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Dear Tim
Comparison of Procurement Options
In accordance with the terms of our engagement letter we have prepared our report in relation to the procurement by North London Waste Authority (‘the Authority’) of its waste management contract.

Purpose of our report and restrictions on its use

This report was prepared on your instructions solely for the purpose of the Authority and should not be relied upon for any other purpose.  Because others may seek to use it for different purposes, this report should not be quoted, referred to or shown to any other parties unless so required by court order or a regulatory authority, without our prior consent in writing. In carrying out our work and preparing our report, we have worked solely on the instructions of the Authority and for the Authority’s purposes.

Our report may not have considered issues relevant to any third parties. Any use such third parties may choose to make of our report is entirely at their own risk and we shall have no responsibility whatsoever in relation to any such use. This report should not be provided to any third parties without our prior approval and without them recognising in writing that we assume no responsibility or liability whatsoever to them in respect of the contents of our deliverables. 

Scope of our work

Our work in connection with this assignment is to undertake a qualitative and quantitative assessment of the following funding options:

· Private finance provided under the Private Finance Initiative (‘PFI’); and
· Public finance provided by the Authority under Prudential Borrowing (‘PB’) structures.
If you receive any request under the Freedom of Information Act 2000 for disclosure of any information which includes information provided by us to you, please notify us upon receipt of such request and prior to any such disclosure.
If you would like to clarify any aspect of this report or discuss other related matters then please do not hesitate to contact us.

Yours faithfully
Ernst & Young
United Kingdom

Abbreviations

The following abbreviations are used in this report:

	The following abbreviations are used in this report:

	CHP
	Combined Heat and Power


	DBO
	Design, Build and Operate


	DBFO
	Design, Build, Finance and Operate


	Defra
	Department of Environment, Food and Rural Affairs


	EfW
	Energy from Waste



	EPC
	Engineer, Procure and Construct 


	FBC
	Final Business Case


	HMT
	HM Treasury


	LATS
	Landfill Allowance Trading Scheme


	NLWA
	North London Waste Authority



	NPV
	Net Present Value


	OBC
	Outline Business Case


	O&M
	Operation and Maintenance


	PB
	Prudential Borrowing


	PFI
	Private Finance Initiative


	PPP
	Public Private Partnership


	PSC
	Public Sector Comparator


	PWLB
	Public Works Loan Board


	RSG
	Revenue Support Grant


	SoPC4
	Standard form of PFI Contract 4 


	SPC
	Special Purpose Company


	VfM
	Value for Money
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1. Executive summary
1.1 Introduction

North London Waste Authority (‘the Authority’) is currently in the process of preparing an OBC for submission to Defra.  The Authority has asked Ernst & Young to consider different funding routes available to the Authority for its procurement of residual waste treatment infrastructure. The Authority has asked us to consider the following options:
· Private finance through the Private Finance Initiative (‘PFI’); and
· Public finance provided by the Authority under Prudential Borrowing (‘PB’) structures.
The UK Government has encouraged the use of private finance via PFI in the waste management sector and a number of waste projects have proceeded under the PFI. Following the introduction of the Prudential Code (April 2004), Authorities are now also able to explore prudential borrowing as a method of financing waste management projects. Local Authority borrowing is now largely based on whether the Authority can afford the financing costs, with no requirement for Central Government permission to borrow.

1.2 Overview

PFI and PPP seek to introduce private sector finance and management expertise to the provision of public services and secure Value for Money (“VfM”) by transferring those risks to the private sector that it is better able to manage through a Design, Build, Finance and Operate (“DBFO”) contract. The key difference between PFI and PPP is that an Authority may receive Central Government support for the project in the form of an award of PFI Credits. 

A typical PFI / PPP structure would involve the successful bidder forming a Special Purpose Company (‘SPC’), which will enter into and deliver the contract with the Authority. Capital expenditure is funded by private sector institutions using a combination of debt and equity. The associated financing costs would be paid for by the public sector over the term of the contract as part of revenue charge for the waste management services provided by the contractor.

Considering the use of prudential borrowing, although a number of Local Authorities are in a process of procurement utilising this funding source, no significant waste management contracts have been procured under the Prudential Code. There is therefore a limited precedent for the contractual structure and risk transfer achieved under prudential borrowing procurements. 
There are a number of possible structures that could be adopted. However, it is considered likely that the prudential borrowing route would ultimately result in a Design, Build and Operate (“DBO”) contract being let to a private sector service provider. The Authority may be able to provide finance to the SPC in the form of a loan
 or as a capital contribution. In either case the opportunity is likely to exist whereby the Authority is able to repay the private sector capital outlay, replacing private finance with public sector funds at a later date (for example following the successful commissioning of the facility, once construction and design risk have been effectively managed), and we are aware of a number of Local Authorities that are exploring this hybrid option. 
For the purpose of the analysis in this report we have considered three principal funding options:

· Private finance through PFI, priced on the basis of standard PFI contract provisions and market facing funding terms;
· Prudential Borrowing, whereby the Authority effectively takes the place of the senior lender in the PFI scenario (the ‘Authority as Lender’ scenario), but in other respects the funding structure and content of the project agreement between the Authority and the SPC remain effectively unaltered. This scenario prices the cost to the Authority of transferring (through the project agreement) risks equivalent to a PFI structure, but retaining those risks that would normally fall to the senior lender in a PFI project.  This therefore reflects a higher risk / lower price trade off than within PFI;
· Prudential Borrowing, whereby the Authority funds the entirety of the funding requirement, removing the role of equity in the Project.  This ‘Authority as Direct Funder’ scenario approximates the price of a higher level of risk retained by the Authority both through the project agreement (which would be likely to take the form of a design and build contract and a further operations and maintenance contract) and funding structure, and provides an estimate
 of a greater price / risk trade off by the Authority.
By comparing these options, the relative merits of PFI as opposed to different price / risk trade off profiles can be assessed on qualitative and quantitative basis.
1.3 Qualitative Assessment
There is an obligation on Authorities to ensure that VfM is achieved as part of any procurement. From a financial perspective, VfM may be considered as being achieved by an Authority where the optimum balance of whole life cost and retained risk is achieved. This is likely to be the case where risk is allocated to the contracting party best able to manage it. 

