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NPD Explanatory Note

November 2008

Foreword

In recent years Scottish Procuring Authorities have concluded an increasing number of privately financed projects using the Non Profit Distributing or “NPD” model.  The NPD model was developed and introduced as an alternative to and has since superseded the traditional Private Finance Initiative or “PFI” model in Scotland.  The model first applied in the schools sector and has been fine tuned in subsequent procurements and is in the process of being applied to other sectors.  This note has been prepared in order to:

· give those reviewing options for the delivery of infrastructure projects an understanding of the NPD model concepts;

· provide a summary of the basic principles underlying the NPD model: and
· highlight issues for consideration in the application and development of the NPD model for project specific circumstances.  
This information note has been prepared and issued by the Scottish Futures Trust on behalf of the Scottish Government.  Any clarifications and queries should be directed to the Scottish Futures Trust at mailbox@scottishfuturestrust.org.uk
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1. 
The Non Profit Distributing Model

The NPD model is defined by the broad principles of:
· Enhanced stakeholder involvement in the management of projects;

· No dividend bearing equity; and
· Capped private sector returns.
The NPD model has been developed through procurement in the schools and health sectors, and the model will continue to be developed and adapted in other sectors.  

Where the NPD model is implemented in a new sector, it may need further development to adapt to the specific risks and requirements of that sector (e.g. technology, regulation, stakeholder interface etc).  However, the development / procurement costs must be proportionate to the value of the overall procurement and avoid any adverse impact on the procurement timetable.  Equally, the market may be reluctant to engage in a meaningful development dialogue unless this is done in the context of a larger programme of projects all of which are to adopt the principles of the resulting solution. For these reasons, new procurements using the NPD model should follow sector specific NPD models where these are already in place.
It is important to note that the NPD model is not a “not for profit” model – contractors and lenders are expected to earn a normal market rate of return as in any other form of PFI/PPP.  Rather, the model aims to eliminate uncapped equity returns associated with traditional PFI models and limit these returns to a reasonable rate set in competition.

Benefits of the NPD Model

The NPD model aims to retain the benefits of equity based PPP structures such as:
· Optimum risk allocation;

· Whole-life costing;
· Maximised design efficiencies;

· Robust programme of lifecycle maintenance and facilities management throughout the life of the project;

· Performance based payments to the private sector;

· Single point delivery system, reducing interface risk for the public sector client; and

· Improved service provision.

Additional benefits are provided by the NPD structure:
· Capped returns ensure that a “normal” level of return is made by the private sector, improving transparency;

· SPV operational surpluses are reinvested in the public sector; and 
· Stakeholder involvement is included in the NPD model as a right, facilitating a more pro-active and stable partnership.

Criteria for implementing the NPD model
SFT guidance requires that projects carry out a Value for Money appraisal including the consideration of both quantitative and qualitative criteria.  This analysis should demonstrate that:

· The NPD model option offers Value for Money (“VfM”) against a Conventional Procurement Assessment Model when compared on a qualitative and quantitative basis; 
· The proposed risk allocation is transferable in the relevant market and that the overall cost including the cost of finance is proportionate to the risk transfer; and
· Surplus revenues should be applied for the benefit of the public sector.

Suitability of a project for NPD

Value for Money guidance outlines the type of programme / project which may be better suited to commercial funding (such as private finance via the NPD model) rather than conventional public sector funding.  The guidance recommends that non conventional procurement should be considered when the nature of the projects or the programme includes the following characteristics:
· A major capital investment programme, requiring effective management of risks associated with construction and delivery;

· The private sector has the expertise to deliver and there is good reason to think it will offer value for money;

· The structure of the service is appropriate, allowing the public sector to define its needs as service outputs;

· The nature of the assets and services identified as part of the projects are capable of being costed on a whole-of-life, long term basis;

· The value of the project / programme is sufficiently large to ensure that procurement costs are not disproportionate;

· The technology and other aspects of the sector are stable, and not susceptible to fast paced change;

· Planning horizons are long term, with assets intended to be used over long periods into the future; and

· There are robust incentives on the private sector to perform. 

In such circumstances, the guidance states that there is a prima facie case for considering privately financed (NPD / non conventional) procurement and requires that the Procuring Authority formally confirms this through the Value for Money analysis. 

