
	
[image: image1.png]




	 

	GUIDANCE ON FM ARRANGEMENTS FOR BSF D&B SCHOOLS

(January 2010)

	

	

	


	Document Properties

	Document Owner


	Paul Milner

	Organisation


	PfS

	Title


	Guidance on FM Arrangements for BSF D&B schools



	Abstract

	This Guidance Note is provided to assist local authorities in considering key commercial issues that arise when considering FM services for BSF D&B schools.  
This Guidance Note does not purport to be a comprehensive assessment of all issues that might be raised by parties or of concern to parties and local authorities should ensure that they take appropriate financial, technical and legal advice in relation to this matter.
PfS and its advisers accept no liability whatsoever for any expense, liability, loss, claim or proceedings arising from reliance placed upon this Guidance Note.



	Version History

	Date


	Version
	Status
	Comments

	31 July 2009

	1.0


	Draft
	Consultation version.


	27 January 2010 
	2.0
	Issued
	Guidance issued.


1 Introduction

Structure
1.1 This guidance paper is in sections. Section 2 is an Executive Summary and sets out the issues that a local authority (referred to as the Authority) must take into account when considering the Facilities Management (FM) arrangements for its Building Schools for the Future (BSF) Design & Build (D&B) schools. The rest of the guidance covers the issues in more detail. Section 3 expands on section 2, in particular regarding the benefits of provision of FM services by the Local Education Partnership (LEP), and includes a table showing the timing of key decisions to be made by Authorities. Section 4 discusses the contractual considerations and the BSF template FM agreements. Section 5 discusses the need to assess the financial substance of the LEP.
Background
1.2 The BSF investment programme aims to rebuild or refurbish all secondary schools in England using a preferred strategic delivery vehicle called a LEP
.  Building works under the programme are either carried out under Private Finance Initiative (PFI) arrangements or via conventional funding under a D&B contract.
1.3 BSF also involves significant Information Communications Technology (ICT) investment in schools, including provision of a managed service. ICT Services are not considered further in this paper other than in relation to the interface with FM Services. Please see the Partnerships for Schools (PfS) website for specific guidance in relation to ICT investment. 
1.4 Where PFI arrangements are entered into the contract provides for a 25 year maintenance (hard FM) service including lifecycle asset replacement. These arrangements also typically include other soft FM services such as cleaning, caretaker services and security. Performance under the PFI contract is measured in accordance with a payment mechanism that sets out availability and service performance requirements.  
1.5 This guidance is drafted with reference to schools procured via the LEP under an Authority’s BSF project but there is no reason why FM services provided by the LEP should not in principle be extended to, for example, academies procured under the PfS Contractors’ Framework, primary schools or other non-BSF facilities. 
1.6 In this guidance, references to FM Services are to facilities management services (including some or all of hard FM, soft FM and lifecycle asset replacement services) provided to D&B schools.
2 EXECUTIVE SUMMARY
2.1 The Authority needs to decide how it will maintain schools to a good standard following BSF capital investment. While Authorities are not required to procure FM Services from the LEP, an Authority will be required in its Outline Business Case (OBC) to set out its strategy for delivering maintenance provision across its estate of conventionally and PFI-funded schools. PfS encourages Authorities to have an FM strategy across their D&B estates to avoid a two-tier system and possible risk to the investment longer term.

2.2 The Authority will need to establish which FM Services are to be provided at each school and whether each of these is to be provided by the LEP or otherwise. Benefits of provision by the LEP include the opportunity to provide a seamless service where the LEP deals with interfaces between D&B, FM and ICT contractors in the same way as a PFI Special Purpose Vehicle (SPV) would under a PFI. Where the LEP is responsible for delivery of all these services then it must be responsible for managing the interfaces and the allocation of liability between its supply chain members. The Authority’s advisers will need to analyse the arrangements to ensure that this is the case. More on the benefits of provision of FM Services by the LEP is set out in section 3.
2.3 In order to maximise the LEP’s ability to manage interface risks and potential disputes, the contract for FM Services should be placed with the LEP at the same time as the ICT Services Contract and the D&B contract. Placing the contracts at the same time will give the LEP maximum leverage to agree comprehensive interface arrangements with its supply chain that allocate potential risks comprehensively and encourage a whole life costing approach to the design and construction of the schools.  
2.4 Where existing FM and asset replacement contracts are in place, the Authority should consider the extent to which those contracts meet the objective of common standards across that part of the schools estate that will not come under a PFI. Where existing arrangements do meet such standards it may be appropriate to maintain them but consideration should be given to dealing with interface issues with other LEP services. Such arrangements will make it more difficult for the LEP to manage interfaces and the Authority will need to consider with its advisers how best the interface arrangements should be dealt with. 
2.5 The diagram below sets out the commercial relationships that arise where the LEP provides the FM Services: 
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2.6 Where the LEP is to provide FM Services the Authority will enter into an FM agreement with the LEP to deliver them. The LEP will usually enter into an FM subcontract with its supply chain to provide the FM services. The Authority will need schools to enter into a Governing Body agreement to secure the agreed school funding.  
2.7 The Authority will need at the outset of its procurement to decide (i) the degree of risk it intends to transfer to the LEP and (ii) whether it believes it is appropriate for the LEP to hold risk. Where risks may revert to or are to remain in the LEP the financial substance of the LEP must be assessed, and mitigation of the risks must be considered, as set out in section 5 below.
2.8 An Authority should discuss with PfS and Building Schools for the Future Investments (BSFI) at OBC stage how it intends to manage risks to be left in the LEP. The legal advisers to the Authority will need to confirm the approach taken to dealing with potential risk in the LEP.  More on this is set out in section 5.
2.9 The level of risk transfer to the LEP is fundamental. PfS has classified the potential forms of FM agreement that can be entered into between the Authority and the LEP into high, medium and low risk transfer. A High Risk Transfer agreement will be long-term (usually 25 years) with full PFI-style risk transfer, including a PFI-style payment mechanism. Typically a High Risk Transfer agreement will only be Value for Money (VfM) for schemes with schools with a higher proportion of new build D&B schools. Such an arrangement will (as with a PFI arrangement) include risk pricing. Transfer of lifecycle risk to the LEP will be a hallmark of a high risk transfer approach, as will payment on an availability basis and transfer of utilities consumption risk.  

2.10 A Medium Risk Transfer agreement will generally result where the Authority aspires to a High Risk Transfer-style risk transfer but needs to lessen the risk transfer (e.g. in respect of lifecycle) to provide a VfM solution in the circumstances. A Low Risk Transfer agreement will be more of a “pay as you go” or call-off type arrangement and will tend to be relatively short term (e.g. five years). No significant risks must be transferred to the LEP under such an arrangement. Where there is a higher level of refurbishment (as compared to new build) it may be the case that a lower risk transfer solution will be appropriate. Whatever the contractual approach taken, the Authority’s arrangements must demonstrate VfM and will need to be affordable.
2.11 To save time and cost for Authorities, PfS is producing a template High Risk Transfer FM agreement, including a Payment Mechanism. As a template document, derogations to it will not need to be submitted to PfS, but certain assurances will be required; see section 5. The High Risk Transfer agreement will be followed by a Low Risk Transfer template agreement. Where Authorities wish to follow a medium risk transfer approach they should produce contracts based on the High Risk Transfer template, amended appropriately to reflect the desired level of risk transfer and utilising some terms of the Low Risk Transfer contract.  
2.12 There will be a benefit for Authorities in approaching the market with a clear idea of what is desired in terms of scope, contractual arrangements, school participation and approach to risk transfer.  Early engagement with the schools will assist and enable schools to budget for their contributions. The more information, and the clearer the vision for FM service delivery that an Authority can provide, both in the procurement documents and at bidders’ days, the better the bids and pricing that the Authority is likely to receive. In order to approach the market with their requirements and vision, Authorities must come to a decision at OBC stage about the certainty and range of services to be procured. 
2.13 An Authority must also consider the question of grouping schools in the contractual arrangements for FM Services, particularly in light of the opportunity for economies of scale where the LEP will undertake the FM services alongside PFI schools and where lifecycle risk is to be transferred. The Authority should also consider how to deal (in contractual terms) with future phases of schools.  Ideally Authorities would deal consistently with their FM arrangements for schools contained in an OBC and an Authority should give serious consideration to an approach that will apply across schools in each OBC, i.e. basing the contractual arrangements (where per school or multi-school) on one level of risk transfer. However that may not be achievable in all circumstances.  

The Strategic Partnership Agreement (SPA) would contain a template contract for future phases of schools within that OBC “wave”; that template would contain a mechanism for pricing the subsequent schools so as to gain the benefit of economies of scale. An Authority may wish to reconsider its approach to risk and FM arrangements when considering subsequent OBCs.  