In the context of large scale residual waste treatment infrastructure, Defra (as the sponsoring Government department) has concluded that private finance (through PFI/PPP) is likely to be the most suitable source of funding. Experience of other projects suggests that should the Authority conduct a VfM assessment as part of an Outline Business Case (“OBC”) using the HM Treasury guidance, this is likely to confirm PFI as having the potential to deliver VfM. The Treasury evaluation does not, however, explicitly consider Prudential Borrowing funding structures in its comparison to PFI but rather considers PFI in the context of the “Public Sector Comparator” (“PSC”).  The PSC is intended to represent the costs and risk associated with traditional public sector procurement and is not necessarily equivalent to a DBO contract structure funded through Prudential Borrowing, discussed above.

Should the Authority wish to pursue a publicly funded solution through prudential borrowing, the Authority will need to be confident that such a funding structure offers a superior balance of cost and risk compared to PFI and hence superior VfM. In considering the relative merits of PFI/PPP and Prudential Borrowing, the key issues are:

· Financial Viability: The estimated capital costs of the Energy from Waste (“EfW”) solution modelled in this analysis (Scenario B2) is £437 million. In the context of prudential borrowing, NLWA and the North London boroughs would need to secure sufficient finance to fund capital costs of this scale;

· Track Record: Sixteen waste projects have been funded under PFI and a further four are in the latter stages of procurement.  Whilst a number of Authorities are in the process of procuring residual waste infrastructure through Prudential Borrowing, there is no precedent in terms of closed deals; and
· Balance of risk transfer: It is likely that the Authority would assume higher levels of risk under a Prudential Borrowing structure when compared to PFI/PPP, principally in relation to its role as funder in respect of:
i. Due diligence responsibilities: In the context of private finance, the lending institution undertakes a rigorous review of the deliverability of the project (to reflect the risk borne by debt in the event of project failure). The Authority in acting as funder will need to undertake its own due diligence process.
ii. Monitoring obligations: In private finance structures the lending institution closely monitors the project throughout the construction and operating periods to ensure that the SPC is performing the services satisfactorily and that the lender’s covenants are being met.  Under Prudential Borrowing the Authority will need to undertake similar monitoring. 

iii. Risks to debt in the event of termination through contractor default: By using the HM Treasury required drafting in PFI, the balance of risk associated with project failure and contractor default is borne by the SPC’s funders. Other things remaining equal, in the context of Prudential Borrowing, the Authority would bear the risk that the value of the project at the point of termination is greater or less than the value of the debt outstanding or capital contributed. The Authority may seek to enhance its contractual remedies to mitigate the additional risks it bears under prudential borrowing. To the extent that the Authority is considering the use of prudential borrowing, legal advice should be sought on these issues prior to any final decision being made. 
1.4 Quantitative Assessment
These additional risks borne by the Authority under Prudential Borrowing, when compared to PFI/PPP must be judged against the differential costs of finance of these two structures.  For the purposes of comparison, the table below sets out the predicted cost of Scenario B2 (EfW with partial CHP) under two potential Prudential Borrowing funding structures, and compares these to that cost predicted under PFI.
The quantitative assessment has been carried out by comparing the predicted cost of PFI to the Authority from the PFI shadow tariff modelling exercise (reported separately in the Ernst & Young report “Update to financial analysis for potential technology options”, 3 June 2008) with the Prudential Borrowing cost calculations contained in this report using the same capital and operating assumptions as the PFI scenario, but with different financing assumptions.  

The table below shows that in the context of Scenario B2, without consideration of the revenue support stemming from the PFI Credit, the Prudential Borrowing funding structures are of lower cost to the Authority. However, once the revenue support stemming from the receipt of PFI Credits is taken into account, the net cost to the Authority of PFI is reduced, below that estimated for Prudential Borrowing under both risk transfer scenarios. 

Table 1.1 – Summary of Costs under each funding option

	Cash flows 
	PFI

	PB Authority as Senior Lender
	PB Authority as Direct Funder

	
	£m
	£m
	£m

	Unitary Charge
	2,030
	1,997
	1,709

	Revenue support grant
	(383)
	
	

	Nominal Net Cost to the Authority
	1,647
	1,997
	1,709


1.5 Conclusions
Defra has concluded that private finance (through PFI or PPP) is the most suitable source of funding for large scale residual waste treatment projects
.  Experience of other projects suggests that should the Authority conduct a ‘Stage 2’ (Detailed Qualitative) project level VfM assessment as part of an Outline Business Case using the HM Treasury guidance, this is likely to confirm PFI as having the potential to deliver VfM. Should the Authority wish to pursue a publicly funded solution through Prudential Borrowing, it should be confident that such a funding structure offers a superior balance of cost and risk when compared to PFI and hence superior VfM.
The qualitative analysis in this report suggests that both PFI and Prudential Borrowing may be viable options for the Authority, dependent on the Authority’s ability to borrow sufficient funds and confirmation of the vires of certain Prudential Borrowing structures.  

The use of public funds does have certain advantages over PFI.  There is likely to be a lower cost of finance and it allows the Authority to exercise greater discretion over the form of the contract ultimately signed.  However, this in itself present challenges as the lack of established risk profile means that the attractiveness of Prudential Borrowing depends upon the project specific risks that are negotiated with the private sector.  In addition the Authority is presented with additional risks and responsibilities in terms of:

· Due diligence responsibilities;
· Monitoring obligations; and

· Risks to debt in the event of termination through contractor default.

Whilst these may be mitigated through additional contractual protections, no waste project utilising prudential borrowing has reached contract close (as at June 2008) and as such there is limited precedent as to how these protections may work in practice or the price the private sector will attach to them.
PFI equally has certain advantages in that it has a proven track record in the UK waste market, and an established risk transfer profile that passes the balance of performance, monitoring and default risk to the private sector under a Design, Build, Finance and Operate contract. 
Finally, the analysis in this report suggests that, from the point of view of the Authority, the revenue received from Central Government in the form of PFI Credits is likely to offset the incremental costs of PFI and as such PFI is likely to offer the Authority a higher degree of risk transfer for a lower net cost than the both Prudential Borrowing structures examined.
2. Overview of Funding Options

2.1 Private Finance Initiative
PFI seeks to introduce private sector finance and management expertise to the provision of public services and secure value for money by transferring those risks to the private sector that it may be better able to manage. The private sector Designs, Builds, Finances and Operates (‘DBFO’) the project facilities.
The key difference between PFI and PPP is that the Authority receives Central Government support for the project in the form of PFI Credits. The receipt of the PFI Credits in the form of a Revenue Support Grant (‘RSG’) makes the PFI contract more affordable to the Authority.  Prior to pursuing a PFI funding option and submitting its Outline Business Case (‘OBC’) to Defra, a procuring authority should satisfy itself that its project is compliant with the Defra PFI Credit Criteria, published in May 2006. Compliance with these criteria and compliance with Central Government at various stages during the procurement process is required in order to obtain PFI credits, which may be time consuming and may add additional cost to the project.  In addition, a standardised contract template must be utilised and agreed by HM Treasury prior to contract signature.
2.1.1 Typical contract structure