The Qualitative VfM Assessment asks Procuring Authorities to consider the Viability, Desirability and Achievability of NPD procurement compared with conventional public sector procurement.
· When assessing viability, the public sector must be satisfied that operable contracts with built in flexibility can be constructed, and that any strategic and regulatory issues that impact on the public sector can be overcome.
· When assessing desirability the public sector must be satisfied that NPD would bring sufficient benefits that would outweigh the expected higher cost of capital and potential higher cost of services associated with privately financed solutions.

· When assessing achievability the public sector must be satisfied that the procurement programme is achievable, that there is sufficient client side capability to deliver the project and that projects will be attractive to the market.
The Value for Money guidance provides a full list of qualitative issues to be considered in assessing the suitability of the NPD model for a particular programme / project as well as guidance on the quantitative analysis of the NPD model option.  This guidance is available online at:

http://www.scotland.gov.uk/Topics/Government/Finance/18232/VFMCapital
and

http://www.scotland.gov.uk/Topics/Government/Finance/18232/VFMQuantitative  
Details and the results of this analysis should be presented in a Value for Money report prepared by the Procuring Authority and its advisors and should be updated and submitted to SFT for approval at various stages throughout the procurement.
2. Structure
There is no specific contractual or company structure requirement, however, all NPD procurements to date have adopted a similar structure as illustrated below. 
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Funding

The introduction of the NPD model was designed to improve the traditional PPP model whilst maintaining an efficient risk transfer and therefore NPD contracts generally follow SoPC4 or sector specific adaptations such as the Standard Scottish Schools Contract (SSSC) or Scottish Standard Form Health Contract and aim to achieve similar levels of risk transfer as achieved under equity models.  

There are no stipulations regarding private sector funding solutions, and as long as the “zero dividend bearing equity” principle is upheld the market is free to offer project specific funding solutions.  The capital structure on banked projects has, to date, comprised senior and junior funding.  Junior funding has been exclusively provided by way of subordinated debt to date, although alternatives include mezzanine debt, preference shares or a single tranche of blended rate debt.  Annex A provides a discussion of the various factors to consider and implications of the choice of junior funding.

Role of Junior Lenders

One of the cornerstones of the NPD model is the principal that the NPD special purpose vehicle (SPV) should at all times be managed by those whose lending is at risk.  It therefore follows that, in the absence of dividend bearing equity, the ownership of the SPV and the right to appoint directors remains with the incumbent junior investors.  

In the absence of equity, the junior investors in the NPD model are incentivised to manage the “equity risk” to protect their investment and secure the forecast return.  As a result the junior investors appoint the majority of the SPV directors (pro rata to their holdings) to provide them with the control needed to manage such risk.  Technically, this has been achieved in NPD projects to date by ‘stapling’ the shares required to allow director appointments to be made to the junior investment.  

Subordinated debt can be provided by sub contractors, senior lenders or third party funds and institutions.  It is important that the SPV can be managed efficiently and it is, therefore, necessary that any potential conflicts of interest are dealt with upfront through the NPD Project Co memorandum and articles.  Depending on the nature of the junior investors conflicts may arise, for example, around the following issues:

· Changes to junior and/or senior debt terms, particularly where junior investors are also senior lenders;

· Changes to sub-contracts if junior investors are also sub-contractors;

· Application and enforcement of penalties; 

· Level of insurance cover; and

· Refinancing.

Conflict is perhaps best avoided if the junior investor structure is a mixture of both contractor and financial investors, however this may not always be possible. 
Public Interest Director

A Public Interest Director (previously known as an Independent Director), is normally nominated independently and appointed to the SPV board by the public sector.  This is a new form of SPV director not used in other forms of PFI or PPP project.  In future, it is anticipated that nomination would be carried out by SFT.  The principle duties of the Public Interest Director are:

· Managing board decisions where there is a conflict of interest for the other directors (e.g. where a decision needs to be made regarding a change in junior investor debt terms, or in relation to sub contracts where the junior investor is also the sub contractor);
· Refinancing – as the NPD model is 100% debt financed, there is a lack of incentive for the NPD SPV to actively seek refinancing opportunities and, therefore, a duty to consider and power to initiate refinancing is placed with the Public Interest Director (although consent is still required from the Procuring Authority); and  
· Ensuring that operational efficiencies are maximised and applied for the benefit of the public sector (or charity as applicable).

