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On the following page is the Route Map which assists the user in navigating around the Procurement Pack and illustrates the steps to be taken in developing a Housing PFI Project.  The underlined text in the Route Map contains hyperlinks which will take the user to the relevant Part of the Pack that deals with the steps illustrated.  An icon appears as follows at the beginning of each section in each Part which will return the user to the Route Map at the start of the Procurement Pack:

The icon also appears at the beginning of each model document and should be removed before the model is used.  The Route Map also shows the iterative nature of a PFI procurement in that it shows the increasing level of detail and sophistication of the Output Specification, Payment Mechanism and Project Agreement which together form the core contractual relationship between the Authority and its private sector partner.

Housing PFI Procurement Pack: Route Map
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Section 1 – Foreword and Acknowledgements

Foreword

1. 4ps and the Office of the Deputy Prime Minister (ODPM) have worked with local authorities, the bidding market and advisers in recent times to develop guidance and a standardised approach to housing PFI projects.  The culmination of this effort was the publication of two tranches of housing specific, standardisation guidance in December 2001 and May 2003.  These, we feel, have been important in setting out a recommended contractual approach to housing specific issues and have informed the development of projects in the sector thus far.  

2. However with two signed non HRA housing PFIs, the signature of the first two HRA housing PFIs in 2003 and further number of both nearing close at the time of writing, we felt that the time was right to move guidance material on a stage and produce a housing PFI 'Procurement Pack'.  In addition the advent of a 3rd bidding round for housing PFI announced in [                    ]  2003 made us feel strongly that the next tranche of projects should benefit from a consistent, standardised approach developed from the experiences of public and private sectors thus far.  

3. We hope that the efforts of 4ps and government in this respect will be a contributing factor in the stabilisation and development of the bidding market.  We understand very clearly that procurement timescales must be shortened and bid costs reduced, for both sides, now that the programme has moved beyond the pathfinder stage, if the next wave of projects are to benefit from sufficient competition.  

4. This Procurement Pack has been jointly funded and commissioned by 4ps and ODPM, as have the other pieces of housing guidance produced so far.  The Pack is intended to guide local authorities through the PFI procurement process from Expression of Interest stage to the operational phase of the contract, including both narrative and model documentation.  The Pack will consolidate existing experience and best practice into a single point of reference for local authorities and bidders.  

5. The benefits of producing a Housing Procurement Pack, we believe, will include:

· Speeding up and reducing the costs of procurement, through minimising the amount of preparation and negotiation on common issues;

· Improving the skills and capability of local authority project teams to successfully close projects;

· Encouraging new bidders into the market and minimising the costs for bidders to produce their best possible bids.  

6. Local authorities procuring housing PFI projects must either adhere to the Treasury’s ‘Standardisation of PFI Contracts’ 2004 (SoPC) or justify any departures. The Housing Procurement Pack will reflect this requirement and also the advice contained in the ‘Standardisation of Local Authority PFI Contracts’ supplement issued by the 4ps and the housing sector specific guidance referred to above.

7. The Housing Procurement Pack is in a form broadly consistent with the packs already issued or in development by the 4ps for Street Lighting, Leisure, Schools, Joint Service Centres, Waste Management and Social Services PFI projects.  It therefore contains guidance on:

· Strategic options appraisal and outline proposals

· Producing an OBC

· Pre-qualification and Shortlisting

· The Invitation to Negotiate

· Selecting a Preferred Bidder

· Completion and project execution issues

· Issues for the Operational phase

8. It includes as model or template documentation:

· Property Management Standards and Service Performance Standards as the contractual schedules expressing the public sector purchaser’s requirements in output form

· A payment mechanism

· A project agreement

· A stock survey brief and associated documentation

· User friendly financial models to assist in the assessment of costs and affordability

· Technical pricing and bid evaluation pro formas

9. The emphasis of current Government housing policy continues to be in respect of ‘decent homes’ and the condition of existing council housing and, therefore, the majority of housing PFI resources have, to date, been applied to ‘HRA’ housing PFIs. This is likely to continue in the future. The current form of the local authority capital finance regulations allows either existing stock refurbishment or new build housing PFIs within a local authority housing revenue account (HRA).

10. In addition, the use of PFI to deliver new or additional social housing outside of an Authority’s HRA is being pursued by a number of authorities. This is known as ‘non HRA housing PFI’.

11. We were clear that as far as possible we should develop documentation that could work for any and all types of housing PFI project and hope that we have achieved this. We don’t see any particular reason why the model output specification and payment mechanism shouldn’t work equally well for new build as well as refurbishment projects. There will be aspects which are not applicable but we have tried to construct an approach which does not unravel if these non applicable elements are omitted. A good example of this is that there will probably be no need to have ‘leasehold’ Property Management Standards in an output specification for a new build project nor the concept of a Leasehold Dwelling Charge in a new build project’s payment mechanism.

12. There is much that all forms of housing PFI have in common and it is therefore felt that, in large part, the Housing Procurement Pack can be equally applicable to all types of housing projects. Where there are differences, these are drawn out in the Pack.

13. Our adviser team are experienced and well qualified but have looked more widely than the housing PFI projects that they have been personally involved in and at the project documentation from all the housing projects currently in development or procurement. The model documentation therefore represents the best of what is currently in the market but, at the same time, doesn’t cherry pick from the various projects. We are aware of the need for a properly integrated set of project documents and have taken care to see that, for instance, the output specification will work with the payment mechanism and so on.

14. We issued key model documents as consultation material at the end of January 2004 to a wide range of advisers, funders, contractors and RSLs. In addition the material was issued to all the local authorities currently on the PFI programme and to those 19 authorities who expressed an interest in the 3rd bids round for housing PFI in December 2003. The consultation material comprised a model payment mechanism including a proposed mechanism for dealing with Right to Buy (RTB); an output specification in the form of Property Management Standards (PMS) and Service Performance Standards (SPS) and a Risk Issues table. It is worth saying at this point that the Pack presumes the inclusion of tenancy management in the scope of housing PFI projects although there are instances where these services have been excluded on value for money grounds.

15. The PMS denote the elemental standards which apply to properties in order for them to be continuously ‘available’ and attracting no payment deductions – PMS describe for example kitchens and bathrooms, heating and hot water systems. The SPS describe the level of performance to be achieved in carrying out tenancy management and associated services – rent collection, repairs and maintenance and so on.

16. The Risk table includes a commentary on the key risk areas for housing PFI – access to dwellings to carry out works, latent defects and decanting for example – and then recommends how the risk should be managed between the public and private sector. The Risk Table forms the basis in turn of the model Project Agreement.

17. The consultation exercise was informed by two dedicated consultation workshops at the beginning of February; one for the private sector and one for local authorities, which attracted around 100 attendees in total. Two further events were organised with a more focussed discussion of particular aspects of the Pack through the Major Contractors Group and the Council of Mortgage Lenders. Consultees had until the end of February to submit detailed formal responses, on the basis of which we then revisited the core documents and amalgamated them with the rest of the Pack narrative before issuing a draft complete version for a further, general period of consultation at the beginning of April. Our aim was always to have a finalised Pack in place by the time the 3rd Round authorities were selected and beginning to work on their projects in detail through the preparation of their OBCs (OBCs). The Ministerial announcement on the selection of 3rd Round Authorities was made [                    ] .

18. It is not the case that there will never be a need to produce any further guidance for housing PFI.  Until there are a significant number of signed deals, recommending best practice will continue to be an iterative process and we will need to revisit our assumptions and recommendations made in this Pack to be sure they continue to reflect the positions achieved through negotiation. The Procurement Pack is a very important step however. 

19. The intention on the part of Government is that the Pack will have similar status to the Treasury’s SoPC guidance, compliance with which is mandatory for all local authority PFI projects. Third round projects will therefore be expected to develop and proceed to procurement in accordance with the model documentation which is why we felt that sufficient consultation was essential.

20. The basic idea behind ‘standardisation’ is straightforward: if a significant amount of the procurement process, project documentation and risk allocation can be standardised then authorities, bidders and their advisers can concentrate on the aspects of transactions which are legitimately different thus, hopefully, saving time and money.

Keith Hill MP. Minister of State for Housing
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Disclaimer

21. This Housing Procurement Pack has been produced by the 4ps and ODPM, in consultation with Pinsents (legal advisers), PricewaterhouseCoopers (financial advisers) and Hunter & Partners (technical advisers) (together the ‘Advisers’) to provide assistance to Local Authorities in the procurement of housing projects through a public private partnership or through the Private Finance Initiative.  The Guidance has been published in good faith by the 4ps/ODPM with the help of its Advisers, and neither the 4ps/ODPM  nor its Advisers shall incur any liability for any action or omission arising out of any reliance being placed on the Guidance by any Local Authority or organisation or other person.  Any Local Authority or organisation or other person in receipt of this Guidance should take their own legal, financial and other relevant professional advice when considering what action (if any) to take in respect of any initiative, proposal, or other involvement with any public private partnership, or before placing any reliance on anything contained therein.

Section 2 – The Government's Housing Policy

22. The Government published its Housing Policy Statement, The Way Forward for Housing, on 13 December 2000.  The Statement set out a wide range of policies to modernise housing so that everyone has the opportunity of a decent home.  The Housing Policy Statement was the outcome of consultation on the Housing Green Paper, "Quality and Choice - A Decent Home for All" which the Government published for consultation on 4 April 2000.  On 24 July 2000 the Government also announced its Spending Review for Housing which delivered the resources to implement these proposals.  Among the main objectives of the policy were:

· Extra investment for local authorities to improve their housing stock with additional funding available to authorities which achieve excellent standards and establish arms-length arrangements for the management of their housing 

· Support for continued transfer of council housing to non-profit-making registered social landlords, where tenants agree 

· An increase in Private Finance Initiative schemes for housing 

23. In taking these proposals forward, Government set itself targets that would:

· bring all social housing up to a decent standard by 2010.  A Public Service Agreement target was set to improve a third of the homes that don't meet that standard by March 2004.

24. In February 2003, the Deputy Prime Minister issued a further statement, 'Sustainable communities: building for the future'.  This set out a long-term vision for creating a wider conception of strong and sustainable communities.  The statement reiterated the commitment to Decent Homes in the context of the Government's wider drive to raise the quality of life within communities through among other things, better public services, tackling crime and anti-social behaviour etc.  

25. The Government's policy on social housing is that by 2010, all social housing will have been made decent and a further 130,000 vulnerable households in the private sector will have had their homes made decent.  Plans to improve social housing are required to form part of a wider strategy for neighbourhood renewal and sustainable communities.  Tenants must be at the heart of these plans at all stages in the process, starting with drawing up options for investment.

26. Local authorities are able to choose the right approach for additional investment in the housing stock which they own from the three existing options: Voluntary Stock Transfer; the Private Finance Initiative (PFI); and, for high performing authorities, Arms Length Housing Management Organisations (ALMOs).  The expectation is that authorities will separate their management from their strategic role in providing social housing.  Authorities that do not use these options cannot expect increased investment in their stock above that received from the Housing Investment Programme.  Authorities can use different options from this list for different parts of their stock, as part of their overarching strategy.

Section 3 – HRA and non-HRA Housing PFI

27. In addition to achieving Decent Homes standards, the main objectives in awarding PFI credits for housing schemes are to provide an affordable and effective way for the public sector to deliver investment in social housing, providing satisfactory outcomes in terms of:

· significant and sustainable improvement in housing conditions;

· high quality housing services;

· giving tenants the opportunity to participate in setting and monitoring performance standards.

28. Housing PFI projects aim to maximise the value of public investment by:

· ensuring that the risks attached to housing investment and services are handled by the party best able to understand and manage them; 

· encouraging innovation in investment planning, service delivery and tenant involvement. 

29. The Office of the Deputy Prime Minister provides additional investment funding for two types of PFI housing projects.  Those relating to an authority's council housing under their Housing Revenue Account (HRA), known as HRA PFI projects and those for housing outside of the authority's Housing Revenue Account, known as non-HRA PFI projects.  

30. For HRA PFI schemes, housing management services including repairs, improvements and maintenance are packaged in a long-term contract, usually for 30 years. Private companies or a group of companies (a consortium usually made up of a building contractor, a Registered Social Landlord and a funder) are invited to bid for the work.  The successful bidder is responsible for financing the up-front renovation or construction costs of the stock and receives an annual management fee from the Council in the form of a Unitary Charge.  Part of this payment is financed out of existing resources and part out of the additional subsidy delivered by the PFI credits which have been allocated to the Council.  The presumption is that housing management services will be included in any HRA PFI contract as it enables the contractor to take on more in the way of risk.  There may be instances where this is not the case such as an ALMO having been appointed to manage the properties, but these should be considered as exceptional.  Any proposal to exclude housing management services should be resolved with the ODPM before a project proceeds to OBC.  Variant bids in respect of housing management services should be avoided as far as possible.

31. In order to qualify for PFI credits the Council must apply to go onto the PFI programme and satisfy certain criteria.  PFI is not currently seen as a whole stock option but is usually chosen for individual estates or groups of houses with high investment needs. Tenancies remain unchanged and rents remain subject to the authorities rent policies.  After the term of the contract, the services revert back to the Council.  PFI credits for HRA schemes can now also be used to fund the reprovision of housing where schemes involve demolition or clearance.

32. HRA PFI schemes can also be linked to other initiatives that can bring benefits to the area.  For instance land or land and buildings can be provided to the contractor to help reduce scheme costs which the contractor will then develop as rented accommodation, housing for sale, or to provide key worker or other affordable housing, and in doing so assist in promoting diversity of tenure etc.  

33. Non-HRA PFI enables an authority to facilitate additional social housing provision usually through a Registered Social Landlord and outside of its housing revenue account.  The authority specifies the service it requires - in terms of type, number and the standard of housing units within what rent levels - and leaves it up to the potential private sector partners in competition to determine how they would provide the service and meet the terms of the contract and to calculate what they would charge.  Authorities will not pay for the service until the housing units are ready for occupation and meet Availability Standards.  The authority will have nomination rights to the properties for at least the duration of the PFI contract but the assets will be owned by the RSL or contractor and the tenants will be tenants of the RSL.  The payments made to the contractor are dependant on its performance in meeting the standards specified in the contract throughout the contract period, ensuring the units are kept in a good state of maintenance and repair.  The contractor therefore takes responsibility for investing in the capital assets required, financing the investment and then managing the facilities to provide the specified level of service to the authority.

34. As well as providing standard "general needs" accommodation, non-HRA schemes could also provide specialist provision for particular client groups, for example extra care housing provision or accommodation for homeless households, and be jointly funded with other Government Departments such as DoH.

Section 4 – Options Appraisal

35. The Decent Homes standard requires a property to meet the fitness standard as defined in section 604 of the Housing Act 1985 (see guidance DoE Circular 17/96), to be in a reasonable state of repair, to have reasonably modern facilities and to provide a reasonable degree of thermal comfort.  Full details of the standard and guidance on assessing the level of non-Decent Housing are available on the ODPM website including:

· Decent Homes: Revised definition and guidance for implementation;

· Decent Homes: Capturing the Standard at the Local Level. 

36. Local authorities, along with Registered Social Landlords, are responsible for delivering Decent Homes and are required to produce on-going business plans, which outline their strategy for improving and maintaining their housing stock.  The business plan must cover the medium and long-term objectives for improving the condition of the housing stock and the services provided.  An essential element of all effective business planning is the periodic review or option appraisal which considers the possible alternative ways of meeting the authority's objectives.  In respect of housing, local authorities are required to undertake an appraisal of the options available for increasing the investment in their stock.  These are either through ALMOs, use of the PFI or LSVT.  Authorities should bear in mind the fact that PFI is able to deliver higher standards to those laid down by the Decent Homes standard and is likely to work best when doing so.  For large authorities or those with heterogeneous stock a mix of the options can be used in consultation with local communities.  

37. ODPM has issued guidance on options appraisal in these circumstances which is also available on the ODPM website:

· Delivering Decent Homes - Options Appraisal.

38. This should be read in conjunction with the more general guidance on appraisals in housing and business plans contained in the publication 

· A New Financial Framework for Local Authority Housing: Guidance on Business Plans - also available on the ODPM website.

39. In addition the Communities Housing Task Force (CHTF) within the ODPM is charged with providing advice and support to local authorities in undertaking their options appraisal and has issued various briefing notes and guidance on Options Appraisal which are also available on the ODPM website.  The website also identifies the CHTF contact officers who can be approached for advice at:

http://www.odpm.gov.uk/stellent/groups/odpm_housing/documents/page/odpm_house_601949.hcsp

40. Options appraisals need to be signed off by the appropriate regional Government Office prior to local authorities submitting their PFI OBC to the Project Review Group.

41. The ODPM guidance gives the main requirements for Option Appraisals as follows:

· Early contact with usual GO contact to discuss process and timetable;

· Robust information on stock condition and on demand and supply on which to base the appraisal;

· Tenants/leaseholders involved from the outset with a central role in decision-making and access to good independent advice from the start. The first stage of the option appraisal should involve developing their capacity to engage in the process and exploring their aspirations;

· Part of a wider strategy for neighbourhood renewal, linked to initiatives such as low demand pathfinders, to Local Strategic Partnerships and New Deal for Communities schemes where appropriate. The regeneration needs of the communities affected by this process identified early and factored into the decision making process;

· Consideration given to mixed-model solutions within a clear overarching strategy for the whole stock particularly for authorities with large or heterogeneous stock;

· A preliminary assessment of issues around choice of landlord, including community-based models, under stock transfer;

· Consideration of the potential for improvements to service delivery as well as capital investment as part of the options appraisal.

42. It identifies a number of distinct stages in conducting robust appraisals as follows:

· Identifying the key stakeholders;

· Managing the process;

· Defining the objectives;

· Establishing information needs;

· Resourcing the option appraisal;

· Establishing the base position of the Council;

· Identifying and evaluating the alternatives;

· Agreeing on a decision for the way forward.

43. The guidance considers these elements in detail as well as other essential considerations such as tenant and leaseholder involvement.  A detailed project plan needs to be developed at the start of the process which indicates what will happen when and who will be involved.

44. A similar options appraisal is not required for non-HRA schemes although they will need to be an integral part of the local authority's housing strategy. 

Section 5 – Expressing and Interest in Housing PFI 

45. Government funding for housing PFI projects is currently in the form of awarding PFI credits in respect of the capital element of the project.  The effect of the award is to increase the authority's credit ceiling, thereby delivering additional Housing Revenue Account subsidy or General Fund subsidy.  The remainder of the project costs are funded from other HRA/non-HRA income including management and maintenance allowances and rents.  Because there are limited PFI credits available to ODPM, their award is based on a competitive process.  Once a housing PFI bidding round is announced, ODPM will write out to all Chief Executives and Directors of Housing inviting them to submit outline proposals for schemes.  At the same time guidance will be made available which states the form that the proposals should take, the topics that should be covered and the criteria against which they will be assessed.  The current guidance is available on the ODPM website:

· Private Finance Initiative Schemes for HRA/non-HRA Housing: Guidance for Authorities Making Proposals.

46. All applicants are required to complete the ODPM spreadsheet models, designed to assess investment options and value for money.  The models generate the potential PFI credit requirement and also calculate the affordability of the project to the local authority.  The HRA and non-HRA models are available on the ODPM website together with guidance on their use.

47. Soft market testing should be carried out ideally before a proposal is submitted and certainly before the OBC is produced. This may include compiling a questionnaire for potential service-providers to ascertain what type of scheme would be of interest, and holding a market day at which contractors can meet to discuss proposals and form linkages with other organisations. 

48. The current guidance requires authorities to present their bid for PFI credits in a specified format, which addresses the following topics.  The commentary is taken from the guidance:

Scheme location and size

· Authorities need to be realistic about the amount of PFI funding they intend to seek and consider how they might use complementary sources of funding to lessen the PFI credit requirement.  Applications need to be justified robustly in terms of strategy and value for money and describe the location of the proposed scheme and the number and type of dwellings to be included.

· ODPM does not anticipate considering PFI schemes covering the whole housing stock.  Rather, authorities should consider applying the PFI solution to an area or areas in priority need of housing investment as part of their wider housing strategy.   There is no arbitrary limit on the size of schemes or the PFI credit requirement, but resources may best be focused on a defined geographical area with a common sense of identity.  Local authorities should seek to maximise the opportunity to deliver a comprehensive and coherent investment and management solution.  The capital cost of the scheme will represent the upper limit of the possible PFI credit although in many cases the actual credit will be lower. Local authorities will be expected to cover as much as possible of the costs of the project through resulting operating cost savings, third party use of assets and services and other sources of revenue, and to minimise their applications for PFI credits accordingly.

· The application should describe the specific geographical area to be covered and the quantity of council stock to be included in the scheme.  It should detail the number and location of RTB properties in the area, i.e. whether these are concentrated in specific locations or pepper-potted throughout the area, and identify numbers and location of leasehold properties.  A map of the area and photographs may help illustrate the scheme.  

49. Scope of the contract - Authorities should describe the scope and length of the contract.

· Housing PFI should focus on delivering decent homes and the wider works required to ensure that decent homes are set in sustainable communities.  Local authorities now have the freedom to include elements of rebuild in HRA PFI schemes.  PFI credits will only be made available for elements of new build when there is demonstrable value for money.  Authorities need to describe their intended approach, and explain and justify any major variation from the approach outlined above. 

· Non HRA schemes are accounted for in the General Fund and ODPM welcomes proposals for joined up schemes - including social services schemes, those with the aim of preventing social exclusion and creating more sustainable communities.  Examples of this type of scheme might include offering a comprehensive package of housing and support for older people, adults with learning disabilities or vulnerable young people.  Authorities may also want to consider affordable general needs and keyworker housing in areas of particularly high demand. 

50. Strategic context - Authorities should describe how the proposed scheme fits within their wider housing and regeneration strategy.

· Applications should describe how the scheme relates to the authority’s overall housing strategy and why it is a priority for investment, summarising any references to the scheme in HIP documents, Options Appraisal, asset management plans etc.  Where appropriate, they should explain how the scheme fits in with any wider regeneration initiatives or strategies for the area - for example, SRB investment, NDC Partnerships, Community Plans.  

51. Evidence of housing demand - Authorities should provide evidence of long-term need and demand for the housing stock within the proposed scheme.

· This is key to delivering sustainable investment and optimising the balance of risks between the partners to the PFI contract.  Authorities are asked to provide evidence of current demand and anticipated demand, drawing on housing-specific information, e.g. waiting lists, voids etc and more general information relating to population projections, economic development etc.  If there are current or anticipated problems of oversupply or variable demand for the stock, authorities will need to demonstrate they have a strategy for managing this.

52. Stock condition - Authorities should provide an outline description of the condition of any existing stock to be refurbished and retained within the proposed scheme.

· Authorities are asked at this stage to outline the main works that they anticipate would need to be carried out based on their best available information. It is essential that the authorities present as robust a picture as possible about the condition of their stock and recommend that they use sensitivity analysis at this stage, and identify any risk mitigation strategies that may be necessary.   This should also inform the option appraisal and vfm analysis.

53. Option appraisal and value for money - Authorities should explain why PFI has been selected as the option and demonstrate that it represents a value for money solution for the proposed project. 

· In providing an explanation of why PFI is the preferred option, authorities should provide an outline analysis of all the options they have considered for the area/estate, including the ‘do nothing’ option.  Scheme finances should be compared with the other potential investment options for refurbishment of existing housing, using best available information.  Authorities should use the ODPM models designed for this purpose – both are available on the ODPM website.  The models generate the PFI credit requirement and also enable authorities to do a simple affordability analysis.  ODPM recognises that the analysis will probably need to be further refined if the project proceeds to the next stage. However, it will be of value to the Office and the authority in providing best available information on costs, and will familiarise the authority with the type of analysis that will be essential at OBC stage.   

54. Risk transfer - Authorities should give their preliminary views on the allocation of risks between the authority and the contractor.

· A basic premise of PFI is that the risks attached to a project are allocated to the party best able to manage them.  The Office expects authorities to allocate risks appropriately with significant risk transfer to the private sector while, at the same time, achieving good value for money for the public sector.   At this stage authorities are asked to give a brief qualitative description of the risks and responsibilities they expect to retain and those which they anticipate transferring to the contractor.  This analysis should line up with the information provided on contract scope.   

55. Tenant consultation - Authorities should describe their strategy for consulting tenants of existing HRA stock on their proposals and any tenant consultation they have so far undertaken.

· In HRA PFI tenants will remain tenants of the local authority throughout the course of the PFI contract.  There will be no change in their status or their rights as a result of the PFI project and the Office would expect rents for dwellings included in the scheme to be set in accordance with the authority’s general approach to rent-setting and within the rent restructuring framework.  Therefore, it is not anticipated that authorities will ballot tenants on whether or not to proceed with a PFI scheme.  However, it is expected that tenants will be given the opportunity for involvement in decision-making in line with best practice in tenant participation and consultation.  Tenants must be consulted as part of the Options Appraisal and a tenants empowerment strategy needs to be agreed with CHTF. 

· When putting together a proposal, authorities are asked to give a brief description of their consultation strategy in relation to the area covered by the proposed scheme, including any consultation they have already undertaken.  Authorities are not expected to commission surveys or other initiatives specifically to support this application, but details should be provided of any relevant information already gathered.

56. Councillor commitment – As any PFI bid will be the result of an OA, members should be fully aware of the project, and how it sits within the overall investment strategy and signed off OA. Authorities should indicate the extent to which Councillors are aware of, and are committed to, the project.

· Authorities should describe what steps have been taken to inform Councillors of the proposal, including any corporate impact it may have, and the level of commitment to this application and the project so far gained.  The Council (through delegated arrangements if appropriate) must be supportive in principle of the PFI project and have been informed of the outcome of the option appraisal and VFM analysis.  Minutes of any relevant meetings may be included with the application. 

57. Project management - Authorities should indicate the nature of the team they would anticipate putting in place to deliver the project through to contract signature.

· Authorities should describe what skills and experience they would expect to bring to the project and how the project team might be composed, including any external advice they anticipate might be required.   ODPM will be looking for evidence that the local authority has given careful consideration to planning and resourcing the project. They should also identify any risks in the procurement process and identify mitigation strategies for these risks. Local authorities will need to demonstrate that there is senior level support and commitment to the proposal.

58. Timetable - Authorities should provide an indicative timetable.

· Authorities should describe in outline the timescale over which they expect their project to be developed and provide their best estimate of when contract signature might be achieved. This should include the time estimated for preparation of the full OBC for PRG consideration, as well as the time estimated for the main stages of the procurement process itself.  An indicative timetable is at Diagram 1.

Section 6 – ODPM Assessment of Expressions of Interest

59. Once the closing date for Expressions of Interest has passed, ODPM undertake an analysis of all the bids received based on the criteria identified in guidance.  In assessing and selecting schemes, the ODPM will take account of any specific criteria identified by the Minister as well as the more general guidelines described within the guidance.  The ODPM will also ask the relevant Government Office to comment on proposals and give their views on the appropriateness and deliverability of individual schemes given local circumstances.  

60. As stated above, applicants are required to complete the ODPM spreadsheet models, which are designed to assess investment options and value for money.  The models generate the potential PFI credit requirement and also calculate the impact of the PFI contract on an authority's GF and HRA resources.  The PFI credit is based on the capital costs identified within the project.  ODPM do not guarantee to fund all of the PFI credit being calculated by the model.  The PFI credit should be seen more as a contribution towards meeting the costs of the scheme.

61. The final decision on selection rests with the Minister responsible for housing at the time.  In selecting projects, ODPM will also draw up a reserve list.  In the event of nominated projects not meeting their agreed timetables for procurement or for whatever reason not being able to proceed, then the ODPM will substitute schemes from the reserve list to be taken forward.    
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Section 1 –The OBC for Housing PFI Projects

62. The decision to procure the services through a particular service delivery route should be fully supported by a comprehensive review of the options available and the conclusions supporting that decision documented in an OBC (OBC).  The OBC documents:

· the results of the Local Authority’s options and investment appraisal, 

· the business case for the project, 

· need for the new investment 

· the services to be included 

· the objectives of the authority and partners, 

· the reasons for PFI procurement and 

· the deliverability issues affecting the scheme. 

63. In local government, the OBC is usually prepared by officers, assisted by finance, technical and legal advisers. It is a means of seeking member and other key stakeholder support for a project. If additional financial support is identified as being necessary to meet the cost of the scheme, the OBC will be expected to set out the Local Authority’s business case for funding from Central Government sponsoring departments which, in the case of housing, is the Office of the Deputy Prime Minister, (ODPM) through the allocation of PFI credits. Getting this document right at the start will save time and money in the long run.

64. For HRA PFI, the need for improvements to housing stock in a local authority’s ownership and the appropriateness of PFI to secure the necessary improvements will have been identified in the Authority’s Housing Option Appraisal. This will be undertaken in line with guidance from the Office of the Deputy Prime Minister issued in June 2003. An authority may have identified an unmet housing need within the community that it believes can only be met through the provision of new social housing perhaps through a non HRA PFI. 