A typical PFI structure would involve the successful bidder forming a Special Purpose Company (‘SPC’) to deliver the contract and entering into a Project Agreement with the public sector. The SPC’s central purpose will be the provision of services associated with the PFI Project.
Under a typical PFI structure, the capital expenditure is funded by private sector institutions using a combination of senior debt and equity. The equity element is typically made up of ordinary share capital together with subordinated debt provided by either the shareholders or third parties. The senior debt funding is provided on a non/limited recourse basis and there will be a credit (loan) agreement between the senior lender and the contractor that shall dictate the terms and conditions of the loan. The gearing (the proportional split between the debt and equity) is driven by the senior debt lending terms and financial covenants, which in turn are dependent on the senior lenders appreciation of risk inherent in the project. A typical gearing structure is 85% to 90% senior debt from a third party and 10% to 15% equity investment from the shareholders (made up of ordinary share capital and subordinated debt)
. 

In order to procure the assets or services required by the Authority, the SPC may contract with sub-contractors for the construction of facilities in the form of an Engineer, Procure and Construct (‘EPC’) contract, and operation of the plant through Operations and Maintenance (‘O&M’) contracts. A key objective of these contracts is to reduce the amount of risk remaining in the SPC that will be borne by shareholders and, more significantly, the senior debt provider who will wish to minimise its exposure to project risk.
The borrowing provided by the private sector is effectively paid for by the Authority over the term of the contract as part of revenue charge for the waste management services provided by the contractor.
Where the project meets Defra and HM Treasury criteria, PFI Credits may be available to partially support the cost of the project.  PFI Credits are determined as a percentage of the capital expenditure projected by the Authority in the Outline Business Case. Current Defra guidance suggests that PFI Credit awards in award rounds 1-4, will be not less than 50% of the projected capital expenditure (capital expenditure itself being defined specifically for this purpose in the WIDP guidance). The remainder of the additional revenue funding will be sourced from traditional local authority sources including Council Tax. An example of a typical contracting structure for a project funded using PFI is set out below in Figure 2.1.

Figure 2.1 – standard PFI funding structure

	PFI structure

	
[image: image1]


2.2 Public Sector Finance Structures
Whilst the use of public sector funds to pay for the construction of large strategic facilities is not a new concept, the Local Government Act of 2003 introduced the Prudential Code which has re-focused the attention of procuring authorities on this as a method of financing large scale waste management projects.  The Prudential Code enables Local Authorities greater autonomy to borrow funds to undertake capital expenditure by removing the requirement for Central Government authorisation.
The key objectives of the Prudential Code and the use of Prudential Borrowing (“PB”) are to ensure that the capital investment plans of local authorities can be demonstrated to be affordable, prudent and sustainable.  In terms of the affordability of capital plans, local authorities are required to consider the resources currently available and estimated for the future together with the totality of its capital plans, revenue income and expenditure forecasts for the next three years.

To date no major waste management contract has reached contract close under the Prudential Code. There is therefore limited precedent for the eventual contractual structure and risk transfer that may be achieved under PB procurement.  However, there are a number of authorities that are part way through this process, and consequently knowledge and precedent would be expected to emerge in time to be used by the NLWA project.
There are a number of possible structures that could be adopted. However, it is considered likely that the Prudential Borrowing route would ultimately result in a Design, Build and Operate contract being let to a private sector service provider. The Authority may be able to provide money to the SPC in the form of a loan
 or as a capital contribution. In either case the opportunity is likely to exist whereby the Authority is able to repay the private sector capital outlay, replacing private finance with public sector funds at a later date (for example following the successful commissioning of the facility, once construction and design risk have been effectively managed), and we are aware of a number of Local Authorities that are exploring this hybrid option. 

For the purposes of the analysis in this report we have considered two principal funding options. Whilst there is likely to be a continuum in terms of potential risk transfer and price combinations that can be created within a Prudential Borrowing project, these options consider two ends of this continuum where at one end the risk transfer approach within a PFI structure is replicated as far as possible (the Authority as Lender model) and at the other where further risk is retained by Authority in return for a lower price (the Authority as Direct Funder model).
2.2.1 Authority as Lender Model

Within this structure the Authority effectively takes the place of the senior lender in the PFI scenario (the ‘Authority as Lender’ scenario), but in other respects the funding structure and content of the project agreement between the Authority and the SPC remain effectively unaltered. This scenario prices the cost to the Authority of transferring (through the project agreement) risks equivalent to a PFI structure, but retaining those risks that would normally fall to the senior lender in a PFI project.  This therefore reflects a higher risk / lower price trade off than within PFI. Under this model the following assumptions have been made regarding the structure of the contract reflected in Figure 2.2 outlined below:

· The Authority achieves the same risk transfer as under PFI (in respect of those risks transferred through the Project Agreement), but the Authority is bearing the risks in relation to the senior debt that would normally be borne by a third party senior debt lender. Consequently, the ultimate contract entered into will be similar to, if not the same as, that entered into under PFI;
· The Authority lends the money to the SPC to fund construction at the Public Works Loan Board (“PWLB”) rate of interest, rather than a commercial private sector loan rate. The Authority would fund approximately 85%  of the capital expenditure requirements of the project, whilst the contractor would provide the remaining 15% in the form of equity, as in a typical PFI structure; 

· The Authority would raise funds through Prudential Borrowing from the PWLB; and
· The contractor would set up an SPC for this structure as it would under a PFI contract.

We recognise that under PB there may be no need for a SPC to be set up nor does the Authority necessarily need to loan the funds to the SPC.  Moreover, it is currently unclear whether a public sector body could legally lend to a project company in this way.  This approach has, however, been utilised for the following reasons:

· The Authority must take into account its debt service obligations under Prudential Borrowing and this is a simple way in which to evaluate the option by having all costs to the Authority being in the form of payments to the SPC;
· By incorporating the funding in the SPC in the form of a loan it gives the Authority the same step-in rights that a third party lender will have and will require minimal changes to standard PFI documentation; 

· It is unclear as to what the impact of Prudential Borrowing will be on the tax position of the SPC, for example, whether the asset will remain on the SPC’s balance sheet and whether the SPC is able to claim Capital Allowances.  We consider that by structuring the project in this way there is the prospect for the SPC to be able to claim Capital Allowances. However, we would recommend seeking specific taxation advice with regard to this in order to confirm this position; and
· The equity investment in the SPC is essentially a form of risk capital, and it is the return on this investment which reflects the level of risk that the Authority is transferring to the SPC, as would be the case under PFI.
Set out below in Figure 2.2 is an example of a potential contracting structure for this option.