Stakeholder Director

In early NPD deals a charity was set up to receive surpluses to maintain the off balance sheet status of the NPD model.  The charity will appoint a Stakeholder Director whose duties would include a right to direct any surpluses towards a particular charitable cause or project in accordance with agreed priorities.  Other duties include facilitating communication between the Board and the wider Stakeholder group and decision making in the event that other directors are conflicted together with the Public Interest Director.
Where the surpluses flow straight to the Procuring Authority, which is an option where the project is on-balance sheet, there is no real need to appoint a Stakeholder Director as this function can be incorporated into the role of the Public Interest Director.  Where the project is on the public balance sheet it is a decision for the project team whether to direct surpluses to a charity or directly back to the Procuring Authority.
Under standard contractual provisions in all NPD projects the procuring authority will always retain a right to observe any board meetings.

Risk Transfer
The NPD model aims to achieve similar levels of risk transfer as a traditional PFI.  The rate of return bid in competition should reflect the level of risk transfer negotiated.  It is important that the risk transfer is sustainable and therefore the risk passed onto the contractor should be evaluated against the cash flows in the NPD model to ensure that these risks can be managed in the absence of equity.  The sustainability of the proposed risk transfer should be evaluated in a sector specific context and Procuring Authorities should seek advice from their advisers in carrying out such an assessment.  
3. Refinancing

Traditionally, refinancing is often undertaken by PPP contractors once the required service has been brought into operation and there is a sufficient operational performance record. This is because the risks associated with construction and commencement of service delivery have passed.  This creates opportunities to reduce the annual financing costs, as funders are prepared to offer better terms for projects with lower risks. 

In early NPD projects the Public Interest Director is authorised to instigate a refinancing of both senior and junior debt subject to a moratorium period during which the Public Interest Director cannot enforce a refinancing.  The aim of this moratorium is to give junior investors some certainty over the period in which they can earn a commercial return and it is intended that this will be reflected in the junior finance rates bid in competition   The moratorium concept can also be used to protect the lender from being refinanced out of a project on sub-optimal terms.
The refinancing gain itself is normally shared 50/50 between the public sector and the junior investors.  This compensates junior lenders for the termination of their arrangement and also allows the public sector to share in the secondary market gains as well as the lower cost of debt.
Since NPD models are wholly debt funded, both junior and senior debt can in theory be refinanced either jointly or separately.  A joint refinancing depending on project specific circumstances may give an opportunity to alter the gearing ratio (e.g. refinancing some junior debt with cheaper senior debt) resulting in a larger refinancing gain overall.  On the other hand, refinancing is likely to result in new lenders, and therefore any changes to the funding terms and securities structure resulting in the refinancing of one element on its own would require consent from the other lenders which may be difficult to negotiate.
HMT has recently provided additional guidance on the refinancing provisions in SoPC 4 in light of challenges in the funding market in 2008. This includes revised drafting of the refinancing clauses relating to the sharing of gains and the instigation of a refinancing.  HM Treasury has stated that the application of the revised guidance is mandatory for all PFI projects that are still in competitive procurement (i.e. where final bids have not yet been received or the Competitive Dialogue process has not been closed) as at 1 November 2008.  The Scottish Government has adopted the same position for NPD projects, requiring those projects which fall within the stated time frame to adopt these principles.   Although the guidance is not mandatory for those NPD projects at preferred bidder stage or where final bids are received before this date, adoption of the revised guidance and adherence to the principles contained therein is encouraged for projects currently in procurement.  In such cases the Procuring Authority and Contractor should consider these principles and discuss their position with SFT.  

A copy of the SoPC4 addendum is available online at:
http://www.hm-treasury.gov.uk/ppp_standardised_contracts.htm
4. NPD Issues
Surpluses

Traditionally, in an NPD model, surpluses are distributed for the benefit of the community and can be distributed on an annual basis and/or at the end of the contract.  Surpluses can occur naturally at the end of the contract life for example, due to the release of reserve provisions, or they can be produced naturally during the contract term if the project performs well.  These surpluses may not appear in the base case model. However, depending on the adopted funding structure it may also be possible for the project to generate an annual distribution which could be included in the base case bid.  VfM should be considered in assessing which of these options produces the optimum solution for a particular project, whilst there is no control over the realisation of surpluses, the likelihood can vary according to the funding model/structure.
The definition of ‘surpluses’ will have to be considered by the Procuring Authority and its advisers and drafted into the Project Agreement.  Annex B provides a more detailed explanation of the issues to be considered in defining surpluses. 