65. The next step is to investigate fully the project and procurement options for delivering the service.  This will already have been set out in the Authority’s Expression of Interest (EoI) which, having gained the support of the ODPM, now requires a more rigorous examination of the justification, requirements, appropriateness and effectiveness of the proposed scheme. This more detailed assessment of the options is documented in an OBC.  This section of the procurement pack provides guidance on developing the OBC for a housing scheme.  

66. This guidance has been produced for local authorities who are considering the refurbishment of existing housing stock or development of new housing stock through a PPP or PFI.  The guidance promotes a structured and systematic approach to the development of the project and the OBC and seeks to ensure that the decision to procure the project through a PPP or PFI route is based upon a robust strategic and financial analysis of the options available.  This guidance also offers an outline structure for the OBC based upon successful business cases and best business planning practice. 

67. The 4ps have produced and made available general guidance on options appraisal and developing the OBC.  This specific housing guidance should be read in conjunction with the general 4ps guidance, together with the Local Authority’s own procedures and other relevant guidance.

68. In addition, local authorities considering the development and procurement of the services through a PPP or PFI route are advised to contact one or two of those local authorities that have previously embarked on a housing PFI scheme and, ideally, to look at their OBCs.  A list of approved housing PFI projects is available from the ODPM or 4ps' website (www.odpm.gov.uk or www.4ps.gov.uk) Local Authorities are also advised to speak to the 4ps prior to making such contact so that they can be made aware of the most up-to-date position on progress of the projects.

Purpose of the OBC

69. The OBC is a key document in the development of any PFI project which must meet the following requirements:

· Demonstrate to elected members, Council Officers, tenants, lessees, other stakeholder and auditors that a project meets the Authority and government objectives, particularly in relation to Decent Homes standard, is affordable to the Authority and is Value for Money.

· Provide the basis for developing documents for private sector bidders further on in the procurement the process, as it sets out the required project outcomes, the commitment of the Authority and other project stakeholders to working with the private sector, and the parameters within which the project will need to be delivered (financial, technical and legal).

70. The completed OBC will be considered by the Policy Review Group, chaired by HM Treasury, which considers all PFI projects and whose approval is necessary before a scheme can proceed to procurement.

Overview

71. Set out on the following page is an overview of the recommended structure for the OBC document and related workstreams with an explanation of their primary purpose.

72. The structure headings represent the key sections for a housing PFI which ensures a systematic approach is adopted in the OBC’s preparation and that all the information necessary for successful approval is included.

Key Workstreams
Summary

Background to the Project
The background to the project is the context and starting point from which the OBC develops. 

(


Housing and business need  
A summary of the relevant conclusions from the authority’s Housing Option Appraisal should be supported by a rigourous analysis of the demand or need for dwellings in the contract for the duration.  This section will fully describe the assets and housing management services to be included in the contract, their current condition and performance and the expected standards.

(


Option Appraisal
The option appraisal process will have produced a preferred option which is then developed to become the Public Sector Comparator. This should particularly assess the options of repair and re-provision to identify the most effective option for the authority if it was undertaking the works,

(


Financial appraisal of options/ public sector comparator and value for money
The Public Sector Comparator is compared with the expected cost of the HRA PFI procurement taking into account the guidance and requirements of the Treasury "Green Book". For non HRA PFIs the appropriate comparison is with the SHG funded route of delivering the same outputs.  For all housing PFI projects, this assessment is undertaken through completion of the ODPM’s value for money models. The conclusions of this assessment is one of the key determinants of the continued support for this project for ODPM, PRG and an authority’s external auditors. 

(


Affordability
Affordability reflects the net cashflows of the transaction over the contract period to and from the Authority to assess whether the Authority can afford the likely costs of the PFI option. The Procurement Pack includes a model to assist in this assessment and, additionally, of authorities have undertaken further analyses to confirm their ability to afford the likely payments to the PFI Contractor for the duration of the contract.

(


Output Specification
The Output Specification sets out the key standards the Authority requires the operator to reach. This includes the Property Management Standard which defines the condition of dwellings in order to be accepted as “available” and the Service Performance Standards the PFI Contractor is expected to achieve. The OS will be developed and refined during the procurement process but must be sufficiently developed at OBC to give ODPM and PRG confidence that the anticipated costs reflect the cost of constructing or bringing the stock up to the availability standard and keeping them there as well as the range of services included for the duration of the contract period. The OBC should also comment on how the Output Specification will be developed further 

(


Deliverability
Market Sounding exercises will establish whether, commercially, the estimates and forecasts contained in the OBC are reasonable, accurate and deliverable from the viewpoint of bidders active in the market. To achieve this a systematic exercise should be undertaken which will include sharing the scope and standards of the project with potential bidders.

(


Key Terms and Conditions and Payment Mechanism
The OBC should set out the key terms and conditions of the Project Agreement and the Authority should ensure that it is comfortable with them. These will be based on guidance available in the Office of Government Commerce Guidance in HMT on Standardisation of PFI Contracts and 4ps “Standardisation of Local Authority Contracts”. 

(


Risk Allocation and Accounting Treatment
The Authority should determine the allocation of risks of the project which are specified in the Project Agreement.  The allocation of risk will determine the likely accounting treatment of the project.

(


Managing the procurement process
The project management arrangements are aimed primarily at the arrangements post approval to procure the project, and initial thought will need to be given to the arrangements as part of developing the OBC.

(


Post – procurement contract management


(


Commitment of Project Sponsors and stakeholders 
Confirmation is needed of the commitment to the project with reference to the project management structure indicating the level of elected member and senior officer approval will need to be undertaken.

(


3    Statutory Processes
Projects will often need to complete many statutory processes before they can progress and failure to complete these processes satisfactorily or at the right time can lead to a long delay in project implementation.

Timetable

73. Worksheet 1, contains a typical timetable for a housing PFI project.  

Available Guidance

74. A number of different sources of guidance exist to inform the process of producing the OBC.  In general authorities will find it useful to speak to ODPM, the 4ps and other local authorities or other directorates within their own Authority who have produced an OBC for a PFI project.

75. Generic guidance on key components of the OBC can be found on the Office for Government Commerce website www.ogc.gov.uk. 4ps have produced guidance on many areas which are relevant to the OBC and the procurement process, including options appraisal, developing output specifications, developing payment mechanisms.  This guidance is available from the 4ps.  Also, Local authorities that have already produced an OBC for a housing project will be a useful source of advice.

76. ODPM  will be keen to have an early view of a draft OBC to ensure that it deals with issues at an appropriate level of detail to ensure minimal need for revision after PRG review.  This guidance acts as a checklist for reviewing OBC submissions and is a useful aid to ensuring the completeness of an OBC.  

Managing the Business Case Process

77.  It is important that the Local Authority puts in place a project plan to deliver the OBC as part of its overall plan.  This plan must outline, as a minimum:

· The input required from different officers/departments within the Local Authority, stakeholders including tenants and lessees and where appropriate external advisers

· The skills and expertise required for delivering the OBC, in particular the development of option appraisals and the assessment of costs, benefits and risks

· The timetable for the process, and

· The authority’s approval arrangements required to develop the project and OBC.

Overview of the Financial Models for the OBC

78. The OBC needs to satisfy a number of financial requirements. Models have been developed to support these assessments from the Expression of Interest stage  onwards.  The financial models are required for inclusion in the OBC are the ODPM value for money models (one for HRA PFI and one for non HRA PFI, discussed at [section ref.]) and the Affordability Model [model ref.] in this Procurement Pack.  The ODPM models effectively include the construction of a Public Sector Comparator and a Private Sector Model. These financial models are all inter-related and their production may be an iterative process. In addition, authorities have complemented these models with either their own modeling or modeling undertaken by their advisers to provide additional assessments to assist their decision making. The purpose of these models are:

· To determine the costings and quantitative analysis which is part of the basis for choosing the preferred option

· To establish the Value For Money offered by the preferred option through the PFI process by, for HRA PFI, comparing the Public Sector Comparator to the costs of procurement through PFI and the costs associated with stock transfer, and, for non HRA PFI, with LASHG, and

· To confirm the affordability of the PFI option as represented by the Private Sector Model.

79. There is a distinct process in relation to the financial aspects of the OBC as outlined below.  This process may be iterative because, for example, the original preferred option may not be affordable and will require the Authority to revisit and refine the options appraisal process.












80. It is important to recognise the purpose of these stages and how they are connected:

· For HRA PFI, the initial Options Appraisal stage will be undertaken in accordance with ODPM Guidance “Delivering Decent Homes – Option Appraisal”. This reviews the housing investment needs of a housing authority’s stock in relation to bringing it up to the decent home standard by 2010. If further investment is required over and above the authority’s existing anticipated resources, it is expected to consider the role, for all or part of the stock, of Arms Length Management Organisation (ALMO), full or partial transfer to a Registered Social Landlord or HRA PFI. Any stock identified from this analysis as suitable for HRA PFI procurement proceeds to the next stage. 

· For Non-HRA PFI, unmet housing need that should be addressed through the provision of additional social housing will be identified in the housing strategy. 

· The next stage is to identify the Public Sector Comparator (PSC). That is, the most cost effective procurement for the authority if it was undertaking the project. For HRA PFI, the options will be refurbishment of the existing stock, its re-provision following decanting and demolition or a combination of the two. The most cost effective will become the preferred option. For Non-HRA PFI, the PSC will be development by an RSL through Social Housing Grant (SHG) funded by the Housing Corporation – although, strictly speaking, this is not a true "public" sector comparator. These comparisons will identify the option that, when judged in both qualitative and quantitative terms, most closely meets the objectives of the project – this will be the preferred option although, for redevelopment/ re-provision schemes, it may also be referred to as the Reference Project.

· The third stage compares the PSC with the cost of PFI procurement routes to identify the investment strategy that delivers best VfM for the authority in delivering the project outputs. For HRA PFI, it will also compare the PSC with the cost of transfer of the stock to an RSL.  The authority will consider the costs and benefits of each approach and, if the conclusion supports PFI, will proceed to the next stage. For housing projects, this is undertaken through the ODPM’s Value for money models.  

· The ODPM’s Value for money models also contribute to the affordability assessment. This considers whether the Authority can afford the estimated costs of the Reference project as delivered through the procurement route that offers best value for money. This assessment will be both on an annual and NPV basis. This Procurement Pack contains an additional model in this respect and some authorities have undertaken or commissioned further modelling to reflect their specific circumstances.

81. Whilst each of the different stages are structured differently because they each serve a different purpose, the flow of information and logic must be consistent. 

82. A key consideration of the financial analysis is that all the financial models produced, considered and analysed address the same project scope so that comparisons are carried out on a like for like basis.  This requires the Authority, from the housing options appraisal process onwards, to have a clear and stable view of the scope and standard of service outcomes required for the project as a whole, including at least a high-level view of the output specification requirements.

83. Specific guidance on the purpose and methodology for producing each financial model is included within the specific guidance on each part of the OBC in this section of the procurement pack.

Links with the Expression of Interest

84. Authorities who are preparing an OBC will have received support for their initial expression of interest from ODPM.  The expression of interest will therefore be the best starting point for producing the OBC.  The OBC will however need much more information on the detail of the proposed project to meet the requirements of ODPM, PRG and to allow the project to be developed into a commercial proposition.

85. Set out in Model 1 is a checklist derived from guidance given for PFI projects in other service areas. It provides an indication of the key areas which will have been picked up in the expression of interest and an indication of where further work will need to be developed in the OBC.

Section 2  - Developing the OBC 

86. The structure for an OBC is set out below.  This reflects the checklist included in Model 1.  An Executive Summary at the beginning of the document will greatly enhance its accessability.  The executive summary should include the key points and conclusions from each of the sections described below:


87. The remainder of this Part describes how Authorities should address each section of the OBC, including:

· Brief explanation of the purpose (Action Points)

· Details for inclusion

· Links to other available guidance

OBC Section I: Background to the project

Action Points:

· Link with Strategic and Corporate Local Authority objectives 
· Housing Option Appraisal process and conclusions in relation to specific project objectives
· Confirmation of powers

88. This section provides the context and starting point from which the OBC develops. The Authority must be able to demonstrate that the project fits into its own strategic plans and, because it is seeking Central Government support, that it meets the requirements of the ODPM. It must also confirm and demonstrate that it has the statutory powers to provide the new services.

89. Details of the authority should include the type of Authority, the population, household population, dwelling stock, tenure, data about size of and demand for local authority stock and other relevant demographic and socio-economic data. 

Details for inclusion:

· Authority key facts and figures

· Demographics

· Authority’s vision and corporate objectives

· LA housing statistics – cost information, stock investment needs, supply and  demand

· Key housing requirements 

· Summary of housing stock included in the project

90. The local authority’s vision and corporate objectives should be reflected in the housing strategy and, for HRA stock, the HRA Business Plan.  This will demonstrate the rationale and need for the service and the contribution it can make to the wider corporate and housing strategies of the authority.  This will be further expanded upon in the Housing and Business need section. 

91. This chapter should include details of the local authority; the corporate objectives of the authority; the housing strategy; details of existing housing stock and service; and details of any relevant Housing Inspectorate report, Housing Needs Assessment, Comprehensive Performance Assessment (CPA) and/or Best Value Inspection. Details of the existing housing services should include information on the range, age and condition of the local authority stock overall (including commentary on any investment made and/or any condition surveys undertaken), the services provided and current performance, the usage of the facilities, and the finance, management and organisational arrangements for delivering the services. 

OBC Section II: Housing and business need

Action Points:

· Identify the Business Need through links to corporate plans, housing strategy and, for HRA PFI, housing options appraisal 
· Link investment proposals to HRA Business Plan and/or over-arching housing strategy
· Provide a reference for the project to key initiatives such as Decent Homes and Sustainable Communities
· Confirm the project objectives

92. The procurement of services should always be supported by an analysis of the attributes and condition of any existing housing stock to be included and retained in the contract as well as evidence of housing demand and need for the dwellings. The procurement of long-term service contracts can involve considerable contract values and therefore it is important that a thorough assessment of investment need and demand is confirmed prior to entering into the procurement process. For existing and to be retained stock, the “dwelling attribute” information should describe, with figures: 

· dwelling numbers, 

· dwelling type (house, flat, maisonette etc), 

· tenure,. 

· number of blocks, 

· bedroom mix,  

· archetype, 

· construction type, system, recurrent building features

· date of construction/ conversion/ acquisition, 

· occupied/vacant, 

· rent by size. 

93. It should be complemented by a description (and if possible) an appropriate enumeration of communal facilities such as:

· lifts, 

· door entry systems, 

· common room,

· laundry rooms etc, 

· and, if applicable, estate facilities such as:

· garages, 

· play areas, 

· outhouses/ pramsheds, 

· extent (if not acreage) of grass land, 

· extent (if not metreage) of shrubs and 

· extent (if not number) of trees.  

94. The housing condition information should place the condition of the stock in the contract in the context of the authority's whole stock and with reference to the decent homes standard. It should also describe the condition of the stock in the contract against the proposed Property Management Standards contained in the Output Specification and present this in terms of volume of work required (number of roofs requiring repair, windows needing replacement) as well as the anticipated cost. 

95. In addition, the authority needs to demonstrate the current and anticipated future demand for the stock. The Housing Strategy and the Homelessness Strategy are likely to inform this analysis as well evidence of past and current popularity of the dwellings such as voids level, turnover periods and acceptance rates. These should be in the context of the Authority’s overall records in these areas. 

96.  Finally, the scope of the contract needs to be detailed, including the range of services to be included. This is discussed in detail in this Section under Output Specification and refers to the housing management services the operator will be required to deliver over the contract period. In determining the business need the corporate and Housing business plans, along with the initial Housing Options Appraisal are likely to determine the focus of the project including:

· the Information and Communication Technology Plan (ICT), 

· other department’s development plans 

· the Community Strategy

· Housing Needs Survey

· the Neighbourhood Renewal Strategy,

· Supporting People strategies,

· Community Safety

· Environmental strategy, and

· Unitary Development Plan

97. These are likely to be critical documents which inform and support the route that the Authority proposes to take and the overall scope of the project

Details for inclusion:

· Key requirements of corporate and housing business plans as informed by the Housing Options Appraisal and Asset Management Plan

· Impact of the Community and Neighbourhood Renewal Strategy Plan

· Impact of the Information, Communication and Technology Plan (ICT)

· Impact of other Departmental strategies 

· Projected demand for the dwellings

· Specialist or supported provision

· Community provision

· Existing condition and suitability issues

· Investment requirements

· Project objectives demonstrating the link between investment and improved standards

OBCSection III: Option appraisal

Action Points:

· Produce a preferred option
· Demonstrate that the Authority has considered a wide range of options in qualitative and quantitative terms
· Demonstrate that the preferred option maximises success as evaluated against the project objectives
· Reflect the requirements and guidelines in the Treasury's Green Book.

98. For many authorities the options appraisal will be a multi-stage process.  The Expression of Interest (EoI) for HRA PFI requires the Authority to have completed a Housing Options Appraisal exercise which has been “signed off” by the relevant Government Office. This will have identified the stock that will be considered for refurbishment or redevelopment through PFI. For Non-HRA PFI, the unmet needs that require the development of new affordable housing will be identified in the housing strategy and other strategic housing or service plans. 

99. The EoI must also include a completed ODPM value for money model.  This initial exercise will need to be revisited during the preparation of the OBC if the ODPM indicates their continued support. Indeed, based on this support, it is expected that this modelling should be based on more substantive detail and certainty of the costs involved in the project than was used for the EoI. However, for housing schemes, before this cost comparison can proceed the authority needs to identify the preferred route by which the objectives of the scheme would be met if the Authority undertook it. This preferred option is the Public Sector Comparator. (PSC) against which private sector options will be considered. These steps were illustrated above in the “Overview” section. 

100. Authorities should take account of and use the guidelines and requirements in the Green Book on options appraisal available on the HM Treasury website at “http://greenbook.treasury.gov.uk”. 

Stage 1 – Strategic Assessment 

101. The initial Housing Option Appraisal undertaken under ODPM guidance will for HRA PFI, identify the Authority’s overall requirements and objectives for the stock in the contract as well as the preference for procuring the services through PFI. The strategic assessment stage will identify the range of options that will meet these objectives. For HRA PFI schemes to date, the preferred option has been based on refurbishment costs derived from a stock condition survey whilst, for non-HRA, costs for development of cleared sites have been based on the cost of construction to Housing Corporation Scheme Development standards. 

102. PFI evaluation in other services areas has considered a wider range of “retention” options before identifying “preferred” option as the PSC. In addition, the HM Treasury Green Book obliges authorities to consider the range of full “retention” options for achieving the scheme's objectives. When the options were restricted to either refurbishment for HRA PFI or redevelopment for Non-HRA PFI, the alternatives were a more a matter of programming than substance and often considered as part of a stock condition assessment process. With the extension of HRA PFI to include re-provision, this opens the assessment to at least three options, “do nothing/minimum”, refurbishment and re-provision, and potentially many more as a range of “mix and match” options are considered. These form a long list of options.  

103. There has been some discussion about the nature and distinction between “do nothing” and “do minimum”. The “do nothing” option usually implies the minimum necessary to meet statutory obligations. “Do minimum” is the minimum  necessary to meet the project’s objectives. These will often be the same thing but not always. Therefore, for a housing scheme, “do minimum” may be repeated revenue funded, patch repairs that prevent further decline whilst “do nothing” may imply re-housing and demolition as the dwellings fall into greater state of disrepair. In any event, over 30 years, neither, may be the option with the best VfM. 

Details for inclusion:

· Define the project objectives in terms of evaluation criteria

· Identify a longlist of project options

· Benchmark the options longlist against the do minimum/do nothing options

· Produce a shortlist of options retaining the do minimum/do nothing benchmark

· Provide an NPV costing of shortlisted options

· Ensure options are assessed against a consistent specification
· Identify the preferred option
Indicative costs:

· All the relevant capital and revenue costs and income, including the cost of risks, associated with each option should be taken into account

· All the costs should be allocated to the relevant year and discounted to a common price base, using the appropriate discount rate
· Preferred option maximises delivery against the project objectives (qualitative) and is most efficient in its use of financial resources (quantitative).  It is referred to as the Reference Project

Stage 2 – Detailed Options Appraisal 

104. Assuming a shortlist of options have been identified and having determined the project scope, the Authority will then undertake a more detailed options appraisal process which adopts the following approach. 

105. An option is only “legitimate” if it meets the project’s objectives. The key element of this stage is, therefore, identifying, from the longlist of possibilities, a short list of options that meet the projects objectives.  This is the qualitative analysis.

Qualitative analysis

· Determine the project objectives

· Express the project objectives as evaluation criteria

· Identify a long list of project options including a do minimum/do nothing option

· Produce a shortlist of project options through scoring against evaluation criteria on a pass/fail basis

· Produce a detailed score against the evaluation criteria for each shortlist option  (including the do minimum/do nothing option carried forward as a benchmark)

106. The shortlist of options will highlight the possible ways in which the project objectives could be delivered and can be used as a means of exploring and testing the eventual preferred option.

107. The Authority should consider whether assessment of both the “do minimum” and “do nothing” options is worthwhile.  In some cases, only one of these needs to be considered if the other is unrealistic or they are essentially the same.

Quantitative analysis, Net Present Values and the ODPM Cost Comparison Model

108. In order to evaluate the financial implications of each option identified a model should be developed to identify the costs (and income) of each option. The financial appraisal of the options should reflect the anticipated costs of providing the services within the scope of the project over a consistent assessment period (30 years is typically used for housing PFI schemes) and for a consistent level of service to ensure a like-for-like comparison.  Cost estimates for the appraisal should be based on the views of the Authority’s technical and financial officers and external advisers where necessary and should be a realistic assessment of the most likely costs for each option.  Rates of inflation vary from general RPI for some costs and, where applicable, care should be taken to ensure that such costings reflect local pricing factors and costs (particularly wages).

109. The financial appraisal should reflect:

· The anticipated capital investment cost

· The ongoing lifecycle costs 

· The operating costs and income generation relating to each option.  


110. Schedules need to be included of the cost data used in developing the financial models. These should appear as an appendix to the OBC, for example, as a summary sheet from the stock condition survey. 

111. The costs and income associated with each option should be allocated to the year in which they are expected to occur and the total cash flows (over the whole life of the contract) should be discounted to give a net present value (NPV) (using the relevant discount rate) of these cashflows.  The ODPM’s Value for money model requires both the capital and revenue cost per dwelling over each of the years of the contract, discounted at a real rate (excluding inflation) of 3.5% a year as from April 2003.

Producing an NPV analysis

112. Local Authorities should be aware that there are a number of different techniques and formulae that could be used to calculate the NPV of the options.  For example, the formulae built into the various software packages used for discounting can give different results. None of these methods are wrong, but they are just based on slightly different timing assumptions. The objective is to be consistent in using the same method for all options. 

113. Whatever approach is used, Local Authorities will need to determine the relevant approach at an early stage and ensure that this is used consistently in all analyses. Where comparisons between options are being considered, the discount rate should be the real rate (3.5% as from April 2003) and the relevant cashflows should not include inflation.

114. An example of a model which could be used to perform the quantitive analysis for the option appraisal process is set out in OBC Example Worksheet 1.

115. The preferred option is likely to be the option which best balances maximising delivery against the project objectives (qualitative) and efficiency in its use of financial resources (quantitative).  

Guidance links:

HM Treasury – Green Book (available from http://www.ogc.gov.uk/)

OBC Section IV: Public Sector Comparator and Value for Money

Action Points:

· Develop a Public Sector Comparator from the preferred option
· Use the ODPM models to assess the Public Sector Comparator against other procurement options 
· Calculate a hypothetical Private Sector charge for the project (The Private Sector Model)
· Compare the Private Sector Model to the procurement options within the ODPM model demonstrating the VFM of the PFI procurement process for the project

· Adopt the requirements and guidance in the new Green Book in achieving these points.

116. The option appraisal process will have produced a preferred option which is then developed to become the Public Sector Comparator (PSC).

117. The components of the PSC will include:

118. Capital costs (the cashflows relating to capital investment and not capital charges or debt charges relating to Authority Financing rules)

· Lifecycle costs

· Operating costs

· Risk adjustment

119. The components of the PSC will need to be input into the ODPM models. The ODPM models will assess the relative value for money of the PSC against a PFI procurement option (and also stock transfer in the case of HRA PFI).

120. In order for the PSC to be compared with the other options contained within the ODPM models on a like for like basis, an adjustment is required to the PSC to reflect the risks of the project.  The commercial agreements reached in a stock transfer and PFI transaction will result in some risks being retained by the public sector and some being transferred to the private sector. The value of these retained and transferred risks should be recognised as part of the PSC.  Authorities should use the requirements and guidance in the new Green Book in constructing the PSC and taking account of risk. Authorities should note however that the optimism bias element of the Green Book principles is contained within the ODPM models and does not therefore need to be incorporated into the PSC prior to inputting the costs into the ODPM models.

121. For practical purposes the value of the retained risks can generally be assumed to be the same under a conventional or a PFI transaction and no calculation is needed.  The value of risks transferred to the private sector in a Stock Transfer or PFI transaction should be recognised as part of the PSC and need to be calculated – this is discussed below.

Risk Analysis

122. The assessment and quantification of risks is important as each risk may have a cost which must be reflected within the PSC. It is also important to recognise that these risks exist and that each risk has been quantified using the relevant value to which the risk relates, the timing of the risk and the probability that the risk may happen.

123. In terms of Project Risks, these will include risks associated with planning and design, construction/refurbishment, commissioning, demand, operation and management (availability, performance, costs), technology/obsolescence, financing risk, default and termination risk, residual value and legislative risk.  Again the majority of these risks will lie with the Private Sector over the contract period. 

124. The OBC should include a first draft of the risk register on which the risk adjustments to the PSC should be based.

Identifying the Project Risks

125. The first stage in this process should be to identify all of the risks associated with each option and to record these on a Risk Register.  In preparing a Risk Register for each of the options, it can be helpful to analyse the risks identified over the key stages of the project, such as development, design, construction, financing and operations.  

126. The technical and financial advisors, with the Local Authority risk manager, ideally using workshops or brainstorming sessions, should be responsible for, or lead the work on, the identification and analysis of project risks.  

127. A template for a Risk Register has been developed and is included in the model documentation which is attached to this Procurement Pack as Worksheet 2.  The template is based on the Risk Registers developed for a range of different types of PPP and PFI projects being developed in the Local Authority sector.   

128. The template Risk Register included in this Procurement Pack is intended only as a starting point for Local Authorities developing the OBC financial models for housing PPP projects.  It is important that Local Authorities carefully assess the template Risk Register against local circumstances and ensure that the Register properly reflects the requirements of the Authority’s proposed project.  It is also important that consistency between the Risk Register and the Project Agreement is confirmed.

Quantifying the Risks and use of the Green Book

129. Once the risks have been identified and allocated to the party best able to manage those risks, the next stage in the process is to quantify the risks relevant to each option so that an appropriate cost can be built into the base costs supporting each option which are input into the ODPM model. 

130. The Treasury published its revised guidance on economic appraisal and evaluation for Central Government departments on 16 January 2003, which takes full effect from 1 April 2003.  The guidance contains some significant changes to the preparation of project and policy appraisals.  

131. All third round housing authorities are subject to the new Green Book guidelines.  The purpose of this section is to identify the key elements of the new guidance and to set out the methodology for the application of the new Green Book to housing OBCs.  

132. The main impact of the new Green Book on PPPs is in its “unbundling” of the Government discount rate, with a lower discount rate offset by other adjustments:

· The Government discount rate reduces from 6% to 3.5%.

· Risk has to be fully considered and taken into account in projections at all stages of the appraisal process which includes adjustments to the costs of the PSC for taxation and optimism bias. The Green Book provides suggested risk adjustments for users lacking comparable data.

· If the options have different effects on the distribution of social or economic benefit these should be recognised.

· Different tax revenues from options should be taken into account – although at option appraisal stage these will not always be discernible

Key Elements

133. A number of important changes to the methodology for preparing investment appraisals are introduced.  These are discussed below.

Discount Rates

134. The new Green Book “unbundles” the Government discount rate into its components, with a lower discount rate offset by other adjustments. The Government discount rate reduces from 6% to 3.5% reflecting only “time preference”.

135. The discount rate declines for sums occurring after 30 years, reducing to a rate of 1% for anything arising after 300 years.  The table below sets out the real annual discount rates. 

Appraisal Years
Real annual discount rate (%)

1 – 30
3.5

31 – 75
3

76 – 125
2.5

126 – 200
2

201 – 300
1.5

301 +
1

136. The new discount rate will be applied to each of the options contained within the ODPM models to derive the NPV of the project under the private and public sector options.  Likewise the NPV of the PSC Cost of Risk will be calculated using the revised discount rate.  Risk has to be fully accounted for at all stages in the process, with the Green Book providing suggested risk adjustments for users lacking comparable data.