Figure 2.2 – Authority as Lender Model
	Prudential Borrowing 85% gearing
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This structure mirrors the PFI structure and is driven by (i) the PFI funder requirements as to the gearing of a waste management PFI project; and (ii) the equity return requirements of the private sector in providing risk capital within a PFI equivalent risk transfer environment. This option assumes that the Authority, in its role as senior lender requires the same security as a third party funder would in a PFI project.
2.2.2 Authority as Direct Funder
Within this structure, it is assumed that the Authority funds 100% the capital requirement for the project, either by way of loan or capital contribution.  It is assumed for the purposes of this assessment that the Authority would let a contract for the Engineering, Procurement and Construction (‘EPC’) and a separate contract for the operation and maintenance of the facilities. Whilst it is likely that a number of design, build and operational risks could still be transferred within this structure, the overarching performance risks associated with the solution would be likely to revert to the public sector.  

This option would have the potential for reducing the price to the Authority below that likely under the Authority as Lender model, due to the further reduction in finance costs arising from the removal of equity. In the absence of other forms of compensation (other than return on equity investment) to the private sector for the acceptance of risk, the Authority would need to retain either a increased level of risk, which would otherwise be transferred under a PFI contract, or seek alternative protections from the private sector using alternative mechanisms that would in turn need to be priced into the contract.

A potential structure for this is set out in figure 2.3 below.  

Figure 2.3 – Authority as Direct Funder
	Prudential Borrowing with 100% gearing
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3. Qualitative Assessment of Funding Options
3.1 Introduction

Procuring authorities are obliged to ensure that Value for Money (‘VfM’) is achieved through their chosen procurement route.  From a financial perspective, VfM may be considered as being achieved by an Authority where the optimum balance of whole life cost and retained risk is achieved. This is likely to be the case where risk is allocated to the contracting party best able to manage it. HM Treasury published the Value for Money Assessment guidance (November 2006) (‘the Treasury guidance’) for assessing various funding options open to the public sector.  The Treasury guidance sets out a three stage process under which the VfM of PFI is assessed relative to alternative funding options:

· Stage 1: Programme Level Assessment (undertaken at a Government department level), to ensure that PFI is only considered for those programmes where PFI is likely to represent VfM; 

· Stage 2: Project Level Assessment (to be undertaken by the Authority as part of an Outline Business Case), comprising both qualitative and quantitative elements; and

· Stage 3: Procurement Level Assessment, which is an ongoing assessment during the procurement phase of the project to ensure that the desired project can be delivered.
In the context of large scale residual waste treatment infrastructure, Defra (as the sponsoring Government department) has concluded that private finance (through PFI/PPP) is the most suitable source of funding. Experience of other projects suggests that should the Authority conduct a Stage 2 Project Level assessment as part of an Outline Business Case using the HM Treasury guidance, this is likely to confirm PFI as having the potential to deliver VfM. The Treasury evaluation does not, however, explicitly consider Prudential Borrowing funding structures in its comparison to PFI but rather considers PFI in the context of the “Public Sector Comparator” (PSC).  The PSC is intended to represent the costs and risk associated with traditional public sector procurement and is not necessarily equivalent to the Prudential Borrowing structures discussed.

The Defra Draft Consultation on Prudential Borrowing of December 2007 confirms the Defra view from the Programme Level Assessment stage and considers that private finance is the most appropriate method of funding large-scale residual waste infrastructure.

Therefore, should the Authority wish to pursue a publicly funded solution through Prudential Borrowing, the Authority will need to be confident that such a funding structure offers a superior balance of cost and risk compared to PFI and hence superior VfM to the UK taxpayer, such that the Defra Stage 1 assertion and likely Stage 2 conclusions do not hold in the specific case of the Authority.
For the purposes of this report, the principles underpinning the qualitative assessment criteria as set out in the Treasury guidance as part of the Stage 2 assessment have been used to assess the relative VfM merits of PFI and the Prudential Borrowing structures identified in Section 2.  This methodology considers the Viability, Achievability and Desirability of alternative funding routes
 . The meaning of these terms are summarised in the table overleaf.
Table 3.1: Definition of Treasury VfM Guidance Terms
	Term
	Definition 

	Viability
	“Confirmation that the investment objectives and all desired project outcomes can be translated into outputs that are measurable, contractable and can be agreed. This factor also involves assessing whether there are efficiency or accountability issues which demand that the project is provided by the public sector directly rather than through the PFI procurement route.”

	Desirability
	“Assessing the relative merits of different procurement routes. Considerations include incentivisation, risk transfer in PFI, the Government’s lower cost of borrowing in conventional procurement and the relative advantages and disadvantages associated with a long-term contractual relationship between the public and private sectors.”

	Achievability
	“Gauging the expected level of market interest and whether the public sector client would have sufficient capability to manage the complex processes involved. This is integral to both the procurement of the services and their ongoing management and performance.”


Many of the issues raised in the qualitative checklist in the context of PFI will apply equally to a Design, Build and Operate contract funded through Prudential Borrowing and are not therefore directly relevant in a comparative analysis of the two funding options.  The analysis below considers those issues raised in the checklist that specifically differentiate PFI and prudential borrowing.
3.2 Viability

Considering the comparative ‘Viability’ of PFI and Prudential Borrowing as funding structures, the principal distinguishing issue, discussed in the table below, is the extent to which the capital investment requirements of the project can be secured. The estimated nominal capital expenditure underpinning Scenario B2 (EfW with partial CHP) used as part of this assessment is £437m.
Table 3.2: Differentiating Viability Characteristics

	Issue
	PFI / PPP
	Prudential Borrowing structures

	Project Level Outputs: Does the project require significant levels of investment in new capital assets?
	Whilst current debt market conditions are increasing the cost and complexity of securing this commitment, recent experience of waste PPP/PFI projects suggests that the private sector is both willing and able to provide finance to support investment programmes of this nature and quantum. 
	To the extent that the Authority followed a Prudential Borrowing route, the Authority would need to secure sufficient finance to fund the capital costs of the project.  

In addition, if the Authority were minded to further consider the option to lend to the SPC, a legal view should be sought to test whether or not this is vires for the Authority.