2.14 Where interim services are to be provided at schools during construction and on similar terms to their then-current arrangements, it may be best to have a separate interim FM services agreement but the Authority should consider the best approach on this with its advisers.
2.15 The main funding sources for FM Services are the Dedicated Schools Grant (DSG) for revenue expenditure and Devolved Formula Capital (DFC) for capital expenditure. In the case of DFC, schools are expected to invest in accordance with the priorities set out in the local Asset Management Plan in consultation with the Authority. The Authority may also decide to provide additional funds from corporate resources. 

3 BASIC ISSUES 
General
3.1 As referred to in section 2.1, the Authority and the schools need to articulate how they intend to maintain BSF new build and refurbished schools to a good standard. Authorities are not required to procure FM Services from the LEP but the Authority will be required in its OBC to set out its strategy for maintenance provision across its estate of conventionally and PFI-funded schools. As referred to in section 2.13, an Authority should give serious consideration to using a consistent approach to contractual terms and risk transfer across schools covered in an OBC.
3.2 The Authority will need to consider its approach to FM Services, and in particular lifecycle asset replacement and whether an availability-based payment mechanism is used, at a very early stage in the BSF process and should ensure that this is addressed from the Readiness to Deliver (RtD) stage.  These decisions will dictate the appropriate level of risk transfer to the LEP; more on risk transfer is contained in section 4. The Authority must ensure that its OBC sets out a planned and costed approach to FM that reflects the policy position outlined and that has been agreed with the relevant schools
.  If FM Services are to be provided by the LEP, this support must be demonstrated at OBC by the provision of an “in principle” letter signed by the school governing body
. The Authority will need to articulate which services are to be provided to each school and whether each of these is to be provided by the LEP or otherwise. When an Authority is considering whether to procure FM Services from the LEP it will need to have regard to the benefits and costs of such arrangements, including those described below. More on timings, decisions and process is set out in section 3.7.
3.3 The Authority must consider the intended level of risk transfer to the LEP; this is a key decision that must be made alongside an assessment of the LEP’s potential ability to manage any risk that may sit in it. The more risk that sits in the LEP the more important it is that the LEP is financially robust in the same way that a PFI SPV must be. More on this, and the preferred ways of achieving it, is set out in section 5.  
3.4 Where existing FM and asset replacement contracts are in place, the Authority might as a starting point consider the extent to which such contracts meet the objective of common standards across that part of the schools estate that will not come under a PFI.  Where existing arrangements do meet such standards it may be appropriate to maintain them, but consideration should be given at the relevant time to amending the contractual arrangements (e.g. at expiry of the existing contract) to deal with any interface issues with other services provided by the LEP, such as ICT and other FM services.  As noted in section 2.3, it will be more difficult for the LEP to manage future risks and interface issues where it does not have the opportunity to set up the interface arrangements.  The Authority will need to take advice on how to set up and manage interface arrangements where it keeps pre-existing contracts in place. 
3.5 Authorities must consider whether the resulting buildings will maximise the transformational ambitions of the schools, the Authority and PfS. This is more likely to be achievable where the LEP provides substantial FM services at all the schools as it should obtain a greater commitment to Key Performance Indicators (KPIs), Continuous Improvement and Collective Partnership Targets (CPTs).
Benefits of FM Services through the LEP
3.6 In determining whether the LEP should be procured to provide FM Services the Authority should clearly identify the benefits it expects to achieve through the preferred FM strategy. The following are considered the most likely benefits where FM Services are provided through the LEP: 

· additional incentive upon the bidders to propose and ensure efficient whole life cost of proposed solutions because the LEP’s FM subcontractor will be maintaining facilities built by the LEP’s building contractor;

· opportunity to improve comparability of bid proposals that adopt varying approaches to immediate and delayed asset renewal;

· additional incentive upon the LEP to propose cost-efficient utility proposals for the build;
· providing potential for economies of scale and scope relating to service delivery, particularly in relation to overhead costs such as helpdesk and management;
· an opportunity to reduce the burden upon school staff to manage maintenance activities, permitting an increased opportunity for these individuals to concentrate on educational objectives;
· the opportunity to ensure a seamless service delivery approach where schools and the Authority may rely upon the LEP to deliver a suite of services dealing with the potential interface issues and allocation of liabilities and risks that exist between the D&B, FM and ICT contract requirements; and
· potential for risk transfer in relation to cost and frequency of lifecycle replacement required.
Timing and Process 
3.7 This section identifies some of the key considerations and requirements for the Authority to be aware of at each stage of the BSF process. The Authority should note that the guidance below identifies general issues and does not replace the need for expert advice on specific proposals. For more detail please see the relevant Approvals Guidance on the PfS website. 
	Readiness to Deliver
	· Consider general approach to FM Services.

	Strategy for Change
	· Understand existing FM arrangements – Appendix 1 has been produced to assist the Authority in identifying how services are currently delivered and any potential Transfer of Undertakings (Protection of Employment) (TUPE) considerations at both Authority and school level. It is not an exhaustive list and the Authority may wish to add to it.  
· Analyse FM priorities for the future – Appendix 2 should assist the Authority in identifying the benefits of and concerns about existing arrangements, and with identifying future requirements and the best option for dealing with these.
· Engage schools and other stakeholders in development of strategy.

· Initial view as to the merits of the LEP or others delivering FM Services in light of estates strategy. 

	Outline Business Case
	· Articulate compliance with policy objectives.

· Confirm TUPE implications of strategy and gather required TUPE information.

· Consider VfM and affordability of approach (this will be partly dependent on the number of schools that have agreed to take the services).
· Make a statement confirming that no capital monies will be used for revenue purposes.  
· Agree scope of and approach to FM Services with stakeholders.  
· Define FM Services exclusivity arrangements and consider impact of failure on SPA (where LEP providing FM Services). 

· D&B schools’ understanding of the solution for FM Services.
· Consider need for Initial Services, i.e. during D&B works.  Economies can be obtained in pricing terms by incorporating such services.
· Decide appropriate level of risk transfer and draft FM agreement.  Consider interface issues (particularly where procurement is not via the LEP) and how they will be dealt with.
· Where procurement is via the LEP, discuss with PfS and BSFI how the Authority intends to manage any risks expected to be transferred to the LEP and those that will remain in the LEP, in accordance with section 5.  
· Review Strategic Partnering Agreement (SPA) and LEP KPIs to include appropriate FM-related KPIs to incentivise performance by the LEP. Where FM Services are not carried out by the LEP the KPIs may need to be amended.
· Draft FM Output Spec or FM Requirements (i.e. inputs)
 – the Authority will need to consider with its advisers the balance of initial capital works against future FM needs within affordability parameters. This is particularly so for those building and engineering elements that were not replaced in the initial capital works due to having substantial asset life remaining at the time.

· Ensure procurement documents reflect the approach to FM Services (e.g. if LEP to deliver FM Services, this must be included in the Official Journal of the European Union (OJEU) Notice).

	Invitation to Participate in Dialogue – Close of Dialogue
	· Finalise FM Output Spec or FM Requirements (inputs) and ensure acceptable and affordable solutions.

· Ensure LEP Business Plan reflects approach to FM Services (where procurement is via the LEP) including, for example, cash flow implications, subcontract arrangements and LEP level risks. See the discussion on assessment of the LEP’s financial substance in section 5 below.
· Agreement of FM contracts and price with bidders for LEP provision of FM Services and interface arrangements where FM Services are provided outside the LEP.

· Understand whole life cost and asset replacement requirements (in particular for elements not subject to the initial capital works).

· Whole life cost pro-formas for each school completed.

	Post Close
	· Monitoring processes for FM Services.

· Benchmarking arrangements (only if soft services applicable).
· SPA track record in relation to FM where the LEP is providing the FM Services.

· Ongoing input into New Project Approval Procedure (NPAP).


4 Scope of FM SErvices and Contractual Arrangements
General

4.1 The Authority needs to consider the scope of FM Services it wants, what it can afford, and who it wants to deliver them. Presuming that it wishes the LEP to deliver them, it should consider the appropriate contractual arrangements through which the services should be procured, affordability and the value for money benefits of the approach adopted. Of crucial importance to these considerations will be the level of risk the Authority wishes to transfer to the LEP, particularly the treatment of lifecycle risk and the type of payment mechanism/performance regime.

