
Use of Capital Injections in PPP Projects
Application
1. This guidance note applies to the use of capital injections or contributions by public sector bodies (“Procuring Bodies”) undertaking Public Private Partnership (PPP) projects that involve private finance. 
2. This guidance note explains the considerations and process that Procuring Bodies must fully apply in respect of the use of capital injections in PPP projects in Scotland and sets out the relevant Scottish Executive (SE) approval requirements.

General principles and background

3. The national position on risk transfer was established in the Standardisation of PFI Contracts (SoPC) and further clarified in a number of sector specific contracts such as the Scottish Schools Standard Contract (SSSC).  This position includes the principle of the private sector providing all the required funding up front, i.e. until such point when the contracted service is being delivered.  Further, it encapsulates the resulting natural efficiency drivers and management incentives associated with risk capital.  It is not in the interest of the public sector to dilute these drivers or alter the balance of risk, or as a consequence potentially alter the Value for Money (VfM) attributable to the project. 
4. On a standard PPP project, therefore, public sector capital injections 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 a PPP project, Procuring Bodies 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 and this analysis must consider all aspects of the project, including protection under scenarios such as early termination and sub-contractor failure.  Procuring Bodies need to demonstrate and satisfy their auditors that a commitment to provide a capital injection will not affect the balance sheet treatment of the project.
5. Public Bodies may under limited circumstances consider it appropriate at the Outline Business Case stage to plan for a capital injection into a PPP project.  These circumstances include where: 

I. land or other fixed assets are directly contributed to a project contract;

II. land or other fixed assets are disposed of with a view to releasing an equivalent sum into the project contract; and/or
III. wider development opportunities and proposals and/or co-financings arise in  projects.
6. The term ‘capital injection’ in the context of this note means a contribution from the Procuring Body to a private sector partner.  It does not indicate any specific accounting treatment.
Approval requirements

7. PPP/PFI procurement relies on standardised methodology and commercial / legal terms, which are managed centrally in Scotland by the Financial Partnerships Unit (FPU) within SE.  Because it is essential that this methodology continues to represent good VfM in each case, and to provide specialist expertise to ensure that risk transfer is not diluted, approval must be sought from the FPU in respect of all plans to utilise or structure capital injections into a PPP project at any point in a project’s life.  
8. This process should take place at the earliest possible stage (for example at OBC stage / initial approval) and subsequently if the size, nature or timing of planned injections change before or during procurement.  The FPU will consider each application on a project specific basis applying this guidance note, and will consider the size of the proposed injection in relation to the total financing requirement of the project. 
Use of Capital Injections
9. Any capital injection (including direct payments, land contributions, credit facilities and other similar arrangements) must be linked to full service commencement.  If a strong VfM case can be made, the Executive will consider proposals linking injections to project milestones, but only when these milestones represent the full delivery of individual or bundles of facilities. 

10. Where a Procuring Body commits itself to making injections, such contractual arrangements must not amount to a commitment on the Procuring Body that can be called upon prior to the certification of the relevant facilities and full service commencement therein, including the full operation of the payment mechanism in respect of the relevant facilities.  

11. In circumstances where injections are included in a project, and where some or all of these injections are derived from land sale proceeds, it is of fundamental importance that Procuring Bodies are sufficiently protected against fluctuations in the value and availability of such receipts.  For example, if the land sale proceeds are delayed, or if the expected values are not realised in full at no fault of the Procuring Body, the private sector funding proposal and mechanisms in place must be flexible enough to cover such circumstances. 
12. Procuring Bodies are required to exclude any capital injections from the standard bid requirements included in the Invitation to Negotiate (ITN), and therefore, a compliant standard bid must be based on a wholly privately funded structure.  It is important that project funders conduct their due diligence in respect of the total debt requirement of a project and commit to providing these funds in full if required.  Procuring Bodies should also gauge their bonding / security / subcontract support requirements based on a totally privately financed solution.  In order to demonstrate VfM, Procuring Bodies are required to evaluate standard bids exclusive and inclusive of contributions.  Variations from standard bids that include a capital contribution must make it clear that private sector funds will be at risk if facilities linked to scheduled contributions are not completed by the forecast date of injection.  If there is any rescheduling of private sector funding, Procuring Body funding should be capable of being withheld until the Procuring Body is satisfied that no elements of private funding are retired behind those of the Procuring Body and that the ratio or profile of private to public funding is not adversely affected.

Wider Considerations

13. In modelling the impact of a potential capital injection, Procuring Bodies must consider the private sector delivery structure and take account of potential VAT and other tax issues.  All wider issues and consequences need to be factored into VfM considerations and assessed against related affordability benefits.  In general, Procuring Bodies should fully consider any accounting requirements (for example revenue and capital classifications), any impact on Executive funding, VAT, taxation and issues such as Stamp Duty (if applicable).

14. Procuring Bodies will need to establish that relevant accounting rules (for example the Code of Practice on Local Authority Accounting in the United Kingdom – A Statement of Recommended Practice) allow proposed funding streams to be used in this manner.  In addition, if it is anticipated that some or all of the Procuring Body’s contribution or injection is covered by funding from external sources, such as the Scottish Executive and other grant awarding bodies, the Procuring Body should confirm early on that their proposals are acceptable to the relevant funding or grant awarding body.

15. In circumstances where wider development proposals involving parties to the contract are linked to but not directly part of the PPP project, or where co-financing has been proposed, the principles of this guidance will still apply.  Procuring Bodies that are considering any non-standard project models (outside the traditional PPP/PFI structures) or possible co-financing proposals are therefore encouraged to discuss these at an early stage with the Executive.

16. If proceeds from land sales are realised prior to completion of relevant milestones, or if the Procuring Body can make other funds available in advance, it should consider depositing proceeds in a ring fenced interest bearing or sinking fund account, until such time when the appropriate milestone has been reached and the required contribution can be transferred from this fund.  This arrangement should provide for improved project affordability without breaching the guidance in this note.  The FPU can further discuss this option with advisers and Procuring Bodies.
17. Procuring Bodies should ensure that any contributions paid are applied directly against works costs and not used to meet advisory or bid costs or other indirect SPV costs such as equity return. 
18. When capital injections from a Procuring Body are structured into projects the related commitments of the Procuring Body will require underwriting.  This process should be discussed with legal advisers with particular reference to paragraph 4 of this note.

19. Procuring Bodies should also note that any capital injection mechanism will receive special scrutiny as part of the Key Stage Review process.  For the sake of clarity, these reviews do not replace the requirement to notify and seek separate agreement from the Executive to the use of capital injections as detailed in paragraphs 7 and 8 of this note.

20. Further information and advice is available from the Financial Partnerships Unit on (0131) 244 7500.
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