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1.  Introduction & Background

1.1 Introduction

Authorities considering a Refinancing should consult the VfM Refinancing Guidance, SE PPP VfM Guidance and where applicable the Refinancing Code. It is expected the process detailed in the FPU Refinancing Letter of March 2006 is adopted. 

What is the purpose of this review?

This review should not be regarded as a pass / fail exercise.  It is a tool to assist Authorities in conducting a Value for Money (VfM) analysis and internal sign off of a private sector refinancing proposal and to ensure that appropriate UK and Scottish guidance has been applied. 

The review aims to gain transparency and provide an audit trail on decisions of key aspects of the proposed deal as well as help prevent any reallocation of risk, adverse changes to the project risk profile, and unintentional increases in the Authority’s liability profile resulting from the refinancing. This review focuses solely on VfM in respect of the refinancing, not any additional elements of the contract that are subject to concurrent renegotiations. It is a requirement of this review that appropriate Authority representatives sign off the transaction in respect of its VfM.

How will this review be carried out?

As described the FPU Refinancing Letter of March 2006, projects are required to inform the Financial Partnership Unit (FPU) and the HMT Refinancing Task Force at the point when a refinancing deal is being proposed. A completed review document and evidence of Authority sign off must be submitted to the FPU before the refinancing can be sanctioned. Initial notification of an intended refinancing and all submissions should be made to:

Director

Financial Partnerships Unit

Scottish Executive 

Victoria Quay

Edinburgh

EH6 6QQ

The FPU will discuss the review with the HMT Refinancing Taskforce and issue any points of clarification to the Authority no later than 2 weeks after the initial submission. Authorities should not instruct a refinancing until the Scottish Executive has confirmed that the review process has been completed successfully. The SE FPU may involve local Partnerships UK resources in the review separately from the HMT taskforce.

1.2 Background

	Project Outline – Please complete this table.



	Authority


	

	Project Title and

Brief Description (including details of the private sector consortium).  

	

	Current Status 

(Please highlight the current status of the deal, number of operational years, current debt details including amount outstanding, length of tail, funding terms and identity of current lenders. Use most recent financial year end details)


	

	Details of proposed  Refinancing

(timing of approach and execution, summary of methodology)


	

	Details of interaction with HMT Refinancing Taskforce 


	

	Details of appointed Financial Advisers


	Company

Contact Name

Tel

E mail

	Details of appointed Legal Advisers


	Company

Contact Name

Tel

E mail

	Project Manager

Contact details


	Name

Tel

E mail

	Senior Accountable Officer 
	Name

Position

Tel

E mail

	Private Sector Contact on the Refinancing
	Name

Position

Tel

E mail


2. Approach to Meeting Guidance Requirements

2.1 Applicable Guidance

Projects considering / undergoing a refinancing must demonstrate compliance with the principles of the relevant Guidance as listed below. 

The Voluntary Code of Conduct (the “Code”) applies to all PFI transactions signed up to 30th September 2002. All other deals singed post 30th September 2002 should follow the SoPC (or equivalent) refinancing drafting. 

Refinancing of Early PFI Transactions - Code of Conduct (if applicable)

SoPC Annex 1 – Guidance Note ‘Calculation of the Authority’s Share of a Refinancing Gain’

HMT Application Note on Value for Money in Refinancings
Scottish Executive VFM Assessment Guidance – Practical Application Note
FPU Letter on Refinancing – March 2006 

2.2 Refinancing Overview and Compliance with Guidance

2.2.1 Please detail the background to the refinancing that is being carried out and demonstrate compliance with guidance, noting any exceptions. Contracts that pre-date SoPC should refer to compliance with any express provisions in the contract if transaction not carried out under the Code of Conduct.

