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Appendix 3 Value for Money Guidance Note and Input Assumptions
This Appendix provides some further guidance on the approach to VfM required in the OBC for a BSF project and input assumptions for the PFI Quantitative Evaluation Spreadsheet 
Value for Money Guidance Note

Qualitative Assessment
PfS is adopting the approach to the qualitative assessment of value for money which is in line with HM Treasury Guidance issued in November 2006 and available from the HM Treasury website. 

(http://www.hm-treasury.gov.uk/documents/public_private_partnerships/key_documents/ppp_keydocs_vfm.cfm ). 
The qualitative assessment of value for money considers the viability, desirability and achievability of the project.  PfS are adopting the standard risks set out by HM Treasury for each of these areas. 

Quantitative Assessment

With respect to the quantitative assessment of value for money for the proposed procurement route, local authorities should note that PfS is adopting the methodology set out by HM Treasury in November 2006.
PfS confirms that the use of the PFI Quantitative Evaluation Spreadsheet is mandatory for assessing the value for money of a PFI procurement option under BSF. Therefore the key output in this section of the OBC is a set of “Crude PFI VFM” estimates and cost sensitivities derived from the PFI Quantitative Evaluation Spreadsheet.

Input Assumptions for the PFI Quantitative Evaluation Spreadsheet

The tables in Annex I should be completed by Local Authorities, and submitted as part of the OBC, to record the input assumptions (together with sources and rationale) for the PFI Quantitative Evaluation Spreadsheet (Value for Money Model).  Also included are user inputs for the PfS Shadow Pricing Model (as applicable) to ensure consistency of assumptions between the affordability and value for money assessment of a PFI project.  As described in the OBC guidance (section 5.1.1) the PfS Shadow Pricing Model is a conservative shadow bid model and Local Authorities are encouraged to liaise with their technical and financial advisers who will be able, should it be deemed necessary, to undertake a more sophisticated estimate of the Unitary Charge. Where an alternative shadow pricing model is used then the references in column (PfS Shadow Pricing Model Reference) should be updated to reflect the shadow pricing model adopted.
Assumptions below are either stated as PfS or Local Authority:

· PfS Assumptions: The default values provided by PfS should be reviewed by the local authority and its advisory team. It is expected that, unless there are project specific reasons, the Authority will adopt these default values.  If so it will be sufficient to record in the OBC that the Local Authority has concluded that these values are appropriate for the scheme.  If a local authority wishes to apply an alternative value for one or more of the assumptions then this should be justified within the OBC. 

· Local Authority Assumptions: The Local Authority assumptions are by their nature project specific and as such will be provided by the local authority and its advisory team.  The basis of such assumptions (and the source of supporting evidence) should be recorded in the table below.
Annex I – Input Assumptions for PFI Quantitative Evaluation Spreadsheet & PfS Shadow Pricing Model

Timings

	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	Length of Construction Period (years)
	
	
	Local Authority
	Input Assumptions F12
	User Input I17

	Length of Operating Period (years)
	
	
	Local Authority
	n/a
	User Input I20

	Contract Period (years)
	
	Sum of the construction and operating period
	Local Authority
	Input Assumptions F11
	n/a

	End of Construction (Date)
	
	
	Local Authority
	n/a
	User Input I16

	Year when OpEx is first incurred (years)
	
	May be before end of construction due to interim services or phased handover
	Local Authority
	Input Assumptions F13
	n/a

	Phasing of Unitary Charge
	
	
	Local Authority
	Input Assumptions F76
	User Input Row 25


Inflation / Escalators
	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	Capex Escalator (Rate)
	0.0%

	Capital values should be entered in nominal terms (i.e. including inflation during the construction period) therefore this should be set to zero to avoid modelling additional inflation.
	PfS
	Input Assumptions E16
	n/a