137. In order to test whether the project demonstrates Value for Money (“VfM”) the NPV of the PSC (costs plus risks) is compared to the NPV of each of the options contained within the ODPM models. 

138. The lowering of the discount rate means a bigger difference between the cost of public capital, now 3.5% up to appraisal year 30, and private finance.  This means that the gap to be bridged by private sector efficiency, cost savings and risk management is wider.  It will be more challenging for PPP projects to show VfM where this is measured by comparison with the NPV of the PSC.  However the more detailed analysis of risks required in the PSC means that the assessment of transferred risk should be more complete and accurate.

139. However, the new Green Book provides guidance for adjustments; for taxation and optimism bias to be made to ensure a more accurate comparison between the public and private sector.

Taxation Adjustment 

140. Where publicly financed options are compared to PFI options, an adjustment must be made to the PSC to reflect the differential UK corporation tax liabilities of conventional procurement compared to a Special Purpose Vehicle (“SPV”) set up to undertake the PFI contract.  The adjustment is estimated by consideration of four questions;

· What is the likely balance between capital expenditure and facilities management services?

· What is the likely basic tax structure – capital account or revenue account?

· What level of tax relief is likely?

· Is the project sector risky?

141. The questions are set out in the guidance in a flowchart and are referred to as the flowchart “steps”.

142. The Treasury has provided Supplementary Green Book Guidance on the taxation adjustment, which provides detailed guidance on the steps used to build up the taxation adjustment which is likely to be in the range of 2% - 10% with an accuracy of +/-3%.  The guidance suggests that analysis should be completed on the +/-3% range.  

143. In calculating the taxation adjustment, especially in the early stages of a project, judgements will have to be made.  A housing PFI shadow bid model will be used as a starting point to answer the key questions.  The main considerations for the questions are set out below.  As the project develops and more information is available e.g. bids received then the judgements may be revised to reflect reality.  

Step 1 –Starting Factor

144. The starting factor is always 2%.  This is the equivalent of the bottom range of results. 

Step 2 – Balance between Capital Expenditure and Facilities Management Services

145. The extent to which the PFI project requires the provision of soft services e.g. routine maintenance, housing management etc.  There are four options depending on the relationship between the cost (nominal and undiscounted) expected between the soft services and the capital value of the project i.e. the nominal cost of facilities management services is likely to be:

· Less than the capital value of the project,

· About the same as the project capital value,

· About two times the capital value of the project, or

· Three times the capital value of the project.

Step 3 – Tax Treatment of Project Expenditure


146. This step considers the extent to which the lifecycle maintenance in the PFI scenario relates to improvements rather than repairs. It is then necessary to consider whether the project will be on “capital account” for tax purposes rather than revenue account i.e. contract debtor approach.  If it is determined that the project is “capital account” then further questions on the extent to which the PFI scenario is likely to obtain tax relief for the initial expenditure will need to be considered.  

Step 4 – Risk of Project Sector

147. This step considers how risky the private sector is likely to view the particular project should the PFI route be adopted.  

148. From each step a factor percentage is obtained which is accumulated and then used to derive the quantum of the adjustment.  The quantum is calculated by applying the factor percentage to the net present value of the costs of the PSC that otherwise transfer to the PFI option.  

149. The ODPM model does not include a worksheet for calculating the taxation adjustment and will therefore need to be calculated outside of the model and included as part of the cost per unit inputs.

Optimism Bias

150. Explicit adjustments to the estimates of a project’s costs, benefits and duration are required to redress the tendency for appraisals to be overly optimistic.  Default adjustment percentages are provided, and should be used in the absence of more robust evidence.  

Project Type
Optimism Bias (%)


Works Duration
Capital Expenditure


Upper
Lower
Upper
Lower

Non Standard Buildings
39
2
51
4

Standard Buildings
4
1
24
2

Non Standard Civil Engineering
25
3
66
6

Standard Civil Engineering
20
1
44
3

Equipment / Development
54
10
200
10

Outsourcing
N/A
N/A
41
0

151. The project type should be determined by its dominant characteristics; a PPP project may need to be apportioned into its constituent project types.  Assessment of optimism bias should start with upper bound value and be adjusted in proportion to the amount that each individual contributory factor leading to cost and time overruns has been mitigated.  The present value of the capital costs of each option should be multiplied by the optimism bias factor.  This result is then added to total net present cost of the project.  Ideally the optimism bias for a project should be reduced to its lower bound level before contract award.

152. The ODPM models include spreadsheets for calculating the optimism bias for each option. As housing projects are classified as “standard buildings”, the model has set the upper bound optimism bias for capital expenditure at 24%. Due to a lack of available data, the Green Book does not stipulate an upper or lower bound optimism bias for operational expenditure. In this regard, the ODPM model has set the optimism bias at 41%, which equates to the level set for outsourcing projects.  Although any changes made to these percentages will need to be justified within the OBC, there is currently increasing certainty regarding operational costs which should lead to this figure falling.

Risk Management

153. Risk management is a structured approach to identifying and controlling risks that emerge during the course of the policy, programme or project lifecycle.  Its task is to ensure an organisation makes cost-effective use of a risk process that has a series of well-defined steps to support better decision-making through good understanding of the risks inherent in a proposal and their likely impact.  Risk management involves:

· Identifying possible risks in advance and putting mechanisms in place to minimise the likelihood of their materialising with adverse effects;

· Having processes in place to monitor risks, and access to reliable, up-to-date information about risks;

· The right balance of control in place to mitigate the adverse consequences of the risks, if they should materialise; and;

· Decision-making processes supported by a framework of risk analysis and evaluation.

154. Annex 4 of the Green Book provides more information on risk management.

Further Guidance

155. Authorities should refer to the Green Book for further information and guidance.  A copy can be downloaded from the Office of Government Commerce on http://www.ogc.gov.uk/.  

The Private Sector Model

156. Due to the methodology for calculating the NPV of the PFI procurement within the ODPM models, it is considered best practice to support this analysis with a private sector model, which will set out in further detail the key financial and technical assumptions underpinning a PFI transaction.

157. The private sector model will therefore serve to assess the robustness of the NPV of the PFI procurement option contained within the ODPM models and to assess the affordability of the scheme to the Authority (see section IV: Affordability)

158. The private sector model will need to set out the costs and risks for delivering the project by a theoretical private sector Contractor and will involve the Authority financial advisors having to make certain assumptions about the approach that will be adopted.  

159. Therefore the Authority will want to understand the overall purpose of the private sector model and the fundamental assumptions within it.  A useful way of looking at this is to compare the private sector model with the Public Sector Comparator.

160. There are many assumptions used in building up both the PSC and the private sector model.  These are set out in the table in Model 2 by topic, but it will be important for Authorities to model their project on the basis of the current market position for a number of them.    For this reason, Authorities will also be keen to see some sensitivity analysis (i.e. consideration of the different financial outcomes as the key assumptions change individually and with reference to each other) on at least the following aspects:

· General Inflation (2.5% p.a. typical in the current economic climate)

· Building inflation (range of 6%-10% p.a. typical)

· Housing Management and Operational Inflation (2.5%-4.5% p.a. typical)

· Required loan rate of return

· Required equity rate of return

· Minimum bank ratios required

· Unitary Charge indexation

161. The effect of realistic variation in these factors must be established and considered by the Authority in finalising the OBC.

Details for inclusion:

· After the identification of the preferred option, the cost of the Public Sector Comparator (PSC) is calculated with reference to the following types of expenditure – cashflows relating to capital expenditure (excluding notional capital charges and debt charges); lifecycle replacement and maintenance costs; and, on-going operational expenditure costs

· The PSC costs must be the costs associated with delivering the project objectives and the output specification for the project not the costs of the existing service

· The PSC is adjusted to take account of risk, which will be transferred to the private sector.  The assessment of project risk will need to be clearly identified through the risk register and documented in terms of both the output and the process by which the risk was assessed

· The risk assessment process will require the input of a number of specialists from across the Authority functions including architectural, construction, planning, contract management, housing management and financial

· The PSC cashflows and risk assessment are combined to produce the risk-adjusted PSC

· The Private Sector Model is developed to support the PFI procurement NPV cost as per the ODPM model and must take account of project funding structure, market rates of return, project development and bid costs, tax assumptions, project cashflows and efficiencies.

· Each is compared in Net Present Value (NPV) terms to determine the VFM of project delivery through PFI.



Guidance:

Treasury Guidance on How to construct a Public Sector Comparator”, available from http://www.ogc.gov.uk/
The SoPC offers a step-by-step approach to calculating the Public Sector Comparator focussing in particular on the process by which risks can be identified and valued for inclusion in the risk-adjusted PSC.

The Green Book, available from http://www.ogc.gov.uk/

OBC Section V: Affordability

Action Points:

· Review the affordability analyses from the ODPM models and any additional modelling

· Confirm the affordability of the Private Sector Model over the lifetime of the contract
· Identify the sources of funding available for the project
· Consider the sensitivities critical to the funding analysis
· Confirm the Authority’s commitment to project affordability

162. The ODPM value for money models do not review the affordability of projects on an annual net cashflow basis. It will therefore be necessary to conduct separate affordability analyses.

163. In respect of HRA PFI, the Procurement Pack contains an additional Affordability Model which effectively reflects the net cashflows of the transaction over the contract period to and from the Local Authority relating to the Private Sector Model. It will show whether or not the Authority can afford the possible costs of the preferred option.  This Model is discussed at [section ref.] and can be found at [section ref.].

Details for inclusion:

· The private sector model is taken forward and stated as a unitary charge over the lifetime of the contract

· The basis for inflating the unitary charge will need to be assumed by the financial advisors depending on the financial dynamics of the project.  (A typical assumption, for HRA PFI, would be to inflate the percentage of the unitary charge by RPI which equates to the inflation profile of the private sector’s underlying costs).

· The funding sources for the project will need to be identified.  These will include PFI credits for the project and for, HRA PFI, management and maintenance budget allocations for the stock included within the PFI project.   They may also include proceeds from land sales, other agency funding and additional authority revenue contributions

· A mismatch in funding and payments is typical in PFI projects and the Authority will therefore need to state its assumptions around the management of early years’ positive cashflows from funding to meet later years’ deficits.  Typically this is done through the creation of a sinking fund in which balances are invested as part of the Authority’s wider treasury management function

· Affordability should be assessed primarily with reference to annual cashflows although an analysis in NPV terms may also be useful to demonstrate sources of funding on a project lifetime basis.

164. The Local Authority budgetary contribution assumed in any affordability analysis must be supported by confirmation from members that the Authority is prepared to fund the project at this level. 

165. All the costs, unitary charges, budgets and income should be inflated over the period of the contract to allow the affordability analysis to accurately reflect the position in the future.  The affordability analysis is therefore conducted on an annual rather than on a NPV basis.

166. To complete the cashflows within the Affordability model, the Authority will need to calculate the expected interest on the projected cash balances for each year. The interest generated on the cash flows is added to the annual cash balances of the project. 

167. This provides the level of affordability position of the project for each year.  The total of the cashflows over the project life should be determined, and where this value is negative the project will be affordable, if positive there is an affordability gap and consideration will have to be given to various strategies for resolving this. This may include providing additional budgetary provision, reducing the scope of the project and/or output specification, etc.

Guidance:

4ps guidance on calculating PFI credits, available from http://www.4ps.gov.uk/

OBC Section VI: Output specification

Action Points:

· To define the project's quality standards

· To define and summarise the project service outputs in relation to design and/ or construction and operation. 
· To identify the measures of service performance.

168. The Output Specification (OS) is the document around which the project revolves. It defines in detail the standards and services the authority expects the PFI Contractor to deliver over the life of the contract and how their performance will be measured. The OS will develop and become increasingly refined over the procurement process. The EoI should include a summary of the key elements of the draft output specification. The OBC should include a draft output specification and commentary on how the output specification will be developed further.  Whilst they may be refined during later negotiation and discussion with preferred bidders, the OBC submitted to PRG should include firm required outcomes, scope, standards and performance requirements to be met.

Details for inclusion:

· The Output Specification included in the OBC should be a synopsis of the full document to be developed for the ITN

It should address the two key issues, namely Property Management Standards and Service Performance Standards.

169. The OBC should outline the Local Authority’s proposed service requirements.  These will ultimately be defined and detailed in the Output Specification and will need to be specified in terms of project outcomes and outputs.  Part 5 of this Procurement Pack includes guidance on developing the Output Specification for a housing scheme.  

Property Management Standard

170. The Property Management Standard defines a minimum acceptable condition for the dwellings and the associated fixtures, fittings and facilities in the contract. If a dwelling falls below this standard it is deemed “unavailable” and no payment for that dwelling is due to the PFI Contractor until the deficiency against the standard is rectified. For flats and maisonettes, there may be structural or service deficiencies within the block which makes some or all those dwellings unavailable. In all cases, the operator will have an opportunity, after being notified of the deficiency, to rectify any deficiencies (“the rectification period”) before the dwelling becomes unavailable. These periods will be defined in the PMS. 

171. The PMS will incorporate the Decent Homes standard defined by ODPM. The PMS will usually go beyond this standard both in terms of the internal requirements of the dwellings but also in specifying standards and requirements which are outside the definition but still crucial for the quality of life of the occupants. This will include lifts, grounds maintenance and cleaning and security systems. 

172. In some cases, the decent homes standard cannot be met within the existing dwelling without major reconfigaration of layout or extension. If so, the authority should have built the cost of reconfiguration into their retention costs when comparing retention with re-provision and have demonstrated which option delivered best VfM. In some cases, such as converted flats or houses in conservation areas, layout changes, extension or demolition may not be an option and this needs to be stated in the OBC. 

173. When the contract commences, a proportion of the dwellings will be below the PMS. Indeed, some may be below the level of statutory fitness or, in the future, the Housing Health and Safety Rating System (HHSRS). The authority may decide to adopt an interim and full standard. “Interim” standards will define the period between contract start and full refurbishment whilst “full” will apply after.  If refurbishment works are not completed on all dwellings after an agreed fixed date (e.g. 5 years after contract commencement), the remaining dwellings may be deemed to be at full standard but significant penalties will begin to be applied to the Contractor until such time that all refurbishments are complete. If these “phased” standards are to be used, they need to be referred to and defined in the OBC.

Redevelopment/ Re-provision: Critical Design Factors at OBC Stage

174. Unlike traditional procurement for redevelopment, the operator will be designing accommodation to meet the functional requirements of the client. The quality of the building is, therefore, determined within the procurement process before the design itself begins. A consistent approach to specification should inform the whole project from the outset. A Housing PFI scheme can involve either new provision on a greenfield or cleared site or replacement of existing residential accommodation by new development. The former is associated with Non-HRA PFI which could also be appropriate for the conversion of existing non-residential buildings into homes. The latter can now be considered under HRA PFI either because it is identified as the preferred option by the Authority through the option appraisal or because a bidder considers decant, demolition and replacement is the most economic option available to meet the Authority’s objectives. 

175. As with refurbishment schemes, the Authority needs to specify the required outcomes from the scheme. For re-provision, these may reflect the existing use and mix of dwellings. For new development, these will be the mix and minimum number of dwellings to be developed on the site, the identification of the client group(s) to be rehoused and the standards the design should meet. With regard to the latter, local building regulations, the Unitary Development Plan (UDP) and the Housing Corporation’s Scheme Development Standards are the starting point. 

176. A realistic and adequate schedule of accommodation required is of prime importance. In conventional projects, such work is normally termed a Feasibility Study but for new build PFI projects the phrase “Reference Design” has been used. The study may need to embody some initial design work to permit consideration of alternative approaches, and identification of issues that are likely to affect any standard costings or the planned programme. This work can then be used later by the Authority as a reference in assessing whether private sector bids have addressed all the key issues. The reference design will also demonstrate the viability of the brief on the selected site. By establishing a realistic cost for the project at this stage, affordability problems later are minimised.

177. A reference design can also help achieve the following: 

· a better understanding of the project by clients and users

· the opportunity to manage client and user aspirations

· establish a planning brief and determine site constraints on dwelling numbers, access etc. An appreciation of the essential physical characteristics of the site and its surroundings including aspect, orientation, topography, microclimate and natural setting should inform the vision for the reference design. 

· establish access and highway constraints, and

· create a benchmark for functionality and design quality against which subsequent bids can be measured. 

178. There are, however, some dangers in going too far with such design activity at this stage. These are discussed in Part 6 – The Output Specification but a specific stage may be introduced into the procurement process to draw out possible options and to assess bidders for shortlisting. The Invitation to Submit Outline Proposals (ISOP) may be included in the procurement process following the issue of the procurement advertisement in the Official Journal of the European Union (the OJEU notice) and Pre-qualification. This stage is addressed in the following Part of this Procurement Pack.

179. A commitment to achieving design quality should be a factor in the selection of technical advisers.  The composition and skills of advisers is discussed in Part 2 – Project Delivery. The Authority should also consider identifying a design champion at a high level and consider how the project fits with its wider planning and design strategy. External advice is available from organisations such as CABE.

Service Performance Standards

180. All HRA PFI schemes to date have been required to demonstrate the cost of the housing management functions associated with the stock and have also been market tested. All schemes have included a full range of housing management functions in the contract. This range of associated services is broader than for some PFI contracts in other areas due to the expectation is that the operator will provide ongoing maintenance and, perhaps, premises management services. These are collectively referred to as “facilities management”. Housing management in Non-HRA PFIs will as a matter of course be provided by the owning RSL. 

181. Existing HRA PFI procurements have usually included the full range of housing management services from reactive and cyclical repairs ordering and operation through tenancy and rent account management to tenant consultation and involvement. The Authority will have a number of considerations regarding the range of services to be included such as:

· the ordering, commission and delivery of reactive and cyclical repairs should always be included in the contract. The operator is responsible for bringing the dwellings up to the PMS and keeping them there. The reactive repairs policy – what can and what can’t be ordered by occupants – should reflect the PMS and legitimate for reactive repairs may reflect a failure in the elements for which the operator is responsible. It is appropriate that the operator  manage this process,

· VfM in service delivery is an important consideration for ODPM and Treasury and the VfM of services being provided compared to those provided by other suppliers, whether direct by the Authority, by an ALMO or an outsourced body, will have to be demonstrated,

· The inter-faces between the PFI Contractor's services or those provided from elsewhere will need to be identified and managed. If the delivery of a service depends on information or an action of another supplier, there is always a risk that the responsibility for the service is uncertain and the accountability of the PFI Contractor is confused. There will always be these interfaces; the aim is to identify how they can be best managed. This should be assessed at OBC stage and will be a major influence in determining the scope of the contract. Typical current interfaces are around allocations, housing benefits and warden services.

· Market sounding, or soft market testing, will also provide feedback on the preferred mix of services by potential suppliers. Many prefer to have a broader rather than narrower mix.  If this is found to be the case, this could also be part of the considerations regarding scope of contract.

182. The statement of services should encapsulate a basic description of the objectives of the service, the identification of the key activities, the service standard and frequency and method of measurement. This part of the OS will heavily inform the Payment Mechanism (PM) as it is performance against these standards that will determine the amount the operator gets paid at the end of each period. It is important that standards are SMART – specific, measurable, relevant, timed – as this ensures their practicality. Impractical standards that are difficult to measure only increases the operators costs and uncertainty in assessing actual performance. Standards that require frequent visits to homes should be minimised.

OBC Section VII: Market Sounding

Action Points:

· Demonstrate that the proposed project is of sufficient scope to attract a level of commercial interest that will maximise competition to achieve value for money
· Alert the private sector that the project will be coming to market 
· Allow early commercial comments on the project to inform the way in which it is scoped and managed from the private sector perspective

· Indicate to project sponsors and stakeholders that the project is ultimately deliverable

183. In undertaking the appraisal of both project and procurement options, local authorities should consider carrying out market sounding (or soft market testing) exercises with Contractors active in the market. 

184. Market sounding is the process whereby one party (usually the local authority) seeks input from the market as to what might be the most potentially attractive way of packaging and scoping a future procurement opportunity. This occurs at an early stage in development of its proposals but prior to formulating any formal procurement opportunity. Market Sounding exercises can help the authority to prepare good quality OBCs and Output Specifications.

185. This exercise can also provide an opportunity for the authority to obtain insight into how Contractors might approach the delivery of the service in question, or how they might address particular local circumstances that may impact on the services or proposals more generally. It gives useful early insight into the likely level of interest in a proposed project from that market.

186. The information sought by the Authority from the market will vary depending on the scheme under consideration, the service area which is the subject of the market sounding, the circumstances of the authority and many other factors. However, topics commonly covered by market sounding exercises at OBC stage are: 

· a description of the scheme, including its objectives and scope, 

· draft property management standards 

· service performance targets, 

· costs and affordability issues, 

· the payment mechanism and monitoring arrangements, 

· key risks envisaged to be transferred, 

· contractual structures and terms and 

· the proposed timetable for procurement through to the commencement of the service.

187. Market sounding exercises can be a useful way of seeking independent views as to whether, commercially, the information contained in an authority’s OBC is sufficient to assess whether the scheme is reasonable, accurate and (at least on the face of it) deliverable from the viewpoint of contractors active in the market.  Market Soundings are ideally undertaken before an OBC in order to develop the Authority’s approach to certain issues. 

188. There is no one method for undertaking this. An open day with potential operators – contractors, RSLs, local and national funders – and stakeholders has the benefit of a wide range of views, openness and cost effectiveness but may restrict frank discussion. Telephone interviews are more direct, can be kept confidential and be more forthcoming but are not open and are more time consuming. Direct discussions have the same benefits as telephone interviews other than perhaps encouraging more openness but higher costs. Another possibility is a letter to private sector companies seeking a response to the high-level key characteristics of the project including, size and feasibility, scope of services, commercial terms and acceptance of standardized project documentation, risk transfer and sponsor commitment. This could be complemented by inviting two or three potential bidders to meet the Authority to discuss the project

Guidance: 

4ps guidance on Soft Market Testing  (i.e. Market Sounding), available from http://www.4ps.gov.uk/

OBC Section VIII: Key terms and conditions

Action Points:

· To acknowledge the effect of the contract on the Authority 
· Confirm the application of standardisation wherever applicable
· Confirm the need to demonstrate improved VFM for deviations from standard contractual terms
· Set out the principles of the payment mechanism and monitoring arrangements

189. The OBC should set out the key terms and conditions of the Project Agreement and it is important that at this stage the authority reviews and considers the effect of it.  It is expected that local authorities will use the model Project Agreement included in this Procurement Pack as a basis for the project.  This is based, wherever appropriate, on the SoPC and 4ps “Standardisation of Local Authority Contracts”.  Projects procured under the PFI will be required, as a condition of receiving PFI Credits, to comply with the SoPC and standardised contract requirements as expressed in the model Project Agreement in this procurement pack.

190. The OBC should include an indication as to how the Local Authority expects to deal with the key contractual issues.  This might include commentary on the following:

· The structure and term or length of the proposed Contract 

· Service commencement and phasing 

· The approach to stock surveys and/or site condition surveys and the risks associated with the accuracy and completeness of this information

· Benchmarking of costs and income 

· TUPE arrangements for HRA PFI

· Warranty issues

· How leases, licences and titles will be dealt with

· Contractor and Local Authority obligations

· Revenue sharing arrangements

· Refinancing

· Arrangements for the hand-back of assets at the end of the Contract and the associated residual value issues

· The treatment of changes in general law

· Monitoring arrangements

· How the Change and Payment Mechanisms will deal with variations to the housing and related standards

· Termination events, transfer of assets to the Local Authority, and compensation payable in the event of early termination.

191. Further commentary on the Project Agreement is contained in Part 7, ITN and Model Project Agreement.

Payment Mechanism

192. The Local Authority will expect to pay the Contractor for the delivery of the services identified within the Output Specification and a payment mechanism is required for this purpose.  The payment mechanism should be based on a unitary charge for the satisfactory performance of the services, with payments to the operator varying if the service is not delivered to the agreed performance standards. 

193. The OBC should include a summary of the key components of the payment mechanism and how it dovetails with the Output Specification and commentary on how the mechanism will be developed further, addressing such issues as: 

· Ensuring the dwellings are available 

· Ensuring the services are fully operational 

· Ensuring events are responded to and rectified in accordance with the agreed performance targets.  

· The operator’s performance on Best Value assistance and reporting (to ensure that the Local Authority is able to meet its statutory obligations on Best Value).

· The operator’s compliance with statutory and legislative requirements, relevant regulations, codes of practice and good working practices

Guidance:

4ps guidance on the Payment Mechanism (http://www.4ps.gov.uk/)

OGC general contractual guidance (http://www.ogc.gov.uk/)

OBC Section IX:  Risk allocation and accounting treatment

Action Points:

· Confirm the Authority understanding of the importance of FRS 5 – Application Note 
· Confirm the Authority’s commitment to ensuring that accounting advice and opinions are obtained at key project milestones
· Set out the Authority’s indicative view of the likely accounting assessment of the project

· Allow the Authority’s external auditors to have an early view and assessment of the project.

194. The main headings in this section of the OBC may be:

· Strategic Risks

· Project Risks

· Project Risk Register

· Accounting Treatment

195. The strategic risks relate to demand risk (housing need and demand) and obsolescence risk (will the facilities meet the needs of users over the contract term). The demand risk is allocated to the public sector or is shared and reflects the earlier discussion about the long-term demand for the dwellings in the contract discussed under the business needs section.

196. The primary obsolescence risk for the buildings and equipment covered by the Output Specification will, for HRA PFI schemes, be met by the private sector during the contract period and the public sector on handback and, for Non-HRA schemes, the private sector, in the form of the owning RSL both during and after the contract period. The replacement or renewal for the items requiring repair or replacement will also be the responsibility of the private sector which will manage the cost implications of these through creation of suitable reserves for the duration of the contract. However, obsolescence is a less onerous risk for housing schemes compared to PFI in other services.

The Risk Register

197. Different service delivery options will have different risks, for instance capital investment may cost more than originally forecast or the project may over-run, operating costs may exceed forecasts, efficiency savings may not be achieved, and income from users may not materialise at the levels predicted.

198. It is important to identify and evaluate these risks at an early stage in the development of the project.  This will allow a proper comparison of the costs and benefits of the various project options which, to be realistic, must include the expected value of the risks associated with that option.  The risk register is discussed in more detail earlier in this part of the Procurement Pack.

Details for inclusion:

· Set out an early view of the likely accounting treatment for the project

· The Authority will need to describe why certain key risks such as demand, financing and obsolescence will be either minimal or mitigated from the local Authority perspective

· Specialist expertise to input to this process corporately or from external advisers

· Meet with external auditors to receive early guidance and agree a timetable for formal review of accounting treatment at key project milestones

Accounting Treatment

199. A project must be considered a PFI contract under standard accounting requirements.  Financial Reporting Standard 5 (FRS5) provides the basis for determining whether projects should be accounted for as a PFI contract directly within the FRS; or akin to a lease when SSAP 21 should be applied.  The determination is based on whether or not there is an associated service element which is not independent of payments of the property by using the criteria set out in FRS 5.  This includes a consideration of the level of risks associated with the asset used in providing the services that are transferred to the private sector and determines whether or not assets are on or off the Authority’s balance sheet.  Accounting treatment is one of the qualification criteria for financial support and no housing PFI project has yet been given financial support where the asset remains on the public sector balance sheet.

200. The PFI project will need to be structured to ensure that a sufficient balance of risks relating to the asset are transferred to the Contractor to enable the transaction to be treated as off the balance sheet of the Local Authority. The PRG approval criteria include a requirement for the OBC to include an initial examination of accounting treatment. 

201. The basis of the proposed project, in terms of the Output Specification, the Payment Mechanism, and the funding arrangements will need to be developed to ensure that sufficient risks are transferred to meet the accounting treatment requirements.  This will mean that the Local Authority’s legal and financial advisors will need to work closely together during the development of the PFI project. The Local Authority will need to discuss the accounting arrangements of the transaction with its external auditors at an early stage, and to include the external auditor’s initial opinion in the OBC. 

202. Whilst a definitive opinion on the accounting treatment will not be possible until the transaction is finalised (at financial close), Local Authorities should review the project against the accounting treatment requirements at all the key stages in the procurement process.  Contact with District Audit when the project is sufficiently developed may be useful to make them aware of the project although there is no requirement at this stage for them to give an opinion.