3.3 Achievability

In assessing the comparative ‘Achievability’ of PFI and Prudential Borrowing as funding structures, the principal distinguishing issues are in respect of:

· The extent to which there is a track record in the market for the project the Authority will be tendering. The comparative track records for PFI/PPP and Prudential Borrowing are summarised in the table overleaf; and

· The Authority’s ability to manage the risks associated with the roles it will assume to ensure the successful delivery of the project. 

Table 4.3: Market Track Record

	Issue/Question
	PFI  / PPP
	Prudential Borrowing

	Have any similar projects been tendered to market? 
	Sixteen waste projects have already been signed under PFI and several more are in the latter stages of procurement (Greater Manchester, North Yorkshire, Merseyside and Cheshire).

Within the UK there is an established track record of building Energy from Waste assets through the use of private finance, including the South East London Combined Heat and Power plant, the Hampshire and Sheffield facilities, the Lakeside Energy from Waste facility currently being constructed near Heathrow and  the Allington facility in Kent. 


	Whilst a number of Authorities are in the process of procuring residual waste infrastructure through prudential borrowing, notably Derbyshire and West Sussex County Councils, there is no precedent in terms of closed deals. 
Prior to the advent of PB and PFI there was a history of funding the construction of strategic waste management facilities using public funds, for example the incinerator owned and still operated by a Coventry and Solihull.



Both funding structures are likely to require the Authority to manage a procurement process under the Competitive Dialogue procedure to award the contract, and then to monitor the contract in a ‘client side’ role following award. Therefore in terms of process, there is little to distinguish between Prudential Borrowing and PFI/PPP in this respect. However, in the context of Prudential Borrowing, two principal project deliverability risks are likely to be retained by the Authority, which would otherwise be transferred within a PFI/PPP structure to the private sector, namely:

· Due diligence responsibilities; and

· Monitoring obligations.

3.3.1 Due Diligence Responsibilities

In a Prudential Borrowing funded project the procuring Authority would gain minimal assurance as to the deliverability of the project (both in terms of the technical deliverability of the proposed solution and the financial robustness of the project as a whole) from an external approval process. This ‘due diligence’ would typically be undertaken either by an external funder in the case of a bank funded PFI/PPP transaction or internally by the contractor in the case of corporate finance. As the Defra Draft Consultation on Prudential Borrowing (December 2007) highlights, to manage these risks to the success of the project, the Authority, acting either as a lender or as a direct funder of capital, would need to undertake its own due diligence process. The list below summarises the processes used by an external funder to assess and ensure the financial robustness of a project prior to releasing the senior debt finance:

· Credit committee approval, which involves reports from technical, legal, property valuation and insurance advisors and model auditor. These reports will reflect the outcome of what is, in effect, an independent investigation and assessment of the structure of the project, the form and substance of the contractual documents and the financial condition and affairs of the contractor; and

· Satisfactory approval of a number conditions precedent prior to the release of the senior debt, which may include the resolution of issues such as the satisfaction of relevant guarantees, site acquisition and planning permissions, and the financial structure of the project meeting the required minimum financial covenants.

If under a Prudential Borrowing structure the Authority wishes to protect both itself (as funder) and the project from risk (in terms of overall technical and financial deliverability) to the same extent as under a PFI/PPP contract, the Authority must satisfy itself that it is able to manage the above functions in a satisfactory manner. It is therefore recommended that the Authority consider the scope of any due diligence required for its project and the appointment of relevant advisors to undertake this work. In addition, the need and ability of the Authority to independently interpret and challenge the findings of the due diligence and assess the funding risks associated with the project should be assessed.

3.3.2 Monitoring obligations
In addition to the due diligence and approval process undertaken prior to financial close, the lender in a PFI/PPP project will undertake (through its technical advisor) ongoing monitoring and certification of the agreed construction expenditure profile and programme throughout the construction period.  In the context of a Prudential Borrowing structure (whether in the form of loan or capital contribution), the Authority will need to appoint an advisor to fulfil this role and be prepared to resolve any disputes that arise in respect of the construction programme.

Both during construction and full operations in PFI/PPP projects the lender will have ongoing rights, both through the project agreement, a direct agreement with the Authority and through the loan agreement with the SPC. Through these rights, the funder will seek to manage its risk exposure (ultimately, the risk that there will be insufficient cash in the SPC to repay the loan either in operations or in the event of termination for contractor default). In protecting its interests, the bank plays a key role in monitoring the contract to ensure that the operational stability of the SPC and hence success of the project as a whole is sustained. This, in turn, is of benefit to the Authority. Two of the key rights contained within the project and loan agreements in relation to the senior lender are listed below.

· Terms in relation to events of contractor default. Typically the loan agreement will allow the bank to ‘step-in’ to a PFI/PPP contract before the private sector reaches a point of termination (as a result of poor performance, or otherwise), assuming management of the contract and replacing key subcontractors as necessary. This enables the bank to protect its loan, but also creates a meaningful discipline on the contractor, managing in turn the risk of project failure and reducing the management and enforcement burden on the Authority, which would otherwise be borne in a Prudential Borrowing structure; and

· Banking ratios, gearing and reserve accounts. In a PFI/PPP project a series of minimum financial conditions will be imposed by the funder on the SPC as a precondition of making the loan available. Whilst the due diligence undertaken at the outset of the project will confirm that the project is capable of meeting these requirements over the life of the project, ongoing monitoring of these financial ratios will be undertaken by the lender to confirm the ongoing financial robustness of the SPC. Where these conditions are failed, this can trigger the funder’s step-in rights, discussed above. Again, the imposition and monitoring of these conditions by the lender on the SPC encourages contractor performance, manages the risk of project failure and reduces the ongoing management burden on the Authority.

In summary, within a PFI/PPP project the senior lender plays an important role in managing the deliverability risks of the project through due diligence and ongoing monitoring. To the extent that the project is funded through Prudential Borrowing
, in order to maintain the same project risk profile as PFI/PPP the Authority must satisfy itself that it is able to perform these functions and exercise the same discipline to an extent equivalent to that undertaken by a senior lender. 
3.4 Desirability

In comparing the ‘Desirability’ of PFI and Prudential Borrowing, the principal distinguishing issues are in respect of risk transfer and the scope for innovation offered by each funding structure.  Within the Authority as Lender model, the assumption is made that it is possible to achieve the same operational and performance risk transfer within the project agreement as under PFI, but that the Authority bears the risks in relation to the senior debt that would normally be borne by a third party senior debt lender. In the Authority as Direct Funder model it is assumed that it is only possible to transfer a lower level of operational and performance risk to the private sector. The balance of risk transfer within a PFI contract will be determined primarily by the provisions within the Project Agreement including the terms of the payment and performance regime.
3.4.1 Payment and performance regime

For most PFI projects, the payment mechanism is based on a unitary charge which covers an element of repayment for fixed capital costs and operating costs. This charge is payable in conjunction with a series of performance levels and targets defined in both the payment mechanism and the performance management system, and adjustments to the unitary charge are specified if these performance standards are not attained or exceeded. 