	Capex Escalator (Year)
	0 
	Note capital costs input in cells F24 and F31 are priced in nominal terms as at the start of construction  (including inflation during build period). 
	PfS
	Input Assumptions F16
	n/a

	Opex (Non employment escalator) (Rate)
	2.5%
	Assumed inflation rate based upon historic Bank of England RPIx target
	PfS
	Input Assumptions E17
	User Input I79 (assuming non employment FM costs included as “other annual costs”)

	Opex (Non employment escalator) (Year)
	0
	Operating Costs assumed to be priced at start of construction (year 0 in model) within VfM model
	PfS
	Input Assumptions F17
	n/a

	Other annual costs Base Date
	
	Base Date for Operating Costs
	Local Authority
	n/a
	User Input K70

	Opex (employment escalator) (Rate)
	3.5%

	Wage rates inflation typically higher than RPIx, assumed to be RPIx +1%
	PfS
	Input Assumptions E18
	User Input I77 (assuming employment FM costs included as “FM costs”)

	Opex (employment escalator) (Year)
	0


	Operating Costs assumed to be priced at start of construction (year 0 in model) within VfM model
	PfS
	Input Assumptions F18
	n/a

	Annual FM cost Base Date
	
	Base Date for FM costs
	Local Authority
	n/a
	User Input K57

	Unitary Charge inflation rate
	2.5%
	Assumed inflation rate based upon historic Bank of England RPIx target
	PfS
	n/a 

[Opex non employment escalator rate is used]
	User Input I74

	Unitary Charge Escalator (Year)
	
	The % of Unitary Charge subject to Indexation, as calculated by the Shadow Pricing Model
	Local Authority
	Input Assumptions E19
	PfS Input I11 (should be equal to calculated value in cell below [I12])

	Unitary Charge Escalator (Year)
	0
	Unitary Charge assumed to be priced at start of construction (year 0 in model) within VfM model
	PfS
	Input Assumptions F19
	n/a

	Lifecycle Costs Base Date
	
	Base Date for Lifecycle Costs
	Local Authority
	n/a
[Opex non employment escalator rate is used]
	User Input I54

	Lifecycle costs inflation rates
	2.5%
	Assumed to mirror Opex (non employment escalator)
	PfS
	n/a

[Opex non employment escalator rate is used]
	User Input I76

	Other Revenue Base Date
	
	Base Date for Other Revenue / Third Party Revenue
	Local Authority
	n/a

[Opex non employment escalator rate is used]
	n/a
[Assumed to be same base date as for Unitary Charge shown on Outputs K10]

	Other Revenue inflation rates
	2.5%
	Assumed to mirror Opex (non employment escalator)
	PfS
	n/a

[Opex non employment escalator rate is used]
	User Input I75

	SPV running costs Base Date
	
	Base Date for SPV costs
	Local Authority
	n/a
	User Input K64

	SPV running costs inflation rates
	2.5%
	Assumed to mirror Opex (non employment escalator)
	PfS
	n/a
	User Input I78


PSC Costs and Income
	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	Initial CapEx
	
	To be entered in nominal terms
	Local Authority
	Input Assumptions F24
	n/a

	Lifecycle costs at each LC date (£’000)
	
	To be entered in real terms (note comments above on base date) 
	Local Authority
	Input Assumptions F25
	n/a

	Lifecycle intervals (yrs)
	
	Lifecycle interval generally assumed to be annual
	Local Authority
	Input Assumptions F26
	n/a

	OpEx (non employment) (pa) (£’000)
	
	To be entered in real terms (note comments above on base date)
	Local Authority
	Input Assumptions F27
	n/a

	OpEx (employment per person) (p.a.) (£’000)
	
	To be entered in real terms (note comments above on base date)
	Local Authority
	Input Assumptions F28
	n/a

	OpEx (employee number)
	