2.2.2 Detail how the refinancing gain will be received by the Authority (e.g. lump sum or reduced UC payments) and detail any considerations / analysis in support of the approach being progressed. Include an analysis of both options with supporting calculations if appropriate (SoPC 35.5.4 and Annex 1, 1.5):

2.2.3 Please provide a summary analysis of any significant Tax implications (direct or related) arising from the refinancing:

2.2.4 Please comment on the Project Company’s ability to continue to service the contract post refinancing and provide evidence of adequate incentives for continuing performance (Application Note 1.2):

2.2.5 Please comment directly on lifecycle provisions in the contractor’s model pre and post refinancing. In particular offer comment on whether the same level of reserving/robustness is apparent.
2.2.6 Please detail any other changes or elements being taken forward in parallel with the refinancing process but which are outwith the refinancing calculations (e.g. changes to FM costs, benchmarking etc (Application Note 1.4):

2.2.7 Please detail other consequential structural changes impacting on the Authority’s position post-refinancing and how these may impact going forward (e.g. as part of or outside the refinancing) (Application Note 1.4):

2.2.8 Detail the sources and uses of funds from the refinancing in the indicative format below:

	Sources & Uses of Funds
	£’000

	Sources
	

	
	

	
	

	
	

	
	

	Total Sources
	

	
	

	Uses
	

	
	

	
	

	
	

	
	

	
	

	Subtotal
	

	
	

	Available for Distribution
	

	
	

	Distributed
	

	
	

	
	

	Total
	


3. Background to the Financial Model and the Refinancing

3.1 Financial Model Changes

Please confirm the status of the model being used to calculate the refinancing gain. If it is a new financial model, please confirm whether the private sector party is meeting the cost of this development directly.
Please detail as background what main agreed changes to the agreed Financial Model have been applied post financial close.

3.2 Performance

Please provide details of the current performance of the contract (for example consider the level of applied deductions and identify any trends etc).

3.3 Restructuring 

Please provide details of any SPV restructuring proposals put forward by the private sector as part of the refinancing. 

3.4 Discount Rates Used in the Refinancing Calculation Analysis - see SoPC Annex 1

Please provide details of the discount rates used in the calculation of the refinancing gain. For example:

3.4.1 Base Case Blended Equity IRR, and
3.4.2 Estimated Fair Value Discount Rate, or
3.4.3 Other such rates referred to in the contract or which are applicable under the voluntary code.
3.5 Calculation of the Refinancing Gain and Gain Share – see HMT Guidance Note on Refinancing
Complete the following table showing the calculation of the Refinancing Gain share to the Authority and attach any other relevant calculations as appendices: 
	Description 

(Indicative structure – revise as appropriate)
	Amount (£)
	Notes (provide explanation)

	Distributions shown in the post-refinancing model - Nominal
	
	

	Distributions shown in the pre-refinancing model - Nominal
	
	

	Net present value of Distributions (Post Refinancing)
	
	

	Net present value of Distributions (Pre Refinancing)
	
	

	Total Refinancing Gain 
	
	

	Discount Rate
	
	

	Original Threshold Equity IRR
	
	

	Pre-Refinancing Equity IRR
	
	

	Post-refinancing blended post-SPV tax IRR
	
	

	Tax payments in the model – post-refinancing 
	
	

	Authority Share of Refinancing Gain 
	
	

	Authority Share of Refinancing Gain as a %
	
	


Provide evidence that the calculations have been reviewed, where applicable negotiated and signed off by appropriately qualified financial advisers.

Is any element of the gain exempt from gain-sharing, for example because the pre-refinancing IRR is below the Threshold Equity IRR? (See SOPC 35.4 and 35.5.3.1)

4. Detailed Quantitative Analysis

4.1 Structure of the Proposal

4.1.1 Analysis of Key Costs

Provide a break down of refinancing related fees and expenses incurred by the private sector contractor (and justifiably passed on to the public sector) in the following example format:

Example Financial Advisory Fee

· amount

· work undertaken

· approximate input hours and cost per category of work undertaken

· any success element

· any ratchet for increasing refinancing sum

· transparent evidence of competition for roles tendered (and cost)

Repeat for each adviser (legal, internal project company costs etc and also show public sector advising costs).