4.2 The Authority will need at the outset of its procurement to decide whether it believes it is appropriate for the LEP to hold any risk and to what extent these risks and liabilities should be limited. In doing so it should be mindful of its affordability position. During the procurement the Authority will need clarity (from the bidders as well as the Authority’s own due diligence) on the extent to which the LEP will retain any risks and obligations in relation to FM provision as a result of any risks or obligations that are not flowed down in full or in part by the LEP into its FM subcontract. This should be analysed by the Authority’s advisers to ensure that all parties are clear on where risks lie. In particular the bidder must state the extent to which it proposes that risks are capped (at both head contract and subcontract levels). Where risks may revert to, or are to remain in the LEP, consideration will need to be given to the financial substance of the LEP as set out in section 5 below. The Authority’s advisers must consider the interface arrangements between the LEP and its supply chain.  These arrangements must ensure that the LEP will be able to manage potential risks and future disputes. A PFI arrangement inherently integrates D&B and services interfaces and BSF PFIs will additionally deal with the interfaces with the ICT provider. The LEP should benefit from the same level of interface management as a PFI SPV.
4.3 In determining the scope of FM services the Authority should consider opportunities for economies of scale; particularly where the LEP will undertake the FM services alongside PFI schools and that may include the use of a PFI-style payment mechanism. Economies of scale will come from integration of management, performance management and helpdesk facilities.  
4.4 Authorities must approach the market with a clear idea of what is desired in terms of scope, contractual arrangements, school participation and approach to risk transfer. Early engagement with the schools will assist and enable schools to budget for their contributions via governing body arrangements. The more information, and the clearer the vision for FM service delivery, that an Authority can provide at bidders’ days the better the bids and pricing that the Authority is likely to receive, as it will be easier for bidders to calculate projected revenue.  In order to approach the market with this information and vision, Authorities must come to a decision about the certainty and range of services to be procured at OBC stage.

Hard FM and Lifecycle
4.5 Lifecycle is programmed building asset replacement. Hard FM consists of routine and planned building and asset maintenance, reactive buildings maintenance, helpdesk and caretaking services. The Authority needs to decide whether and to what extent these services will be included as part of the LEP FM Services and, if so, on what basis (e.g. risk profile) and at which schools (if not all). It is likely that high risk transfer will be more appropriate and affordable where there is a higher new build element in the works; this may vary between different schools. It may be the case that the Authority wishes to pass lifecycle risk for schools where there is proportionately more new build but may accept a lower risk, call-off arrangement at refurbished schools. Note that there is potential for cross-over between lifecycle works, hard FM and D&B works so the Authority needs to consider the scope of the services and the interface issues that may arise, in particular where the LEP is not providing both lifecycle and hard FM services.  

Where caretaking is not transferred to the LEP the Authority must consider how an availability-style payment mechanism will work as the caretaker will often provide the first response to a failure or an emergency repair. If the caretaker does not transfer to the LEP the bidder may well price another on-site representative to deal with failures, seek relief or provide a remote helpdesk response system.  

4.6 As lifecycle asset replacement is of a cyclical nature with schools within a phase or wave at different points in the cycle, it may be appropriate to pool resources into a sinking fund. Economies of scale may well come via pooling of funds between schools for lifecycle. A pooling approach will usually need to be agreed with the schools forum. Where this approach is taken, the Authority may also provide additional funds to assist with sufficiency and cash flow. The nature of the contractual arrangements (per school or multi-school) must be considered alongside the issue of pooling lifecycle funds. The more schools contributing to a lifecycle fund, the lower the risk premium charged (where risk is taken by the FM subcontractor) or the risk left in the LEP. This is due to potential drains on the fund being “smoothed” throughout its life.  Although there are other approaches this guidance note assumes that this is the approach taken to lifecycle asset replacement. In this case the multi-school contract should contain a mechanism allowing for price review to take into account the impact of further schools approved under the same OBC joining into the FM arrangements as they come through the SPA NPAP. 
Funding for FM Services
4.7 Generally, FM costs are met in full out of DSG. Authorities must remember that the introduction of PFI-style risks under a high risk transfer approach is likely to increase costs as a result of the risk profile, especially if the concept of unavailability is introduced into the payment mechanism. Authorities must satisfy themselves that DFC monies will be sufficient to cover lifecycle costs and if not consider potential sources of additional funding. This implies that if the LEP is to provide a similar level of service for asset replacement to the D&B schools as it does to the PFI schools, it is possible that the Authority may need to make good any funding gap. This is likely to be more pertinent to refurbishment projects where total replacement of building elements was not undertaken at the time of the initial works. The result is that some building elements are likely to require replacement sooner than in a new build project.  So by comparison schools with more new-build will have a lower lifecycle demand and such demands will fall later. Authorities must consider the impact that decisions relating to the proportion of new build in a scheme will have on cost of ongoing asset replacement and the availability of future funding.  Authorities will need to carry out a proper analysis of refurbishment costs in the light of lifecycle costs. A comparison of that versus the costs of new build should be made. Where FM is not integrated by the LEP the LEP has less incentive to design the facilities so as to optimise lifecycle costs, so Authorities must take particular care to ensure that low build costs do not manifest themselves in higher hard or soft FM costs. For example a cheaper build may be more expensive to maintain or to clean.
VA Schools

4.8 Where Voluntary Aided (VA) schools are included within the scope of the FM agreement, the Authority should take specialist advice concerning the recoverability of VAT on FM payments. The Authority should consider whether the invoicing arrangements should separately identify revenue and capital expenditure for VA schools where different VAT treatments apply.  Where the VA Governing Body pays for lifecycle services out of its DFC  - in effect its own funds, then this VAT usually will not be recoverable.  This issue is recognised by the Department for Children Schools and Families (DCSF), which provides DFC to VA schools on a grossed-up basis.

Consideration of Contractual Route and template agreements
4.9 For the purposes of this guidance paper PfS has classified the potential forms of FM agreement to be entered into between the Authority and the LEP into three categories:

· High Risk Transfer: long-term FM agreement (usually 25 years) with full PFI-style risk transfer, including a PFI-style payment mechanism. Typically a High Risk Transfer contract will only be VfM for schemes with schools with a higher proportion of new build D&B schools. A PFI arrangement will include risk pricing and a high risk FM arrangement will do likewise.  

· Medium Risk Transfer: medium to long term FM agreements (usually 5 to 10 years) where the Authority aspires to a High Risk Transfer-style risk transfer but needs to amend the risk profile in the High Risk Transfer contract to provide a VfM and affordable solution that reflects the nature of the schools to which FM Services will be provided. The Authority could consider any of, for example, taking back general change in law risk or insurance cost-sharing risk, amending the risk profile in relation to lifecycle by sharing lifecycle sufficiency risk between the public and private sector or retaining that risk or could “relax” the availability and performance standards set out in the High Risk Transfer payment mechanism.

· Low Risk Transfer:  short term FM agreement (usually up to 5 years) with more of a “pay as you go” or call-off type arrangement. Significant risks such as lifecycle sufficiency risk will not be transferred to the LEP and the payment provisions will be relatively simple.  
4.10 To save both time and cost for Authorities and bidders, PfS is producing a template High Risk Transfer FM agreement, including a Payment Mechanism.  This will be a template document and as such, derogations to this document will not need to be submitted to PfS.  This guidance should be reviewed in combination with the template High Risk Transfer FM agreement and Payment Mechanism, which provide further details on specific changes considered potentially worthwhile within the text of those documents.  The High Risk Transfer agreement will be followed by a Low Risk Transfer template agreement.  Where Authorities wish to follow a medium risk transfer approach they should produce contracts based on the High Risk Transfer template, amended appropriately to reflect the desired level of risk transfer and utilising some terms of the Low Risk Transfer template agreement.  In drafting a Medium Risk Transfer FM agreement Authorities must consider the financial substance of the LEP as set out in section 5 as this will impact on the risks that should be transferred.

4.11 Authorities should note that both the template High Risk Transfer FM agreement and template High Risk Transfer Payment Mechanism will need to be updated by PfS in the future to reflect any updates to the PfS standard form PFI Agreement and D&B Contract.  

4.12 There will be a number of footnotes throughout both the High Risk Transfer FM template agreement and the accompanying payment mechanism flagging issues that the Authority should consider when using these template documents. For the High Risk Transfer FM agreement PfS have replicated in many respects the PFI standard form. Section 4.16 below sets out the issues where it is considered most likely that adjustment to the High Risk Transfer template document may be necessary in order to achieve a lower, “medium” level of risk transfer. It also notes approaches that can be taken in a low risk transfer arrangement.
4.13 Whatever contractual route is taken, the FM arrangements must demonstrate VfM and will need to be affordable.  A number of factors will influence whether this can be achieved, including the following:

· number of schools included in the contract;

· extent of refurbishment/new build of initial capital spend across the included schools and differences in approach across the schools;
· degree and appropriateness (and potential cost) of risk transfer;

· standards of service;

· security of funding; and

· treatment of lifecycle and whether lifecycle funds are to be pooled.

4.14 One core question is whether the contractual arrangements will be covered by one contract across a number of schools, or one contract per school.  Authorities will need to consider this carefully. There are a number of reasons why grouping schools into one contract is advantageous, particularly in the context of economies of scale, both in the costs of negotiation of the arrangements and in their operation. It also helps achieve a uniform service level across D&B schools. The recommended approach is for an Authority to apply the same level of FM service risk allocation across all D&B schools covered in one OBC. Of course there may be reasons for wishing to do per school arrangements, particularly where different schools are to receive vastly different levels of refurbishment works and thus perhaps merit different levels of risk transfer. Whatever approach is taken, those contracts would also form the basis of template contracts under the SPA. 