Guidance:

Further guidance on the accounting treatment FRS5 assessment are set out in the OGC Technical Note 1 – Accounting for PFI Transactions (http://www.ogc.gov.uk/)

OBC Section X: Project management and the project timetable

Action Points:

· Set out the timetable for the project
· Demonstrate the Authority’s commitment to the project through the allocation of resources and effective governance arrangements

203. This part of the OBC should set out the Authority’s proposals on developing the project management arrangements to deliver the approved project.  Once members of the Local Authority and the PRG have approved the OBC, the formal procurement process can start.  The first step in that process should be to refine the procurement arrangements developed for the OBC, in particular establishing the project team and board and finalising the procurement timetable.

Overall Arrangements for Project Management

204. The arrangements put in place for project management should reflect the needs of the local authority and the size and complexity of the scheme.  The arrangements should also be developed to fit with the existing decision-making structures of the authority. 

Project Timetable and project team

205. A model procurement timetable has been developed as part of this Procurement Pack and is included as Worksheet 1. The model includes indicative time periods for each stage of a typical procurement (based on a one-stage approach for pre-qualification and short-listing).  The indicative timetable is based on a procurement period of 18 months from issuing the OJEU notice to contract close.  This is considered to be achievable but at the same time will require strong project management arrangements to be put in place if the timetable is to be adhered to.  

206. Authorities must therefore develop a timetable based on the in-house skills and experience, the relevant decision-making structures and the experience and role expected of the external advisors. It needs to assess the requirement of the tasks it identifies and the availability, in terms of both existence and capacity, of skills within the authority to undertake them. It needs to assemble by suitable secondment and procurement a suitable team of people, managed under an appropriate project management regime. Part Three of this guidance addresses these issues in detail.

207. It is considered that a comprehensive step-by-step timetable with key tasks and responsibilities allocated is the most suitable approach.  However, Local Authorities may wish to use Gantt charts or other project management software (such as PRINCE) to facilitate delivery of the project.

Guidance:

Project Delivery guidance in this Procurement Pack

OBC Section XI: Commitment of stakeholders and sponsors

Action Points:

· Demonstrate the commitment of the Authority to delivering the project

· Recognize the financial liabilities that the project creates in terms of funding the project and resourcing the procurement process

· Set out the consultation process for the project

208. The Authority will need to confirm its overall commitment to the project with reference to the project management structure indicating the level of elected member and senior officer approval. It will also, at the very least for HRA projects, need to demonstrate tenant and lessee involvement.

Member support  

209. The OBC must contain a specific reference to the affordability assessment and confirmation of the Authority’s commitment to making the indicated financial resource available to fund the project. The clearest way to confirm the commitment to the project from the Authority is in the form of the relevant Cabinet/ Executive report complemented with the minute of the meeting confirming support. This could be supplemented in the OBC by the inclusion of letters confirming this from the Authority Leader, Executive Member for Housing (or equivalent) and the Project Sponsor, for example Director of Housing (or equivalent).

Stakeholder support

210. The main stakeholder in any housing scheme are the people who are living and/ or going to live in the new or refurbished dwellings – the tenants - and, for HRA schemes, any lessees. They are more intense users of the assets and use them for longer continuous period of time than users of other services subject to PFI. They also have been encouraged by both Authority’s and central government to become more involved in the monitoring and operation of public housing services. The methods of communication, their views on the proposal and their role in the procurement process and subsequent contract management should therefore be included in the OBC. 

211. Authorities must consider users views when considering the appropriateness of PFI but in the context of the other routes by which the authority’s objectives, particularly the delivery of decent homes, can be achieved. Unlike stock transfer, HRA PFI does not change the fundamental relationship between the tenant and the landlord and there is no requirement in law to satisfy the Secretary of State that the scheme is supported through, say, a ballot. If authorities do intend to have a ballot, they should indicate the timing of such a vote, the nature of the question (principle or detailed) and whether advisory or veto. A possible veto by tenants at the end of the procurement process will be unattractive to potential bidders.

212. The authority will determine other stakeholders but housing staff, other Departments and statutory and voluntary services that have relationships with the housing services and the services associated with the stock in the contract in particular, should also be consulted. Their views should be summarised and responded to in the OBC.

OBC Section XII: Statutory processes

Action Points:

· Ensure that statutory processes necessary for successful delivery have been identified 
· Provide an early indication of project risk and how they can be overcome

213. Projects will often need to complete many statutory processes before they can progress and failure to complete these processes satisfactorily or at the right time can lead to a long delay in project implementation.

214. Some of the common statutory processes that need to be undertaken include:

· Outline Planning approval

· Detailed Planning Approval

215. Certain of the statutory processes may be relevant in the event that there is any surplus land available for disposal.

Section 3 – The OBC Completion

216. During completion of the OBC, an early first draft should be passed to ODPM for consideration and comment. It will be submitted to the Inter Departmental Project Review Group (PRG), usually around six months after EoI approval.  PRG is chaired by HM Treasury and ensures that the project meets the criteria for progressing to procurement.

217. The OBC will be submitted to PRG by the ODPM who will answer questions on behalf of the Authority. The ODPM may therefore also wish to review drafts of the OBC as they become available to ensure that the business case is being built up in the right way and to ensure the links between business need, project scope, contractual proposals, output specification and the financial assessments are all logical and outlined in sufficient detail.  Certainly, contact with ODPM should be maintained throughout the process of developing the OBC.  Input from the 4ps can be of great benefit in identifying areas where the OBC can be improved or expanded.

218. During the preparation of the OBC for submission to PRG, the ODPM adopts a two-stage approach:

· Review of the OBC and discussion with the Authority 

· Use Partnerships UK (PUK), the advisory body established by government for local authorities pursuing PFI, to produce a range of detailed assessments of the quality and robustness of the OBC.

219. Further details of the work undertaken by PUK to evaluate an OBC for PRG can be obtained on the Partnerships UK website at www.partnershipsuk.org.uk.  A summary of the OBC checklist issues is as follows:

A - OPTION APPRAISALS

LA option appraisal identifies housing stock suitable for refurbishment/ replacement through PFI or need for additional housing deliverable through PFI.

Identification of preferred option against a range of options

Justification of preferred option against qualitative and quantitative criteria

B - VALUE FOR MONEY AND USE OF APPROPRIATE COMPARATOR

Rationale for key assumptions and costings used in the PSC

Risk transfer costed into the PSC on a historic or benchmarked basis

Use of supported assumptions in calculating the estimated unitary charge

C - AFFORDABILITY 

Affordability analysis prepared on a cashflow basis including income flows and impact on budgets

Identification of how unitary charge will be funded (PFI credits, GF and HRA contributions, capital receipts, savings, other Government departments)

Reasonable assumptions used in the affordability analysis

Resources available to fund any affordability gap

Member acceptance and approval of financial implications

D - PROJECT MANAGEMENT

Clear project management structure with suitable experience and resource

Clear and appropriate Authority within the project team to progress the project, for example, conduct negotiation

Adequate legal and financial advice available

Clear definition of role of external advisers

Clear and adequate timetable

E - OUTPUT SPECIFICATION

Draft output specification prepared using 4ps guidance 

Clear specification for the provision of a range of services

F - INDICATION OF BANKABILITY 

Evidence exists of commercial interest

G - RISK ALLOCATION & ACCOUNTING TREATMENT

Key risks have been identified

Reasonable proposed allocation of risks between public and private sector

Initial accounting view from the external auditor suggesting the project will be off balance sheet

H - KEY TERMS AND CONDITIONS 

Standardisation and guidance on Project Agreement and Payment Mechanism will be used

I – COMMITMENT OF STAKEHOLDERS

Evidenced approval of Members 

Evidence of consultation and involvement of tenants in decision to procure through PFI  

Evidence of consultation within other stakeholders and response to their views

Clear acceptance of financial implication and responsibilities for the project

J - STATUTORY PROCESSES

Statutory processes, proposals and planning requirements have been identified

Adequate time included in the project timetable to handle these issues

Section 4 – The ODPM Value for Money Models

220. The HRA and Non-HRA ODPM PFI Models.

221. The (ODPM) has developed spreadsheet models to assist Central and Local Government in comparing the cost of procuring additional social housing assets and services both within the Housing Revenue Account and outside of an authority's Housing Revenue Account ('non-HRA PFI') using the private finance initiative (PFI) against the other options available. The HRA model compares the PFI option against Transfer and Retention to renovate. The Non-HRA model compares the PFI option with the cost of providing equivalent assets and services using social housing grant (SHG). Both models and associated guidance are available from the ODPM website (www.odpm.gov.uk).

222. The models are designed to help users identify the value for money of investment using PFI. It provides an indication of both the level of PFI credit required and the relative affordability of the project.  It must be emphasised that these figures are indicators only and ODPM does not guarantee to meet the entire credit requirement shown.  In addition, authorities will need to carry out their own more detailed analyses to establish the actual affordability of their projects, taking account of likely procurement costs etc.

223. Any authority wishing to apply for Central Government assistance with the cost of a HRA or non-HRA PFI scheme, in the form of PFI credits, must return a completed copy of the model with their Expression of Interest. It must also be included with their OBC before the project can be considered for endorsement by the ODPM and the Project Review Group (PRG).

Section 5 – Affordability Model

224. The ODPM models described in the previous section are principally concerned with assessing the relative value for money of a PFI approach against alternative ways of funding and procuring the same outputs and outcomes.  For HRA PFI, an additional tool has been developed for this Procurement Pack in order to make a more detailed assessment of the impact of entering into a PFI contract on a local authority's existing budgets.  

225. For housing schemes this means examining the range of changes that impact upon the HRA over the contract term and beyond, and the ability of the HRA to sustain any adverse effects.  This analysis seeks to ask whether the proposed PFI scheme is 'affordable' to the local authority.  This is an important issue as far as PRG are concerned.  In considering OBCs for PFI schemes, PRG will need to be sure that the Authority has assessed the affordability of the scheme, that Members understand the extent to which they are committed, and that they support that commitment.  It is important to note that Government support through the PFI initiative is limited to additional subsidy delivered through the allocation of PFI credits (which is related to the capital element of the project only).  There is no direct assistance available for local authorities experiencing affordability problems.  

226. The Procurement Pack's affordability model includes a spreadsheet (written in Excel 7 and using the iteration facility – Tools/Options/Calculation menu) that assists with the analysis of the impact and affordability of the scheme upon the HRA.  Notes for the operation of the model are contained in [link].  

227. The ODPM HRA model includes a comparison between the cost of the proposed PFI scheme and Government subsidy from PFI Notional Credit Approvals and Management and Maintenance Allowances.  The Procurement Pack Affordability Model extends this affordability analysis by looking at the impact upon the actual HRA of the proposed PFI scheme and comparing it with a constrained investment scenario.  The spreadsheet is driven by inputs comprising a range of information concerning the proposed PFI scheme and the financial structure of the Authority's HRA.  

228. The critical issue is that having assessed the impact of the PFI contract on existing budgets, the local authority must resolve how any adverse effects are to be resourced, i.e. the Authority must be able to assure the PRG that they can afford to enter into a proposed contract.  

Section 6 – Stock Survey Brief and Associated Documentation


Stock Condition Surveys 

229. The stock condition survey provides valuable information to bidders about the possible extent of their repairing liabilities under a PFI contract which involves the refurbishment of existing housing stock. This information is viewed as essential by bidders to respond properly to the Invitation to Negotiate (ITN) and to price their bids. In the majority of the HRA projects so far, the stock condition survey has been jointly procured by bidders, with the survey information also being made available to the Local Authority to assist in the preparation of the Public Sector Comparator (PSC) and the PFI reference project.

230. Since the bidders will have been selected through a pre-qualification process which follows the approval of an Outline Business Case (OBC) for the project, it follows that the survey would normally be procured and undertaken in the period of time between shortlisting of bidders and the formal ITN. 

231. Therefore the timing of the condition survey has meant, obviously, that the results have not available to inform the OBC and in many cases are only able to be used in a Revised Business Case during the ITN period. This arrangement is far from ideal. There are significant benefits to the authority, bidders and indeed to ODPM if the OBC is able to incorporate the findings of a condition survey which addresses an Output Specification that is, in turn, to form the basis for the ITN and the final contract.

232. OBCs based on ‘old’ survey information have a number of distinct deficiencies:

· The survey information is often not recent and is therefore not a reliable guide to the authority

· It is unlikely that the survey will address the requirements of a reasonably firm Output Specification, and therefore the work that is identified as being required is not the same as will be required under the contract. 

233. The use of condition survey information captured for a purpose other than to specifically inform the pricing of a PFI project could therefore contribute to a false estimate of the affordability of the project, which has obvious negative repercussions for authorities and bidders. 

234. The provision of a stock condition survey which advises bidders, and the authority, of the repairing obligations in time to inform the OBC, provides a better basis for going forward with the project as the authority’s position on affordability of the project is more accurately based. The availability of the survey information at such an early stage is likely to significantly reduce the time taken to progress from the short listing of bidders to the invitation of bids. In addition, as bid prices will hopefully more closely resemble OBC costings, it will have the added benefit of obviating the need for authorities to seek increases in the value of Government support and the timetable implications and uncertainty created by such a step.

235. This is the recommended approach.

236. The undertaking of the condition survey at such an early stage in the PFI procurement process is not without difficulties. It is important to stress that the survey is first and foremost the bidders’ survey. It is their means of reducing risk to an acceptable level at which they feel able to submit a viable bid.

237. As the short listed bidders would not be in place to procure the survey, the Local Authority must procure this on behalf of the bidders until such time as they are selected. It is envisaged that once the bidders are selected they may review the extent of the survey in the context of the extent of their risk on the project and determine whether further survey work is required to reduce risk to an acceptable level. In addition the bidders may decide to augment the survey with specialist investigations which directly address those areas on which they may have concerns or need further information. The important factor is that bidders should not feel that they need to repeat the earlier survey work but rather build on it.

238. As bidders will not be in place at the time of commissioning of the survey, the brief for the survey must take into account their likely requirements. Experience from existing HRA projects is consistent in that Bidders say that they want a survey which addresses the Output Specification, or more precisely the Property Management Standards, point by point. It therefore follows that if the benefits of a survey early in the PFI process are to be realised, then the Output Specification must be clarified at an early stage to enable the survey work to take place.

239. Whilst this may seem difficult at first sight, the core of most Output Specifications is very similar. There are clear reasons why this should be the case. Given that the Output Specifications are specifying conditions within dwellings, they must contain certain requirements about parts of a building that are of necessity present in all dwelling e.g. kitchens, bathrooms etc. Similarly many of the legislative or governmental requirements for housing apply to all dwellings and to each and every PFI project: Statutory Fitness (section 604 of 1985 Housing Act), Health & Safety legislation, Decent Homes etc. This is the guiding principle behind the Property Management Standards contained in the model Output Specification contained within this Procurement Pack. 

240. The recommended approach of adopting a standard content for the Property Management Standards will ensure that bidders will be aware, in advance of their involvement in the project, that the first stage of survey work has been undertaken according to a standardised set of criteria from which the Output Specification does not subsequently depart.

241. A survey covering these issues will therefore be of direct use to bidders and is likely to represent the minimum amount of information about the stock that they will require to prepare a bid. Any additional survey or investigative work that is required to “fine tune” the information provided to bidders can be decided by bidders once they are in place. The important issue is that they will come to the project with the reassurance that the viability of the project has been based on recent and relevant information, and that this information will be available to them at an early stage in their involvement with the project. This is seen as a significant step in improving the confidence of potential bidders in the PFI process and the time and cost of the overall procurement.

242. A model stock condition survey brief can be found at Model 18. Model associated legal documents are currently being developed and drafted.
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Section 1 – Project Management

Planning for Project Management
243. This Part of the Housing Procurement Pack provides guidance on developing the project management arrangements to deliver the approved project.

244. The ODPM guidance for applications for PFI financial support consistently identifies commitment of resources by Authorities as an important factor in making their decisions on which Authorities will receive provisional support.

245. It is important that Authorities begin to plan for project management when they are contemplating preparing a bid and not as an afterthought, not least to address the budgeting and resource issues that it prompts.  The PFI Housing market like other local authority PFI markets is maturing and although this provides the benefits of precedent, bidders are becoming increasingly selective in choosing projects that they will bid for, due to the significant cost of bidding. The time it takes to achieve contractual close directly influences the cost to bidders and therefore strong and well-resourced project management is one of the factors that will attract potential bidders to a scheme.

246. When considering personnel, Authorities should give careful thought to the staff that they will require to manage the contract through scoping, procurement and management.  It is highly desirable to retain the same staff throughout the process, although this may be difficult especially when the time span may extend to three or four years for some complex or large projects.

247. Once Authorities and the PRG have approved the OBC, the formal procurement process can start. The first step in that process should be to refine the procurement arrangements, in particular enhancing the project team and finalising the procurement timetable.

Overall Arrangements for Project Management

248. Project Management may be defined as “the overall planning, control and co-ordination of a project from inception to completion, aimed at meeting the client’s requirements in order that the project will be completed on time, within the authorised cost, and to the required quality standards”.  This encompasses procurement and management of advisers.

249. The arrangements put in place for project management should reflect the needs of the Authority and the size and complexity of the scheme. The arrangements should also be developed to fit with the existing decision-making structures of the Authority.

250. This is particularly important when setting the programme to ensure that committee and other council papers and reports are produced and distributed within the Authority’s current guidelines and timescales.  It is recommended that Authorities keep a full record of the processes undertaken (by reference to their Constitution and Contract Standing Orders) by the time of contract signature, so as to assist successful bidders in respect of their due diligence exercise on the Authority's powers.

251. On projects where delegated responsibility has been agreed in advance within the hierarchy Project Sponsor, Project Board, etc, this has resulted in greater flexibility and expediency and avoided the delay in the decision making process due to the lateness or inadequacy of reports that require cabinet or member approval.  It is recommended that the Authority’s auditors are involved in this process to ensure that the procurement team is operating within the Authority’s governance regulations.

252. Whilst it will be up to individual Authorities to determine the most appropriate structure for the procurement of the projects, this guidance aims to highlight the key issues on which Authorities should give thought in developing their own procurement arrangements.  In particular, Authorities in procuring Housing schemes may wish to consider tailoring the structure to cope with the extended programme involved, and the large number of stakeholders, and residents (both tenants and leaseholders).  For example, the stakeholder group might contain only a representative sample of tenants and leaseholders.

Typical Project Management Hierarchy

253. The following recommended structure distinguishes between the Project Board and the Project Team.   Experience shows that this distinction is an effective means of involving the right people at the right level in the management of a project, although some authorities have chosen to combine the two for practical reasons.

Authority

Cabinet

Housing Executive

Member Panel 









Project Board

Project Sponsor

Members

Senior Officers










Project Director/Manager

Stakeholder and Service User Groups










Project Team

Legal Adviser

Financial Adviser

Technical Adviser

Tenant's Representation

Other Specialist Advisors

eg insurance 







Project Manager

254. 1A definition is contained later in this part, and a full job description is in Model 2.

Project Sponsor

255. Each project should have a project sponsor – ideally this should be the Director or Assistant Director with overall responsibility for Housing. Authorities procuring larger and higher profile projects should consider appointing the Chief Executive or Executive Member as the project sponsor. The project sponsor should generally support the project manager, be involved in key negotiation meetings, and generally be responsible for promoting the project with members, stakeholders and other external bodies. It should be made clear to Bidders the respective roles of the project manager and project sponsor. 

Project Board

256. To help ensure the commitment of member and other stakeholder partners to the project, the project team should be supported by, and report to, the project board. The project sponsor should chair the board and the project manager should provide the link to the delivery vehicle – the project team.  The board is likely to be used as a means of seeking ratification from all stakeholders of decisions taken by the project team, to generally provide support for the project in the wider strategic context and to sign off key stages of the project, such as:

· Approval of OBC within the Authority

· Selection of short-list

· Approval of the ITN, including all contractual documentation

· Selection of preferred Bidder

· Approval of Final Business Case. 

Decisions 

257. The Project Board should also be responsible for risk management and managing political dimensions of the project.

258. Meanwhile, the Project Board needs to recognise and accommodate matters that require member approval, the arrangements for which may well vary for different Authorities.

Project Team

259. A project team with the relevant skills and experience to deliver the project should support the project manager. It is normal for the team to include housing, technical, financial, and legal officers. For most projects it is likely that external support will be required to complement the skills and experience of the in-house staff. The extent of the external support will depend on the type and size and complexity of the project, the skills and experience of the in-house staff and the internal resources available.  Meanwhile, Authorities should view the involvement of officers in a project such as this as invaluable experience which will develop the procurement ability of Authority as a whole.

260. Authorities should not under-estimate the level of resource required for Housing PFI projects, and the project manager should ensure that the project team has the skills and experience to deliver the project and match the skills of the likely Bidders and their advisers. Where appropriate, training should be arranged for in-house staff at an early stage to address any skill shortage.  

261. Authorities should also consider including the Authority’s procurement officer and risk management officer as members of the project team. It can also be useful to identify a designated link officer in the planning department at an early stage, although it would compromise their independence to be a member of the project team.

262. Ideally, the aim should be to keep the project team to a level that balances the range of skills with the number of individuals to ensure that the whole procurement process can be kept manageable. However, some projects may require more input in specialist areas, particularly at various stages of the procurement.

263. Once the project team has been assembled, roles should be clarified and responsibilities allocated.  Strong leadership is necessary to achieve a coherent team that draws its members from several Departments, and where competing pressures may challenge allegiances. It is not unusual for some team members to find that they are expected to continue their previous Departmental job as well as contribute a major part of their time to the PFI project. In such cases it may be necessary for the Project Sponsor to make appropriate representations to secure dedicated staff time. 

264. The key negotiating team for the project should be members of the project team supported by external advisers. This is important because the Authority should be and be seen to be controlling and negotiating the project, with, of course, the input from advisers.

265. It is likely that some aspects of the deal will have been substantially negotiated prior to the final negotiations with a Preferred Bidder, and therefore not all members of the project team may be necessary throughout. For example, it should be the case that the 'technical' solution has been substantially negotiated and agreed prior to selection of Preferred Bidder (the basis of this being a full evaluation of the bids against the detailed evaluation criteria including proposals for service delivery), leaving primarily commercial and contractual issues for negotiation.  However, as in the refurbishment or construction phase, there will continue to be a process of detailed design development as the Authority achieves certainty as to the product to be delivered when measured against the Output Specification.

266. When contemplating detailed negotiations it is important to plan how this will be done and who will be doing it.  It is usual to split the negotiation into Legal, Financial and Technical teams, with identified and agreed team leaders who can be the advisers or Authority officers.  However in every team it is vital that the Authority is represented at senior level.  Care should be taken however to ensure that different teams are coordinated to ensure that consistency is achieved.  Further, in some cases, for example the negotiation of the payment mechanism, both financial and technical teams may be represented because they both need to feed into the discussions.

267. There may well be other sub-groups that combine the various teams to consider such issues as:

· Payment mechanism;

· Commercial issues;

· Community involvement; and

· Property and dwellings.  

268. It is recommended that Authorities and their advisers investigate and explore title to both retained and surplus land at an early stage in the process prior to involving bidders.  Whilst the Authority and its legal advisers may not feel able to provide a Certificate of Title in respect of project land, every effort should be made to provide full title information for review and investigation by bidders, if they so wish, on or before ITN.

269. Again the early establishment of these teams and the extent and programming of their tasks is a vital project management duty.  The impact this will have upon the Authority’s resources should not be underestimated.

Section 2 – Procurement Timetable

Procurement Timetable

270. Once assembled, an initial task of the project team should be to refine the procurement timetable for the procurement of the project, with all members of the project team (and other stakeholders where appropriate) signed up to the delivery of the project to the timetable agreed.

271. In developing the procurement timetable, the project manager and project team will need to determine how a range of key tasks will be dealt with. Importantly this will include the consultation to be carried out at key stages in the procurement process.  For example the Project Manager should consider how much they will be required to consult adequately all residents.  The list of key tasks can be substantial.  

272. Thorough preparation for the procurement will pay dividends.  It will minimize the scope for misunderstandings in the procurement process and should cut down the number of issues to be negotiated between the Authority and Bidders. It is important therefore, that sufficient attention is given to the development (or refinement) of the procurement timetable at this stage to ensure that key tasks are identified and sufficient time allowed for those tasks to be completed.  This might include setting time aside in the diaries of key decision makers for key meetings, and the need to allow for enough time for detailed planning permission to be obtained including judicial review if this is expected.

273. A model procurement timetable has been developed as part of this Procurement Pack.  This is attached as Worksheet 1.  The model includes indicative time periods for the stages of a typical procurement.  This timetable is considered to be tight but achievable and is therefore a realistic starting point for Authorities to develop their own to reflect their project.  Strong project management, which is an essential element of the Authority’s approach, should ensure that this timetable is achieved.  The programme is based on a typical HRA refurbishment project and there maybe savings in the timetable for non HRA new build projects.  It is important to note that the timetables are indicative and will need to be adjusted to reflect the particular needs of the project.   Account may also need to be taken of the fact that the ODPM/Treasury approvals process is outside the control of the Authority and may be hard to `predict.  It is suggested that the Authority liases with its ODPM contact to firm up on this item. Authorities must develop a timetable based on this to fit the in-house skills and experience, the relevant decision-making structures and the experience and role expected of the external advisers. 

Section 3- Appointment and Management of Advisers

274. It is likely that it will be necessary to appoint advisers to support the Authority in the delivery of the project.  The extent and timing will depend on the in-house skills and experience of each local authority, but the appointment of good external advisers to oversee the work of the Authority in these complex procurements is always wise. On the other hand, it is a mistake to think that external advisers can be delegated to “run” the project on behalf of the Authority. Policy-making and day-to-day management of the PFI project must remain the responsibility of officers.  Where an Authority does not have the necessary skills in-house, a suitable person should be recruited.  Some Authorities have engaged an external adviser to act as project manager but we believe that this relationship is too remote unless it is on a full-time secondment basis.   This is because the level of fees payable may be more than the level of salary that could be paid to the right person. 

275. The following types of PFI Adviser should be considered:

· Project Manager

· Financial

· Legal

· Technical (including Design)

276. On occasions an Authority may consider the appointment of a consortium that includes all or some of above.  Whilst this approach may yield savings in time in the appointment process it may also give the disadvantage of being unable to appoint the best advisers as they are involved in different consortia.  

277. In addition to the above, it may be necessary to enlist the services of more specialist advice, dependent upon the nature of the project.  These could be:

· Risk management

· Insurance

· Others (eg Actuarial or Environmental, depending on any project specific issues)

Project Manager

278. This is arguably the most important appointment and key to the success of the project, and should logically be the first appointment, as one of their responsibilities will be assisting in the selection of other advisers.  This will extend into the crucial task of managing advisers to ensure their focus on the core objectives of the project. 

279. We have identified the role as an adviser to distinguish the person from other members of the project team who may not work on the project full time.  It is not unusual for the project manager to be appointed “in house”; however this is not a role that can be performed in addition to the day job, and as such full time secondment is therefore the preferred and probably the only in house option.

280. On large and complex projects it may well be necessary to appoint assistant project managers together with dedicated administrative support.

281. A project manager job specification is contained in Model 2.  This is designed to enable Authorities to either identify an individual in-house who fits this specification or recruit an individual externally.  It is important that the individual selected meets this job description because the role is fundamental to the success of the project.  The latter is particularly important to as housing needs to raise more unique housing specific issues than other local government sectors of PFI (see Part 7 Sections 3, 4 and 5 below).

Financial Adviser

282. PFI transactions are complex and require specialist advice regarding project financing with a clear understanding of issues affecting local government and housing.  The complexity of PFI procurement will also require tax and VAT advice. 

283. Advisers that have a portfolio of experience of advising Authorities and providers and funders should be in a position to offer this advice.  

Legal Adviser

284. Although this procurement guidance will contain standard legal and contract documentation, the appointment of a legal adviser that demonstrates specialist knowledge of housing and PFI transactions will be necessary.

285. Again, it is beneficial to secure the services of an adviser with experience of acting for Authorities housing providers and funders housing.  

Technical Adviser

286. Technical advice can be provided by a number of professional advisers, usually associated with housing, construction, refurbishment, maintenance, management and procurement.  These could be architects, surveyors, engineers, facilities management, specialist housing managers and, latterly, specialist companies specifically established for the PFI market.

287. Dependent upon the nature and content of the project, it may be necessary to consider more specialist technical advice upon the structure of the dwellings as part of the technical adviser role.  This could relate to mechanical and electrical engineers, structural engineers and building surveyors.

288. Again it is of benefit if the technical adviser has a broad range of experience in advising Authorities and providers, and in the case of funders, due diligence and/or technical adviser role during the construction or refurbishment and establishment phase housing.  

Scope of Services for Financial, Legal and Technical Advisers

289. Worksheet 3 contains a schedule of typical activities consistent with the various procurement stages and indicating where advisers will be involved.  The precise scope of advisers’ work will need to be developed for the specifics of each project and depend on the availability of skills in-house, and should be developed and confirmed in the adviser appointment process.

