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Financial Partnerships Unit



Scottish Executive Information Note to Procuring Authorities
Alternative Senior Debt Funding Solutions in PPP Bids
Background

In a PPP procurement involving private finance the cost of senior debt facilities in PPP is incurred by Procuring Authorities (PAs) through the Unitary Charge over the life of the contract. Senior debt comprises the bulk (some 90%) of most PPP deals – this note is not concerned with the remaining funding which comes from junior debt or equity sources.  Because of the significance of senior debt, PAs should review carefully the robustness and deliverability of senior debt funding solutions. 

These would typically include (but may not be limited to) the following:

i. review of the level of overall senior debt funding (“gearing”) 

ii. reviewing terms and conditions offered

iii. agreement of terms and conditions offered to the relevant financial model(s)
iv. acceptance by funders of Standard Form Project Agreements, in particular the Payment Mechanism and related calibration
v. interaction with equity and other funding sources
vi. timetable and due diligence requirements 

Subject to project size, it is now common for alternative senior debt solutions (i.e. bank and bond funding) to be offered by consortia on PPPs for evaluation by PAs.  Typically this would demonstrate the benefit of competition and enhance VfM / affordability. 
The different senior debt funding sources offered will normally be a Bank solution and one of or a combination of:-

· public bond (index-linked, fixed rate or Limited Price Index)
· private placement (index linked or fixed)
· conduit structure

Variations can also arise if EIB funding is part of the project.  Other senior debt funding structures and alternatives may emerge over time, for example wrapped bank debt.
This note provides PAs with guidance in the following areas:-
i. the consistent evaluation of alternative senior debt funding sources
ii. quantitative and qualitative issues to consider when evaluating different funding routes

iii. methodology and timing of final funding route selection 

This note does not provide advice on or a process for formal funding competitions.  If required, the SE Financial Partnerships Unit would give advice in particular circumstances if a formal funding competition process was envisaged. 
In all circumstances, PAs should utilise specialist financial advice in reviewing funding offers and discuss with advisers the different types of senior debt funding available and their impact on long term flexibility / delivery vs. improved affordability etc.  SE funding is available only for projects where appropriate professional advice is sought and taken.
Technical terminology is used throughout this note and where applicable PAs should discuss this with financial advisors.  This note should be seen by all Members and officials with responsibilities for PPP projects.  It has been made available to all financial advisors and funders currently operating in the Scottish PPP market.
Senior Debt Size / Project Economies

The type, duration, size, payment mechanism requirements and risk profile of the project will impact on the senior debt funding solution alternatives. 
The table below provides a guideline of the applicable funding routes for senior debt for projects of various sizes in today’s market.  In recent times the trend has been for bond funding to become available to lower scale projects than hitherto.    

	Senior Debt Size £
	Bank
	Public Bond
	Private Placement

	0 – 50m
	Yes
	No
	Yes

(at higher end of scale)



	50m – 150m
	Yes
	Yes

(but more suited for higher end)

	Yes

	150 – 250+m
	Yes

But syndication / liquidity issues to be managed at higher end of scale
	Yes
	Yes

(but may be inferior VfM to public bond – analysis will be required)


Therefore, Procuring Authorities may have to evaluate different types of senior debt funding solutions within in bids and across different bidders.  This necessitates the Pas set consistent reference funding rates (Libor and gilts) for bank and bond solutions to ensure consistent and meaningful comparison. 
Consortia should not be required to provide alternative senior debt funding solutions when the alternative is not deliverable or will not enhance VfM / affordability of the project.
Whilst alternative funding options are a welcome sign of good competition for funding in the current market, bidders should nevertheless offer a clear and complete bid proposal to permit consistent and fair evaluation and selection of a preferred bidder.  If an alternative funding solution is offered, the identity of the alternative provider and the key terms, including any contractual derogations sought, must be established before preferred bidder stage.