Where new schools come through NPAP under the SPA, the recommended approach, the D&B and FM template contracts should be used as the contractual starting point, with amendments to deal with site and school-specifics. The template FM contract will need to contain a mechanism to set the pricing for each new school so that economies of scale are obtained across the contracts.  
4.15 The subcontract heads of terms prepared by bidders must be analysed for flow-down of risk and considered in the light of affordability, risk management and VfM. The financial substance of the LEP will need to be considered in accordance with section 5 where residual risk sits in the LEP.
Factors influencing level of risk transfer
4.16 Some issues that the Authority should consider in scoping services, determining VfM and selecting the appropriate contractual route are set out below.

Term and Lifecycle

· What is the optimal contract length in light of the desired risk transfer and availability for funding going forward? Long-term arrangements will be better suited to a higher degree of risk transfer (which is suited to a greater degree of new build) than short-term arrangements as it is more cost-effective to spread risk over time.
· Who takes lifecycle fund adequacy risk? Transfer of this to the LEP will generally be appropriate only with a high risk approach. In such cases either the FM subcontractor or the LEP will carry the risk of the fund being adequate.  Authorities should bear in mind that under a PFI the SPV accepts the risk of lifecycle sufficiency on the basis that (i) that risk is priced, (ii) the SPV can control and manage the lifecycle fund, and (iii) the scheme is mostly new-build.  This assessment should be the same for a high risk transfer approach but will not be the case for a low risk approach, where the Authority is more likely to operate a more “pay as you go” approach where the LEP notifies the Authority of failures, which are then paid for on a pre-agreed, call-off basis. Length of term is a relevant consideration again here. It will not be VfM for a bidder to price asset replacement on a short-term basis. Authorities need to analyse the lifecycle costings carefully. The LEP must produce a robust lifecycle plan.  
· Who will be responsible for lifecycle scheduling and replacement decisions: the Authority, the school, the LEP or the FM subcontractor? This will depend on the level of risk transfer. If lifecycle risk is to be transferred then the LEP will be responsible for these decisions.
· Where the LEP takes lifecycle risk the Authority may want to consider a risk sharing mechanism to incentivise the LEP to manage the lifecycle fund efficiently, and for it to share in any downside and in any excess amounts held in the lifecycle fund if the LEP/FM subcontractor is able to manage the schools (with the consent of the Authority and, if appropriate, the schools) so that less money is drawn from the lifecycle fund than is set out in the lifecycle plan.
· It is expected that, whatever the degree of risk transfer, the lifecycle fund will be held in the name of the Authority and not the LEP or its supply chain.  The process for drawing down monies from the fund will need to be arranged so that the LEP can access funds quickly to pay for works.  

Payment mechanism and performance issues
· Will there be a payment mechanism and will it cover deductions for unavailability as well as for poor performance? A mechanism with availability risk will be appropriate in a high risk transfer arrangement akin to a PFI but is likely to be more expensive than a more traditional FM call-off type of service as the risk profile will be higher for the private sector in the former arrangement; Authorities will need to consider the VfM and affordability of this. Authorities should remember that the standard form PFI provisions have been developed in respect of predominantly new build schools and as a consequence permit a direct link to the designed buildings’ performance standards and availability criteria. Also an SPV carries project insurance with revenue loss cover and this helps it to manage the risk of availability deductions where unavailability is caused by insured events. It is likely that, where a D&B scheme has a lower proportion of new-build works, it will be more expensive to transfer risk for FM Services in the style of a PFI, for example in terms of payment mechanism and lifecycle. Transfer of such risks is more suited to a scheme with more new-build works. Where there is a higher level of refurbishment (as compared to new build) it may be the case that a lower risk transfer solution will be appropriate.

· How will performance standards be set, agreed and monitored for any retained buildings and also for refurbished areas? Given the buildings’ condition, the scope of the works and the affordability constraints, it may not be realistic to expect full risk transfer for all elements of the building and so these standards may need to be relaxed for such areas. FM subcontractors are unlikely to offer a payment mechanism, service standards and availability criteria equivalent to the PFI without extensive survey results of those areas (which may be intrusive), or ongoing demonstration by the Authority via historic maintenance records of performance standards being achieved. The Authority will need to consider whether the required information may be provided via surveys (warranted to the LEP) and/or whether to accept a modified service specification to be incorporated in the payment mechanism. As a general rule where the Authority is seeking to transfer risks that cannot be quantified, FM subcontractors are unlikely to be able to propose VfM solutions. Where a lesser standard is to be imposed, the Authority will have to be able to set those standards out, by amending for example the room data sheets, to represent the standards to which those buildings have historically been maintained.  However where standards are watered down significantly an Authority must consider whether it is worth the cost of monitoring and managing a payment mechanism approach for those areas. Instead the Authority might want to consider bolstering its step-in rights so that it can perform affected FM Services itself.
· Termination thresholds: note that although Unavailability and Service Failure Deductions (expressed as £ / failure) should be comparable between PFI and D&B schools, the termination thresholds will need significant adjustment to ensure a consistent level of termination risk between the PFI and D&B schools.  This is because one is based on a unitary charge and the other is based on an FM services fee only.
· An Authority will need to consider the extent to which it is able to comply with guidance such as BB98. It will not always be VfM or affordable to refurbish a building so as to comply with that guidance.
· Apart from considerations relating to retained buildings and refurbished areas, performance standards and rectification times should be the same across D&B and PFI schools so that FM subcontractors (where the same subcontractor provides services at both the PFI and D&B schools) do not prioritise one type of school over another when problems occur at both at the same time.
· See section 4.6 above regarding caretaking and the implications of not transferring this service to the LEP.

· More detail on paymech issues is set out in the table at section 4.35.
Insurance issues

· What insurances will the LEP take and what losses will the LEP be responsible for? Under a PFI contract, the Contractor is responsible for insurance but under a conventional D&B procurement the Authority is typically responsible for property/material damage insurance. Where it is not responsible for insuring the school buildings, then where an insurable loss results in a cost to the LEP, it may seek to limit its exposure to quite a low level. The Authority may insure for losses up to a significantly higher level and may need to meet the difference between the level of loss accepted by the LEP and level of self-insured loss where the LEP and its supply chain do not have other insurance that should respond. Where for example damage is caused by the FM subcontractor, that party’s third party liability insurance (which it will be bound to have in place under the terms of its subcontract) should respond and the LEP will be liable to pay proceeds recovered or recoverable on to the Authority. The Authority should check that the FM subcontractor’s insurance is consistent with the relevant caps.
· Will the LEP be responsible for reinstatement of the school after an insured event? Note that if the LEP does not itself procure material damage cover for the schools then it may not be able to take out insurance against loss of income from deductions arising out of insured events in the same way as it could if it took out the material damage cover. This will be relevant to the bidders’ appetite for a PFI-style high risk transfer availability-based payment mechanism. Where a PFI-style high risk transfer approach is used with corresponding deduction/availability mechanisms then the LEP may wish to take out PFI-style project insurance in order to ensure that it has cover for revenue loss. Authorities should take insurance advice on their approach.  Note that the FM subcontractor will, as noted above, be expected to maintain its own third party liability insurances at appropriate levels.  
· The template High Risk Transfer agreement contains PFI-style insurance cost-sharing drafting and this will be appropriate for that level of risk transfer only and where the LEP has the financial substance to bear that risk.

Design and build-type issues and handover
· If it is a refurbishment project or there are parts not worked on by the LEP/the D&B subcontractor (such parts being referred to as retained estate), will the LEP take responsibility for the consequences of any latent defects or asbestos in those parts of the buildings? Passing these risks to the LEP will generally only be possible under high risk transfer arrangements. Otherwise a variation-type approach will be more suitable. What existing surveys are capable of being transferred to the LEP to enable them to take any further latent defect risk in relation to refurbished/retained estate?

· Will the risk of off-site contamination leaching onto a Site be passed to the private sector? Generally such risk will be more appropriately transferred under high risk arrangements but Authorities should bear in mind that some FM subcontractors tend to be unwilling to take such risks as there are long-term risks involved. Where risk is transferred to the LEP it is possible that it will have to remain in the LEP and risk mitigation will need to be considered; see section 5. 

· How does the testing, commissioning and handover from the building subcontractor and ICT subcontractor work? On a high or medium risk transfer arrangement the LEP will be responsible for the handover and general interface between all of its subcontractors and the building subcontractor will in effect hand over to the FM subcontractor at completion of the build. In a low risk transfer arrangement the Authority may take some of this risk back.