290. Model 3 contains example briefs and scopes of work for Legal, and Financial advisers.  These are examples and they should be carefully tailored to reflect the conclusions reached by the use of Worksheet 5 and the specific requirements of the project.  The agreed scope of work for each adviser should be reflected in their terms of engagement with the Authority.

When to Appoint Advisers

291. It is usual for Authorities to consider the appointment of advisers when contemplating the production of the OBC.  The appointment of a technical and financial adviser may be appropriate, but it is unlikely that a legal adviser would be required at this stage.  ODPM does not encourage such potentially abortive expenditure at this stage, but some Local Authorities have found that resource constraints have required such action, rather than fail to put in a bid at all. Such resource constraints could include recognising that a project is complex and it needs to be established on a firm basis to ensure a successful procurement.  In such cases, the opportunity must be taken to ensure that the “shadow” project team is created that will be needed should the bid succeed.

How to Appoint Advisers

292. The EC Services Directive may apply if the anticipated fee exceeds the current threshold (current thresholds can be obtained by accessing the Treasury Procurement guidance).  The Services Directive divides services into two categories:

· Part A where an OJEC advertisement must be issued - Financial, Technical; and

· Part B 

293. It is often assumed that the cost of the service will be below the threshold and the Directive is not applied, only to discover that advisers are required to do more work, the threshold is exceeded, the rules do apply, and the service must be advertised or risk being challenged.  If Authorities wish to seek appointments up to the submission of the OBC, it is unlikely that the fee will exceed the threshold.  If it is possible that any one contract may exceed the threshold (over the term of the contract) then the contract should be awarded in accordance with EC rules.  It is recommended that a two-stage approach is adopted (described in more detail later), namely shortlisting from a pre-qualification questionnaire, followed by a tender and interview.  Three months should be allowed for this.  Break clauses in the contract will allow the appointment to be terminated if the Authority decides not to proceed.

294. Further information can be found in the Treasury Taskforce Technical Note 2, “How to Follow EC Procurement Procedure and Advertise in the OJEC”.

295. If the Authority is confident that the assignment will be below the threshold, a more limited process can be adopted.  However, to ensure that the right advisers with the right scope of work result, it is recommended that the same selection principles are applied.

296. Further guidance on the appointment and management of advisers is contained in the Treasury Taskforce Guidance, available on the OGC website.

Tender Documentation

297. In addition to the scope of services previously referred to, the following tender documentation is recommended:

· Terms and conditions of contract with advisers including fees and payment terms.

· Selection Evaluation criteria.

· Project details.

· Procurement timetable.

298. As much detail as possible should be provided; consultants would prefer this to a lack of detail.

Terms and Conditions of Contract 

299. As discussed above, if there is doubt about whether a project is viable (for example it has yet to receive OBC approval), initial advisory appointments should only cover the period up to the point when the Authority will have sufficient certainty and clarity to take a firm decision. 

300. In these circumstances, payment may be on a fixed fee or hourly basis, or on an hourly basis with a price cap. It should be made clear, however, that if the project is to go further, the reappointment of advisers is not guaranteed and could, of course, be subject to a re-tendering exercise.

301. In the same way that under a PFI contract the service operator has its payments linked to quality of performance, so the same can be the case with advisers where they are able to influence or control the achievement of objectives. This can only be done by identifying clear outputs against deadlines which are agreed by all interested parties.

302. Where appropriate, proposed advisers should be requested to put forward alternative fee structures in deciding fees for each area of work they are planning to undertake, for example:

· hourly and daily rates for individuals; 

· fixed fees for each defined stage;

· if a success fee element is a possibility, a clear definition of the "success"; and

· what proportion of the fee they are prepared to be paid on a success fee basis.

303. Authorities will also need to be clear about the premium they may have to pay in the case of opting for any element of a success fee arrangement, and measure this against the risks of not adopting this approach.  Care should be taken over agreeing the criteria for success.  For example, meeting timetable targets might be a disincentive to advisers to achieve the best result in negotiations.   A more practical alternative might be to agree capped fees for each stage of the project.

304. Authorities should ensure that they gain intellectual property rights to any output at each stage, so that any future advisory appointments gain full access to work done at earlier stages. Authorities should also ensure they reach a clear understanding about expenses and disbursements, whether they are charged at cost or with profit, and what is to be reimbursed, e.g. travel, photocopying, couriers, out of hours secretarial support. 

Selection of Advisers

305. The advisers’ understanding of Housing PFI and other types of public private partnership is clearly of paramount importance in demonstrating their ability to deliver the required service.

306. Authorities are likely to have developed their own valuation methodology adopting their own in-house best value principles.

Pre-Qualification

307. The intention is to produce a shortlist of suitable organisations from those that have responded to an OJEC or similar advertisement.  This Procurement Pack details the prequalification process for bidders for the project itself, and it is recommended that a similar process is followed.

308. At this stage brief, sensible and relevant information is required to enable the selection of a tender list that is restricted to the minimum needed to ensure effective competition.

Tender and Interview

309. A shortlist of organisations is selected to tender and for possible interview.

310. Tender documents can be produced adopting the guidance set out in this procurement pack, whilst recognising the procurement skills and practice the Authority already possesses.

311. To ensure that a high quality response from the shortlisted tenderers is received, the following guidelines should be considered:

· allow sufficient time for advisers to prepare their proposals;

· if appropriate, brief advisers on a one-to-one basis or arrange a bidder day;

· tender information should include project information, including likely project value, details of stakeholders and Authority involvement including the project management;

· provide details of selection criteria and evaluation;

· request identification of key individuals that will be involved in the project and if possible, details of their existing commitments;

· ensure that negotiations are carried out by Authority staff with the experience and Authority to agree contract amendments and clarifications;

· advise of expected outputs and budgetary constraints.  This should focus advisers’ attention to the details of the commission; and

· keep bidders informed if there is any slippage of the decision making timetable.

Evaluation of Tenders

312. Tenders should include an element of price and quality in the right balance in order to establish “best value”.   It may also be helpful to mark the written tenders and interview separately, with different weightings. Factors to consider in the evaluation include:

· Fees

· Hourly rates

· Response to “Quality” questions

Interview

313. When all the tenders have been evaluated, a shortlist of advisers will be asked to interview.  Only those that are capable of winning the commission should be invited. 

Award

314. Upon appointment, confirm with a written statement the key elements of the project including programme, deliverables, and expectations.

315. Make sure that Intellectual Property Rights have been discussed and agreed.

316. Always use equitable conditions of contract that are appropriate to the service being procured with special regard to limits of liability and level of risk.  The Authority’s legal department should be involved in this process.

Management of Advisers

317. The advisers’ performance should be monitored against predetermined clear and agreed criteria as set out in their respective terms and conditions.

318. Monitoring adviser performance should be carried out to a plan that assesses the:

· quality of service against defined and objective performance indicators (avoid subjective measures such as “satisfactory”);

· hours expended against those quoted for each stage;

· timelines for service delivery;

· engagement of key personnel as presented at selection.

319. All advisers must be kept up to date with developments. Regular project team meetings are therefore needed to:

· keep everyone up to date; and 

· drive progress, to check that everyone is doing what they should, by when they should to programme, and to resolve any problems.

320. In house staff should work closely with advisers and take every opportunity for as many people as possible within the procuring organisation to learn from them, in order that they may be able to apply expertise to future projects. 

321. It is one of the project manager’s tasks to monitor adviser performance.  The following is a list of suggested ways in which this can be done:

322. The project manager should manage advisers, not the other way round. It is valuable to talk to other people with experience of managing advisers. 

323. Ensure that advisers are aware of the meetings they are required to attend.

324. Ensure that although a lot of the work may be being done by external advisers, the public sector client/sponsor must retain, and be seen to retain, overall control of the process. 

325. Develop relationships with the advisers.  Informal contact can provide valuable insight into team performance.  A good quality adviser will seek regular feedback on his or her own performance.

326. Consider the establishment of performance indicators that the advisers can be measured against, for example, Client Satisfaction, Quality and Consistency of Resources, Achieving Milestones, etc.  This could form the basis of regular reviews 

327. Assess costs against budgets for key stages of the project.

328. Produce regular reports on all advisers and their activities, including work carried out and the costs of the work. Note variances against project timetables and earlier workplans and budgets, and obtain action plans for recovery when these occur.  These reports will go to the Project Board, whose members may want to meet with the nominated partner or equivalent to agree a course of action.

329. Produce regular reports detailing how the project is progressing in relation to the project programme, and expected outputs. 

330. At the end of each key project, review what went well and what could have been done better.

Section 4 - Stakeholder Management and Resident Consultation and Involvement

331. There are a significant number of important “players” who represent aspects of the client organisation in a Housing PFI project. These may be characterised as stakeholders, and it is a key role of the project manager and members of the team to manage them effectively, and ensure that they feel sufficiently included in the process to avoid any potential conflicts.  One of the most important group of stakeholders are the residents within the project and consultation with residents is specifically dealt with in this section.  This section is intended to focus attention on the range of stakeholders in addition to the residents and the key issues to watch out for.

Elected Members

332. Members have a responsibility to take decisions that are in the interests of the Authority and the community, and Housing PFI projects may be amongst the highest value contracts that an authority will enter into. The establishment of a proper process for engaging with members is therefore essential. This should happen at the outset, preferably with an identified member panel or Cabinet-led group keeping a watching brief throughout the procurement process. There may be times when it is necessary for a wider group of members, and possibly full Council, to agree on a key stage of the project. This is often the case with inception, where a debate as to whether to proceed with a bid for project funding, and subsequent resource allocation, needs to be resolved with a decision.  Some Authorities have produced a quarterly project newsletter covering progress on important issues, which has been greatly valued by members.  

Trades Unions

333. A process of regular consultation with the relevant trades unions is an essential part of good PFI procurement. There may be issues regarding the transfer of staff, pension entitlements and other terms and conditions of employment that need to be discussed openly and at the appropriate time. A regular flow of information is a helpful way of minimising any conflict that might occur. 

Circular 3/2003

334. It is also necessary to take into consideration the ODPM Circular 03/2003 relating to the Code of Practice on Workforce Matters in Local Authority Service Contracts.  The Code refers to the treatment of transferees and makes it clear that TUPE must apply in all situations unless there are genuine exceptions.  Pensions of the transferees must be protected either through admitted body status or broadly comparable pensions.  The Code also stipulates that new joiners who work alongside transferred staff should be employed on terms and conditions which are "fair and reasonable and overall no less favourable than those of transferred employees".
Planners

335. For a housing PFI project involving new build planning approval will need to be obtained at outline stage by the Authority, normally before the tender process begins. Although the statutory function of the Local Planning Authority is distinct from the role of the Authority as contracting party, it is nevertheless helpful if planners are prepared to join with project team members in preparing or at least discussing initial proposals. This will avoid wasted time whilst “difficult” projects are considered, and will assist in the feasibility stage in identifying issues that need to be overcome.

Departments

336. There are several Central Government Departments that have an interest in the project. Most obviously the ODPM is the source of funding and approval for the project, and it is sensible to keep in regular contact with the named officer in the ODPM Housing Private Finance Team. Any material change or potential risks to a project should be discussed with this person at an early stage. Some Authorities tend to avoid regular contact, but our view is that this is unhelpful. Sometimes overlooked by Authorities is the ODPM is also the Department that sets standards and criteria for local government PFI projects generally. It also arranges for the funding to reach Local Authorities through special grant or revenue support mechanisms.  

Resident Consultation and Involvement

Tenants and PFI

337. Local authorities are required to have the involvement of tenants within the PFI procurement process.  One of the criteria that ODPM considers during the application process is the extent of tenant consultation to date and plans for future tenant involvement. There is no requirement for tenants to be balloted on the proposals. Although tenants are part of the process, they do not have the power of veto.

338. How much involvement a tenant should have is up to the individual.  Some tenants merely like to be kept informed, while other may like to be actively involved in all or some the following opportunities:

· consultation on the type of scheme;

· identifying and commenting on proposed service standards;

· drawing up the output specification;

· shortlisting contractors;

· evaluating different bids from different consortia;

· helping to select the contractor; 

· and evaluating and monitoring the contractor's performance. 

339. For tenants to make an effective contribution to the process, local authorities will provide the necessary training, information and support, as outlined in the arrangements for local tenant participation compacts. One option is the appointment of an independent tenant advisor, who can provide impartial advice and expertise on the procurement process. 

340. The statutory requirements for leaseholder consultation are covered in Section 4 of Part 7 of the Procurement Pack.

http://www.odpm.gov.uk/stellent/groups/odpm_housing/documents/page/odpm_house_609056.hcsp

Contents:





Section 1


The Pre-Qualification and Shortlisting Process

Section 2


Advertising the project

Section 3


The Information Pack and Bidders Open Day


Section 4


Pre-Qualification

Section 5


Shortlisting: The Preliminary Invitation to Negotiate (PITN)




Housing PFI Procurement Pack: Route Map






Steps along the Route of your Housing PFI project

Click on the hyperlink to go straight to the relevant Part of the Procurement Pack
10
The Operational Phase















Construction and Operation


9
Completion Issues













Full Business Case
Financial Close



8
Appointing a Preferred Bidder












Preferred Bidder





7
Invitation to Negotiate and model Project Agreement








Develop Output Specification
Develop Payment Mechanism
Invitation to Negotiate
Best and Final Offers






6
The Payment Mechanism









Develop Payment Mechanism








5
The Output Specification








Develop Output Specification









4
Prequalification and Shortlisting





OJEC advert
Pre-qualification
Short-Listing










3
Project Delivery




Project Inception













2
The OBC


OBC
Project Review Group




Develop Output Specification
Develop Payment Mechanism
Project agreement







1
Introduction
Establish Need
Allocation of PFI Credits
















Section 1 – The Pre-Qualification and Shortlisting Process

341. Once Members and the Project Review Group have approved the OBC, the formal procurement process can start.  It is however good practice to commence work on all project documentation as early as possible to ensure a seamless transition between stages.  This is reflected in the timetable in Worksheet 1.

342. An overview of a typical procurement process for a Housing scheme from advertising the scheme through selecting Bidders and to award of the Contract is set out in Part 3 – Project Delivery.

343. This Part of the Procurement Pack includes guidance on the initial stages of the procurement process for a housing scheme, from advertising the project through to selecting the initial short-list of Bidders.

Getting Started

344. Whilst it is possible to commence the procurement process immediately following approval of a scheme, it is important that Local Authorities ensure the following key tasks have been completed before the procurement process is commenced.

345. The project management arrangements are in place for delivering the project, including importantly, the appointment of any external advisors deemed necessary to support the in-house team.

346. A project timetable has been prepared and agreed by the project board, project sponsor and, where relevant, the strategic or stakeholder board.

347. Key aspects of the project documentation, such as first drafts of the Information Pack, Pre-Qualification Questionnaire, Preliminary Invitation to Negotiate, Output Specification, Payment Mechanism and Contract (Project Agreement), are in place, or substantially developed.

348. Guidance on project management and developing the project timetable is included in Part 2 of this Procurement Pack.

349. One of the key reasons for having draft documentation in place, is that it is important that the nature of the project advertised in the Official Journal reflects that which is being developed in the project specification.  There are examples of Local Authorities having to re-advertise projects simply because of not having thought through in sufficient detail what was required before the project was advertised.

350. It is important, therefore, that advertisement of the project is not rushed, but that time is spent on developing drafts of the key documentation in advance of the advertisement being published.  The outline project timetable, included in Worksheet 1 of this Procurement Pack, assumes that such draft documentation will be in place before procurement commences.  Guidance on the drafting of the Output Specification is given in Part 5 of this Procurement Pack, the Payment Mechanism in Part 6 and the Project Agreement in Part 7.

351. Delaying advertising the project whilst the documentation is drafted will also mean that the Local Authority can avoid a lengthy period between completion of the short-listing process and issue of the Invitation to Negotiate (ITN).

352. The aim should be to have a short period between selection of the short-list and issue of the ITN. 

Section 2  - Advertising the project

353. The formal procurement process begins with the publication of a Contract notice in the Official Journal of the European Union (OJEU Notice).  Key issues for consideration at this stage include the:

· choice of regime and procedure;

· issuing of a Prior Information Notice (PIN); and

· drafting and placing the Contract notice in OJEU.

Choice of Regime and Procedure

354. The first task for the Local Authority is to determine the procurement regime that they will follow in the procurement of the project.  Following this, the selection of the regime will need to be determined.  Details of the types of award procedures and the different contracts are set out below.

Types of Contract Award

355. The three procedures that may be used for the award of works, services and supplies contracts under the regulations are the open, restricted and negotiated procedures.  The main characteristics of the three award procedures are:

Type
Description
Comment

Open
This procedure allows any Contractor responding to the OJEU Notice advertisement to make an offer to enter into the advertised contract.  The procedure does not allow pre-qualification so it can attract an unwieldy number of potential Bidders.


The open procedure is recommended only for simple contracts and therefore tends to be unsuitable for PPP projects.

Restricted
This procedure allows Local Authorities to select a number of Contractors from all of those that respond to the OJEU Notice to submit tenders.  However, the ability to hold discussions with Bidders is limited to issues of clarification.
There is only limited scope for meaningful negotiation.  At the current time this is unlikely to be suitable for PPP projects.

Negotiated
Under this procedure, Local Authorities are permitted to pre-qualify all those that respond to the initial OJEU Notice and to select a number of them with whom to negotiate the Contract.
Use of the negotiated procedure should not automatically be assumed.  The negotiated procedure may only be used where the open or restricted procedures are not appropriate and where certain exceptional circumstances specified in the procurement regulations are satisfied.

356. PFI schemes have typically been advertised under the negotiated procedure, despite its exceptional nature, as this procedure allows detailed discussions and negotiations with Bidders as part of the procurement process.  It is currently expected therefore that Housing PFI schemes will be advertised using the negotiated procedure, although the issue of whether or not to have recourse to the negotiated procedure is a question of fact and degree to be decided on a scheme-by-scheme basis, and Local Authorities must always take legal advice on this issue.  

Works or Services Contract

357. An Authority must decide whether the project falls under the Public Works Contracts Regulations 1991 as a “works” contract, or under the Public Services Contracts Regulations 1993 as a “services” contract.

358. Most Housing PFI contracts are considered to be contracts for services.  It is, however, important that Local Authorities take legal advice on the route to be used to avoid any potential regulatory breach.

359. This is a complex area of law and the above is only a brief overview of the issues to be considered in the classification of the contract.  Separate legal advice should be sought on this point.  This guidance assumes that the EU services procurement rules will apply.

Prior Information Notice

360. A Local Authority must determine if it is necessary to issue a Prior Information Notice (PIN) for the project.  A PIN informs the marketplace that such a project is being developed and is likely to be formally advertised by way of an OJEU Notice in due course.

361. For schemes advertised under the Public Services Contracts Regulations 1993, it is not mandatory to place a PIN that is specific to the scheme.  However, services PINs are required in respect of service categories on an annual basis and should have been placed at or around the start of the financial year.

362. A PIN which is specific to a particular scheme may still be placed on a voluntary basis, using the standard format and providing detailed information in the “other information section” in order to gauge the level of market interest and give advance notification of the scheme.

363. Where the Local Authority has issued a PIN as a way of commencing a soft market testing exercise, the Local Authority should determine if it is necessary to issue a further scheme-specific PIN.  Where a Local Authority has not previously issued a scheme-specific PIN, it may be opportune to consider the issue of a PIN immediately following member (and PRG where central government support is being sought) approval for the project.  The PIN could usefully give an indication as to when the formal procurement process is likely to commence.

364. The format of any PIN issued must follow that required by the procurement Regulations and legal advice should be sought on the drafting of a PIN.  If a Local Authority is intending to issue a PIN for its housing is this street lighting specific, it should be noted that pursuant to the EC directive 2001/78/EC of 13 September 2001, the use of a standardised format of PIN became mandatory from 1 May 2002.  The standard forms are available from the Office for Official Publications of the European Communities in Luxembourg (Standard Form 2 – EN 1/9).  

OJEU Notice

365. A Contract notice must be placed in the OJEU for schemes that have a value above the thresholds set out in the Procurement Regulations.  The form of the OJEU Notice will depend on which Regulations apply and which contract award procedure is used.

366. The key UK Procurement Regulations which may be relevant to Local Authorities involved in a Housing PFI project are currently:

· Public Works Contracts Regulations 1991 (SI 1991/2680);

· Public Services Contracts Regulation 1993 (SI 1993/3228);

· Public Supply Contracts Regulations 1995 (SI 1995/201); and

· Public Contracts (Works Services and Supply (Amendment) Regulations 2000).

367. These regulations enact EC directives as part of UK law.  However, for the procurement of Local Authority housing schemes, it is expected that Local Authorities will only need to refer to the EC directives if there is uncertainty over the interpretation of the UK public procurement regulations.

368. Reference should also be made here to the "Alternative Procurement Model" in Paragraph [14] of Section 5 of Part 7.  

Placing the Advert

369. Once drafted, Contract notices should be sent to the OJEU in Luxembourg by e mail.  There is no charge for the inclusion of a notice in the OJEU, and notices should be published within 12 days of the Contract Notice being received.

370. If the Local Authority also plans to place other advertisements, for example in the specialist press or the national media, these advertisements must not appear before the OJEU version has been despatched, and must not contain any additional information to that contained in the OJEU Notice.  Any such advertisements should refer to the date of the despatch of the advertisement to OJEU.  Established companies in the PFI market, however, systematically search for OJEU notices, and therefore placing adverts in other publications may well be unnecessary.

371. The OJEU Notice should include sufficient explanation of the project to attract Bidders.  The Notice should make it clear that the basis for the award will be the “most economically advantageous tender” and that criteria that will be used to assess Bidders’ economic and financial standing and technical capacity will be included in the tender documents.  The advertisement should also indicate where the procurement falls within the EC framework of procurement law and the procurement procedure that is to be used.

372. It is important that attention is paid to the detailed drafting of the OJEU Notice.  If the scope of the project alters, it may be necessary to advertise the altered scheme and to start the whole process again.  If the original OJEU Notice is drafted with sufficient flexibility, it may be possible to cater for subsequent change, although a balance must of course be struck with the need to provide potential Bidders with an adequate description of the Authority’s requirements.

373. The OJEC Notice should emphasise that the project is a PFI or PPP scheme and that this will mean that the Contractor will be expected to bear a significant proportion of the risks associated with delivery of the project  It should also give details of the scheme as envisaged, and invite expressions of interest from potential Bidders.  The Contract notice should state that variant bids are acceptable provided that a compliant bid is also received and that the variant bid meets the core requirements of the Local Authority.

374. If the Local Authority if using the negotiated procedure, a minimum of 37 days (including Saturdays, Sundays and Public Holidays) must be allowed from the date of despatch of the OJEU Notice to the last day that is allowed for “expressions of interest” to be received.  In the event that this 37 day period ends on a Saturday, Sunday or public holiday (in the EC), it should be extended to expire on the nearest working day.

375. Further guidance on advertising PPP projects is available in the Office of Government Commerce (OGC) guidance How to follow EC Procurement Procedure and Advertise in the OJEU.  This guidance also contains a standard form of wording for specific sections of the OJEU Notice.

Important Potential Changes on the use of the Negotiated Procedure

376. Local Authorities may be aware that there is a draft EC directive introducing new procedures to deal with this form of procurement.  This directive may prevent the Local Authority from negotiating with a Preferred Bidder on the grounds that this would disadvantage rival Bidders.  Local Authorities should contact the 4ps for the latest position.

Section 3 - The Information Pack and Bidders Open Day

377. The number of responses to the Contract notice placed in the OJEC which are received will normally be greater than is demanded by the procurement process.  However, not all those that respond should, or will, want ultimately to bid for the project.  Potential Bidders will base their decision about whether they want to be involved further largely on the next piece of information that they will obtain from the Local Authority - the Information Pack (sometimes referred to as the Information Memorandum, Memorandum of Information or Market Brief).

378. The Local Authority should be ready to issue the Information Pack (and a Pre-Qualification Questionnaire and PITN, (sometimes referred to as an ISOP) see Section • below) to everyone who responds to the OJEU Notice.  These documents will therefore need to be substantially prepared in advance of the project being advertised.

379. The overriding objective of the Information Pack is to provide further details about the:

· local Authority;

· proposed project;

· project timetable for the next key stages - pre-qualification, PITN and short-listing; and

· process to be used for pre-qualification, PITN and short-listing.

380. It should be possible to extract much of the basic information for the Information Pack from the OBC and other drafts of the project documentation (such as the Output Specification).  However, it is advisable to present the Information Pack as attractively as possible and in a user-friendly style.  The Information Pack is an important element in the Local Authority’s efforts to “sell” the project and thereby attract the best quality Bidders.

381. A model outline of an Information Pack is included as part of this Procurement Pack as Model 4.  Local Authorities are also advised to look at a number of Information Packs that have been prepared by Local Authorities developing PPP/PFI projects (for both housing schemes and those in other service areas) to assist in the development of a high quality Information Pack.

Bidders Open Day

382. Once the Information Pack (and Pre-Qualification Questionnaire and PITN) have been issued a Local Authority may wish to arrange a Bidders’ open day.  This day allows the Local Authority to provide more comprehensive information to potential Bidders about the scheme and for the potential Bidders to seek answers to issues on which they are unclear.  The day will also serve to inform bidders on the scope of the scheme and enable them to confirm their interest or otherwise.

383. An alternative approach is for Authorities to rely on the Information Pack and on Bidders seeking written clarification on any issues of uncertainty.  However, the use of a Bidders’ open day is often seen by both the Local Authority, and potential Bidders, as a useful way to expand on the project details.

384. Local Authorities that are intending to hold a Bidders open day may wish to consider the following approaches that have been used to date:

385. Presentations by the Leader of the Local Authority, the project sponsor, project director and lead technical, financial and legal members of the project board.

386. The use of a video presentation to outline the key aspects of the project to potential Bidders rather than involve numerous speakers.

387. Individual “one-to-one” sessions with each Bidder expressing an interest for a more detailed discussion of the project, either as a separate exercise or in conjunction with formal presentations. However, one to one sessions must not result in unequal treatment of bidders or the provision of additional information to one bidder which is not provided to others.

388. It is important that the Authority achieves the right balance between presentation and detailed information provision, including site visits which can be the most useful part of the day for bidders.

389. Whatever approach is adopted, it is important to remember that the overriding purpose of the Bidders open day is to “sell” the project and to demonstrate to potential Bidders that the Local Authority has the skills and expertise in place to deliver the project.  It is important therefore that the Bidders open day is considered at an early stage in the process to determine how it will fit with other arrangements.  Details of the Bidders open day should be included in the OJEU Notice and Information Pack.

Section 4 - Pre-Qualification

390. Bidders expressing an interest in the project advertised in the OJEU are issued with a Pre-Qualification Questionnaire (and the PITN) at the same time as the Information Pack.  The aim of the Pre-Qualification Questionnaire is to:

· obtain information that will establish whether potential Bidders have the technical capacity and ability, and have the economic and financial standing to deliver the project.  (PFI contracts are complex and expensive to deliver and Local Authorities must ensure that only those Bidders with the appropriate resources and skill-base are pre-qualified).

· enable the Authority to determine whether there are any grounds pursuant to which a Bidder may be rejected under Regulation 14 of the Public Services Contracts Regulations.

The Pre-Qualification Questionnaire (PQQ)

391. The PQQ should set out questions that each Bidder will be required to answer.  The extent of the information that can be requested from each Bidder is, however, limited by the Procurement Regulations.  These describe the categories of information that it is legitimate to request at this stage, namely information as to economic and financial standing, ability and technical capacity.  These are currently addressed in Regulations 15 and 16 of the Public Services Contracts Regulations 1993.  Regulation 14 of the Public Services Contracts Regulations 1993 sets out a number of grounds on which candidates may be automatically excluded.

392. Authorities should ensure that their final PQQ is in accordance with these regulations, in particular over which parties are evaluated, and legal advice should be sought.

Economic and Financial Standing

393. Regulation 15(i) of the Public Sector Services Regulations 1993 sets out the information that an Authority may request from an Applicant/Relevant Organisation (hereafter referred to as the Bidder).  These include:

· a statement of accounts relating to the Bidder’s business, or extracts from such accounts;

· a statement of the turnover of the Bidder’s business as a whole, in the previous three financial years;

· a statement of the Bidder’s turnover in its previous three financial years in the area of the contract concerned; and 

· for services contracts only, evidence of relevant professional risk indemnity insurance.

394. Whilst “economic and financial standing” is not expressly defined, its meaning is important to decide on those grounds which are authorised to be considered under Regulation 15 of the Public Services Contracts Regulations 1993.  It is clear that Regulation 15 only authorises measures genuinely directed at assessing economic and financial standing in relation to the relevant contracts.

Technical Capacity and Ability

395. Regulation 16 of the Public Services Contracts Regulations 1993 sets out the nature of the information that can be requested in relation to Public Services Contracts.  This includes the following:

396. Where the Bidder is an individual, his housing and professional qualifications and in all cases the qualifications of the Bidder’s managerial staff and the person(s) responsible for providing the services.