Given that the technical requirements of the project are likely to be the same regardless of whether Prudential Borrowing or private finance is used, and assuming that the performance risk transfer requirements of the project are driven by the Authority’s landfill exposure, which is independent of the funding structure of the project, there is no reason for the structure of the payment and performance mechanism to materially vary between the Prudential Borrowing and the private finance structures. However, the distinguishing characteristic of these private and public financing structures is the role that debt plays in encouraging performance by influencing shareholder returns.

Section 3.3.2, above, discusses the monitoring role that would need to be assumed by the Authority under Prudential Borrowing structures, but a further issue, which determines the impact of the payment mechanism is the ‘cash cascade’ requirements of a senior lender under PFI. The cash cascade determines the order of priority with which cashflows out of the SPC are paid. In the context of a bank funded PFI/PPP project this means that the senior debt is repaid from the proceeds of the unitary charge prior to any returns to shareholders. This creates an incentive on the part of the shareholders towards performance. Specifically, in a highly geared funding structure, any reduction in unitary charge as a result of poor performance will result in correspondingly higher shareholder return volatility where debt is repaid first. This means that shareholders become more sensitive to variations in income through the application of the payment and performance regime where debt is included within the SPC’s funding structure. 
In the context of Prudential Borrowing, whilst the Authority as Lender structure would mirror this discipline (providing the Authority enforced its rights to the same extent as a bank) where the Authority provides funds as a capital contribution rather than as a loan, by not creating the fixed costs of loan repayment within the SPC financial structure this may reduce this financial discipline. In this context, the underlying principles of the waste PFI payment mechanism are set out below, and their relative impacts under PFI and prudential borrowing assessed:
Table 4.4 Payment mechanism assessment

	Payment Mechanism Principle
	PFI / PPP
	Prudential Borrowing

	Ensures that the Authority only pays for services when they are delivered


	Matches the level of payment with the associated provision of infrastructure and consequent increases in Diversion and Recovery performance. Step up in payments are linked principally to the completion of facilities. This provides a strong incentive towards the completion of facilities on time, as any delay to the receipt of income increases the debt burden of the project and reduces shareholder returns.
	In the case of the Authority as Lender structure, where there is a private sector equity contribution, providing the Authority enforces similar rights and disciplines as a senior lender under PFI, the payment and performance risk transfer risk implications would be expected to be equivalent. 

In the case of the Authority as Direct Funder model or where a capital contribution PB structure is used, in the absence of equity contribution by the private sector, or where the Authority does not exert the same discipline, the incentives on the contactor are likely to be weaker in the absence of other protections that the Authority may secure through the Project Aagreement over and above those typically attained in PFI.

	Economic efficiency
	Matches the payment streams to the contractor with its underlying cost drivers in order to maximise financial efficiency
	As PFI

	Incentivise behaviour that is consistent with the Authority’s objectives
	Provides positive financial incentives for the contractor to exceed guaranteed recovery and diversion performance levels by making bonus payments that are linked to the financial benefits that will accrue to the Authority as a consequence.
	As PFI

	Provide incentives for the contractor to correct any failures as rapidly as possible 


	The contractor bears, within bounds determined by bankability and VfM, the financial exposures that would have otherwise been borne by the Authority (in terms of landfill gate fees, landfill tax and potentially LATS)
	In the case of the Authority as Lender structure, where there is a private sector equity contribution, providing the Authority enforces similar rights and disciplines as a senior lender under PFI, the payment and performance risk transfer risk implications would be expected to be equivalent.
In the case of the Authority as Direct Funder model or where a capital contribution PB structure is utilised, in the absence of equity contribution by the private sector, or where the Authority does not exert the same discipline, the incentives on the contactor are likely to be weaker in the absence of other protections that the Authority may secure through the Project Agreement over and above those typically attained in PFI.


3.4.2 Project Agreement
Risk transfer within a PFI project agreement is governed by guidance issued by HM Treasury as supplemented by Defra specific drafting and guidance. The latest version of the guidance is Standardisation of PFI Contracts – Version 4 (‘SoPC4’). To the extent that the Authority adopts PFI, this standardisation will need to be followed, and any derogation from this negotiated with Central Government.  Authorities are also encouraged to adopt SoPC4 positions on non-PFI contracts.
In the case of Prudential Borrowing, in the Authority as Lender structure, amendments to SoPC4 are likely to be required. In the absence of any precedent within the waste market in terms of signed Prudential Borrowing contracts, it is not possible to determine the precise amendments required
 or the detailed risk transfer implications to the Authority that may arise as a result. Should a Authority as Direct Funder model or capital contribution basis be followed it is likely that contract amendments would need to be wider ranging and the differential risk transfer implications would be less certain.
In the event that such amendments are simply to make the contract workable, whilst preserving the principal that the Authority in its role as lender bears no more risk than a private sector lender would under PFI, the principal additional risk that the Authority would assume will be in relation to termination for contractor default. Other things remaining equal, the Authority would bear the risk that the value of the project at the point of termination is greater or less than the value of the debt outstanding or capital contributed. In a PFI structure, this risk of value loss would be borne by the private sector.
The Authority may seek to enhance its contractual remedies to mitigate the additional risks it bears under Prudential Borrowing, or to reinforce performance incentives on the part of the private sector that, as discussed above, may be weaker under a prudential borrowing structure. In such circumstances, the following mechanisms may underpin the performance of the SPC:
· Liquidated damages; 

· Performance bonds; and 

· Parent company guarantees. 

To the extent that the Authority is considering the use of Prudential Borrowing, legal advice should be sought on these issues prior to any final decision being made.
3.4.3 Innovation
For the majority of PFI contracts, the Authority’s requirements from the long term contract are defined primarily in terms of service outputs (such as required levels of diversion) within the output specification rather than a detailed input specification. As such, the intention is to allow the private sector scope for innovation in determining the most suitable technical solution to meet the Authority’s needs. In doing so, the balance of design risk is transferred to the private sector.  The table below summarises the different implications for innovation between PFI and Prudential Borrowing:
Table 4.5: Innovation

	Issue
	PFI / PPP
	Prudential Borrowing 

	Innovation: Is there scope for innovation in either the design of the solution or in the provision of the services?
	Whilst the PFI Credit Criteria state that Authorities should have conducted sufficient analysis of the technical options to identify a preferred solution within the OBC, PFI/PPP still allows bidders discretion as to the form of the technology proposed and therefore innovation in the design of the solution.
	Where the Authority provides all of the finance to support the development of the project infrastructure, it is likely that the public sector will wish to exercise a higher degree of control in the choice of technology and greater assurance over the performance. Therefore, innovation is likely to be constrained to an extent.