· How does the LEP’s FM subcontractor influence design, material and plant and equipment decisions made by the D&B subcontractor? Note that at the least the FM subcontractor will need space for staff and stores and this will need to be taken into account in the design and operation of the building. The FM subcontractor may also need to influence the design so that he can operate the school efficiently.
Change in Law, TUPE and other service issues
· Change in Law: while the standard form PFI Project Agreement allows for a sharing of risk for a general change in law requiring capital costs, and for all of the risk of revenue costs to sit with the SPV, the risk borne by the SPV is typically priced and borne by the SPV’s shareholders or provided for via alternative contingent funding such as debt. Such risk transfer will generally only be appropriate via the high risk transfer PFI-style approach and any residual risk in the LEP will need to be mitigated as set out in section 5 below. 
· Under a high risk transfer approach and where the LEP provides security services it will be appropriate to transfer risk for Authority Damage in the same way as under the PFI but it may be necessary to reconsider this for medium risk transfer. Where the LEP only has hard FM service responsibilities then it may not have the necessary on-site presence to confirm the timing and cause of damage. In addition the periods during which the LEP is responsible for damage may require adjustment to reflect the agreed service provision (e.g. who provides security at the schools?). Transfer of these risks will not be appropriate generally for low risk transfer arrangements, where damage will tend to be fixed on a call-off basis. 

· Note that where soft services are provided by an Authority Related Party, acts or omissions of such provider are treated as excusing causes under the payment mechanisms and/or will give rise to additional FM costs and claims by the FM subcontractor through the LEP.  
· Are services to be market tested/benchmarked and who is responsible for the cost of market testing and any price adjustments or is this shared? This will not be appropriate for short-term, low risk transfer approaches.
· What are the TUPE implications? TUPE transfer is unlikely to be an issue with low risk transfer approaches but will be in high risk PFI-style contracts.

· Will there be annual and/or termination caps on the LEP’s liability? Generally, Authorities should consider this on a VfM basis with bidders.  Any such liability caps will generally be commensurate with the caps agreed between the LEP and its FM subcontractor.  

· The recommended approach on title matters is as per the PFI standard form, i.e. the Authority warrants title matters and discloses searches, etc. against those warranties.  
Subcontractor insolvency

· Will the LEP be expected to take the risk of FM subcontractor insolvency?  This should generally be the case and the LEP will be liable for the cost of re-procuring the FM Services (and any higher ongoing charges).  See section 5. 

Medium Risk Transfer FM Agreements

4.17 For Medium Risk Transfer FM agreements, particularly where there is moderate refurbishment of existing facilities, the Authority will need to consider whether it is VfM and affordable to transfer lifecycle sufficiency risk in a similar manner to the High Risk Transfer FM agreement.  It will also need to consider whether it is appropriate to transfer other risks such as that relating to change in law and off-site contamination. The points set out in section 4.16 above should provide direction, as will the footnotes in the template High Risk Transfer agreement.  Where there is a relaxation in the output specification requirements, the Authority may wish to consider a performance-only related payment mechanism and a lifecycle/programme maintenance structure whereby bidders are requested to price for routine programmed maintenance but excluding any “big ticket” lifecycle replacement arising as a result of a failure in the buildings systems due to inherent defects. Authorities need to consider and demonstrate to PfS that the risk transfer chosen will result in an affordable VfM solution.
4.18 Where at the outset it can be ascertained that elements of existing buildings need to be replaced as part of programmed lifecycle works, the LEP could be asked to provide a lifecycle plan including the proposed time of replacement and funds required to replace and could be required to take the sufficiency risk only in relation to those elements. Alternatively the LEP could be asked to manage but not take any risk. It could, as well as providing an initial lifecycle plan, be obliged to make an annual assessment as to whether the initial plan should be revised and how. 
4.19 The Authority may wish to arrange physical damage insurance or self-insure rather than adopt a PFI-style insurance structure where the LEP insures the buildings and also maintains business interruption cover. So where vandalism damage occurs, the position would be that the Authority remains responsible for dealing with costs of reinstatement (and making claims on its insurance) unless it can be shown that the reason for the vandalism is due to a failure on the part of the LEP in providing services.  

Where  an insured Relief Event occurs then during the reinstatement period the LEP may seek some level of continued payments to cover overheads that it cannot mitigate, for example by re-allocating resources to other contracts. The Authority should still consider whether there is any VfM benefit in adopting a PFI-style insurance structure as this can still apply to a Medium Risk Transfer FM agreement where the payment mechanism includes both availability and performance criteria.
Low Risk Transfer FM Agreements

4.20 A template Low Risk Transfer agreement will follow.

4.21 Under a low risk transfer arrangement little risk will transfer to the LEP.  One that should always transfer is the risk of any pricing provided being correct, i.e. where the bidder has priced for certain services, the risk of that pricing being insufficient to compensate the LEP and its FM subcontractor for their costs must remain with the LEP. The other risk that will generally sit with the LEP is that of insolvency of its subcontractors, as mentioned above. Lifecycle risk (along with the other risks noted in section 4.16 as being suited to high risk transfer) should not transfer to the LEP, and the basis of payment will be a call-off (along with perhaps a fixed price element for some services). The Authority will insure the facilities.  

General contractual considerations applying to all levels of risk transfer
4.22 Should the contract allow partial termination for individual schools? When one school is removed from a multi-school contract some of the economies of scale will be lost and the potential cost impact on the remaining schools should be considered or an element of this risk passed on, i.e. how will the individual schools’ contributions be adjusted? Is the consideration relevant in the case of single school contracts? Where discounts have been negotiated but the arrangements for one or more schools terminate then it is likely that the overall overheads will remain at or near the same level.
4.23 How will FM services interface with soft FM provision, e.g. security, where these are provided separately via other Authority contractors? The Authority must consider interface arrangements early where it has existing contractors providing services.
4.24 Who has responsibility for health and safety and other statutory requirements for the building, equipment and in respect of service provision?

4.25 Who has the benefit of any D&B or equipment/product/manufacturer warranties? The LEP should, via interface arrangements, access the benefit of warranties provided by and given to the D&B contractor.  
4.26 Should the LEP be responsible for small-scale capital works during the duration of the FM agreement? Unlike a PFI SPV, the LEP is unlikely to have access to financial resources to fund such works so the capital expenditure is likely to require Authority funding. Consideration will need to be given to a mechanism that allows the FM and lifecycle services to be re-priced as appropriate to reflect the impact of the small works.  

Soft FM and Utilities
4.27 Soft FM can consist of a number of different services such as cleaning, grounds maintenance, security and catering. The Authority may decide that only some soft FM services are to be provided by the LEP, with others such as catering being separately procured by the Authority. The Authority should take into account the factors listed in the HM Treasury Value for Money Assessment Guidance dated November 2006 (available at http://www.hm-treasury.gov.uk/d/vfm_assessmentguidance061006opt.pdf) when considering soft FM (in particular those set out in box 4.2). Although that guidance is intended for PFI projects, the issues raised are also of relevance to the procurement of FM Services from the LEP.
4.28 Where a high risk transfer approach (similar to a PFI agreement) is adopted then the LEP must take utilities consumption risk. The LEP must manage the risk either through its interface arrangements and supply chain or, where it is not providing ICT and soft FM, via agreements about other parties’ energy and water consumption. Where assumptions in those agreements do not prove correct then the LEP would not be responsible for excess consumption caused by an “at fault” party. Where an Authority benefits from carbon reduction funding in respect of its D&B schools then the energy consumption benchmark will be 27 kgCO2/m2. Where the Authority does not benefit the benchmark will be 40 kgCO2/m2. There is a separate consumption target for water stated in the PfS standard PFI payment mechanism, which should be used in a high risk transfer FM contract.

4.29 Where the transfer is low risk then a pass-through of energy and water consumption will be more appropriate but Authorities should ensure that the design, specification and asset replacement services will assist it in achieving its sustainability targets. 
4.30 Authorities should consider whether the passing of tariff risk to the LEP is good VfM. For the purposes of comparison it is not passed under a PFI contract.
4.31 A number of the issues described above (e.g. handover and warranties) will also need to be considered in the context of soft FM. In addition the Authority should consider issues such as:

· How will interface issues be managed between retained and LEP-provided soft FM (e.g. kitchen deep cleaning, utility usage) and hard FM/lifecycle services?
· How will interface issues be managed between retained soft FM and other LEP provided services (e.g. lifecycle, hard FM, ICT)? 
· How will interface issues between soft FM and hard FM be managed (e.g. how will disputes over the impact of cleaning materials on asset lives be resolved)?
· Who decides on the provision of retained soft FM spaces and equipment, such as stores, sinks, catering equipment, etc.? What are the sign-off arrangements? 
· How do the soft FM subcontractors (i.e. ones other than the LEP’s subcontractors) influence design, material and plant & equipment decisions?
· Who will provide security and what impact does that have on vandalism risk? See section 4.16 above.

SPA Issues

4.32 Appropriate KPIs for the performance of the FM services and Continuous Improvement targets must be included within the SPA.  

4.33 Note that, under the drafting of the standard form SPA, LEP exclusivity may be lost or the SPA may be terminated as a result of termination of an FM contract of requisite value, or failure of KPIs.  

4.34 Future D&B works must be planned as part of an Authority’s consideration of the FM services. Such works may fall under the LEP’s exclusivity under the SPA. 