Efficiency of Surpluses
Procuring authorities will expect bidders to submit their best priced bid which falls within the affordability envelope.  In setting out requirements from the NPD structure, authorities should consider the most efficient structure for the NPD and how this fits with the distribution of surpluses.

In order to achieve an efficient NPD model, surpluses should be viewed as a consequence of the structure and not a set requirement, as the levels of surpluses bid upfront may be undeliverable or could be eroded due to performance issues of the SPV.  Furthermore, it is likely to be better value and more economic to have an NPD model without surpluses in the base case.  Therefore, it should not be obligatory for bidders to provide surpluses in their models.

Where bidders do make submissions which include surpluses, these surpluses should not be over optimistic, in turn creating higher Unitary Payment obligations, or undermine VfM.  As discussed in the Quantitative VfM Assessment Guidance a risk adjustment should be applied to any cash flow arising from surpluses to reflect the likelihood of these surpluses arising.
VfM Guidance allows Procuring Authorities to include the impact of surpluses in the comparison between conventional procurement (represented by the CPAM) and NPD (represented by the shadow bid model), as an increment of VfM for the NPD option.  Where the VfM of a particular option relies on the inclusion of surpluses, this should be noted by the project team and action should be taken to ensure that these surpluses are realised through the term of the concession.  Further information on the quantitative assessment of surpluses in the NPD model is provided in the VfM Guidance online at:

http://www.scotland.gov.uk/Topics/Government/Finance/18232/VFMQuantitative 
On Balance Sheet considerations 
Each project will need to be carefully reviewed to establish the appropriate accounting treatment.  The introduction of IFRS opens up an opportunity for the public sector to investigate alternative commercial and financial structures to improve efficiencies.  Some of the main areas to consider in addressing the impact of the change in accounting treatment include:

· Risk transfer;
· Gearing;
· Surpluses;
· Residual Treatment;
· Supported Debt; and 

· Capital Injections.
These issues are discussed in Annex C and supported debt and capital injections are further explored in the remainder of this section.
Supported Debt

It may be appropriate for the public sector to consider offering an explicit guarantee on a proportion of the senior debt if such a guarantee significantly reduces the cost of finance on the guaranteed tranche and the likelihood of the guarantee being called is low.
Where a Procuring Authority considers pursuing a supported debt structure it should ensure that the guarantee is value for money compared with the unsupported position.  The saving from the lower cost of finance should be balanced with any additional liability created on the guarantor’s balance sheet and any budgetary charge this creates.
Capital injections

In procuring an off balance sheet NPD project, the Procuring Authority had to demonstrate that a commitment to provide a capital injection would not affect the balance sheet treatment of the project.  Under IFRS, the Procuring Authority may have more flexibility in respect of capital injections. 
Irrespective of this increased flexibility the public sector must continue to exercise caution in making capital contributions.  Public sector capital injections (including direct payments, loans, land contributions, credit facilities and other similar arrangements) or unitary charges should not be payable until facilities have been completed and certified.  Whilst capital injections made at the start of the unitary charge payment period may appear attractive in easing the overall affordability position of an NPD project, Procuring Authorities must ensure that the market response includes full acceptance of risk and total funding requirement.  Any proposal to make a capital injection (either in cash or in kind) must be underpinned by a strong VfM case.  Further guidance on capital injections is available at:

http://www.scotland.gov.uk/Topics/Government/Finance/18232/capinject
5. NPD Procurement Process

The application of the NPD model takes place throughout the procurement process with various sign off and Key Stage Review (KSR) requirements.  Advice and support is available from SFT throughout this process   The following flowchart outlines the various development stages of the NPD model throughout the procurement process.  










































                                                                                                                              



























































































































































































































































































































































Annex A – Junior Investment:  Subordinated Debt vs Mezzanine Debt

NPD projects banked to date have only involved subordinated debt as junior finance, however it is for the bidders in each procurement to present solutions that best fit the individual project circumstances and these may include alternative finance structures such as mezzanine debt.  This annex explains the different issues which may be considered by the private sector in selecting a finance structure and the impact this may have on the unitary charge and surpluses. 