397. The principal services provided in the past three years, which are of “a similar type” to the services to be provided under the Contract.

398. The technicians or technical bodies who would be involved in the service provision, particularly those responsible for quality control - including where they are independent of the Bidder.

399. The Bidder’s average annual manpower and the number of managerial staff employed over the previous three years.

400. Any proportion of the Contract which the Bidder intends to sub-contract to another.

401. There is provision for actual checks in certain cases on the Bidder, in relation to the services to be provided, and in relation to study and research facilities and quality control measures.

402. As with economic and financial standing above, “technical capacity” and “ability” are not defined in the Procurement Regulations.  Legal advice needs to be sought on the provisions it is acceptable to include in the PQQ.

403. The Authority may require a Bidder to provide information supplementing that supplied in accordance with Regulations 14 to 16 of the Public Services Contracts Regulations 1993, or to clarify that information to the extent that the information required relates to the matter specified in the same Regulations.

404. The time allowed for the Bidders to respond to the PQQ will vary within the information asked for by the Authority, but a period of up to four and six weeks from the date the OJEU Notice closes will normally be long enough for Bidders to collate their pre-qualification process.

405. A Model PQQ for a Housing scheme is included in this Procurement Pack as Model 5.  Given the confines that govern the pre-qualification stage, it is important that Local Authorities take proper legal advice on the development of the PQQ.

Evaluation of Pre-Qualification Responses

406. The Local Authority should identify the tests and criteria that will be used to assess the general technical and financial strength of Bidders.  A Local Authority has considerable discretion to decide upon the precise details of how it conducts the pre-qualification evaluation.

407. A model of an evaluation methodology used at the pre-qualification stage is included in this Procurement Pack as Model 6.  This evaluation model follows the structure of the model PQQ included in this Procurement Pack. It is recommended that legal advice is taken during the development of the pre-qualification evaluation framework.  This should be finalised before the bids come back.

408. The key stages involved in a typical pre-qualification evaluation are as follows:

· receipt by the Authority of the completed PQQ responses;

· distribution of the relevant parts of the PQQ responses to members of the evaluation team;

· evaluation and completion of scoresheets;

· collation of the Pre-Qualification Report including a long list of those who have pre-qualified; and 

· issue to those who have pre-qualified of a formal letter confirming this and inviting them to commence the negotiation process in which the first stage is the consideration by the Authority of the PITN.

Pre-Qualification Report

409. The pre-qualification will allow a list of ‘pre-qualified’ Bidders to be selected on the basis of technical capacity and ability and the requisite economic and financial standing to be taken forward to PITN stage.  A report setting out the results and conclusions of the pre-qualification evaluation should be produced to provide a clear audit trail for the process and of the reasoning behind the final assessment.

410. To maintain the integrity of the process, once these pre-qualification tests have been passed they should not be re-visited.  The Local Authority should not need to re-evaluate competence unless new information emerges which gives reason to doubt the original assessment.

De-briefing of unsuccessful candidates

411. Bidders that do not satisfy the pre-qualification criteria should be informed as soon as possible.  Example documentation for this is included in this Procurement Pack as Model 7.  Such Bidders should also be offered the opportunity for a de-briefing on where their PQQ was judged to be deficient.

412. Where an unsuccessful Bidder requests a de-briefing from the Authority as to the reasons for not satisfying the pre-qualification criteria the Authority should provide reasons for such within 15 days of receipt of the request.  This can be done either in writing or as part of a formal discussion with the Bidder.

Section 5 - Shortlisting: The Preliminary Invitation to Negotiate (PITN) (or Invitation to Submit Outline Proposals (ISOP))

413. Following the submission and evaluation of the PQQ, the Local Authority should use a second stage, the PITN process, to select a short list of Bidders that they wish to take forward to the next stage of the procurement process (the Invitation to Negotiate (ITN)) by evaluating their ability and commitment to offer a viable bid for the project.

414. Whereas pre-qualification is a test of general competency to undertake the proposed project, evaluation to a short-list of Bidders must be on the grounds of ability and commitment to offer a viable bid for the project.  The number of Bidders that are short-listed and go through to the next stage will be determined by how strict the Local Authority's standards are.  Because of the constraints in terms of the time, money and physical resources required to work up a full Bid for the project, the short-list should be limited to the minimum number of Bidders needed to ensure genuine competition.  Ultimately the Local Authority, when proceeding to the ITN stage, will probably only wish to deal with three or four short-listed Bidders.  As a result, a pragmatic approach needs to be taken to reduce the list of pre-qualified Bidders to the required number.  

415. The Procurement Regulations do not specify how the Local Authority must arrive at this short-list.  What is clear, though, is that care does need to be taken with the short-listing process and legal advice sought as necessary.  Whether a short-listing stage is permissible is a grey area, although in practice there are many examples of schemes across the public sector that have followed this approach successfully and without challenge.  The Procurement Regulations neither expressly allow for, nor prohibit, the conduct of the procurement process in these two stages. There is clearly a need to proceed with caution and Local Authorities must be careful to maintain a level playing field and avoid any suggestion of discrimination or lack of transparency.

416. To date, two alternative routes have been used in local authority PFI schemes generally which could also be adopted for housing PFI Schemes to arrive at a short-list of Bidders:

417. Bidders expressing an interest in the project are sent an Information Pack, PQQ and Preliminary Invitation to Negotiate.  Both the PQQ and PITN response are to be returned to the Local Authority at the same time, but in separate envelopes (and in compliance with the Local Authority’s procedures on bid return).  The PITN response is only opened if the Bidder successfully satisfies the pre-qualification criteria determined for the project, with the PITN responses for Bidders failing to satisfy the pre-qualification criteria being returned unopened.  This approach has become known as the ‘one-stage’ approach.  The project timetable included in this Procurement Pack is based on a Local Authority adopting this approach.

418. Bidders who pre-qualify are long-listed and are issued with a PITN only after the pre-qualification evaluation has been completed.  This has become known as the ‘two-stage’ approach.

419. The one-stage approach has the advantage of being quicker, since a Local Authority should be able to complete the pre-qualification and short-listing processes in a period of between four and six weeks.  This approach also allows Bidders to make an earlier assessment of their chances of being short-listed and should, therefore, avoid unnecessary work by the Local Authority at the pre-qualification stage.

420. The advantage of the ‘two-stage’ approach is that it allows more time for the procurement process, and the Local Authority may feel that a ‘slower’ approach is more appropriate, perhaps to allow longer for the development of the project documentation.

421. Local Authorities will need to determine which of the two approaches will be most appropriate to local circumstances and local decision-making structures or procurement arrangements.  This assessment must be done in consultation with the legal advisors to the project.  However, Authorities should aim to use the one-stage approach to keep costs and time to a minimum. 

422. It is legitimate for the PITN to request in some detail the approach that the Bidders propose to take to the project, their willingness or appetite for taking on the risks associated with the project and how they propose to structure and organise delivery of the project. The PITN is a means of extracting further, more detailed, information from the Bidders, by way of a series of specific questions, about their proposed approaches to the project. This allows the Local Authority to ask more searching questions about the Bidder proposed approach on a range of key issues that are not permissible as part of the pre-qualification stage.

423. A model PITN has been developed as part of this Procurement Pack and is included as Model 8.  The model comprises of a series of questions that have been used for this stage in the procurement process.  Local Authorities will need to assess the appropriateness of the questions to local circumstances, and identify a range of questions to be used as part of its own PITN/short-listing process. It is suggested the number of questions used as part of the PITN is kept to a sensible level and that the questions included in the PITN be appropriately amended to incorporate a ‘local flavour’.

424. It is not recommended to ask the Bidder at this stage for an indicative price as they will not have seen the Output Specification, Payment Mechanism or Contract terms for the Project and therefore the Local Authority should continue, at this stage to rely on the price it determined when preparing the PFI Reference Project (see Part 2 – The OBC).

Evaluation of PITN Responses

425. As with the evaluation of the PQQ, a framework will need to be developed for the evaluation of the PITN responses from Bidders.  As part of this process, Local Authorities will need to determine the weighting that will apply to each of the PITN questions.  The arrangements for the evaluation of PITN responses must be in place prior to launch of the short-listing stage and the criteria for selection of the short-listed must accord with EU procurement legislation and be as objective as possible.

426. This Procurement Pack includes a template evaluation framework for the evaluation of PITN responses as Model 9 that Local Authorities may wish to use for the development of their own PITN evaluation framework.  

427. Local Authorities are also likely to need to develop more detailed worksheets to support the evaluation of each of the PITN questions. This may include a series of key issues that the Local Authority expects the candidate to address as part of the PITN response, or a series of further detailed evaluation criteria and weightings for each PITN question.

Interviews

428. It is possible that the evaluation of PITN responses will produce a list of Bidders that is longer than the three or four that the Authority would prefer to take forward to the next stage of the procurement process, the Invitation to Negotiate.  In this event, the further clarification of Bidders responses’ required by the Authority to make the final short-list selection can be obtained through interviews with some, or all, of the Bidders that have submitted outline proposals.

429. If this is the case, the Authority may decide, probably in collaboration with the evaluation of PITN responses, to hold interviews with some, or all, of the Bidders.  Interviews can be a useful way of seeking clarification on key aspects of the Bidders’ responses at the PITN stage and as a final way of differentiating between Bidders in order to arrive at the short-list for ITN.

Short listing of Bidders

430. Following the results of the PQQ and the PITN, the evaluation should provide the Local Authority with a list of Bidders that can be included into a short list that will move on to the next stage of the procurement process.

431. In view of the constraints in terms of time, money and physical resources the short-list should be limited to the least number of Bidders needed to ensure genuine competition, usually three or four Bidders.

432. The procurement regulations do not specify how the Local Authority should arrive at the short-list.  The procurement rules neither expressly allow for, nor prohibit, the conduct of the procurement process after the pre-qualification stage and there is clearly a need to proceed with caution and where necessary, seek legal advice.  However, it is recommended that Local Authorities must be careful to maintain a level playing field and avoid any suggestion of unfair discrimination.

Three or Four Bidders

433. As noted earlier, the short-list should be limited to the least number of Bidders needed to ensure genuine competition.  In general this should be three, or at the most, four Bidders.  Some Authorities and advisors believe that the advantage of three Bidders is that an Authority is more likely to get better quality Bids at the ITN stage, since Bidders will determine that they have a better chance of proceeding from a one in three chance rather than a one in four chance.  Consideration should also be given to the timetable effect of four bidders rather than three in that it significantly increases the workload for the Authority, including the attention that can be given to each bidder.

PITN and Short-Listing Report

434. As with the pre-qualification evaluation, a report should be produced summarising the conclusions of the PITN short-listing process and providing a clear audit trail of the process adopted and short-list selected.  In compiling the report, it is important that the integrity of the short-listing process is safeguarded; there should be no leakage of ideas from one Bidder’s proposal to another.  Authorities will need to allow for the decision to be formally approved at the appropriate level (e.g. Cabinet), depending on the Authority’s constitution, before proceeding to the next stage.

435. Arrangements should have been incorporated in to the project timetable for agreeing the short-list with the staff representatives.  Ideally this should be done before the short-list is finalised.  Some Local Authorities have used the consultation at this stage in the process to discuss with the staff representatives the comments made by the Bidders as part of their PITN response on staffing issues.

De-briefing of unsuccessful candidates

436. Bidders that are not to be taken forward to the ITN stage should be informed as soon as possible.  Example documentation for this is included in this Procurement Pack as Model 7.  Bidders should also be offered the opportunity for a de-briefing on where their proposals were judged to be deficient.  Where an unsuccessful candidate requests a de-briefing from the Authority as to the reasons for not being short-listed, the Authority should provide reasons for such within 15 days of receipt of a request.  This can be done either in writing or as part of a formal discussion with the Bidder.
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Section 1 - Purpose of the Output Specification

What is an Output Specification?

437. The Output Specification is arguably the most important document in the procurement of a project through the PFI. The Output Specification is the basis through which the Authority and its Stakeholders define the services and outputs that it requires from the PFI Contractor for the term of the Housing PFI Contract. The Output Specification should aim to detail what needs to be achieved not how it is to be achieved.

438. Such generally framed outputs cannot in themselves guarantee that the appropriate services will be delivered. Later on in this supporting text, and as demonstrated in the Model Output Specification (Model 10), it can be seen that such a purist approach may not be appropriate in all instances as this could have left Bidders second-guessing what is wanted, the result of which may not meet set expectations of an Authority which could have been clearly expressed in a more input form.  This comes from defining appropriate performance standards and performance targets for each of the outputs or outcomes required.

Why an Output Specification?

439. A well-drafted Output Specification is fundamental to developing a robust PFI Contract and the successful delivery of long-term services. It is part of a process that is radically different to traditional procurement, in that the emphasis is on affordable service outcomes and outputs, explicit allocation of risks, and the integration of design and build with the operation of the services.

440. In comparison, conventional procurement methodology is often an iterative process in which an outline of the capital project is drawn up and costed. Further iterations and costing revisions normally occur before a final scheme is agreed and the contract for development is let. Using this process, the risks of cost increases and failure due to inappropriate design, planning, etc, tend to fall on the client. As a result, the completion of the project can be delayed, it can cost more than originally anticipated, or can fail to meet all of the initial objectives. Additionally, little account is taken of ongoing running costs in terms of building life-cycle maintenance, the ongoing provision of services, and the efficiency of facilities. 

441. Developing a specification in terms of outputs is likely to encourage a focus on strategic needs rather than the history and detail of current provision. A well produced Output Specification should allow new ideas about the design, refurbishment/construction and operation of a Housing scheme to flourish. Most critically, because the approach encourages Service Contractors to develop the means to deliver the outputs within the context of a fixed, performance-related pricing mechanism, it focuses much more attention on project risks. This should lead to a better-designed and operated Housing scheme in the longer term.

PFI and long-term partnerships with Housing Schemes

442. A major advantage of the PFI is that the provision of the service, its operation and maintenance should become a more integrated and seamless activity. With the PFI procurement process, operational issues are considered from the outset as part of the investment decision, which should contribute to the long-term success of the project.

443. Under current arrangements these services are provided by the Authority. With the PFI, many of the functions that underpin the delivery of the service become the responsibility of a single Service Contractor/Consortium, which is contracted to delivering the service to agreed standards and subject to a performance-relatedpayment mechanism.

Stimulating innovation

444. The emphasis that the PFI process places on outputs should encourage innovation in design refurbishment and operational methods. The PFI process itself also offers scope for innovation. New forms of teamwork may well develop amongst bidding consortia, with the potentially creative synergy between designers, construction and/or refurbishment contractors and operators kick-starting innovative ideas. In addition, the PFI approach should encourage Service Contractors to focus more sharply on ideas and solutions that will optimise the whole life-cost of the project.

445. The negotiation process that leads up to financial close can remove anything innovative that has a high chance of failure. This does not necessarily rule out imaginative proposals and schemes with flair, but a reliance on experience - what Service Providers know will work remains at the heart of the best projects, and that body of experience still has to develop fully in Housing PFI.

446. PFI presents a challenge to the private sector to deliver facilities and services to Housing which will genuinely enhance housing standards, both by the positive contribution that standards make to the teaching environment, and by the removal of unwanted problems. This challenge can only be met effectively if the Authority and other stakeholders are clear about their requirements, and communicate these in a way that allows the private sector to develop the optimal solution. Hence, Bidders need to be able to work to a well-written Output Specification from the outset of the PFI process.

Section 2 - Key features of the Output Specification

Potential scope of the Output Specification

447. The range of high-level outputs required in a Housing PFI project will typically cover some or all of the following:

· The provision of newly built accommodation (HRA and non HRA)

· Refurbishment or alterations to existing dwellings (HRA)

· Maintaining properties to the agreed Property Management Standards

· Property maintenance

· Tenant Management

· Estate Management and maintenance

· Caretaking

· Information technology

What constitutes a good Output Specification?

448. Producing an effective Output Specification involves the art of defining the end without specifying the means. Outputs should clearly and comprehensively state what is required, and the standards to be achieved. In summary, a good Output Specification must:

· reflect the Authority’s corporate and housing policy objectives

· reflect the actual requirements of residents

· be clear, concise and unambiguous

· give the potential Service Providers sufficient information to decide and cost the facilities and services they will offer

· take account of the need for compliance with legal or other statutory requirements and policies, and compatibility requirements - for example, with IT systems

· specify any constraints which are essential to defining a deliverable project - e.g. planning requirements, access times, full service commencement date. These should distinguish between mandatory and other constraints

· permit projects to be evaluated in the procurement process against defined criteria

· identify those service areas which are critical to the availability and performance of the Housing scheme and which therefore will be given most weight in the payment structure and performance monitoring

· only contain requirements that can be afforded by the client and are deliverable. 

449. In essence, a good Output Specification must communicate what is expected from Bidders, leaving them room to produce innovative, cost-effective solutions to the clearly specified needs and requirements of the Authority and other Stakeholders.

Risk transfer

450. The Output Specification, by defining outputs, necessarily defines many of the risks that the Bidders are being asked to take on. It is for the Bidders to assemble the optimum means of delivering the results required, and they do this at their own risk of failure. If the property management or services fail in some way, the Authority cannot be blamed if it has had no responsibility for how those standards and services are to be provided, and has effective recourse through the payment mechanism.

451. This does not mean to say that the Authority should not be entitled to comment on how Bidders propose to deliver the standards and the services, since the Authority needs to be reasonably satisfied that Bidders have attempted to take on board all their requirements.  However, the Authority must stress to Bidders that no approval by them, signing-off of drawings, or agreement as to details, absolves the Service Contractor from its contractual responsibility.

Performance standards

452. The Output Specification should clearly define the performance standards, dwelling provision, refurbishment, property management standards and housing management services to be achieved.  Further detail on that aspect is contained in the explanatory note attached to Model 10 Output Specification.  

453. Without clear standards and targets, the Output Specification will be open to wide misinterpretation in terms of the required dwelling provision, refurbishment, property management standards and service levels, and therefore cost. Responses from Bidders are more likely to be less consistent, making a fair evaluation difficult. Hence, the need to provide more input details to some aspects of the Output Specification, despite this appearing a contradiction with the global intent to specify outputs.

454. A lack of clarity in the Output Specification will also make it harder to build up the public sector comparator (PSC) and Reference Scheme properly, making ‘Value for Money’ (VFM) more difficult to establish. Both the PSC and Reference Project must be consistent with the Output Specification so that the comparison is on a like-for-like basis.

Managing the risks of changing standards

455. The Output Specification needs to be drafted so that the emphasis is on the Service Contractor keeping pace with changing standards. How the risks and rewards of such changes are reflected in the Unitary Charge should be part of the negotiation process. The approach may well vary according to the nature of the risk. For example, some of these risks will fall within the generic definitions of general/specific legislative and regulatory risks, whilst others will have to be separately identified and catered for. 

456. In determining how such risks should be managed, a balance needs to be struck between providing incentives to the Contractor to continue providing the same service levels, and VFM. Sufficient incentives should be developed to encourage the absorption of any additional costs arising from changing standards, without transferring so much risk that the Contractor will try to recover the possible costs indirectly, whether or not they occur.

457. In some instances, it may be better VFM to share the risks of changing standards. This may be done in a number of different ways, which include one or more of the following:

· a formula (e.g. fixed percentages of cost allocated to each party);

· capping the costs of change to both the Authority and the Contractor;

· negotiation at the time of the occurrence of the change within a pre-agreed framework;

· both the Authority and the Contractor bearing the risks at different points in the Contract.

Compliance with standards 

458. The Output Specification must dovetail with the Authority’s Payment Mechanism. The Contractor will be expected to bear the risk of non-compliance with the agreed performance standards and targets. If lower standards or targets are achieved, deductions may be made to the Unitary Charge. Clearly, there also needs to be a mechanism so that if the service falls below certain given levels, further consequences follow, including for example, termination of the contract.

459. A practical form of performance monitoring needs to be agreed which minimises disputes and is not expensive or excessively time-consuming for the Authority or the Contractor. 

460. As part of the Contractor’s response to the ITN, Authorities should seek details of the Contractor’s proposals for performance monitoring and quality management in order to demonstrate how the delivery and continuity of services is expected to be achieved over the life of the Contract. The onus should be on the Contractor to develop a self-monitoring system, with the Authority requirement being for exception reporting and the audit and inspection of such arrangements.

461. As part of developing the ITN, the Authority will need to make sure that the Output Specification, monitoring arrangements and Payment Mechanism will interact with each other.

462. The key ‘client’ will normally be Authority officers and designated representatives. In measuring customer satisfaction, however, views of residents should be taken into account as well, where practical. 

463. Views on customer surveys are divided, but they should be promoted in housing PFI.  The overall perception of service delivery will undoubtedly influence the relationship between the resident and the Contractor, either favourably or detrimentally, and hence will affect the way in which the contract is enforced. Customer surveys are therefore a valuable tool for the purposes of informing a debate between the Authority and a Contractor as to the effectiveness of service delivery. 

Bidding Contractors’ responses to the Output Specification

464. Authorities will need to determine, as part of developing the Output Specification and ITN, what information will be required from Contractors as part of the ITN Bid submission. It is likely that such information will fall in to two categories:

Information that will be used as part of bid evaluation only

465. Information that will be used for both bid evaluation and will also become contractual (i.e. will be inserted as schedules to the Contract)

466. This can be achieved by requesting contractual Contractor’s Proposals (or Works and Service Delivery Plans) that will become a schedule to the Project Agreement, and requesting Method Statements on other aspects of the service that may form an important part of the technical evaluation process and become contractual but with scope for change by the contractor with the Authority’s consent. 

467. Authorities should aim to seek Service Delivery Plans that demonstrate how the services are to be provided and delivered at the required standards, and it is important that the ITN makes clear the level of detail required. In order to cost bids properly, Bidders will need to develop a high degree of detail in terms of their Proposals for the manner in which they intend to provide and deliver the services. The technical evaluation and due diligence process will need to appraise the Bidders responses, and the Authority will need to assess the deliverability of the solutions proposed.

468. There will undoubtedly be aspects of the Output Specification that need clarification. Clarification meetings with the Bidders between the issue of the ITN and the date for bid return are therefore vital to avoid any misinterpretation. The clarification meetings are a useful way of ensuring that Bidders address those Output Specification related aspects of the Invitation to Negotiate in the right level of detail, and in a way that allows a robust technical evaluation and financial appraisal.

469. For evaluation purposes, Authorities should request the following from Bidders responding to the Output Specification:

470. A set of Contractor’s Proposals documents that will comprise in part the following:

· where applicable scale drawings showing the whole new build housing scheme;

· specifications for all elements of proposed works, identifying materials, manufacturers and quality as appropriate;

· a comprehensive programme of works, graphically demonstrated, including critical path analysis, with particular emphasis on any required approvals, and highlighting any likely disruption to residents; 

· supporting details describing the management and communications protocols of the processes on site from commencement of contract to final commissioning and handover;

· Service Delivery Plans for the proposed FM delivery methods for the support service provisions;

471. Supplementary Method Statement details such as the following:

· a written commentary on the design and/or refurbishment approach;

· health and safety method statement with particular regard to the Welfare of Tenants;

· an elemental cost breakdown, cross-referenced to the specifications, produced in spreadsheet format; life-cycle cost analysis in spreadsheet format;

· details of life-cycle maintenance and replacement programmes for all major materials, elements, equipment etc.;

· method statements on integration of design disciplines and FM expertise, on planning and management of the design process, and on delivery of FM services.

472. In order to cost bids properly, bidders will need to develop a high degree of detail in terms of their proposals and service delivery plans for the manner in which they intend to provide the works and deliver the services.  An Output Specification on its own is not enough for costing purposes.

473. The Bidder’s proposals should demonstrate realistically how the works are to be provided and services delivered at the required standards. The ITN should make it clear to Bidders that they do not have to be hidebound by the Output Specification in that they could, for example, offer a better service within the affordability envelope, and may also highlight areas for discussion where:

· the standards appear prima facie undeliverable and/or unaffordable;

· risk management needs to be considered further;

· the outputs require clarification.

474. There will undoubtedly be aspects of the Output Specification that need clarification. Milestone meetings with the Bidders between the issue of the ITN and the date for first responses are therefore vital to avoid ‘blind alleys’. There may be reluctance on the part of Bidders, particularly in the more competitive bid phase, to spend very much time addressing production of Contractor’s Proposals and Service Delivery Plan documentation. The milestone meetings are a useful way of ensuring that they address those Output Specification-related aspects of the ITN in the right level of detail, and in a way that allows robust evaluation and financial appraisal.

The impact of the Best Value legislation

475. Following the introduction of Best Value requirements for Authorities to strive of continuing service improvement they need to carefully consider how this might in turn be captured in scoping their PFI projects to ensure that the Best Value targets for the services of the Council as a whole are matched in the services provided under the PFI Contract.

476. The Authority may be in a position to express some of their current Best Value requirements within the Output Specification that can be deemed to be applicable to the construction, refurbishment and service provisions offered by the Contractor that mirror requirements of the Authority through Best Value. The Authority should note that such requirements should meet the following two requirements:

· The Best Value requirements need to be appropriate to a PFI Contract.

· The Best Value targets should be measurable.

477. The Authority should be mindful of the fact that their Best Value targets are likely to change during a PFI project’s concession period and therefore there should be scope to include changes by agreement between parties during this period.

478. It is suggested that Bidders should be requested to identify how they will achieve ongoing service improvements in line with the ethos of the Best Value legislation, and that they should be advised that Best Value will be taken into consideration in the evaluation of bids.

479. Furthermore, the Authority should include an express statement regarding the Contractor needing to acknowledge that the Authority is subject to a Best Value Duty and will endeavour to seek continuous improvements during the operational phase having regards to economics, efficiency and effectiveness.

Relationship with other contract documents

480. The Output Specification is produced as a separate volume in the ITN documents. It remains, however, inseparable from other key documents. In particular, the Output Specification needs to be cross-referenced appropriately to:

· the project agreement;

· the payment mechanism and the performance monitoring regime;

· the risk matrix which sets out proposals for risk allocation;

· instructions and guidance to bidders.

Section 3 - Developing the Output Specification

Who produces the Output Specification?

481. In developing the Output Specification, Authorities should be able to draw on their experience of standard setting in other tendering exercises (such as management contracts and competitive compulsory tendering) but technical advisors may need to be recruited to assist if appropriate in-house resources are not available.

482. The production of the Output Specification should involve all members of the project board, including any technical advisors and other relevant stakeholders. Involvement and discussion are likely to result in wider ownership of the end product, and thus contribute to a better partnership.

483. Those who may need to be consulted include:

· residents (tenants and leaseholders); 

· Authority property/capital/architectural advisers;

· lawyers;

· procurement experts;

· Union representatives;

· Local Authority Planning Department (where relevant).

How to prepare the Output Specification

484. Authorities are adopting a number of approaches to developing the Output Specification:

· the most obvious solution for a housing scheme is to use, at least as a starting point, the model Output Specification included in this Procurement Pack

· workshops or brainstorming sessions, involving the project board and other relevant stakeholders, provide a vehicle for engendering shared ownership of the end product and for achieving consensus on realistic, affordable outputs. It can be helpful to use an external facilitator (with the appropriate skills and experience) for these sessions. 

485. An informed and experienced facilitator may encourage more lateral thinking, can provide the necessary focus, and act as broker to reconcile any differences. When running a workshop, Authorities may choose not to do any preparatory work but to start from a blank piece of paper. Alternatively, they may use some initially drafted thoughts (such as the model included in this Procurement Pack) as a basis for the discussion.

486. Another approach, but one that is compatible with the use of workshops, is to start off with the existing service specification. At the outset it may be easier for many of the stakeholders to think in terms of inputs and this may therefore be a suitable way of kick-starting the Output Specification process. Care must be taken, however, to ensure that whilst there may be a need for some fixed inputs where the Authority will have some fixed views to guide Bidders the end product does not retain unnecessary or unsuitable inputs.

487. The recommended approach is to use the model Output Specification included in this Procurement Pack as a starting point and to ‘workshop’ the refinement/development of the Output Specification to ensure that it meets local circumstances, service delivery arrangements and the Authority’s own particular needs.

488. Production of the Output Specification invariably takes longer than expected, so it may be helpful to build in some contingency time to the initial stages of the PFI process.

Inputs versus outputs

489. Care should be taken to avoid a totally purist approach to drafting the Output Specification which could leave Bidders second-guessing what is wanted. Such an approach may leave to chance (and therefore error) more detailed aspects which are seen as absolutely non-negotiable by the Authority, but which have been deliberately omitted because they may be seen as inputs.