4.1.2 Funding Terms

Please detail the key funding terms of the pre and post-refinancing cases in the following table:

	Element
	Original Terms
	Refinancing Terms
	Comments

	Margin 1
	
	
	

	Margin 2 … etc
	
	
	

	MLAs
	
	
	

	Swap Credit Spread
	
	
	

	Senior Debt Repayment Tail
	
	
	

	DSRA / DSRF details
	
	
	

	MRA details
	
	
	

	Senior Debt gearing
	
	
	

	Min ADSCR
	
	
	

	Average ADSCR
	
	
	

	Min LLCR
	
	
	

	Average LLCR
	
	
	


4.1.2.1 What benchmarking or competing of the above terms has been carried out?

- against other lenders / other forms of debt (e.g. via evidence of funding competition):

- evidence of this being competed by equity investors (for example term sheets):

4.1.2.2 Detail the comparative results from funding competition in the table below, please append cells as required:

	Element
	Funder A
	Funder B  … etc
	Comments

	Margin 1
	
	
	

	Margin 2 … etc
	
	
	

	MLAs
	
	
	

	Terms, Credit Spread, etc
	
	
	


4.1.3 Please detail the treatment of incurred or potential SWAP breakage costs (or similar such as pre-payment costs) and how these costs have been evaluated in the selection of the funder / how they impact on overall refinancing costs?

4.1.4 Please detail any other relevant considerations/justification in support of the refinancing funding terms on offer:

4.2 Implications to the Refinancing Authority

Please consider the implications of the proposed refinancing to the Authority and include a detail analysis of specific areas as indicated below – see HMT Application Note on Value for Money in Refinancings.

4.2.1 No Increase in Termination Liabilities

Provide details of the calculation of gain and comment upon the scenario whereby the refinancing is carried out without an increase in the level of termination liabilities to the Authority. There are a number of ways in which a ‘zero increase’ model might be constructed – please comment on assumptions adopted in this case – for example, is there no increase in senior debt, or have the shareholders proposed that additional debt liabilities will be absorbed by themselves, have senior funders offered to cap their termination costs? See Application Note 1.3.2 for the significance of this scenario in VfM evaluation.

Please include the results of quantitative analysis in the table below and appending cells where appropriate:

	
	Zero Increase Model

	Refinancing Gain 
	

	Authority Share 
	

	Percentage of Gain 
	


Is this scenario deliverable?
4.2.2 Increases in Termination Liabilities 

Please provide details of any proposed increases in termination liabilities across all termination scenarios to relevant parties (Authority, Contractor, etc). Under each scenario detail any termination liabilities and describe implications in all cases referring to termination liabilities pre- and post-refinancing. Refer Application Note regarding increases in termination liabilities. 
In support of the analysis, please include the results of quantitative analysis in the table below:
	
	Zero Increase Model
	Alternative Model

	Increase in Senior Finance 
	-
	

	Refinancing Gain 
	
	

	Authority Share 
	
	

	Percentage of Gain 
	
	


Show the above for public and private sector parties across all termination scenarios.

4.2.3 Likelihood of Authority Default

Please consider (See Refinancing Application Note):

i. Authority Voluntary Termination - Long tern flexibility:

Does the Authority currently have Voluntary Termination rights under the existing contract? If not, has the Authority considered negotiating these rights as part of the refinancing?
ii. Authority Default - Authority’s ability to continue to make payments:

Please provide analysis of the Authority’s current and short-medium term financial position and consider any risk of not being able to pay the Unitary Charge as it falls due. 

iii. Please consider other events which may impact upon their ability, or desire, to pay the Unitary Charge in the future. The Authority should consider the probability of each event occurring and the Authority’s view on the likely impact using the table below or similar in support of the analysis.

	Probability of Authority Default
	Examples
	Likelihood
	Impact (%)

	High
	· 
	
	

	Medium
	· 
	
	

	Low
	· 
	
	


4.2.4 Authority Default Analysis in relation to gain 

Please detail existing Termination Provisions in the Project Agreement in the event of Authority Default.