The use of subordinated debt creates an “equity like” structure as it does not count as debt in the calculation of lenders ratios e.g. the Total Debt Cover Ratio, resulting in lower required reserve levels of cash in the model.  Sub debt is priced akin to equity, therefore the coupon is likely to be higher than other forms of junior debt, leading to a higher Weighted Average Cost of Capital. However, the fact that it is not included in lenders ratio calculations may ultimately result in a lower unitary charge.  Where subordinated debt is used there is likely to be no surplus paid in the base case bid until the debt tail period.

Mezzanine debt which creates a “debt like” structure.  Unlike subordinated debt this capital would be included as debt in the calculation of lenders’ ratios, e.g. the Total Debt Cover Ratio.  As it is priced on the mezzanine debt market it is likely that the Weighted Average Cost of Capital will be lower. However, due to its inclusion in lenders ratios, it may require greater cash reserves in the model and thereby result in a higher unitary charge. 

Annex B – Definition of Surpluses

Procuring Authorities and their advisers should consider the definition of surpluses in the Project Agreement, specifically whether they are defined in cash or accounting terms:

· Some NPD deals have defined surpluses in accounting terms, such that there is no obligation to make Charitable Donations until the SPV finds itself in such a position that, were it a private company entitled to distribute profits, it would have generated distributable profits.
· Other deals define surpluses in terms of cash, stating that the surplus is the amount which the senior lenders allow to flow through to a Surplus Account (at the bottom of the cash cascade).


Defining surpluses in cash terms is preferable as it ensures the SPV is sufficiently liquid to make the distribution and facilitates transparency.

Careful consideration should also be given to the definition of surpluses in terms of what reserves should actually qualify for distribution as surpluses.  An example of the balances which may be included in the definition of surpluses in the Project Agreement includes:

· any surpluses actually bid and included in the financial model over the operations period (in particular in the period post repayment of senior debt / junior debt);

· any positive cash balances forecast in the financial model at the contract expiry date; 

· the Debt Service Reserve Account release on repayment of senior debt, if not used to retire debt;

· Maintenance Reserve Account release on repayment of senior debt, if not used to retire debt; and
· funds in the operating account.

The definition should be carefully detailed in the project agreement.
Annex C – Impact of Accounting Treatment in NPD Procurement

Some areas to consider when addressing the impact of the change in accounting treatment include:

· Risk transfer – the standard risk transfer position adopted in equity based deals and early NPD deals was structured in such a way as to transfer control of risks and benefits to a level that had the effect of achieving an off balance sheet position.  The move to IFRS means that such projects are unlikely to be off balance sheet and therefore presents the Procuring Authority with a greater degree of flexibility, allowing risk transfer to be adapted to suit the requirements of a particular project.

· Gearing – any change in the profile of risk transfer may have a subsequent impact on gearing.  Procuring Authorities and their advisers should consider this potential impact before going to market.  The level of gearing should be set at a level which reflects the risk transfer achieved, the maturity of the market / sector and current market conditions.

· Surpluses – In NPD deals completed before the introduction of IFRS to public sector accounting, a charity was set up to receive surpluses to maintain the off balance sheet status of the NPD.  However, the move to IFRS will result in an on balance sheet position for most NPDs, therefore the surpluses could flow directly to the Procuring Authority.

· Residual treatment - the introduction of IFRS gives the Procuring Authority more flexibility to structure the deal according to who can make best use of the asset and who can best manage residual risk.

· Supported Debt – if the move to IFRS will result in on balance sheet NPD assets, the Procuring Authority has more freedom to consider alternative finance options which would have previously jeopardised the off balance sheet treatment of the asset.  For example, a public sector guarantee could be provided with the aim of reducing the cost of finance.  While this would have been disadvantageous from an accounting treatment point of view under UK GAAP, this will not be a deciding factor for the NPD model under IFRS.  The supported debt concept is discussed further in the body of this note.

· Use of Capital Injections – the impact on balance sheet treatment of such injections created a constraint on their use.  This constraint would be removed under IFRS, and is discussed in more detail in the body of this note.

