expenditure in response to
the economic downturn. A total of £120m of planned spending was brought forward from
2010-11 into 2008-09 (£40m) and 2009-10 (£80m) as part of the Economic Recovery
Programme.

Since 2014-15, the AHSP budget has been increasing. For 2019-20, the AHSP budget is
£826 million, an increase of 7.3% in real terms from the previous year. Planned
expenditure now exceeds the previous peak in 2009-10.

What is in the pipeline?

The Scottish Government aims to spend over £3 billion to deliver at least 50,000
affordable homes from 1 April 2016 to 31 March 2021.

Achieving the 50,000 target requires an average of 10,000 completions each year, well
above the numbers completed in the last few years. In the period April 2016-September

2018, a total of 17,377 houses have been completed. °° This leaves 32,663 to be
completed by March 2021 if the target is to be met.

How are decisions made?

The AHSP is managed by the Scottish Government through a network of area offices,
supported by a central investment co-ordination unit. The Scottish Government manages
both national programmes and local programmes with the majority of the budget allocation
going to local authority areas to develop local programmes.
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Local authorities use their 3 year Resource Planning Assumption (RPA) from the Scottish
Government to prepare Strategic Housing Investment plans (SHIPs) for their areas. These
plans are the key documents for identifying strategic housing projects to to assist the
achievement of the 50,000 homes target.

Local authorities are required, by section 89 of the Housing (Scotland) Act 2001, to
prepare a local housing strategy for their area supported by housing need and demand
assessments (HNDAs) which are undertaken every five years. Scottish Government
prepares guidance on HNDA and undertakes an appraisal of local authority HNDAs to
ensure they are "robust and credible".

Under the Transfer of Management of Development Funding (TMDF) arrangements,
Glasgow City Council and the City of Edinburgh Council manage the development
programme in their areas on behalf of the Scottish Government.
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