Payment Mechanism for high and medium risk transfer FM agreements
4.35 Some of the key issues which the Authority will need to consider in relation to the payment mechanism are as follows:

	Issue
	High Risk Transfer 
	Medium Risk Transfer

	Payment
	The template version provides for a lifecycle payment to be set out in the FM agreement.

It is often necessary that the payment incorporates a factor to accommodate the potential for a phased start in service delivery. As with the PFI contract a SPx factor is recommended. By this method the LEP will set the annual fee and determine the appropriate percentage of that total applying to each school or phase of school (or similar facility). Similarly, the factor may be used to accommodate Initial (or Interim) Services within the single payment calculation. A school may have SPx factors for each of the Initial Services, between phases being completed and following the final phased completion. The Authority should link step changes in payment to achieving specific milestones (i.e. the equivalent of a Service Commencement Date) and thus avoid the need to adjust the FM agreement for minor changes in the date of completion.
	Guidance as stated for High Risk Transfer, with the following additional comments:

· any payment for lifecycle would be as individual payments linked to works completed;
· if a more simple system is preferred a table showing the annual or monthly fee for services for each school/facility may be incorporated; and
· where Initial Services are provided the SPx or annual/monthly fee for services for each school/facility should be separately set out.

	Service Availability Date
	The FM agreement and D&B Contract should be considered and adjusted as necessary to ensure that the Services Availability Date may only occur on a date acceptable to the Authority. It is anticipated that the Authority will typically attempt to ensure that Service Availability Dates coincide with a start of term or half term.
	Guidance as stated for High Risk Transfer FM Agreement.

	Unavailability Deductions
	The High Risk Transfer FM agreement includes an availability regime that operates in a manner consistent with the BSF PFI contract.

This system is relatively simple and understood by operators.  It may be necessary to adjust rectification times and specific availability criteria but it is recommended that where possible the basic system be employed.

Should the Authority wish to replace the availability regime it is recommended that the replacement system deal with certain key aspects.  The following are considered key:

· replacement of Availability Criteria – many of the criteria would not otherwise be measured and where the availability regime is removed / amended it is vital that the specification is not compromised;
· notification and reporting methodology;
· obligations to respond and provide information to the Authority and School;
· rectify within set periods from reporting;
· discourage repeated failures;
· description (and limitation) of those circumstances where deductions will not apply.

	It is understood that removal of the availability regime will be perceived to be a significant reduction in the risk transferred to the LEP.  It is recommended that the inclusion or otherwise of an availability regime is considered carefully and if necessary discussed with bidders during dialogue, ensuring that the degree of risk imposed upon the LEP is appropriate.

The availability regime provides a useful distinction between minor and major issues, with defined processes for reporting and rectification.  Given the limited scope of services the opportunity for the LEP to cause failures that would typically trigger unavailability is reduced but remains important.  It is recommended that a limited availability regime is retained.

If the Authority determines that inclusion of an availability regime is appropriate it should consider:

· adjusting the system such that unavailability is triggered where a specific availability criteria is breached and that it is not reasonable for the users to continue to use the area and the LEP having not fulfilled its obligations;
· reducing the number of issues measured by availability criteria;
· providing specific relief from deductions where an item is “not economic to repair” and the Authority has not authorised lifecycle replacement.
Alternatively, if the Authority determines that the availability regime will be removed completely, the Hard FM service must be measured entirely through the application of the KPIs.  A comprehensive review of the KPIs is recommended with additional criteria being incorporated to replace key availability criteria.

	“3.6.2” Deductions
	Deductions relating to the first implementation certificate not having been issued are not necessary in the case of the FM agreement; D&B completion is dependent upon the First Implementation Certificate and therefore ongoing deductions are unnecessary.
	Guidance as stated for High Risk Transfer FM Agreement.

	Escalation Events
	The whole school unavailability provisions created in the definition of Escalation Event provide a significant risk of deduction to a LEP, however, also relate only to the most serious interruptions to school activities.  It should be considered whether it is suitable to transfer these risks in full for individual projects.  The provision is included within the template version however, the Authority may also consider removing this feature or providing for a cap of deductions per day equivalent to payment per day, these changes may assist in ensuring that risk can be efficiently transferred to the LEP.
	It is suggested that whole school unavailability provisions be carefully considered. Where a school has been forced to close though LEP failure a more significant deduction should apply.  Please see above in relation to insurance issues.

	Unavailability Deduction Values
	The Authority must consider the value of deductions to be applied following failure of availability criteria.  For PFI contracts, calibration of these deductions is undertaken relative to the unitary charge, however, the value of a full suite of FM services may represent only 30-40% of unitary charge in a PFI contract.  The Authority must satisfy itself that the proposed deductions will provide sufficient incentive for the LEP and its subcontractors to apply themselves effectively to address problems which arise.

It is noted that unavailability deductions in PFI contracts are passed down in full to FM subcontractors.  For the FM subcontractor the fee for PFI and FM agreement contracts is expected to be relatively similar and therefore deductions of similar value to PFI contracts are possible.  The Authority may face resistance from bidders to deductions which are entirely equal to PFI contracts but should determine values which satisfy the various interests.

It is recommended that Authority apply deductions similar (or possibly marginally less) in value to those applied under a PFI contract and accommodate the differences between LEP and SPV through adjustment of caps on deductions and termination provisions where appropriate.

Should the Authority aet deductions that are significantly lower than those applied under an associated PFI scheme (assuming a similar school) a potential for risk of a two tier service is created.  The FM subcontractor may be more likely to prioritise rectification of unavailability in a PFI school over a non-PFI school.  The Authority may therefore need to consider alternative ways to incentivise the LEP such as through the use of additional KPIs.  
	Where the Authority determines that some form of unavailability deduction is appropriate lesser values are likely to be appropriate.


	Performance Deductions
	Performance deductions are applied to incentivise the LEP to comply with the KPIs set out in the output specification.  This approach is almost universal and it is anticipated that the same system will be employed within any FM agreement.

The detail of the KPIs will dictate the stringency of the system.  The Authority is likely to wish to use the standard PFI output specification as a base document where possible, but it is recommended that all KPIs are considered in detail to ensure they are appropriate for the specification and approach required by the Authority.

The basic system includes three types of KPI:

· Area-Based Performance Standards;
· Point-In-Time Non-Area Based Performance Standards; and
· Periodic Non-Area Based Performance Standards.
Each of these types are likely to be necessary but particularly the Area-Based type may be used more widely where any issues of output are removed from the Availability Criteria and replaced with KPIs.
	· Guidance as stated for High Risk Transfer FM Agreement, with the following additional comments:

· the performance deduction regime should be applied.  It is important that each aspect of the service is measured to ensure suitable incentives for the LEP to fulfil the requirements; and
· particular attention should be paid to maintenance KPIs to ensure that incidents of failures will be rectified within rectification periods.

	Performance Deduction Values
	The Authority must also consider the value of deductions to be applied following failure of a KPI.  As with unavailability deductions, the Authority must satisfy itself that the proposed deductions will provide sufficient incentive for the LEP and its subcontractors to comply with the specification.  Performance Deductions are calibrated to the value of services in a PFI contract, it is therefore expected that similar values will be applied in relation to an FM agreement.
	Performance deductions should apply values less than those of the equivalent PFI or High Risk Transfer FM Agreement services, calibrated according to the fee relating to the services.

	Paragraphs 3.7.1 and 4.5.5 “excusing causes”
	Guidance applying to both unavailability and performance deductions.

Bidders are likely to request that latent defects in respect of the refurbished buildings be an excusing cause.  Acceptance of such a principle should be carefully considered.  It may be necessary for the Authority to retain risk of defects that were undiscoverable at the time the contract with the LEP was entered into materialising in buildings constructed prior to the BSF programme that are to be remodelled or refurbished.  The obligation upon the LEP to refurbish the buildings may lead to the discovery of defects that were not previously apparent and the Authority should take the risk of this as it does under the D&B Contract.
The following examples are described as potential guides:

1)
Significant capital expenditure to update existing buildings: where the bidders have been afforded the opportunity to survey the buildings or have a survey providing the appropriate detail and upon which they may rely and where the bidder determines to retain a building - the Authority should not retain risk of defects of the existing structure.

2)
Significant capital expenditure to update existing buildings: where the circumstances are as described in example 1 above but the Authority has determined that certain buildings should be retained and particular aspects are prone to defects or have been identified as prone to defects in the survey – the Authority may determine that retaining the risk of a finite set of defects of the existing structure may be appropriate or they can be included for lifecycle repair or replacement as part of the lifecycle programme.
3)
Minor capital expenditure to update existing buildings: typically this will be appropriate where more modern buildings are incorporated into the final designs for the schools.  The bidders may be willing to accept the risk of defects relating to these buildings subject to receiving information relating to the construction, adequate evidence of compliance with building regulations etc. and reliance on surveys.