Senior Debt - Bank Solutions

There are in excess of 20 senior debt lenders in UK PPP.  PAs should ensure that consortia provide evidence that they have competed the Bank funding solution in the ITN period, either in the period up to bid submission or within the ITN return itself.  By competing the Bank funder role, best value can be passed onto the PA.
In order to be able to evaluate bank funding solutions consistently between bidders, PAs must provide clear reference terms for:-
i. Reference Swap rate / Libor, including where applicable details of average loan life on which it has been calculated upon / interest basis, and process for “live rate” pricing 
ii. the level of buffer to price in bank solution (typically 25 to 50 basis points in accord with Departmental requirements / best practice)
iii. credit interest rate for cash balances
iv. the percentage (or acceptable range) of the Unitary Charge that can or is to be linked to the selected inflation index

v. RPI swap pricing elements
PAs must request clear reference terms for:-
vi. other elements that must be priced / tendered (credit spread, MLA, swap spread over mid swaps, reserving and ratio requirements)

vii. general terms and conditions (including timetable, due diligence, credit approval, inter-creditor issues)
These areas should be evaluated in priced solutions and benchmarked against the current market terms and conditions.  Appropriate Evidence Bases should be utilised.
Senior Debt - Bond Solutions

The parties offering facilities in the PPP funding market for Bond solutions is increasing.  New underwriters, investors and monolines are evident.  This should enable consortia to compete the various roles required to deliver a bond solution.  Typically two different bond funding routes will be available (fixed and index linked).  Like a Bank solution, evidence of this competition should be requested in the ITN and demonstrated within the bid submissions.  Certain circumstances (for example Payment Mechanism requirements) may dictate which route is more appropriate for a PA. 

In order to be able to evaluate bond funding solutions consistently between bidders, PAs must provide clear reference terms for:-
i. Reference gilt rates (fixed, index-linked or assumptions for LPI), including details of the gilt on which it has been calculated upon, interest cost basis and process for “live rate” pricing
ii. the level of buffer to price in the bond solution (typically 25 to 50 basis points in accord with Departmental requirements / best practice)
iii. GIC rate

iv. Bond margin / spread to assume (for each bond type)

v. the percentage (or acceptable range) of the Unitary Charge that can or is to be linked to the selected inflation index

vi. credit interest rate

vii. underlying credit rating to be assumed (or a means of taking account of differences in underlying credit ratings bid in evaluation processes)
viii. RPI swap pricing assumptions (if applicable) and other RPI assumptions
The above list reflects the elements in a bond solution that are likely to either vary up until financial close or can result in non like for like evaluation between consortia, hence the need to require standard terms. 
PAs must request clear reference terms for:-
ix. other elements that must be priced / tendered (underwriting / placing and monoline fees, reserving and ratio requirements)

x. general terms and conditions (including timetable, due diligence, rating agencies review, inter-creditor issues)

xi. evidence that the project as structured will obtain the specified credit rating

A private placement or conduit structure should require equivalent information and approach as detailed above, but requirements should be discussed directly with prospective funders. 

These areas should be evaluated in priced solutions and benchmarked against the current market terms and conditions. In particular, pricing and risk issues as detailed in Rating Agencies reports of recent public issues should be referred to.
Comparing Bank and Bond Senior Debt Funding Solutions
The table below highlights issues that should be considered or taken account of when evaluating the pricing, deliverability and robustness of Bank and Bond solutions.  Accordingly these types of areas should be part of the internal public sector finance evaluation criteria and overall VfM assessment of bidders’ proposals.
The table assumes that reference terms and guidance above for Bank and Bond offers having been reflected and that Reference Rates are directly comparable between alternative solutions.
	Assessment Element
	Details

	Quantitative
	· reference Libor / Gilt rate and buffer  priced on same day / equivalent duration

· pricing at “live” rates / appropriate timing of this
· liquidity issues / demand issues (different capacities in the specific markets, particularly for bonds)

· fully underwritten offers / syndication issues (particularly for banks)

· cover ratio requirements (particularly for bonds where subject to Rating Agencies review)

· gearing level



	Qualitative
	· availability of variation funding facilities

· flexibility of variation facilities

· exposure to monocline downgrade risk prior to close (in particular for bond)
· future refinancing upside potential (if calculated, then a quantitative element also)
· ability to extend debt tenor

