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Index of Comparative operating Costs of registered social landlords in Scotland - 2006
Introduction
1.
This briefing note discusses our operating cost index for Registered Social Landlords (RSLs) in Scotland which we started in 2005 and have refined and expanded in 2006. We have made changes which we hope RSLs will find useful. This note sets out:

· The background to developing the index and the changes for 2006

· How the techniques behind the index work;

· The cost drivers we have used;

· The presentation of the material; and

· How we are using the index.

Background and changes in 2006 

2.
We promised last year to keep our model under review and to consider incorporating data that can be shown to improve it.  As a result, the 2006 report includes:

· the three local authority whole stock transfer organisations from 2004, now that we have two years’ worth of data for each of them;
· additional cost drivers that we can demonstrate to be statistically significant and increasingly reliable now that we have a larger and more consistent sample; and
· a revised formula and set of results for 2004 and 2005, including the new cost drivers and coefficients for the two years. The 2003/04 results have been restated to reflect this more comprehensive two year formula.
3.
We recognised last year that the index had not dealt particularly well with around 20 RSLs that are heavily involved in supported or sheltered housing and we have worked hard with these RSLs to improve this.  However, it has not been possible to derive statistically significant relationships within the cost drivers that are consistent with our understanding of how these RSLs operate.  So, we have removed these RSLs from our report this year.  We will continue to work with these RSLs to define a formula, valid over the three years to which the index now applies, that will be useful both to us and to them and which will enable us to incorporate them into the index.

The index
4.
The index provides an effective way of comparing operating costs between RSLs.  It is the result of an analysis that predicts operating costs for each RSL based on the influence of various cost drivers. It then calculates whether an RSL’s actual costs are higher or lower than the model predicts, after having adjusted for the statistically significant factors for which we have sound data and which we know can cause variation in costs between RSLs.

5.
We use published data sources available to Communities Scotland for all RSLs – primarily the Annual Performance Statistical Return and RSLs’ annual accounts.  And the index only includes cost drivers which are found to be statistically significant.   This is important to understand because, although the drivers used in the model have been found to explain much of the operating cost of RSLs,  there will be additional factors affecting individual RSLs which may explain why their costs vary from the prediction. While the index alone will not necessarily tell us whether one RSL is more effective than another in providing a similar service or output,  It will help to narrow down the factors that might explain the variance, and allow a more focussed discussion to take place.

6.
The difference between the predicted and the actual cost for each RSL is called the residual.  When interpreting the residual values that are shown in the index it is important to be aware that they might be explained, at least in part, by:

· differences in efficiency;

· stock condition;

· the timing of major repairs;

· accounting treatment;

· differences in the quality of outputs;

· other cost drivers not included in the model; or

· any errors in the cost relationships or the data – although there has been no evidence of systematic error or even of individual cases of wrong data.

Costs and cost drivers
7.
As with last year, we have concluded that total operating costs, excluding housing depreciation, and asset impairment adjustments and net of certain income streams, will be the starting point for the index.

8.
The report identifies which cost drivers are used and which form the basis of the analysis. These include:

· the type, size and age of the RSL and the number of units owned and managed;
· the percentage of high rise, tenement and four in a block properties; and
· other housing stock characteristics, such as size and type of properties and age of stock

Last year we incorporated the Herfindahl index as a measure of stock dispersal, but RSLs have told us that this was not well understood and not always the best measure of dispersal. For the 2006 report the statistical significance of this was much less and, given that we have incorporated additional cost drivers, we have now excluded this measure.
9.
While it is not our intention to include more and more information about complex cost drivers into the model, we will keep it under review and will consider incorporating data or techniques that can be shown to improve it and can be collected and analysed effectively.  In this context, we have explored three additional statistical techniques for the 2006 analysis and these are discussed in the report.  Two of these will impact on our use of the analysis, while the third, despite allowing some interesting observations, has not been adopted for the time being as it has proved complex and difficult to interpret in multi-year trend analysis. 

10. 
We continue to see the model as a basis for analysis and focussed discussion about 
operating costs – not the answer to every question.

Presentation of the material
11.
A detailed explanation of the model and the results of the analysis using information for 2004/05 and revisions for 2003/04 are published in the report “Index of the comparative operating costs of Registered Social Landlords in Scotland” dated August 2006, available on our website at www.communitiesscotland.gov.uk.  

12.
Ready reckoner reports are also available on our website.  This will enable RSLs to see how the predicted operating costs and the residual are calculated for each RSL.

How we are using the index

13.
Our aim is to understand how an RSL can improve its efficiency, effectiveness and the quality of its services and products.  In further developing the index, we want to improve our understanding, and the understanding of individual RSLs, of the inter-relationships between costs and cost drivers in a fair and useful way.   

14.
We remain convinced that we cannot use the operating cost index in isolation to form absolute judgements on relative efficiency, as we recognise that social housing is complex and the analysis does not include all the factors that might explain differences in the costs between organisations.   The index will form an important source of information that will be put alongside other information to build a picture of an RSL’s performance over time.   It will become part of our new risk based and proportionate regulatory framework and will be set within the broader context of our other regulatory activities – like our reviews of financial viability, our assessments against key performance indicators and our inspections of service quality.   Within this context we will focus on RSLs who either appear to have a high cost base relative to others, or those that appear to show little improvement over time. 

15.
While the operating cost index will help us talk to RSLs about operating costs in more detail it will also help RSLs in the discussions we hope they will have with each other in their efforts to improve their own performance on operating costs.

16.
The index is a valuable component of our suite of performance indicators and we will keep the model under review.  
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