490. Pragmatic compromises can be made as to the balance between the inputs, intermediate and final outputs, and the parameters and standards specified. In moving away from outputs, the Authority needs to consider whether the change in emphasis materially compromises risk transfer; stifles creative thinking; limits future changes; or potentially affects VFM.

491. For example, it would be acceptable to state that smoke alarms are required as they are a pre-requisite in order to meet health and safety requirements.  It is not appropriate to require that the smoke alarms be replaced on a monthly basis, as it is the responsibility of the contractor to determine the quality and replacement cycles for such items.  

492. In this example, it is better to take the 'input' approach for smoke alarms at the Output Specification stage rather than have to include then later.  It is not an issue that will significantly affect risk transfer and can therefore be included.  

Determining and defining outputs

493. The following questions provide a useful framework for determining and defining outputs:

· What are the objectives of the property management standards and services to be provided?

· In the light of these objectives, what is definitely not wanted?

· What is negotiable (e.g. is IT one of the services provided or not)?

· What is the level and standard of property management and service that must be delivered? 

· What is desirable over that level and standard, if affordable?

· What service parameters are immutable/discretionary?

· How do services and outputs rank in terms of functional criticality (i.e. where are the main risks)?

· What is likely to change over the life of the contract and what are the potential drivers?  How can such changes be allowed for in the specification, where necessary?  

· Is it possible to translate the specified standards into performance measures within the payment mechanism?

Phasing and timing of developing the Output Specification 

494. The development of the Output Specification can be phased to reflect the various stages of the PFI process. A draft Output Specification should be produced at the OBC stage to:

· set out the objectives and requirements of the project;

· to inform the financial modelling of options; and

· reflect the outcome of any market-soundings.

495. It can then be further developed once Member approval for the project had been conformed which, in most instances, will be tied in with approval for the project through the PRG.

496. An outline of the Output Specification should be incorporated in the Information Pack, for issue as part of the pre-qualification stage of the procurement process (dealt with in Part 3 of this Procurement Pack). This gives confidence to the Contractor that the Authority is committed and knows what it is doing. The Output Specification should then be refined following the short-listing stage, taking into account ideas generated during the short-listing process, and incorporated into the ITN.

497. It is acceptable to refine the Output Specification following issue of the ITN documents, under the influence of views received from Bidding Contractors. The overall form and approach, however, must not change significantly because of the need to comply with public procurement rules in terms of fair and transparent competition.

Housing and Regeneration
498. It is likely that many housing PFI projects will be concerned with more than just the physical refurbishment or construction of dwellings and the achievement of decent home standards.  Local authorities will be keen in many instances to use the PFI approach to act as a catalyst to help communities become sustainable in the long term.  Often this is linked to the broader regeneration of an area which, in order to be successful, might be dependent on a range of social, economic and environmental improvements.  These might include demolition of existing stock and re-provision with a mixture of tenures, estate remodelling and environmental works, the provision of re-establishment of shopping and retail facilities, health and leisure facilities.  Not all of these will necessarily be delivered through the PFI contract itself although the project, in its widest sense, may well be delivered by the PFI contractor.

499. The objectives and aspirations of local authorities and tenants in this respect need to be carefully articulated probably at a high level during the early scoping and development of the project.  The local authority may carry out some initial masterplanning or design works in order to help scope the project at the tender stage which can then be developed in bidders' responses to the ITN.

500. Clearly, in due course, additional facets of the output specification may need to be developed in order to properly encapsulate these requirements to the extent that they are to be delivered under the terms of the PFI project agreement.  Since these are particularly variable and highly dependent on individual projects we have not sought to include broader "regeneration" or non housing standards within this procurement pack.  Instead we have concentrated on a set of "core" housing standards.

Section 4 - Key points for Housing Teams

501. The following points are considered to be some of the useful lessons learned to date in the preparation of Output Specifications.

502. The Output Specification must fit with other key parts of the ITN and be consistent with them, e.g. the Performance Monitoring requirements need to be integral with the Payment Mechanism.

503. An Output Specification has to be well drafted and fully ‘owned’ by stakeholders if it is to lead to successful long-term delivery of the property management standards and services.  Successful drafting can only be achieved if sufficient time and expertise is devoted to the task, as well as appropriate consultation undertaken.

504. High level objectives for the project should be clearly stated, and used throughout the procurement process to test against Bidders’ proposals. However, such objectives need to be considered to be relevant to the property management standards and services being provided by a Contractor and the resulting positive impact they could have on such objectives.

505. Information should not be drip- fed to Bidders in such a way that it makes it difficult to respond effectively. Bidders need to know, from the outset of the PFI process, how the Output Specification will be developed/refined at each stage of the procurement. Output Specifications should be completed by the ITN stage.

506. Output Specifications should be provided to Bidders that assist them in concentrating during the ITN period on developing good design proposals and defining how they are best able to deliver the service requirements. Hence a clear and comprehensive set of requirements should be provided that portray the full scope and likely affordability envelope of the scheme.

507. Output Specifications should aim to detail what needs to be achieved, not how it is to be achieved, unless there is a fixed practical requirement that needs to be expressed to the Contractor.

508. Input-driven requirements should only be included after careful consideration of the consequences for VFM, risk transfer, etc.  (Attention is drawn to the balance included in the Model Output Specification.)

509. The Authority needs to clearly express where their expectations exceed any minimum statutory requirements or other guidance to which Bidders may simply be referred, otherwise there is a real danger that Bidders will misinterpret the extent to which they are required to comply. Such misinterpretation might not come to light until later in the development stages. However, this should be in line with the assumptions made during the production of the OBC to ensure the requirements are likely to remain affordable.

510. Output Specifications should not be too ambitious but should take proper account of what the ODPM are prepared to fund, and of overall affordability.

511. Whilst it is important to specify that services and property management standards must be capable of improvement and modification in the future, Authorities should take account of the fact that complete flexibility is likely to be very expensive. Therefore a proposed change mechanism should be included to consider the implication of some changes when they arise.

512. What is not wanted or is excluded from the PFI scheme should be specified too. This will ensure that all areas have been covered.

513. Background information about existing dwellings and services should be provided in a Data Room, but care should be taken only to warrant this information where better value for money can be demonstrated (see section 3 of Part 7).

514. Sufficient background data on Authorities’ policies and housing strategy should be given to allow Bidders to place the project in context, and to stimulate innovation.

515. Surveys of existing dwellings will be made available to Bidders.

516. The extent of design work carried out by Authorities in preparation for a PFI project needs to be carefully considered.  Problems could arise from the raised expectations of a particular design solution, and from separation of the design process from Bidders’ consideration of life-cycle costs. Authorities should consider emphasising the elements from existing designs that best portray their requirements for a new PFI scheme. Authorities should also have available good design advice to help in the evaluation of responses to the Output Specification.

517. Statutory requirements affecting housing schemes may differ according to whether they apply to existing or new dwellings. Care should be taken to ensure that Bidders are clear on these issues, and that over- or under-specification does not unwittingly occur.

518. The Authority should retain the right to audit the quality system adopted by the Contractor, and to inspect documents, work on and off site, and so on. Checking procedures should be established with the Contractor.

519. The Authority should provide details of how they envisage communication protocols between the Contractor and the Authority and the residents should be conducted during design development, construction and/or refurbishment phase, together with any restrictions to be imposed on the sites/dwellings. 

520. Facilities Management specifications must be considered alongside those for the dwellings, since in practice they are interdependent.

Section 5 - Achieving Design Quality

521. The government has placed increasing emphasis on design and quality in its regeneration and development strategy. Planning Policy Guidance Note 3 (Housing) details how good design and layout can optimise previously developed land and improve the quality and attractiveness of residential areas. The ODPM/CABE document By Design: Urban Design in the Planning System Towards Better Practice aims to guide local authorities and their partners in delivering better design.

522. A range of strategies have been established by CABE, English Partnerships and the Housing Corporation to develop and evaluate urban design, and promote the inclusion of design standards within Development Briefs. It is particularly important that every member of a PFI team is aware of and supports the key role that good design plays in the successful realisation of development. Key design objectives include the provision of safe, secure and attractive public spaces, adopting appropriate and integrated strategies for dealing with traffic, servicing and parking, successful connection with the existing social and urban fabric, working with the landscape, providing a rich and sustainable mixture of uses, tenures and densities, managing economic investment so that long-term financial aspirations are achieved, and creating flexible and adaptable buildings that are energy and resource efficient.

523. New housing development should satisfy current best practice in relation to environmental performance, measured against criteria set out in Housing Quality Indicators, EcoHomes and SAP ratings, and layouts should promote environmental efficiency through appropriate orientation, collection and recycling of rainwater and minimising energy consumption.
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Section 1 - Objectives of the Payment Mechanism

524. The Payment Mechanism for a housing project will need to be tailored and structured to reflect the particular needs of the Authority and the relevant stakeholders, including the tenants and leaseholders, and the nature of the deal.  For those involved in developing the Payment Mechanism, it is vitally important to see the ‘fit’ between the service requirements set out in the Output Specification, the Payment Mechanism, and Contract monitoring regime, and to understand the different roles that the Authority and individual stakeholders will play in them.

525. The general objectives of the Payment Mechanism should be to:

· Provide a framework of realistic, challenging, but achievable performance standards for the Service Provider to meet in order to secure the full Unitary Charge (i.e. the negotiated payment for the housing services) agreed in the Contract.

· Provide an incentive to meet the performance standards set out in the Output Specification by placing payment of the Unitary Charge at risk if performance falls below the agreed standard.

· Match payments to the outcomes and outputs that the Authority wishes to see delivered from the housing project.

· Provide an incentive for the Contractor to rectify problems by escalating penalties for worsening performance, or failure to act promptly on items failing to meet the agreed performance standards and performance targets.

· Provide an incentive for the Contractor to innovate and secure efficiency gains and deliver Best Value throughout the period of the Contract.

526. Since the essence of a PFI arrangement is the procurement of a service, sub-standard performance in delivery of that service by the Contractor should result in reduced payment by the Local Authority or, in certain circumstances, no payment.  The Payment Mechanism will, therefore, be fundamental to the PFI Contract, as it puts into financial effect the allocation of risk and responsibility between the Local Authority and the Contractor.

527. As the Payment Mechanism is there to ensure that the Authority’s objectives for the housing project are being delivered, it should be linked to the outcomes and outputs for the project set out in the Output Specification.  The Payment Mechanism should include appropriate incentives for the Contractor to deliver the service in a manner that provides Best Value, and promotes partnership working.  The key to a successful Payment Mechanism will be its relationship to and integration with the Output Specification. It is important, therefore, that the Output Specification and the Payment Mechanism are developed in conjunction. The linkage between outputs, standards and the Payment Mechanism is set out below.  

The Payment Mechanism and the Output Specification
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528. The Payment Mechanism will determine whether and how much the Contractor is paid at the end of every payment period designated in the Contract.  In determining the appropriate service standards to be included in the Payment Mechanism, regard will need to be given to the measurement  of the standards and the ability of the Contractor to influence and control the delivery of the service within those parameters.

Section 2 - Key Features of the Payment Mechanism

529. The key features of the Payment Mechanism can be summarised as follows:

· The Payment Mechanism will need to reflect the obligations of the Contractor of a Housing PFI project.  This will be to bring and maintain all Dwellings up to the full availability standard and provide a suite of housing management services to all tenants and leaseholders. 

· The Unitary Charge will be a single charge made to the Authority and should not be made up of sub-elements, which relate to the direct delivery of inputs, for example: the cost of materials and labour. The Payment Mechanism should never contain a fixed element that the Contractor always receives, irrespective of performance, such as a fixed payment that covers the Contractor 's service obligations.

· The Annual Unitary Charge levied to the Authority will be based on the total sum of Annual Charges for each tenanted and leaseholder Dwelling based on the availability standard of the respective Dwelling being at either the Initial Availability Standard or the Full Availability Standard. The Initial Availability Standard is based on the non-refurbished Dwellings and the Full Availability Standard will be based on refurbished Dwellings. The amount paid to the Contractor by the Authority will reflect the extent of sub-standard performance delivered by the Contractor i.e. 'no service' or Unavailability of an individual Dwelling should lead to 'no payment' for that Dwelling, but a minor failure should only cause at most a minor deduction, except in the case of prolonged and/or persistent failure, where a ratchet mechanism (see paragraph X) should be used to increase the level of deduction.  Although the model payment mechanism only includes an initial and a full standard unitary charge, there may be cause for an interim standard, such as if external and internal works will be performed at different times and it is reasonable for the Contractor to be given a step up in the Unitary Charge when part of the works are complete.  The payment mechanism can be amended to include an interim standard quite easily. 

· The Payment Mechanism should flow directly from the Availability and Service Performance requirements, as defined in the Output Specification. The Authority will pay the Contractor as services commence (i.e. the provision of service triggers commencement of payment) to reflect the extent of the availability and services performance provided to each Dwelling.

· The Payment Mechanism will be capable of providing a framework that links the availability and housing management performance of the Contractor through clearly defined and objective Availability and services performance measurements as set out in the Output Specification.

530. When drawing up the Output Specification and developing availability and Service Performance Standards , it is important to ensure that:

· Service delivery itself must be capable of measurement.

· The Payment Mechanism should be objective, transparent, and easy to operate.

· Both quantity and quality of service are important, and both need to be capable of measurement.

· Availability and Service Performance Standards must be measurable, recordable, and reflect commercial reality.

531. There is also an important relationship between the Payment Mechanism and risk.  The structure of the Payment Mechanism drives the allocation of risk between the Authority and the Contractor, and as such must deliver value for money.

Section 3 - Developing the Payment Mechanism

532. It is important that appropriate consideration is given to the Payment Mechanism at an early stage in the development of a PFI project, and that payment parameters are developed that reflect commercial reality.   As well as being an incentive for the Contractor to deliver the outcomes and outputs that the Authority considers are important, the Payment Mechanism must also be fair, and support the long-term partnership.  

533. A preliminary view on the Payment Mechanism should be developed as part of the business planning process, ideally supported by soft market sounding  of the initial proposals for the Payment Mechanism.  At an early stage the Authority will also need to assess the likelihood of certain events arising (such as an event of Unavailability), and from that determine a range of performance targets that are acceptable to both the Authority and potential Bidders.

534. The initial approach developed as part of the business planning work will need to be refined for the ITN.  An approach now being used by many Authorities is to develop a ‘Payment Mechanism Paper’ for inclusion in the ‘Instructions and Guidance to Bidders’ section of the ITN that sets out the Authority’s proposals for the short-listed Bidders in a clear and succinct way.  The Payment Mechanism Paper should support the detailed proposals in the Output Specification and the Payment Mechanism Schedule in the draft Project Agreement issued as part of the ITN documents.  The bids received in response to the ITN should comment on the full effect of the Payment Mechanism in the Project Agreement.  

535. The Payment Mechanism for a housing project should be based on a Unitary Charge for the delivery of the whole Service, it should not be  broken down into separate elements for capital investment, operations and maintenance.  Payments for Availability that are completely separable from payments for the ongoing Services do not sit comfortably with the aim of getting best value for money, as the inter-relationship between the Availability of the core function and the provision of associated Services is lost.  Separating the components in this way is also likely to make it more difficult for the transaction to satisfy the requirements of the risk transfer test in Regulation 40 of the Capital Finance Regulations.  

536. This Procurement Pack contains a model Payment Mechanism as Model 11 which reflects the principles set out in this part and the format and content of the Output Specification contained in Model 10.

Availability and Service Performance Standards

537. Payment of the maximum possible level of the Unitary Charge should be conditional on the satisfactory performance of the Contractor with due regard to the Contractor's achievement of the Availability and Service Performance Standards. The Output Specification and Payment Mechanism will therefore set out:

538. The Availability Standards that need to be achieved:

· The level of service performance that needs to be achieved for each individual category of Service Performance Standards

· The means by which the Authority is able to monitor the Contractor's performance against those targets set

· The frequency of measurement (daily, monthly, quarterly and annual)

Setting the Availability and Service Performance Standards

539. The Availability Standards for the Dwellings will be defined within the Output Specification and the Contractor's work requirements will differ in accordance with the standard set, Initial and Full.  The Contractor will be evaluated against its delivery of the Availability Standards for all the project dwellings. Any breach of the Availability Standard (Unavailability) during the Initial or Full Service Period, after the relevant Rectification Period has expired, will lead to payment deductions. Repeated Unavailability should be subject to a ratchet mechanism which will increase the level of deductions made against the Contractor.

540. In setting the housing management performance targets for the Output Specification and Payment Mechanism, the Authority should focus on the standard of service for each category of housing management that it requires from the Contractor. As the Authority or its Arms Length Management Organisation will be  providing a similar scope of housing management services to other HRA stock, this should provide a benchmark for the production of suitable performance targets. 

541. In producing suitable performance targets for each Service Performance Standard, the Authority should assess how realistic the achievement of the performance target would be to a Contractor who will be taking the risk of poor performance Deductions.  This will be a key determinant  in the assessment of optimum risk transfer, affordability and value for money.

542. In setting the performance target, the Authority will need to determine what constitutes a performance target.  The definition will typically specify certain conditions that must be met if the Service is deemed to be performing to a satisfactory level.  Full payment will depend on the level of performance being met and consequently the Contractor, its Sub-Contractors, its equity providers and Senior Lender will wish to ensure that the targets set are specific, objective, measurable and reasonable.  These criteria will help to ensure that the Payment Mechanism provides a fair and transparent means for making both payments and deductions. 

543. In consideration of what constitutes reasonable performance, the Authority should assess what would be the optimum performance target.  In doing this it should take account of whether it would be realistic and cost effective for a Contractor to deliver its performance at this target over the life of the project, for example setting the performance for full payment at 100% performance is likely to be unrealistic and costly.  In determining the relevant performance targets for each Service Performance Standard, a balance needs to be struck between value for money and the standards required.

Prioritising Service Performance Standards

544. The Authority should allocate different weightings to each Service Performance Standard in accordance with the importance of that standard in the delivery of the overall Service.  Failure to perform an aspect of the Service will result in a payment Deduction that is commensurate with the relevant weighting of the Service Performance Standard.  Repeated sub-standard performance will lead to increased Deductions through a ratchet mechanism.  The financial consequences of sub-standard performance should depend on the criticality level, as some will be more critical to the provision of the overall service than others.

545. Housing PFI projects have typically focused on the following Service Performance Standards in the development of the Payment Mechanism.  This would typically include standards to be set for the following services:

· Rent Collection

· Repairs and Maintenance

· Tenancy Management

· Voids Management

· Leaseholder Management

· Estate Management

Service Commencement

546. A fundamental principle of PFI is that payment of the Unitary Charge should not be made until the Contractor commences services.  It is common within Housing HRA PFI projects, however, that the Contractor becomes responsible for the housing stock shortly after financial close and therefore the Authority will need to pay the Contractor to the extent that Dwelling Units are available and Services are provided from Day 1.

547. The project will be split between two distinct periods: the Initial Refurbishment Period and the Full Availability Period.  During the Initial Refurbishment Period, the Contractor will only be paid in accordance with the Availability Standard of the Dwelling, and therefore there will be two levels of payment, an Initial Availability Standard Charge for those Dwellings meeting the Initial Availability Standard and a Full Availability Standard Charge for those Dwellings meeting the Full Availability Standard (i.e. those Dwellings which have been refurbished). 

548. Both charges levied by the Contractor and payment made by the Authority will be commensurate with the level of service provided, e.g. a Dwelling that meets the Full Availability Standard will yield a higher charge as it represents the costs to the Contractor of achieving Full Availability.  During the Initial Refurbishment Period the Unitary Charge will ramp up for each tranche of Dwellings that move from the Initial Availability Standard Charge to the Full Availability Standard Charge.  This will continue until all Dwellings at the end of the Refurbishment Period have achieved the Full Availability Standard.  This will represent 100% of the Unitary Charge.

549. Where new build Dwellings are included within the project, the Authority would only commence payment once the new build Dwellings are available for occupation.  Non-HRA PFI projects do not typically involve the refurbishment of existing housing stock and hence payment would only commence once Dwellings were made Available.  

550. The Project Agreement will  deal with the consequences of the Contractor not being able to bring all Dwellings up to the Full Availability Standard by the Planned Refurbishment Completion Date.  The Authority will not be obliged to pay the Full Availability Standard Charge on any Dwellings which have not met the Full Availability Standard.  Similarly the Contractor will also be required to protect the Authority from the Contractor achieving the Full Availability Standard on all Dwellings quicker than anticipated within the financial model, as this may create affordability issues for the Authority.

551. Once the Contractor has refurbished a Dwelling up to the Full Availability Standard, any breach of this standard after the relevant Rectification Period will lead to Unavailability and would not revert to payment to the Contractor for meeting the Initial Availability Standard.

Rectification Periods

552. During the life of the project the situation may arise whereby there is a breach of the Availability Standard and/or sub-standard performance for a Service Performance Standard.  In the case of a breach of the Availability Standard, the Output Specification will detail the length of time or the period within which the Contractor must rectify the breach in order to prevent any payment Deductions from occurring.  The length of the Rectification Period will be based on the severity of the failure.  The Authority will therefore be required to identify the circumstances and factors that could lead to a breach of the Availability Standard and allocate appropriate Rectification Periods.

553. For each Service Performance Standard, a Rectification Period will only be given where sub-standard performance can be rectified by the Contractor within a realistic timeframe and are capable of remedy (such as for event based standards such as Repairs and Maintenance and Tenancy Management).  A number of Service Performance Standards however do not provide the opportunity for Rectification Periods due to the nature of the performance measurement (for example % of Rent Collected).

554. Where an aspect of the Service is not meeting the required standard, both parties should use all reasonable endeavours to minimise the impact caused to the users of the Service.

When does Unavailability and sub-standard performance commence?

555. The Payment Mechanism and Output Specification should set out exactly at what point Unavailability and sub-standard performance commence which, depending on the tolerances within the performance targets, will lead to the deduction of payments made to the Contractor.

556. For breaches of Unavailability, Unavailability will commence from the first point of notification of the breach of Unavailability (i.e. Contractor self-notification or notification through the helpdesk by a Tenant or Leaseholder) up until the day of rectification.  The reason unavailability is measured from the date of notification rather than the end of the rectification period is that the rectification period is not a deduction holiday but rather the allowance of a reasonable period to the Contractor to remedy the breach.  If the breach is not remedied by the the end of the rectification period, the entire period since notification should be considered in the calculation of the calculations.  

557. The amount deducted will be based on the number of days the Dwelling was deemed to be Unavailable.  Depending on the length of Unavailability the payment Deduction will increase through the use of a ratchet mechanism.

558. There may however be a number of Excusing Events that the Payment Mechanism will include that would mean no Deductions are levied against the Contractor.  This may arise where, for example, the Contractor is denied access to the Dwelling by the Tenant/Leaseholder or where an Authority is in breach of its obligations.

559. Where sub-standard Service performance has been recorded, payment Deductions will only occur where the severity of the sub-standard performance has meant that the target performance is no longer met.  The level of the Deductions will be commensurate with how far the sub-standard performance has deviated from the target performance as outlined for the Service Performance Standards.  The payment Deductions will also be determined by the level at which the target performance has been set and the level of tolerance that the Contractor is allowed before deductions are made.

560. The Payment Mechanism should also provide for consistent sub-standard Service performance by including a ratchet mechanism on Deductions where the Contractor has consistently failed to achieve the target performance. 

The Consequences of Poor Performance

561. The Payment Mechanism will need to clearly set out the financial consequences of Unavailability and sub-standard performance of the Service Performance Standards.  The Payment Mechanism for housing projects will combine the use of direct and indirect methods of payment Deduction.

562. The direct method will involve immediate Deductions from the Unitary Charge.  This will be used for breaches of Unavailability after the expiry of the rectification period and for direct measurement of a Service e.g. rent collection.  The Project Agreement should contain termination triggers for prolonged instances of poor performance by the Contractor.

563. The indirect approach most commonly used in the Service Performance Standards is the use of service failure points.  When the Contractor accumulates a level of points from each Service Performance Standard measurement, the consequence is a deduction from the Unitary Charge.  Once performance deteriorates below a certain level, or a certain number of service points are accumulated, then a range of other incentives can be imposed, from formal warnings to, in extreme cases, termination for breach of Contract.

564. Where there has been an instance of Unavailability for a particular Dwelling, but the Dwelling is still occupied by the Tenant or Leaseholder, it will still be appropriate to pay the Contractor an element of the Unitary Charge to reflect that Services would still be provided to that Dwelling.  The Payment Mechanism reference to such circumstances is Unavailable But Used.

565. There should be a clear link between the severity of failure and the potential financial impact on the Contractor.  Authorities should not impose punitive financial Deductions that do not reflect the cost of rectification or are not likely to offer value for money.

566. The Payment Mechanism should not enable the Contractor to claw back any payment Deductions for subsequent performance that is over and above any target performance.  Similarly there should be no mechanism, which enables the Contractor to offset sub-standard performance in one Service Performance Standard for above target performance in another Service Performance Standard.  The Authority should not be prepared to pay more for improved performance on certain Service Performance Standards at the same time that other Service Performance Standards are not being delivered in accordance with the Output Specification.

567. The Payment Mechanism needs to set out exactly how availability of a Dwelling and Service Performance target is restored.  The restoration of the Availability Standard is largely a self-certification by the Contractor of which the Authority will be entitled to undertake inspections to confirm the restoration of Availability. Service Performance target will be restored once the Contractor has demonstrated through the performance measures that the target performance has been achieved. 

Ratchet Mechanisms

568. In housing projects it is appropriate to include a ratchet mechanism to incentivise the Contractor to rectify breaches of Unavailability on a timely and robust basis and to maintain the Service performance at or above target.  This will be most effective where the initial payment Deduction in the first instance would not be a sufficient incentive for the Contractor to rectify the fault.  A key advantage to the ratchet mechanism is that poor performance that continues for a significant period would have a long term impact on the senior lender of the Contractor which will encourage the senior lender to ensure that the Contractor is fulfilling its obligations.

569. With regard to Unavailability, the ratchet mechanism will work by increasing the level of Deduction for Unavailability (due to the same effect) that continues to occur or re-occur within a set period.  The best measurement for the ratchet mechanism for Unavailability for a housing project will be on the basis of days.  The longer a Dwelling is deemed Unavailable, the larger the ratchet that will be applied to the payment Deduction. 

570. Where Service Performance Standards accrue service failure points, the level of payment Deduction applied assessed through consistent sub-standard performance will result in a ratchet applied to the service failure points. 

571. The Authority will need to assess what type of ratchet mechanism will be the most effective and optimum value for money.  The ratchet should be set at a sensible level and the Authority would need to decide on the scale of the ratchet and its increments over time.

572. The ratchet mechanism should however be reset once the Dwelling has been deemed to be Available for a set period of time or the Service Performance Standard subject to the ratchet mechanism has returned to the target standard.

Contract Monitoring

573. There must be a mechanism set out within the Project Agreement that enables the Authority to easily and effectively monitor the Contractor's performance against the Availability and Service Performance Standards agreed in the Project Agreement so that the Payment Mechanism can operate in an effective manner.

574. A key aspect of the bidder submissions at ITN and BAFO will be to outline within the Method Statements how the performance of the Contractor will be monitored.  The methodology should include a substantial element of self-monitoring by the Contractor, subject to the Authority having the ability to conduct compliance audits and inspection.  The Authority should however have the right to undertake monitoring where Tenants, Leaseholders or Authority staff have identified any breach of Availability or sub-standard performance not reported by the Contractor.

575. Contract monitoring will involve the collection and evaluation of data that should be objective, relevant and quantifiable and agreed with the Contractor.  There should be transparency between the information collected by the Contractor and the financial Deductions made to the Unitary Charge.  The Payment Mechanism should include provisions for financial deductions on the Contractor for making deliberate or careless mistakes in the reporting of monitoring and payment deductions.

576. There will be certain Service Performance Standards where it will not be cost-effective to undertake a full compliance assessment of the target performance at each period of measurement (for example the assessment of all grounds and surrounding areas meeting the output specification).  Where this is the case, arrangements will need to be put into place to determine how statistical sample inspections may be used in the inspection regime and how the results of the sample could be extrapolated to reflect the likely position of the whole service standard.

Commencement of Contract Monitoring

577. The Project Agreement will need to state how the monitoring of the service provided will be carried out.  Due to the complex nature and range of the Services to be provided, there may be a requirement for a settling-in period or grace period for a time post financial close.  A settling-in period would still require the Contractor to monitor it’s performance against the Output Specification but would be set at a lower level for this settling in period.

578. The Authority should therefore make an assessment of whether a settling in period is required, how long it should be and how any breaches on Unavailability and sub-standard Services performance should be dealt with.

Who does the Monitoring?

579. A key issue that needs to be determined is who will do the Contract Monitoring – the Authority, the Contractor, a partnership between the two or a third party.  In housing projects the monitoring should occur at three levels:

· Systematic Contract monitoring by the Contractor 

· Inspections and compliance audits undertaken by the Authority. 