Please provide a quantitative analysis demonstrating the relationship between the Refinancing Gain and the likelihood of the Authority bearing increased Compensation on Termination liabilities under the Authority Default scenario. Please include detail of assumptions used in calculations.
Please complete the following table:

	Element
(Indicative structure – revise as appropriate)
	Year 5 (from refinancing)
	Year 10
	Year 15
	Year 20

	Post refinancing level of termination liabilities
	
	
	
	

	Pre refinancing level of termination liabilities
	
	
	
	

	Increase in termination liabilities
	
	
	
	

	
	
	
	
	

	Probability Factors for Authority Default

	High
	
	
	
	

	Medium
	
	
	
	

	Low
	
	
	
	

	
	
	
	
	

	Increase in termination liabilities x Probability of Authority Default

	High
	
	
	
	

	Medium
	
	
	
	

	Low
	
	
	
	

	
	
	
	
	

	Total NPV of Refinancing Benefit
	
	
	
	

	
	
	
	
	

	Surplus of Refinancing Gain over termination liabilities x Probability

	High
	
	
	
	

	Medium
	
	
	
	

	Low
	
	
	
	


Please also present a statistical analysis on cumulative basis. This should take account of the fact that if you have a refinancing gain of £5 and extra potential termination liabilities in a given year of £10, whilst the comparison of those two figures is useful information it is not the full story – an authority should not draw the conclusion that it could be comfortable with a probability of termination in that year of 50%. Termination could take place in any one of the years remaining; with these example numbers and a probability of termination in any year of 50% the authority would have a benefit of £5 but an additional exposure of the best part of £10. Also show the crossing point where additional exposure versus benefit becomes neutral.
4.3 Authority sign off on Increased Termination Liabilities

Please provide evidence of VfM and senior level sign off on proposed additional liabilities.

4.4 Force Majeure Analysis

Please detail the Force Majeure provision in the Project Agreement and consider the Authority exposure under these scenarios. Where an increase in Authority liabilities is being considered, include relevant VfM justification and consider relevant guidance – HMT Application Note - in respect of increased exposure to FM termination amounts as a result of a refinancing.
4.5 Project Company Default Analysis

Please consider the likelihood of Project Company default post refinancing and detail increased exposure in terms of Compensation on Termination requirements (See Application Note 1.3.1). Whilst the Authority will not be exposed to additional termination liabilities under Contractor Default in accordance with SoPC when a refinancing is undertaken, potential exists for a termination to be more likely if incentives to perform are reduced therefore affecting the continuing deliverability of service.
4.5.1 Other Termination Scenarios

Please detail any other Termination scenarios e.g. Corrupt Gifts and consider the likelihood of such an event occurring prior to contract expiry. Where an increase in Authority liabilities is being considered, include relevant VfM justification.
4.5.2 Summary

Please consider the summated VfM position under increased Authority Termination Liabilities and detail contractual parties exposure to Termination Liabilities across all relevant scenarios pre- and post-refinancing reflecting the fact that termination could happen under any of these scenarios.
5. Qualitative Analysis

5.1 Introduction

In the following section, please consider the requirement of the project to demonstrate Value for Money to the Authority in qualitative terms post refinancing – see the Scottish Executive VFM Assessment Guidance – Practical Application Note.
5.2 Viability

Please consider any impact the refinancing may have in respect of:

5.2.1 Objectives and Outputs (i.e. service delivery)

5.2.2 Operational Flexibility of the Contract
5.2.3 Regulation and Legislation

5.3 Desirability

Please consider any impact the refinancing may have in terms of:

5.3.1 Risk Management

5.3.2 Innovation (in future periods)
5.3.3 Performance Incentives
5.4 Achievability

Please consider the deliverability of the refinancing in respect of: 

5.4.1 Transaction Costs and Private Sector Capability

5.4.2 Competition

5.5 Accounting Treatment

Please provide details of any impact on the previously adopted Balance Sheet Position. 

5.6 Political Considerations

Please provide details of political sign off and likely public response to the detail of the refinancing deal.

5.7 Market Abuse 

Please consider any evidence of ‘Market Abuse’ on the proposed transaction under the following headings:

· Fees; and

· Funding Terms

6. Contractual Changes 

i. Please provide detail of any proposed contractual changes to the existing Project Agreement and consider  SoPC compliance.
ii. Please consider the impact on future refinancing (rescue or otherwise) limits.
7. Conclusion

Conclusion should include a full sign off by the Authority’s advisers over the detail of the proposed transaction, the refinancing calculation methodology and compliance with current guidance, and a statement from the Authority confirming its acceptance of its share of the gain, any increases in termination liabilities under Authority Default and confirmation of the proposed deal representing value for money to the Authority.
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