It is recommended that the Authority considers procuring a survey that will allow all bidders to understand the existing buildings, create an economic solution and, where possible, accept risk in relation to the existing buildings.
	Guidance as stated for High Risk Transfer FM Agreement, with the following additional comments:

· the list of “excusing causes” should be extended to ensure risks transferred to the LEP are best managed by the LEP given the contractual arrangements;
· it is expected that an “excusing cause” in respect of latent defects in existing buildings would be included; and
· the Authority may be responsible for authorising that lifecycle works be completed.  As a result of this, where lifecycle works are required to complete rectification the LEP may not incur deductions resulting directly from the process of Authority authorisation.

	Ratchets
	The Authority should consider the ratchets when determining deduction values, and may manipulate the trigger points or remove ratchets altogether to adjust the overall severity of deductions.  As an example the Authority may determine that lower initial deduction values are acceptable where suitable ratchets are applied.
	Guidance as stated for High Risk Transfer FM Agreement, with the following additional comments:
· consideration should be undertaken to identify specific KPIs for which ratchet of deductions is appropriate; and

· ratchets should only be used where one-off breaches do not warrant high levels of deductions but the Authority wants to discourage repeated failure.


	Limitations on Deductions
	The cap on performance deductions is expected to be set by the same method as for PFI contracts, the value of services forming part of the FM agreement.

It is recommended that the overall cap on deductions is adjusted to ensure that the LEP is not unreasonably exposed while ensuring sufficient risk transfer is achieved.  The cap should initially protect lifecycle payments with any deductions in excess of the cap being carried forward.  
	The cap on performance deductions is expected to be set by the same method as for PFI contracts, i.e. the value of services forming part of the FM agreement.



	Rectification Times
	
	Fixed rectification periods should apply but the Authority may consider increasing the periods where it is not possible for the LEP to rectify the incident in the period available (particularly where the inability to rectify is caused by the circumstances of a pre-existing building).
The Authority should consider the need for the standard response times (i.e. those that apply in core hours) to apply during periods of community use.  The cost of imposing the same standards will be high in comparison to the revenue received for the community use by the Authority. 
The Authority may be responsible for authorising that lifecycle works be completed.  As a result of this, where lifecycle works are required to complete rectification the LEP should not incur deductions caused by the process of Authority authorisation.

	Catering and Vending
	In many cases the catering service is excluded from the Contractor’s responsibilities under a PFI agreement and it is anticipated that many FM agreements will similarly exclude catering.

The template FM agreement includes provisions for payment and deduction in respect of the catering service.  The majority of these may be entirely deleted.  It is suggested however that Availability Criteria, KPIs, the output specification and the definition of Escalation Event are reviewed and amended as necessary to ensure that the LEP is suitably incentivised to maintain the availability of kitchens thus enabling the delivery of the catering service by another party.
	Guidance as stated for High Risk Transfer FM Agreement.


	Utilities Management
	The standard approach encourages bidders to consider the long-term effect of decisions relating the energy consumption.  


	It is not expected that utility volume risk will be transferred.  The LEP may be required to monitor and even manage energy consumption and a KPI may be applied to incentivise the appropriate performance of those functions.  
The Authority should ensure that the LEP is not in a position to waste utilities (and not suffer a financial consequence) as a means to more easily achieve an output or avoid other risks.  The LEP should be required to accept a protocol regarding effect on the consumption of utilities, ensuring that the LEP does not waste utilities.


5 ASSESSING AND MITIGATING RISK IN THE LEP UNDER High AND MEDIUM Risk Transfer fm AGREEMENTs

5.1 The Authority will need to assess the financial robustness of the LEP and how it might deal with the occurrence of any potential risks that sit in the LEP.  The bidder will have to show that the Authority’s Requirements will be satisfied by the Contractor’s Proposals and that financial provision has been made in the event that the LEP has to find an alternative provider in the event of insolvency or termination.  Where the FM arrangements are low risk then only a small residual risk (that of subcontractor insolvency) should remain in the LEP.  In such low risk transfer, short-term arrangements we do not expect these considerations to be relevant but the Authority should discuss the arrangements with PfS and BSFI so that we can be clear that that is the case.  
5.2 There are good reasons for giving the financial robustness of the LEP careful consideration.  Should risk in the LEP crystallise and the Authority chooses to enforce its contractual rights then if there is insufficient capital available to the LEP to meet its obligations, the LEP will fail.  Not only will the additional costs of re-procuring the FM Services fall to the Authority, but the future BSF programme in that area would be delayed until such time as the LEP and its supply chain are re-procured.  This would result in significant additional costs to the public sector.
5.3 The LEP should be contrasted with a PFI SPV.  The latter has some ability to absorb risks should they arise.  This is because it is capitalised to withstand some financial risk and it has access to contingent funding.  The funding of a PFI SPV is thus generally robust enough to enable the SPV to manage a high risk approach.  The LEP’s ability to absorb risk is on the other hand limited to its capital and any contingent shareholder funding and other covenant support such as parent company guarantees.  
5.4 In order to ascertain the risks that will transfer to a PFI SPV and to manage and mitigate some exposure to risk, a PFI SPV benefits from extensive diligence and challenge undertaken prior to financial close by independent advisers appointed by it and by its lenders.  Where the same level of risks are transferred, the LEP will need to have access to independent due diligence to (i) demonstrate that the Authority’s Requirements can be met within the financial envelope, (ii) analyse the commercial terms proposed and identify and examine the risks that remain with the LEP and (iii) establish the appropriate amount of capital or shareholder support required to manage potential risks in the LEP.  The LEP will need to appoint a technical adviser to carry out technical due diligence.  This would include an analysis of the sufficiency of the lifecycle fund within the LEP financial model (where the LEP takes lifecycle risk).  Legal due diligence will be carried out by the LEP’s legal advisers.
5.5 Even where the risk transfer to the LEP is flowed down in full to its subcontractors, the LEP carries the insolvency (i.e. replacement) risk of those subcontractors, i.e. their insolvency/inability to meet their obligation to the LEP will not excuse the LEP from its obligations to the Authority.
5.6 An Authority should at OBC stage consider which risks it is to transfer to the LEP and which of those risks it anticipates as being likely to remain in the LEP.  It must also consider how to manage the risks that are to be left in the LEP in accordance with this section 5.  It must discuss this with PfS and BSFI.  
5.7 In order to manage and mitigate the LEP’s exposure to risk, Authorities should do two things.  First they must during dialogue carefully assess the risks to be left in the LEP, particularly by analysing and anticipating the flow-down of risk to the FM subcontractor (as well as to other subcontractors under the D&B and ICT arrangements).  Second (and where risk sits in the LEP) consider the approach they plan to follow to mitigate that risk.  The following options are recommended and the Authority’s OBC, as well as its IPD and the draft FM contract, need to reflect the chosen option:
Option 1

5.8 Fully capitalise the LEP in the same way as a PFI SPV is capitalised, i.e. giving it access to a combination of equity and sub-debt sufficient to cover most potential losses.  In particular the Authority will need to consider the cost consequences of choosing this option given that full technical and legal due diligence will need to be carried out on behalf of, and at the cost of, the LEP (which will be reflected in the price of the bids), in order to satisfy the LEP shareholders that either no risks are being retained at LEP level or that any LEP retained risks have been appropriately priced; and that the Contractor’s Proposals are capable of meeting the Authority’s Requirements.  Ensuring that the LEP has the benefit of independent due diligence on the risks that are transferred to the LEP and its proposals for managing those risks.  This will ensure that the LEP is sufficiently robust to withstand risk and to deliver the wider programme objectives.  Note that due diligence undertaken by the Authority or by the PSP is not sufficient as it is carried out for a different purpose.
5.9 Prior to embarking on this approach, Authorities should consider their affordability position as any capital injected into the LEP will (in the same manner as a PFI SPV) be required to generate a return from the project.  If, having consulted with its financial advisers, an Authority concludes that such an arrangement would not be affordable, one of the following options should be considered.  If on the other hand, an Authority concludes that such an arrangement is affordable, its OBC should demonstrate that this is the case.