	
	Local Authority
	Input Assumptions F29
	n/a

	Transaction Costs
	
	To be entered in nominal terms
	Local Authority
	Input Assumptions F37
	n/a

	Third Party Income
	
	To be entered in real terms (note comments above on base date)
	Local Authority
	Input Assumptions F41
	n/a


PFI Costs and Revenue

	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	Initial CapEx
	
	To be entered in nominal terms
	Local Authority
	Input Assumptions F31
	User Input row 31

	Lifecycle costs at each LC date (£’000)
	
	To be entered in real terms (note comments above on base date)
	Local Authority
	Input Assumptions F32
	User Input row 55

	OpEx (non employment) (pa) (£’000)
	
	To be entered in real terms (note comments above on base date)
	Local Authority
	Input Assumptions F33
	User Input rows 57, 60-63, 67-69

	OpEx (employment) (p.a.) (£’000)
	
	To be entered in real terms (note comments above on base date)
	Local Authority
	n/a

[Same per person rate assumed as per PSC]
	

	OpEx (employee number)
	
	
	Local Authority
	Input Assumptions F34
	n/a

	Transaction Costs
	£2,500k
	Assumed bid costs for a PFI procurement – as per BSF Funding Guidance 
	PfS
	Input Assumptions F38
	User Input rows 34 – 46

	Third Party Income
	
	To be entered in real terms (note comments above on base date)
	Local Authority
	Input Assumptions F42
	User Input row 28

	Capital Contribution by Council
	
	To be entered in nominal terms
	Local Authority 
	n/a
	User Input row 51


PFI Funding Terms
	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	Blended Equity Return
	15.00%
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	Output Indifference K9:K14
	User Input I97

	Debt Service Reserve Account (£)
	
	
	Local Authority
	n/a
	User Input I82 (should be slightly above value calculated in User Input I83)

	Senior Debt (£)
	
	
	Local Authority
	n/a
	User Input I86 (should be slightly above value calculated in User Input I87)

	Subordinated Debt (£)
	
	
	Local Authority
	n/a
	User Input I90 (should be slightly above value calculated in User Input I91)

	Equity (£)
	10,000
	Pinpoint Equity capital assumed
	PfS
	n/a
	PfS Input

J77

	Gearing
	90%
	Senior Debt as a percentage of (Senior Debt + Subdebt + Equity)
	PfS
	Input Assumptions F69
	PfS Input I36

	Senior Debt Swap Rate
	
	Current swap rates for [20 year] debt + 50bps buffer
	Local Authority
	Input Assumptions F70
	PfS Input I52

	Senior Debt Swap Credit premium
	0.10%
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	Input Assumptions F71
	PfS Input I54

	Senior Debt Margin 
	0.90%
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	Input Assumptions F72
	PfS Input I55

	Arrangement Fee
	0.90%
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	n/a
	PfS Input I57

	Commitment Fee
	0.40%
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	n/a
	PfS Input I58

	Agency Fee (£pa)
	20,000
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	n/a
	PfS Input I59

	Annual Debt Service Cover Ratio (Minimum)
	1.15
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	n/a
	PfS Input I92

	Annual Debt Service Cover Ratio (Average)
	1.175
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	n/a
	PfS Input I93

	Loan Life Cover Ratio (Minimum)
	1.19
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	n/a
	PfS Input I95

	Loan Life Cover Ratio (Average)
	1.25
	A prudent estimate based upon a review of a sample of School PFI projects.
	PfS
	n/a
	PfS Input I96


Accounting Assumptions
	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	Finance Debt Accounting Amortisation Rate
	
	
	Local Authority
	n/a
	PfS Input I31 (Should be equal to calculated value at PfS Input I32)


Value for Money Assumptions – Optimism Bias
	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	Initial CapEx (pre-FBC)
	8%
	Based upon analysis of a small sample of existing schools PFI transactions carried out for the PFI VFM Stage 1 Assessment of BSF.
	PfS
	Input Assumptions E46
	n/a

	Initial CapEx (post FBC)
	
	The Authority and its advisers should refer to the Treasury Value for Money guidance (November 2006) and guidance notes in the BSF OBC Guidance [Section 4.2.3] when determining the post FBC optimism bias.