Annex D – Glossary of Terms

	CPAM
	A Conventional Procurement Assessment Model is a risk adjusted financial model which estimates the cost of the public sector procuring a project directly.

	HMT 
	HM Treasury

	IFRS
	International Financial Reporting Standards are the standards and interpretations adopted by the International Accounting Standards Board and will be adopted by Central Government from 2009/10.  IFRS will be adopted by Local Government from 2010/11 (although various figures must be reported under IFRS before these dates for SG purposes).

	ITPD
	The Invitation to Participate in Dialogue is a key milestone of the Competitive Dialogue process where pre qualified bidders are invited to take part in the dialogue stage.

	KSR
	Key Stage Review programme is a mandatory external review process for all privately financed procurements in Scotland.

	NPD
	The Non Profit Distributing Vehicle

	NPD deals
	Public sector capital projects procured using private finance via the NPD model

	NPD model / the model
	The Non Profit Distributing model is a structure which has been developed in the Scottish market as a means of capping the returns earned by investors on public sector procurement at a level aligned  with the corresponding risk transfer.

	NPD project / procurement
	Public sector capital projects procured via the NPD model

	NPD project co
	The SPV set up to deliver the project within the NPD model.

	OJEU
	Official Journal of the European Union in which projects are advertised.

	PB
	The Preferred Bidder is appointed at the end of the dialogue period of a procurement and is a key milestone of the Competitive Dialogue process.

	PFI
	Private Finance Initiative

	PPP 
	Public Private Partnership 

	Public Interest Director
	The Public Interest Director is nominated independently and appointed to the SPV Board by the public sector.

	SFT
	Scottish Futures Trust

	Shadow Bid Model
	A shadow bid model provides an indicative unitary charge which will be used as a proxy for the expected annual cost of a privately financed procurement

	SG
	Scottish Government 

	SoPC4
	HM Treasury’s Standardisation of PFI Contracts version 4 provides standard wording and guidance to be used by public sector bodies when drafting PFI contracts.  This guidance is also applicable to NPD contracts.

	SPV
	A Special Purpose Vehicle is a corporate body created to fulfill narrow, specific or temporary objectives.  SPVs are used in NPD projects to deliver the service required by the Procuring Authority.

	UK GAAP
	The UK Generally Accepted Accounting Principles is the overall body of regulation of the preparation of financial accounts in the UK.

	Unitary Charge
	The expected cost of a privately financed project, usually expressed in annual terms.

	VfM
	VfM is the optimum combination of whole-life costs and quality (or fitness for purpose) of the good or service to meet the users requirements. VfM is not the choice of goods and services based on the lowest cost bid.
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NPD development pre publication of  OJEU notice (“OJEU”)


Preparation of Value for Money report (Stage 1 & 2) justifying the choice of NPD route.  To be signed off by SFT on behalf of SG.


Understand basic NPD principles and latest developments.  


Capture NPD implications within early project documentation (e.g. marketing information, scope, risk allocation, shadow bid model, reference case, evaluation strategy, prequalification questionnaire)


Discuss NPD principles in market consultation exercise to understand appetite.

















Pre OJEU KSR (to be reviewed by SFT on behalf of SG)
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NPD development pre Invitation to Participate in Dialogue (“ITPD”)


Develop NPD reference case taking into account market consultation feedback.


Incorporate NPD principles into draft market documentation including ITPD, Project Agreement, Lenders Agreements, Memo and Articles of Association etc.


Evaluation of PQQ responses re NPD issues.





Pre ITPD KSR (to be reviewed by SFT on behalf of SG)
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NPD development through Dialogue Phase


Conduct dialogue with bidders re specific NPD points.


Develop and apply evaluation criteria for NPD aspects of bidder submissions.


Review and redrafting of project agreement, lenders agreements, contract derogations (SFT sign off on behalf of SG required).


Update VfM Report.





Financial Close





Pre PB KSR 


(to be reviewed by SFT on behalf of SG)





NPD development through Preferred Bidder Phase


Finalisation of project agreement, lenders agreements, contract derogations (SFT sign off on behalf of SG required)


Update VfM Report- Stage 3.
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(to be reviewed by SFT on behalf of SG)
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