Option 2

5.10 For the FM Contract between the Authority and the LEP to contain “reverse equivalent project relief” drafting (referred to as Reverse EPR).  The effect of this drafting (which is set out in Appendix 3) is that the LEP only takes risk to the extent that it recovers amounts from the FM subcontractor or its parent company under the parent company guarantee.  The key issue for an Authority if it chooses this option is to ensure that as many risks as possible are passed down the supply chain to the FM Subcontractor.  The Reverse EPR drafting will thus only then be applicable to those risks that remain in the LEP (the Authority having done its best to minimise these during the procurement process).
Option 3

5.11 Introduce drafting to the FM contract between the LEP and the Authority that limits the LEP’s financial exposure to the Authority above that which it recovers from its subcontractor to a capped annual amount.  The LEP will charge a risk premium to the Authority equal to the capped annual amount.  No standard drafting is provided for this approach; bidders and Authorities are expected to discuss drafting in conjunction during dialogue.
Results of Authority Due Diligence
5.12 While derogations to the template FM contracts will not be required, the legal advisers to the Authority will need to: 

· confirm which option has been followed (or whether another agreed option has been taken); 

· in respect of Option 1, to provide details of the due diligence to be undertaken on behalf of the LEP, the financial structure proposed (including confirmation from the Authority’s financial advisers that the sensitivity analysis undertaken, and its results, are comparable with a similar PFI project company); 

· in respect of Option 2, to confirm any amendments to the drafting at Appendix 3; and 

· in respect of Option 3, to explain the commercial arrangements proposed.
APPENDIX 1 - Current FM Services Allocation table

	Service Type
	
	Local Authority Provided:
	School 1 Name
	School 2 Name
	School 3 Name

	
	
	In house
	Outsourced
	School provided

(In house)
	School provided (Outsourced)
	Authority Provided
	School provided

(In house)
	School provided (Outsourced)
	Authority Provided
	School provided

(In house)
	School provided (Outsourced)
	Authority Provided

	
	Helpdesk 
	NP
	NP
	NP
	NP
	NP
	NP
	NP
	NP
	NP
	NP
	NP

	
	Building and Asset Management 
	(
	
	
	
	(
	
	
	(
	
	
	(

	
	F&E 
	
	
	
	
	
	
	
	
	
	
	

	
	Grounds Maintenance 
	
	
	(
	
	
	(
	
	
	(
	
	

	
	Energy and Utilities 
	
	
	
	
	
	
	
	
	
	
	

	
	Caretaking and Portering 
	
	
	(
	
	
	(
	
	
	(
	
	

	
	Security
	
	
	
	
	
	
	
	
	
	
	

	
	Cleaning
	
	
	
	
	
	
	
	
	
	
	

	
	Waste
	
	(
	
	
	(
	
	
	(
	
	
	(

	
	Pest Control 
	
	
	
	
	
	
	
	
	
	
	

	
	Catering
	
	
	
	
	
	
	
	
	
	
	

	
	Health and Safety
	(
	
	s
	
	s
	s
	
	s
	s
	
	s

	
	Statutory Requirements Compliance
	
	
	(
	
	
	(
	
	
	(
	
	

	
	Sustainability
	
	
	
	
	
	
	
	
	
	
	

	
	Continuous Improvement
	
	
	
	
	
	
	
	
	
	
	

	
	Third Party Management
	
	
	
	
	
	
	
	
	
	
	

	
	FM Management Service
	
	
	
	
	
	
	
	
	
	
	


Key : NP – No provision, S – Shared with school/Authority
Appendix 2 – Current FM performance and future expectation examples
	School FM Performance Matrix – Individual Schools



	
	Current performance level of FM services

	FM Service Criteria


	V Low
	Low
	Medium
	High 
	Very High

	Grounds Maintenance

Eg.

- Delivering sports specialist schools

- Maintaining external learning areas

- Providing sufficient recreational areas

- Maintaining external amphitheatre

- Maintaining sensory garden (SEN Estate)

- Keeping smooth ground surfaces / level access (SEN Estate)
	
	
	
	Sports pitches generally kept to very high standard.
	

	Caretaking

Eg. 

- Delivering Extended Schools

- Delivering 24/7 Learning

- Delivering community access

- Improving behaviour (cleanliness of toilets)

- ECM – addressing safety issues (spillage) 


	
	
	Caretakers generally operate high levels of quality, but response times are slow due to lack of additional resource
	
	


Appendix 3 - Reverse EPR Drafting
“Recovered Sum” means any payment or recovery of compensation or other benefit which the LEP obtains by way of indemnity or otherwise in respect of any breach, negligence, act, omission or other default of the FM Subcontractor or any FM Subcontractor Related Party pursuant to the FM Agreement or the FM Agreement Subcontract Parent Company Guarantee (either by way of agreement or determination pursuant to the disputes resolution procedure in such agreement), the LEP having enforced its rights against the FM Subcontractor and/or the Guarantor in accordance with clause [  ].7. 

[  ]
LEP LIABILITY RELIEF

[  ] 1
The provisions of this clause [  ] shall be without prejudice to any other limitations of liability benefiting the LEP referred to in this Agreement. 

[  ].2
The LEP shall observe, perform and comply with all the provisions of the FM Agreement to be observed, performed and complied with on the part of the LEP. 

[  ].3
To the extent any liability of the LEP to the Authority under this Agreement has been caused by or is otherwise attributable to the FM Subcontractor or any FM Subcontractor Related Party (a “Related Claim”), the LEP’s liability to the Authority shall be limited to the Recovered Sum provided that: 

[  ].3.1
nothing in this clause [  ] shall permit the LEP to suspend the provision of any of the Services nor shall it otherwise relieve the LEP from any of its other obligations pursuant to this Agreement; and
[  ].3.2 
the liability of the LEP to the Authority shall not be limited to the Recovered Sum to the extent any amount due to the Authority but not forming part of the Recovered Sum is as a result of any breach by the LEP of its obligation in clause [  ].4. 

[  ].4
The LEP shall, subject to clause [  ].5, take all such steps necessary to recover any Related Claim from the FM Subcontractor and/or the Guarantor under the FM Agreement and/or the FM Subcontract Parent Company Guarantee (as applicable) and/or to pursue the LEP’s entitlements under the FM Agreement and/or the FM Subcontract Parent Company Guarantee in respect of the Related Claim having regard in each case to the interests of the Authority. 

[  ].5
At the request of the Authority the LEP shall allow the Authority to conduct any negotiations or disputes in the name of the LEP where the subject matter of the negotiation or dispute comprises a Related Claim where such Related Claim will have or could have an adverse effect upon the Authority and the consequences of which will be or are likely to be borne ultimately by the Authority pursuant to clause [  ].3. 

[  ].6
Where the LEP takes steps in accordance with clause [  ].4, the Authority shall subject to the LEP complying with its obligations in this clause [  ] and taking all reasonable steps to mitigate costs, indemnify the LEP against any reasonable additional costs and/or expenses (which for the avoidance of doubt exclude any day to day management, administrative or other internal or modelled costs of the LEP) incurred by the LEP in complying with clause [  ].4 only to the extent that: 

[  ].6.1
the FM Subcontractor and/or the Guarantor is contractually liable to pay such costs and/or expenses subject to and in accordance with the terms of the FM Agreement and/or FM Agreement Sub Contract Parent Company Guarantee respectively and does not pay such costs and/or expenses (whether by reason of insolvency or otherwise the LEP having taken all steps reasonably necessary or required by the Authority to recover such costs and/or expenses); or 

[  ].6.2
the FM Subcontractor and/or the Guarantor is not contractually liable to pay such cost and/or expenses subject to and in accordance with the terms of the FM Agreement and/or FM Agreement Sub Contract Parent Company Guarantee respectively. 

[  ].7
Insofar as the LEP has conduct of any negotiations or disputes in accordance with clause [  ].4: 

[  ].7.1
it will allow the Authority to participate in such negotiations or disputes and in each such case the LEP shall comply with the Authority’s reasonable instructions as to the manner in which the Authority shall so participate; 

[  ].7.2
throughout the conduct of any such negotiations or disputes the LEP shall keep the Authority fully informed of all material steps taken, and of all documents and other information given or received, in connection with such negotiations or disputes; 

[  ].7.3
no such negotiations or disputes shall be settled by the LEP without the prior written consent of the Authority (which consent the Authority shall be entitled to grant or withhold in its absolute discretion) and any settlement so reached shall be binding upon the parties insofar as it relates to any costs, damages or other relief claimed by the Authority; 

[  ].7.4
the LEP shall not in the conduct of any such negotiations or disputes, waive or release any rights under the FM Agreement and/or the FM Subcontract Parent Company Guarantee in such a manner as to prejudice or adversely affect the position of the Authority without the prior written consent of the Authority (which consent the Authority shall be entitled to grant or withhold in its absolute discretion); and 

[  ].7.5 
the LEP shall account to the Authority for all sums to which the Authority is entitled in relation to such Related Claim in respect of any amount agreed or determined pursuant to such negotiations or disputes conducted in accordance with this clause [  ].7.
� Information regarding the LEP model is available on the PfS website at http\\www.partnershipsforschools.org.uk /library/Local_Education_Partnerships_Toolkit.jsp


� Please refer to the Outline Business Case Guidance on the PfS website for more detail on these requirements. Available at http://www.partnershipsforschools.org.uk/library/bsf_guidance.jsp 


� Additional guidance regarding the “in principle” letter is given in the OBC guidance 


� Once the scope of the LEP FM Services has been identified and where FM Services will be provided by the LEP the maintenance regime and standards to which that maintenance should be provided will need to be defined and the payment and incentive approach determined, e.g. payment for services received on a traditional basis (inputs) or a performance incentive basis (outputs). 
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