· timetable to reach commercial and financial close

· compliance with and sign up to SOPC3 / SSSC (including Payment Mechanism and calibration)
· ability to offer alternative routes (e.g. switch to different swap or bond type)

· interface with equity sources, requirements and timing of equity injections

· termination issues (including flexibility), breakage costs including Spens, RPI (including impact on the payment mechanism) / hedging requirements (if can be calculated, then a quantitative element also)

· stage at which hedging / swaps are to be fixed

· impact on Accounting Treatment (for example if repayment guarantees are required from the public sector)




Where applicable, PAs should make comparability adjustments as necessary, particularly in respect of quantitative issues.

Depending upon the funding route, as well as being central to evaluation, some of the issues above will be of concern up to financial close and others will be of concern over the duration of the project. Therefore, ongoing consideration is required.  

Timing of Final Funding Route Selection
VfM is a fundamental requirement of the PPP process, particularly in the Procurement Phase of a Project. The importance of this is stressed in the SE VfM Assessment Guidance for PPPs.
If at Preferred Bidder selection one senior debt solution, based on the above assessment, offers clearly appropriate VfM and deliverability, that route should be selected to proceed to financial close with.  If the bond route is chosen, there may be scope to “vary” the final bond type up to 6 weeks prior to financial close.  For example by adjusting from fixed gilt to and index linked product, subject to payment mechanism requirements in order to provider the overall lowest cost solution.  Similar situations can arise on bank deals through alerting RPI swap arrangements and introduction of private placement providers.
PAs may take the view that it will enhance VfM and deliverability / robustness of the funding route by conducting the final funding route selection post formal Preferred Bidder appointment.  However, care must be taken to ensure that the preferred bidder appointment is robust and defensible on this basis, and that the factors likely to change after preferred bidder stage are clear and unambiguous.  It is expected that this final funding route selection would involve existing consortia funding sources and not be opened to other external funders.  The following points should be considered - 
When this approach is taken, PAs should consider:-

i. impact on timetable of this process

ii. cost to PA and to consortia

iii. impact on Preferred Bidder letter (requiring to agree process and protocol for final funding route selection  within it, including impact of sign up to SOPC3 / SSSC including Payment Mechanism and related calibration)

The final funding route selection process should:-

1. allow funders to re-price and reconsider funding terms and conditions BUT ensuring that contractual terms and risk transfer are not altered from PB letter
2. ensure the final / near final scope of the project is reflected in what is priced

3. ensure that PAs take account of pricing requirements and reference terms of both Bank and Bond solutions as detailed above for individual funding routes

4. ensure qualitative and quantitative areas are assessed in evaluation
5. select the final funding route circa 12 weeks prior to financial close
6. if a bond route is selected, there may  be flexibility to confirm final bond type as close as 6 – 8 weeks pre bond launch 

As well as monitoring VfM (for example if a funder fixed the funding cost at the funders risk at the time of selection), Procuring Authorities must carefully analyse any remaining risks relating to funding that could emerge up to financial close, and to the extent possible consider mitigation strategies in respect of these. 

Conclusion

The senior debt funding area of PPP bids is constantly evolving.  Therefore, PAs through their financial advisers and in communication with the Financial Partnerships Unit, must monitor market developments and areas that affect the robustness, deliverability and pricing of different senior debt funding solutions over the course of procurement.  They must ensure consistent bidding and evaluation procedures are in place in respect of senior debt in PPPs.
The senior debt element of PPPs will continue to be assessed in the KSR and FBC process.
The evaluation process for the funding elements of PPPs should be agreed with financial advisers and the evaluation outputs should be factored into overall VfM assessment of bids.  As a minimum the high level funding evaluation areas should be set out in the ITN.
Related Guidance Sources
SE PPP VfM Assessment Guidance

HMT Guidance – Spens 
OGC Guidance – Bond Funding Solutions
HMT Guidance – RPI / Hedging Instruments
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