	Local Authority
	Input Assumptions F46
	n/a

	Lifecycle costs (pre-FBC)
	10%
	Based upon analysis of a small sample of existing schools PFI transactions carried out for the PFI VFM Stage 1 Assessment of BSF.
	PfS
	Input Assumptions E47
	n/a

	Lifecycle costs (post FBC)
	
	The Authority and its advisers should refer to the Treasury Value for Money guidance (August 2004) and guidance notes in the BSF OBC Guidance [Section 4.2.3] when determining the post FBC optimism bias.


	Local Authority
	Input Assumptions F47
	n/a

	OpEx (pre-FBC)
	10%
	Assumed to be the same as for Lifecycle costs
	PfS
	Input Assumptions E48
	n/a

	OpEx (post FBC)
	
	The Authority and its advisers should refer to the Treasury Value for Money guidance (August 2004) and guidance notes in the BSF OBC Guidance [Section 4.2.3] when determining the post FBC optimism bias.


	Local Authority
	Input Assumptions F48
	n/a

	Transaction costs (pre-FBC)
	8%
	Assumed to be the same as for Capital Costs
	PfS
	Input Assumptions E50
	n/a

	Transaction costs (post FBC)
	
	The Authority and its advisers should refer to the Treasury Value for Money guidance (August 2004) and guidance notes in the BSF OBC Guidance [Section 4.2.3] when determining the post FBC optimism bias.


	Local Authority
	Input Assumptions F50
	n/a

	Third Party Income (pre-FBC)
	10%
	Assumed to be the same as for Operating Costs
	PfS
	Input Assumptions E52
	n/a

	Third Party Income (post FBC)
	
	The Authority and its advisers should refer to the Treasury Value for Money guidance (August 2004) and guidance notes in the BSF OBC Guidance [Section 4.2.3] when determining the post FBC optimism bias.


	Local Authority
	Input Assumptions F52
	n/a


Value for Money Assumptions – Flexibility

	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	Scope change year
	10
	This assumes that a major scope change will occur around the mid-point of the contract. 
	PfS
	Input Assumptions F55
	n/a

	Probability Factor (%)
	10%
	It is assumed that a relatively low probability factor is assigned to any scope change. This is because the scope of the project has been developed within the wider long-term Strategic Business Case for the authority.
	PfS
	Input Assumptions F56
	n/a

	Level of scope change (%)
	15%
	It is assumed that due to this project having been developed as part of the wider Strategic Business Case the level of scope change would be relatively minor at 15%
	PfS
	Input Assumptions F57
	n/a

	Premium Flexibility Factor
	0%
	The PFI contract will be let within the wider umbrella of the joint venture partnership between the public and private sectors. The ability of the strategic partner to manage contracts combined with contractual provisions on value for money, benchmarking and market testing supply chain should mitigate any tendency for premium pricing on the PFI option.
	PfS
	Input Assumptions F59
	n/a


Value for Money Assumptions – Indirect VfM Factors

	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	PSC Amount NPV (£’000)
	
	To be calculated in accordance with HM Treasury guidance
	Local Authority
	Input Assumptions F62
	n/a

	PFI Amount NPV (£’000)
	
	To be calculated in accordance with HM Treasury guidance
	Local Authority
	Input Assumptions F63
	n/a


Value for Money Assumptions – Tax

	Assumption
	Input Value
	Assumptions and Rationale
	Source
	Value for Money Model Reference 


	PfS Shadow Pricing Model Reference 



	PSC Adjustment factor (%)
	6%
	Based on the KPMG adjustment flowchart Steps 1, 2, 3 and 4 providing values of 2, 3, 1 and 0 respectively.
	PfS
	Input Assumptions F66
	n/a
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