3.5 Other Considerations 

Over and above the core VfM considerations in the assessment of Prudential Borrowing and PFI/PPP, a number of other considerations are of relevance. These are summarised in the table below:

Table 4.6: Other Considerations
	Issue


	PFI /PPP
	Prudential Borrowing

	Compliance with Central Government approval process (PFI only)
	Implicitly introduces a level of rigour to both the development of the OBC and the procurement process, in particular with regard to the deliverability, VfM and project affordability. 

Assuming that the Authority submits an OBC in Round 4 of the approval of an OBC by WIDP, assuming a four to six month process and assuming first time approval, this would allow the Authority to commence procurement in Spring 2009, and assuming a two year procurement timetable, the letting of a contract in Spring 2011.
	Central Government approval is not required for Prudential Borrowing, and this may accelerate procurement timescales. Advantages of a faster procurement route may be reduced exposure to LATS penalties and the potential to reduce procurement costs, but this would need to be weighed against the opportunity cost of foregone PFI Credits. 

Whilst under Prudential Borrowing the WIDP approval period would be avoided, good practice would suggest that a detailed business case be constructed prior to any major investment decision, and to the extent that the PFI business case guidance reflects best industry practice, it is likely that any internal business case would follow this precedent.

Furthermore, where a Prudential Borrowing option is procured on a similar basis to PFI and procured under competitive dialogue there is little reason to assume that the procurement phase would be materially shorter than under a PFI.

Equally, Prudential Borrowing is largely untested as a funding structure in waste management and therefore the impact unanticipated complexities arising as a result of this on the length of procurement are unknown. 



	Standardised documentation
	The private sector contracting and banking market is now relatively familiar with the concepts of PFI. Significant guidance and standardisation work has been undertaken to improve the outcomes of PFI contracts. e.g. SoPC4 and the 4Ps Waste Procurement Pack to simplify the procurement process and shorten timescales. 
	The absence of precedent for prudential borrowing in waste may involve the development of new documentation and new requirements and terms that are unfamiliar to the private sector – thus there may be consequent time and cost implications.


4. Quantitative Assessment of Funding Options

4.1 Overview
To the extent that the outcomes of the qualitative evaluation, section 3, are not sufficient for the Authority to determine whether Prudential Borrowing is likely to offer superior VfM to PFI, the next step would be to undertake a quantitative evaluation of the costs and risks associated with each structure. Whilst the Stage 2 Project Level Assessment contains a methodology for quantifying the risk adjusted benefits of PFI as opposed to traditional procurement, this approach does not explicitly address the use of Prudential Borrowing within a Design, Build and Operate structure. In order to do so, the Authority and its advisers will need to predict:

· The likely price to the Authority of procuring the project under both PFI and Prudential Borrowing funding structures; and 

· A quantified risk adjustment to reflect the differential risks retained by the Authority under each funding approach, discussed above. This risk evaluation should be conducted in accordance with the principles of the HM Treasury ‘Green Book’ (Green Book, Appraisal and Evaluation in Central Government, January 2003). 

In pricing risk, subjectivity is introduced to the evaluation process as there is a high degree of uncertainty in the valuation of risk. Given the absence of precedent in terms of finalised Prudential Borrowing contracts and guidance from Central Government as to how to apply the Green Book to the evaluation of risks retained under Prudential Borrowing, it is therefore preferable, wherever possible, to take a view on a preferred funding structure without reliance on a quantitative risk analysis. 

In order to do so, this report also considers VfM from the perspective of the Authority. Whilst the Stage 2 Project Level Assessment considers VfM from the perspective of the UK taxpayer, VfM considerations from the perspective of the Authority and the local taxpayer may be influenced by the receipt of revenue support stemming from the receipt of a PFI Credit
. A PFI Credit is available as a subsidy to the project from Central Government under PFI, which is not available to projects funded through Prudential Borrowing. The following section of this report therefore considers the net cost to the Authority of PFI and Prudential Borrowing in this context. The analysis below considers the nominal cost of Scenario B2 (EfW with partial CHP) under three different funding scenarios: 

· PFI: Modelling with an 82.4% gearing structure, the results having been generated and reported separately in the Ernst & Young report “Update to financial analysis for potential technology options”, 3 June 2008;
· PB: Authority as Lender model (also with 82.4% gearing); and
· PB: Authority as Direct Funder (100% geared).
The analysis in this section focuses only on the scope of Option B2 EfW with partial CHP and does not consider the costs of delivering the wider waste management functions of the Authority.  As such, whilst providing an indication of the potential cost of the residual treatment project, the analysis does not provide a full affordability analysis that would be required as part of an Outline Business Case.

It should be noted that for the Prudential Borrowing funding option it has been assumed that the SPC will be able to claim Capital Allowances on the fixed asset. Should the Authority decide to proceed with Prudential Borrowing as its preferred option we would recommend that the Authority undertakes an analysis of the potential structures that could be implemented under Prudential Borrowing and commissions a tax review of those structures to assess the tax implications of those structures.
4.2 Financial Modelling Assumptions
4.2.1 PFI
Full model assumptions for the PFI model may be seen in our report of the 3rd June 2008, as summarised at Appendix A. The rate used to represent underlying LIBOR is 6.02%, which is 5.52% (including MLAs) plus a 0.5% buffer.  At the time that this analysis was performed the 25 year swap rate had fallen to 5.13% (Financial Times 21 June 2008), therefore 39 basis points (5.52 less 5.13) have been added to the Prudential Borrowing rate (see below) to ensure an equitable comparison. When the credit spread (0.12%) and the senior debt margins (1.05% during construction and 1.10% during operations) are added the total private sector debt cost rises to 7.19% during construction and 7.24% during operation
.
The PFI scenario assumes revenue support stemming from PFI Credits of £383 million over the term of the project. This equates to an annual revenue support grant of £14.724m receivable from the start of full operations.

4.2.2 Prudential Borrowing

Underlying cost assumptions are the same as those used for assessing the PFI option, above. Senior debt has been replaced with bond finance provided by the public sector.  Funding terms have been assumed as being interest charged at 6.17% per annum, which is based upon a PWLB rate for a 25 year annuity of 5.28% (PWLB website 23 June) plus a 39 basis points to ensure consistency with the PFI model assumptions (see above), plus a 0.5 % buffer.  No arrangement fees or additional funder margins have been assumed.
4.3 Results

The analysis below suggests that, from the point of view of the Authority, the revenue received from Central Government in the form of PFI credit revenue support is likely to offset the incremental costs of PFI.

Table 4.1: Summary costs for each funding structure
	Cash flows 
	PFI

	PB Authority as Lender
	PB Authority as Direct Funder

	
	£m
	£m
	£m

	Unitary Charge
	2,030
	1,997
	1,709

	Revenue support grant
	383
	
	

	Nominal Net Cost to the Authority
	1,647
	1,997
	1,709


Excluding the impact of PFI credits, the PB structures present a range of options each of which appear to have cost advantages over a private finance structure.  In the Authority as Lender structure the cheaper cost of finance available from the public sector is reflected in the lower Unitary Charge by £33m (2%). The Authority as Direct Funder excludes all private sector equity return requirements, which would suggest a heavily diluted risk transfer.  This is considerably cheaper than the PFI option by £321m
 (19%).
However, the analysis above suggests that the revenue received from Central Government in the form of PFI credits is likely to offset the incremental costs of PFI.  Given this, from the point of view of the Authority, PFI would appear to be the superior option, in that it represents the option with lowest cost to the Authority and lowest likely retained risk. 

Appendix A Financial Model Assumptions
The key assumptions used as part of the quantitative assessment are set out below.
Table 1: Timing and economic assumptions

	Description
	Assumption

	Construction start
	1 April 2014


	Operation start
	1 April 2017


	Operation end date
	31 March 2043


	Base date for costs
	1 April 2009


	Unitary charge inflation (where appropriate)
	2.5% per annum


	CapEx inflation
	5% per annum (as per technical advisor)


	OpEx inflation 
	2.5% per annum


	Electricity price inflation 
	2.5% per annum


	Landfill Gate Fee inflation
	2.5% per annum


	Landfill Tax inflation
	1.25% per annum post 2011


	Underlying LIBOR rate inflation
	5.52% + 0.50% ‘buffer’ = 6.02%




Table 2: PFI Financing assumptions

	Description
	Assumption

	Gearing (senior debt : equity ratio)
	82.4 : 17.6 


	
	Equity (pinpoint)
	0.01%


	
	Equity (subordinated debt)
	17.58%


	Senior debt terms
	Credit spread
	0.12%


	
	Arrangement Fee
	1.0%


	
	Commitment Fee
	0.50%


	
	Mandatory Liquid Assets (MLAs)
	0.03%


	
	Construction margin
	1.05%



	
	Operations margins
	1.10% 


	
	Debt Service Cover Ratio (DSCR)
	1.275 minimum


	
	Debt Repayment Period
	23 years (two year debt ‘tail’)


	
	Subordinated debt coupon
	12.50%


Table 3: Authority as Lender
	Description
	Assumption

	Gearing (Loan : equity ratio)
	82.3 : 17.7 


	Debt
	Reference Gilt rate
	5.35% + 0.5% ‘buffer’ + 39bps to ensure comparison with PFI




Table 4: Authority as Direct Funder 
	Description
	Assumption

	Gearing (Loan : equity ratio)
	100% 


	Debt
	Reference Gilt rate
	5.35% + 0.5% ‘buffer’ + 39bps to ensure comparison with PFI
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� It is our understanding that the vires position of this approach is currently unclear.  To the extent that the Authority wishes to pursue further consideration of this option, legal advice should be sought.


� Given the absence of precedent within the market for this model, a number of assumptions have necessarily been made in this scenario in respect of risk transfer and pricing, and as such the results presented here should be treated as indicative.


� Draft Consultation Borrowing Paper – Frequently Asked Questions dated December 2007


� Whilst the above is structure is standard for PFI there is a significant precedent of waste PFI projects adopting a corporately funded structure, though this in turn depends on the balance sheet strength of the bidder.  In this structure an SPC would still be created but the sponsor company would fund the entirety of the capital expenditure through a mixture of pure equity and a corporate loan facility.  There is no material change to the overall risk profile of the deal and Defra has provided specific guidance on the drafting amendments required to the standard contract documentation arising from the use of corporate finance.


� It is our understanding that the vires position of this approach is currently unclear.  To the extent that the Authority wishes to pursue further consideration of this option, legal advice should be sought.


� The HM Treasury qualitative assessment checklist considers these issues in detail, and is focused on confirming the assertion reached by Defra as part of the Stage 1 assessment that PFI is likely to offer VfM in the context of a specific project. For the purposes of this report, this approach is simplified and refined to address specifically those questions most relevant to the comparison of prudential borrowing and PFI. The template checklist will need to be completed as part of an OBC submission.


� This is considered to be largely independent of whether the prudential funds are committed within a loan structure or on a capital contribution basis. Whilst the loan structure most closely approximates PFI/PPP, the capital contribution basis will raise concerns as to the ongoing value of the residual treatment assets in relation to the outstanding prudential loan. In the context of residual waste treatment capacity, this will depend on to a large degree on the successful operation of the contract and hence require an equivalent monitoring regime. 


� Amendments are likely to centre on clauses such as Change in Law, Direct Agreement, Termination, Compensation on Termination and Refinancing, where the identity of the funder is important to the implications of the drafting.


� It should be noted however, that this not considered a legitimate factor in considering VfM in the HM Treasury options appraisal guidance. The PFI Credit is a transfer of funds between Government departments, and therefore is irrelevant when considering the VfM of the project to the public sector as a whole, or the UK taxpayer. 


� The current illiquidity in the debt market has suggested that senior lenders are seeking to manage their exposure to projects such as this by varying their terms and conditions of participation and, amongst other things, increasing margins. Financial close for the NLWA project is scheduled to be at the earliest in March 2011, and as such current market conditions may have settled by this point. Whilst projects currently reaching close are experiencing increased funding costs as a consequence of current market conditions, anecdotal evidence from a number of recent early stage bid submissions suggests that banks are not currently seeking to increase margins for those projects expected to close in 2010 and beyond. Consequently the analysis here utilises pre ‘credit crunch’ senior debt margins.


� Given the absence of precedent within the market for this model, a number of assumptions have necessarily been made in this scenario in respect of risk transfer and pricing, and as such the results presented here should be treated as indicative.


� An interest rate “buffer” of 0.50% has been included for prudence as interest rate risk is typically borne by the Authority (ie, total underlying interest rate assumed is 6.02%). 