· A system that enables users of the service (Tenants, Leaseholders and members of the public) to report breaches of Unavailability and Housing Management Services sub-standard performance.

580. The optimum monitoring solution will require the co-operation of both the Authority and the Contractor.  Where the Contractor is providing the information, the Authority should obtain a right of audit and inspection to confirm the information.

581. The Authority should also ensure that it has sufficient resources with people who have the relevant experience to manage and monitor the Project Agreement.  Authorities will also need to bear in mind their CPA and Best Value obligations, and ensure that the Contractor is willing to assist the Authority to meet these wider strategic objectives, including assistance with any audit and inspection of the contracted services. 

Who pays for the monitoring?

582. Monitoring arrangements impose obligations on the Contractor which may cause concern about any exposure to onerous obligations.  It is therefore sensible for each party to bear its own costs of monitoring and this should reassure the Contractor that the Authority does not subject the Contractor to any unnecessary inspections and avoid any conflict of interest.

Addressing Qualitative Factors

583. Due to the level of Service that is typical of housing projects, there will be a number of areas in which qualitative aspects of the service will be difficult to apply through the Payment Mechanism on an objective basis but which are still important to the stakeholders of the service. 

584. The qualitative aspects of the service are usually measured through the use of Customer Satisfaction Surveys.  This approach would need to complement the objective criteria used for Service Performance Standards and not replace them.

585. Any financial deductions that are made as a result of customer satisfaction surveys will need to be a minor element of the Unitary Charge.  This is because the performance and Deduction regime should already be taking account of sub-standard performance. 

Reporting the results of Contract Monitoring

586. The Project Agreement will need to specify the method in which information regarding the results of the monitoring is reported to the Authority.  The key aspects of reporting will include the following:

· How timely are the reports and in what format are the reports required?

· How soon after the monitoring period should the report be presented to the Authority?

· How often are partnering and review meetings required between the Authority and the Service Provider

· Is there a requirement for an Annual Service Report to meet the obligations of the Authority with due regard to Best Value.

Indexation

587. The Contractor will wish to protect itself against the price increases over the life of the contract.  The Payment Mechanism will therefore include a provision for enabling the Contractor to index the Unitary Charge.  Without such an indexation formula included within the Payment Mechanism, the Contractor would need to include contingency risk pricing as part of its base costs in order to cover inflation risk.  

588. The Payment Mechanism should set out the method for indexing the Unitary Charge.  The Project Agreement should set out the type of index to be applied and whether it applies to part or the whole of the Unitary Charge.  The choice of index may have an impact on the risk transfer test included in Regulation 40 of the Capital Finance Regulations and the financial advisors will need to assess the impact of different indices accordingly.
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Section 1 - Developing the Invitation to Negotiate and Project Agreement

589. Once the short-list of Bidders has been selected, the Local Authority will be in a position to issue the Invitation to Negotiate (ITN) to the three or four short-listed Bidders.

590. Whilst the ITN should be substantially ready to be issued at the time that the short-list is selected, it may be helpful to have a short period (say four weeks) between the selection of the short-list and issue of the ITN.  This will allow the Local Authority to incorporate into the ITN any issues identified as part of the pre-qualification and short-listing process (within the confines of the Procurement Regulations).   However, experience shows that a thorough OBC, including a Market Sounding exercise, will enable the Authority to develop and issue an ITN without the need for this interim stage.

591. Having such a period can also provide time for the Local Authority to meet with each of the short-listed Bidders to outline the next stages of the process and discuss further any project specifics.  Any major issues of concern to the Bidders (such as the timetable for the next stage) identified during these ‘clarification’ meetings can also be incorporated into the ITN documentation before it is issued.  

592. If any major issues have come to light as part of the pre-qualification and short-listing process, the Local Authority may need to revisit some of the original assumptions included in the OBC, Reference Project or PSC.  If necessary, the scope, affordability and funding arrangements for the project should be re-affirmed and any changes reflected in the assessment of accounting treatment.  All of this must be done before the ITN is issued.

Structure of the ITN

593. The ITN should in most cases be a development of the Information Pack, but provide more detail in terms of:

· Instructions and guidance to the short-listed Bidders on the process to be followed, the timetable, the Local Authority’s requirements for Bids, and the criteria for evaluation of Bids

· Details of the services required (as set out in the Output Specification)

· The proposed contractual terms governing the arrangement, including any preferred Contract length and payment mechanism

· The extent to which Bidders are able to submit Variant Bids.

594. It is important that the ITN is fully developed before it is issued.  Local Authorities cannot expect Bidders to respond adequately if the documentation is incomplete or unclear.

595. This Housing Procurement Pack has been developed on the assumption that the ITN will be developed as two ‘volumes’:

· Volume One – the Instructions and Guidance to Bidders.

· Volume Two – the Project Agreement, incorporating a draft Output Specification and Payment Mechanism.

596. Volume One – the Instructions and Guidance to Bidders (the ‘Instructions’), should set out the Local Authority’s requirements from Bidders, the process to be followed in the bidding process and how the Bids will be evaluated.  This Procurement Pack includes model documentation for the Instructions (Model 12 – ITN – Instructions and Guidance to Bidders).  Local Authorities are advised to use this as a basis for developing appropriate Instructions for the ITN stage.  In particular, Local Authorities will need to assess the appropriateness of the service delivery and technical requirements included in the model Instructions to ensure that they provide the relevant information for the approach being used in the Output Specification.

597. Volume Two – the Project Agreement, should set out all the proposed terms of the agreement between the Local Authority and the Contractor for the housing refurbishment, maintenance and management service.  A standard Project Agreement has been developed as part of this Housing Procurement Pack (Model 13 – ITN – Project Agreement).  Wherever relevant, the Project Agreement incorporates and builds on the approaches set out in the Office of Government Commerce Standardisation of PFI Contracts 2002 (due to be updated in 2004), and the 4ps supplementary guidance Standardisation of Local Authority PFI Contracts.  The Project Agreement also recognises market practice in the housing sector.  The contractual, and hence commercial position set out in the Project Agreement can therefore be used by Authorities in its entirety, except where there are project-specific issues to deal with.  The degree of development of the Project Agreement suggests that these are very limited.  Derogations from the standard Project Agreement must be discussed and agreed with ODPM.

598. The Project Agreement will enable Local Authorities to strike a balanced contractual position that is commercially deliverable for the private sector and can provide value for money for the Local Authority.  In providing a common understanding and approach to the issues involved it should reduce the time and cost of negotiations of Local Authority Housing PFI Contracts.  

599. For housing schemes, Local Authorities have typically found it useful to require Bidders to submit a ‘Standard Bid’ to assist the evaluation process, and to give a common starting point for contractual negotiations.  However, the use of a Standard Bid should not indicate that the Local Authority has a preferred option.  Innovation and Variant Bids should be encouraged.  The Standard Bid should be standard only as regards a Project Agreement setting out a proposed allocation of risks; there should not be a standard requirement for delivery of the housing (albeit within an overriding requirement as regards compliance with Standardisation of PFI Contracts).

Bid Preparation Period

600. Discussions with Bidders during the Bid preparation period are helpful as they allow the Local Authority to explain some of the background thinking behind the ITN documentation, and allow Bidders to explore innovative solutions to meeting the Output Specification.  These discussions should be confidential to each Bidder, unless they result in any modification to the definition of service requirements, in which case such changes should be notified to all Bidders.

601. Following a brief period to assimilate the documentation, Bidders should be invited to raise any points of principle or clarification issues.  Where appropriate, these issues should then be negotiated and reconciled prior to the submission of Bids.  Experience has shown that this early negotiation leads to better, more complete Bids and significantly reduces the time taken to finalise the deal once Bids have been submitted.

602. The Model Instructions and Guidance to Bidders included in this Procurement Pack as Model 12 includes proposed drafting as to how the various clarification and negotiation meetings should be incorporated into the Bid preparation period, and the procedures for dealing with Bidders queries and any necessary amendments to the ITN documentation.

Section 2 - Evaluation of Bids

603. As with the evaluation of the pre-qualification and outline proposals, an evaluation framework will be needed to assess and evaluate Bidders’ proposals submitted in response to the ITN.  This framework must be able to deal with both the Standard Bid and with any Variant Bid submissions.

604. The criteria on which the Local Authority intends to base its choice of Contractor should be stated in the OJEU Notice.  No weight should be given to financial or technical thresholds previously passed at the pre-qualification stage unless new information causes previous judgements to be revisited.  Sometimes, the composition of a bidder changes between Prequalification and ITN bid submission.  For example, a party that was assessed in the Prequalification Evaluation may have been replaced or a new party may have been introduced that would have been evaluated at the Prequalification stage had they been introduced at that time.  In this case, the Authority should subject the new party to the same Prequalifcation procedures as before.

605. The Instructions and Guidance to Bidders should include an indication of the overall structure of the evaluation framework (ideally with an indication of the weighting to be applied to each category).  An example of such an approach is included in the Model 12 – ITN – Instructions and Guidance to Bidders, included in this Procurement Pack.

Suggested procedures for bid evaluation

606. The overall aim of the evaluation process is to select the bid that is the most economically advantageous to the Council having regard to the Council’s overall objectives.

607. The principal evaluation criteria by which bids should be evaluated are as follows:

· The extent to which bids meet the Council’s requirements not only at commencement but throughout the Contract Period;

· Whether or not the bidders’ technical proposals are deliverable (on their own and within the proposed timescale);

· Whether or not the Bidders’ proposals are sufficiently flexible to accommodate future needs of the Council in discharging its statutory responsibilities;

· The cost of the payments by the Council to the bidder throughout the Contract Period;

· Whether or not the bidders’ proposals offer value for money.

608. Bid submissions should be considered in parallel by specialist evaluation groups, each of which will include a mix of the Council project personnel, other interested parties and appropriate external advisers.   Authorities are also referred to the ODPM advice on involving tenants as set out previously.  The evaluation teams should have the full bid submission available to them and so that they can consider the overall approach to the project in order to understand each bid as a whole before carrying out specialist evaluations.

609. The groups should assess the bids according to their quality and deliverability. The term quality in this context refers to fitness for purpose and therefore covers any aspect of a bid that affects the delivery of services. Deliverability refers to the likelihood that all aspects of a particular bid (including timing and cost) could in fact be delivered by the bidder concerned.

Preliminary evaluation

610. After receipt, each bid should be initially checked for compliance with the ITN and for completeness.  Bids which are not substantially complete or which are non-compliant with the ITN may be rejected. During the evaluation period, the Council should reserve the right to call for further information from the Bidders to assist it in its consideration of their bids.  The Council should consider raising any matters for clarification in order to refine and finalise, with the Bidder, the definition of obligations, the allocation of risk and the payments required from the Council.

Detailed evaluation

611. Bids should then be evaluated having regard to criteria under the following headings:

· Technical, Design, Operational and Organisational

· Commercial and Contractual 

· Financial

612. As with the outline proposal stage, it is suggested that an overall summary evaluation model is developed that sets out the results of the evaluation of the Standard and Variant Bids (see Worksheet 3 of this Procurement Pack).  Such a model should be supported by detailed marking schedules, with appropriate weightings, setting out the specific requirements expected under each component of the evaluation framework.  The evaluation framework must be capable of dealing with local circumstances and the Local Authority’s detailed requirements.  In developing the evaluation framework for the technical aspects, it is important that the Local Authority includes appropriate allowance for innovation in Bidders’ proposals to deliver the Output Specification.  Worksheet 4 contains some examples of pricing pro-forma for assessing capital and revenue expenditure.  

613. Local Authorities should not underestimate the amount of time required for this evaluation stage.  It is often necessary to hold further discussions with the Bidders to fully evaluate the proposals being made, particularly where Variant Bids have been submitted.  Time will need to be included in the evaluation period for such discussions.

614. At the end of the evaluation process the Local Authority may de-select one or more of the Bidders, seek a Best and Final Offer (BaFO) from all or a revised short-list (typically a BaFO has been sought from no more than two Bidders) or select a Preferred Bidder.  Model documentation for the Instructions to Bidders where a BaFO is to be sought is included as Model 14 of this Procurement Pack.  Guidance on the selection of a Preferred Bidder is dealt with in Part 9 of this Procurement Pack.  Whichever option is chosen, the conclusions of the evaluation should be fully documented in an ‘ITN Evaluation Report’ and the decision as to how to proceed further reported to and agreed with members.

615. As with the pre-qualification and short-listing stages, Bidders that are not to be taken forward should be informed as soon as possible and be offered the opportunity for a de-briefing on where their ITN proposals were judged to be deficient.

Section 3 – Contractual Issues Covered in Standardisation of PFI Contracts 2002

616. This Section of Part 7 of this Procurement Pack examines the relevance to local authority housing PFI projects of contractual issues covered in Standardisation of PFI Contracts 2002 as amended ("General Guidance").  Unless otherwise indicated, the "Sections" referred to in the headings in this Section 4 relate to the relevant Sections of the General Guidance and not this Procurement Pack.

SECTION 3.7: EXISTING SERVICES

Introduction

617. Section 3.7 of the General Guidance refers briefly to the issues that arise if a Contractor is taking over existing services, as well as contracting to provide new or additional services.  This scenario, whilst not unique to local authority housing, is likely to be relevant for most local authority housing HRA PFI contracts, as they will involve refurbishment of existing accommodation (but not non-HRA projects which involve new build).  They are likely to raise sensitive issues concerning the services that the Contractor will be required to provide in the period before full Service Commencement, (that is including a period while it is undertaking the works to refurbish the accommodation) and how they will be paid for.  This issue is particularly complicated by the fact that, generally, the refurbishment of the housing accommodation will need to be undertaken in phases to enable the Authority to manage the refurbishment process across what may amount to several hundreds or thousands of units of accommodation. Authorities should also recognise that any TUPE transfers that may arise out of the Contract are likely to take effect from the time at which the Contractor takes over provision of the relevant Service.

Handover

618. The first question to address is, when does the Contractor take over full or partial responsibility for service delivery? 

619. There are three options for an Authority:

(a) responsibility for the whole of the housing accommodation in the Contract is taken over by the Contractor immediately following the start of the Contract (after financial close), or following a brief mobilisation period. This would provide a clean start and minimise ambiguity about responsibilities between the Authority and the Contractor, and is therefore the recommended approach.  The Contractor would thereby take on the full individual housing management services (on the assumption that housing management is part of the Service) and other aspects of the Contract output specification, from the start of the Contract.  However, in relation to certain other of the Services, particularly those associated with repair and maintenance, this approach may require the Contractor to take on risks that are unacceptable to it at a realistic price, and so not provide value for money . A transitional specification with reduced performance standards or a less onerous performance regime in relation to these Services may be necessary.

(b) phasing the handover so that the Contractor takes over responsibility for the housing accommodation when it has planned to start work on them to bring them up to the full output specification standard.  This would leave the Authority responsible for the housing accommodation between financial close and the programmed start date of the Contractor's works on site for each phase of accommodation.  This may well create greater complexity in the management arrangements throughout the transitional phase from financial close to the point at which all the accommodation has reached full Service Commencement.  However, it is recommended where the first approach  in (a) above does not provide value for money; and

(c) hand the housing accommodation over to the Contractor only when it has been brought up to the full output specification standard.  This would cause an additional complexity.  The pre-contract arrangements, involving in-house provision or a separate contractor, would continue in relation to the housing management and maintenance services, while the Contractor was carrying out works to bring the accommodation up to the output specification standard.  The scope for disputes over responsibility for any problems that may arise suggest that this would not be an attractive option, and it is therefore not recommended.

Specification

620. In relation to the first of the three options (and possibly also the second), an interim output specification, will be needed for the service level that is expected for the period while the Contractor is responsible for the housing accommodation, which has not yet reached full Service Commencement. Using the full Contract output specification during the transitional period (albeit with a relaxed payment and performance regime) is likely to lead to regular performance failures due to the pre-existing condition of the accommodation.  A specification more tailored to the transitional period is therefore recommended.  The interim output specification should include initial Availability Standards and initial performance requirements in relation to individual housing management and maintenance services that the Contractor will be required to provide.  It will also address other areas of concern to the Authority such as the issue of disrepair notices .  

621. In relation to the majority of the individual service requirements, the full Contract output specification may be relevant in this transitional period, particularly in relation to basic Availability Standards response and rectification periods, and individual housing management services.  For others, particularly repairs and maintenance, it will be necessary to adapt existing arrangements or prepare a bespoke specification to cover this period. An Initial Availability Standard should be defined which will require the Contractor to upgrade the dwellings at least to a given basic standard within an agreed timescale.  The basic Initial Availability Standard should be at least sufficient for the dwellings to comply with statutory fitness requirements (and to defend any tenant disrepair notices) .  The approach of having two standards may be equally applicable to both dwellings let on secure tenancies and leasehold properties.  As mentioned in paragraph 1.5.3 below, there may also be occasions where the Contractor's approach to refurbishment embraces an Interim Availability Standard.

Payment

622. As the Contractor will be providing services throughout this transitional period, there will also need to be payment arrangements to reflect the Service received.  One approach would be to base payments before the achievement of the full Availability Standard on the appropriate level of service required, but taking into account any additional risks and costs assumed by the Contractor. This could be achieved by the Authority applying a reduced rate of Unitary Charge during the transitional period until the full Availability Standard is achieved with an increased rate of Unitary Charge after achievement of the full Availability Standard.  A payment and performance regime can then be applied so that, in accordance with the principles of the full payment mechanism, there would be no payment if accommodation was Unavailable (other than due to agreed Excusing Causes) and could not be used. There would also be deductions for poor performance, for example a failure to meet response or rectification periods that did not lead to Unavailability.  

623. An alternative to this approach would be for the Authority to make no payment in relation to the Service received during the transitional period.  This would maximise the incentive on the Contractor to bring the housing accommodation up to the full Availability Standard as quickly as possible.  However, the Authority may lose some influence over the standard of service during the transitional period.  Furthermore, this approach will lead to different funding requirements and cash flows for the Contractor and may not prove to be value for money, particularly where the refurbishment is undertaken over a lengthy period of time.

Service Commencement

624. A linked question is, when does full Service Commencement occur?  Section 3.6 of the General Guidance deals with this issue in the context of single asset schemes, but the multi-asset local authority housing PFI schemes present two clear alternatives:

(a) to stipulate that full Service Commencement (or Availability) and consequent uplift of the Unitary Charge will only be accepted when all the housing accommodation in the project is certified as achieving the required full Availability Standard.  This would incentivise the Contractor to bring all dwellings up to the full Availability Standard as quickly as possible.  However, it would also mean that the Authority was receiving the full Availability Standard on some housing accommodation, but not paying for it.  This will invariably impact on the price; or

(b) to accept full Service Commencement (or Availability) and Consequent uplift of the Unitary Charge is achieved as each phase of the housing accommodation is certified or achieving the full Availability Standard, so that payments reflect the Service received.  It will not be feasible to have certification of full Service Commencement (or Availability) on a dwelling by dwelling basis. Payment will not be increased pro rata as individual dwellings reach the full Availability Standard.  

625. The overall time period until the Planned Service Commencement Date (as defined in the General Guidance) of the whole of the accommodation will have a significant impact on the relative value for money of these two alternatives.  The longer the period for refurbishment of the whole housing accommodation, the more reluctant the Contractor is likely to be to accept the delayed payment in the first alternative.  Therefore, in instances involving a lengthy period for refurbishment, the second alternative in (b) above will be the most appropriate option.

626. Depending upon the approach to the refurbishment works taken by the Contractor and value for money considerations an Interim Availability Standard may be appropriate.  Parcels of refurbishment works might address, for example, solely external works or internal works (eg bathrooms, kitchens, central heating boilers etc).

627. The consideration of the two alternatives should also take into account practical objectives associated with the refurbishment, such as the effective operation of decanting and alternative accommodation arrangements.  The first alternative, being focussed on completion of the refurbishment works to the whole of the housing accommodation, may be less effective in incentivising such objectives.

628. In relation to non-HRA new build projects, service will commence upon the dwellings in the project (or relevant project phase) being certified as Available.  Payment of the Unitary Charge will then commence.  There will be only one Availability Standard.

629. In relation to all of the issues explained in this Section affecting the Existing Services, i.e. the handover, the level of Service required, the payment arrangements and the Service Commencement, the Authority should identify in the ITN the structure that they believe will offer best value for money within the parameters of project affordability, tenant needs and expectations, bankability and a reasonable and realistic approach to risk allocation.  They should also invite bidders to offer alternative structures if improved value for money can be shown.

SECTION 4: PROTECTIONS AGAINST LATE SERVICE COMMENCEMENT

Protections

630. Section 4 of the General Guidance is equally relevant to local authority housing PFI contracts. The refurbishment works to the housing accommodation are likely to be completed in phases.  Therefore, following Section 4.1.4 of the General Guidance the Authority may wish to protect itself against prolonged delay in achieving full Service Commencement (or Availability).  They can do this by having a long stop date after which the Contract may be terminated if the Contractor has not achieved full Service Commencement or Availability (although such a date will need to be adjusted to take into account Compensation Events, Relief Events and Force Majeure Events and there may also need to be a concept of deemed Availability where, for example, access is denied – see Section 5 of the Part 7 below).  The long stop date is likely to be more appropriately applied to the full Service Commencement (or Availability) of the whole of the housing accommodation in the Project rather than to each phase (however, where the refurbishment works period is particularly prolonged, Authorities may give consideration to one or more strategic milestone dates which would have equal effect as a long stop date).  However, as stated in the General Guidance, termination should be a last resort. The approach to be taken in relation to termination is set out in Section 20.2 of this Guidance.

631. Local Housing Authorities have statutory duties in relation to housing the homeless , although the provision of housing accommodation in itself is a power rather than a duty .  However, this should not affect the principle that, in any project where existing housing accommodation is taken over, the Contract will need to deal with circumstances where the dwellings were habitable at the start of the Contract, but become uninhabitable during the transitional period – for example due to problems arising in the refurbishment works, or through failures in the maintenance provided.  This would thereby address circumstances where the actions (or failures) of the Contractor threaten the Authority's ability to meet its statutory obligations.  Where there is a shortage of accommodation to satisfy their statutory duties in relation to the homeless and to house persons from the Authority's waiting list an Authority will always be concerned not to allow accommodation to remain empty for prolonged periods of time due to failures of the Contractor.

632. In such cases, any payment deductions that the Authority can make are unlikely to compensate it for the costs of providing alternative housing accommodation in fulfilling its obligations.

633. It may not always be good value for money to include liquidated damages within a PFI contract for the reason that the Contractor may be sufficiently incentivised by payments of the Unitary Charge being delayed until full Service Commencement (or Availability) and also due to the liquidated damages being built into the overall price.  

634. HRA refurbishment projects give rise to various difficulties in tying completion of the refurbishment works to specific timescales.  This is because they generally involve refurbishment of hundreds or thousands of dwellings over a much longer period than a typical PFI new build project, the nature of the refurbishment works to each dwelling may be significantly different, it is difficult to put fixed timescales on the refurbishment of each dwelling in advance and the nature of the works programme may vary throughout the refurbishment period depending upon the nature of the works to be undertaken.  Furthermore, it may be difficult to calculate a genuine pre-estimate of loss as a consequence of a late completion of the refurbishment works to an individual dwelling, particularly where, for example, a tenant remains within the dwelling during the period of the refurbishment works.  Where the nature of the refurbishment works has resulted in a Tenant being temporarily rehoused, then there may be additional costs which can be calculated on a daily basis.

635. However, even if there is a genuine pre-estimate of loss, it may be difficult to establish a timetable for the refurbishment works to each individual dwelling bearing in mind each dwelling may need different works.  Agreeing a specific timetable for each dwelling may be impractical and like it is the only unit of measurement may well be a "reasonable time" for completing the refurbishment works on each dwelling with any dispute as to whether the time taken is "reasonable" being determined by the dispute resolution procedure.

636. Where the refurbishment works on a dwelling are not completed within a reasonable period, then as an alternative to liquidated damages, the Authority may stipulate that the Contractor should or may provide suitable alternative accommodation.

637. Similarly, the payment and performance mechanism may contain a requirement for the provision of suitable alternative accommodation where a dwelling has been Unavailable for a stipulated period of time.  However, an Authority should balance against the appropriateness of such a provision the amount of deductions under the payment and performance mechanism which the Contractor will have incurred (ultimately leading to termination) and the rights of step-in which the Authority will possess.  Such a right is likely to be capable of being exercised for a breach of statutory duty or more likely arising from a specific right where Unavailability has occurred for a stipulated number of days.  The latter may provide a more effective remedy.

638. The Authority may also give to the Contractor the option for the Contractor to provide suitable alternative accommodation instead of suffering deductions under the payment and performance mechanism for Unavailability.  Whichever approach is adopted, the Contractor would incur additional costs.

639. In each case, the Authority will need to define carefully what is meant by suitable alternative accommodation.  The location, size and standards of accommodation will need to be contractually specified and/or the payment and performance mechanism to reapply, should the suitable alternative accommodation fail to be Available.  

Decant

640. An issue which may (where relevant) directly impact on the achievement of full Service Commencement (or Availability) by the Planned Service Commencement Date is the decanting of existing residents from each phase of the refurbishment by the specified date in the Contractor's works programme. The Contractor may incur additional cost if the specified date agreed in the Contractor's works programme is not achieved.  The risk of not meeting the specified date due to a failure to decant tenants in sufficient time should lie with the party responsible for obtaining vacant possession of the relevant housing accommodation and/or providing alternative temporary housing accommodation for the existing residents to move into. 

641. During the works phase in a HRA PFI project, either due to:-

· the nature of the works; or

· the frail/vulnerable condition of the tenant,

· alternative accommodation may need to be identified for the tenant.  It will be  a matter for the Authority and the Contractor to agree during the bidding process to contract signature as to whether a decant of some or all tenants will be needed to undertake the works.  The risk issue will be the adequacy of what is planned for and priced and the extent of thus far unforeseen decanting requirements as the nature of the works are firmed up.

642. Where it is considered that no decanting of tenants will be required, then the Contractor should take the risk of any unforeseen decanting being required as the nature of the works are firmed up.  Where decanting is expected, the Authority may wish to make the provision of temporary alternative accommodation a requirement for which the Contractor will have to price.  In which case, the Contractor will be required to take the full risk of the adequacy and cost of its provision.  Alternatively, the Authority may determine that it is better value for money to set aside a "rolling programme" of voids within the PFI contract area.  This will allow the Contractor to have some flexibility in managing voids such that a pool of voids (subject to some overall maximum number) can be maintained for this purpose by the Contractor during the works period.  However, the Contractor would still retain the risk of the number of voids set aside being sufficient to maintain its works programme.

643. It will be important to be clear as to the extent of any risk share on decant and if this is purely for the works period.  Making a pool of voids available will impact on the Authority's income stream via rent collection.  

644. The detailed arrangements covering the procedure and availability of association for decanting should be set out in the Project Agreement.  The Project Agreement at Model 13 contains a specimen protocol for decanting tenants.  

SECTION 6: INFORMATION, WARRANTIES AND LATENT DEFECTS

Information

645. Section 6 of the General Guidance relating to Contractor due diligence and Authority warranties is equally applicable to local authority housing PFI contracts.  However, Authorities will be aware that this Section of the General Guidance will be particularly applicable where Contractors may be expected to assume certain risks, for example in relation to the performance on rent collection, repairs, defects and vandalism.  In these cases, Contractors will be heavily dependent in their assessment of the relevant risk upon the accuracy of the historical information and data provided by the Authority as part of the procurement process and in response to Contractors' due diligence enquiries.  When the criteria listed in paragraph 6.3.1 of the General Guidance are satisfied in relation to the information or data supplied by the Authority, the Authority should consider giving warranties to help reduce the Contractor's costs.  However, in which case, the Authority will be liable for damages/compensation arising from the inaccuracy of any information which is warranted and the Contract should contain an appropriate price variation mechanism.

Defects

646. Whilst the General Guidance covers latent defects risk, it is considered that this issue will be sufficiently contentious in local authority housing PFI contracts to warrant additional treatment in this Guidance.  The defects risk is sufficiently broad to include any defect in any of the buildings or anything installed in the buildings attributable to defective design, workmanship, materials, plant or machinery, installation, preparation of the site or defects arising from adverse ground conditions.

647. Risks in relation to defects in buildings will arise in any project where the Contractor will be largely refurbishing or repairing existing accommodation, as opposed to designing and building new accommodation.  However, this issue will be compounded generally in relation to local authority housing PFI contracts where the Contractor proposes to meet the Contract output specification by refurbishing a significant amount of housing accommodation which may be of the same or similar design.  The issue may be further compounded on a project specific basis depending upon the nature of the design of the accommodation, for example tower blocks and non-traditionally constructed dwellings may cause increased problems in relation to latent defects.  The allocation of the risk in relation to defects is likely to be a contentious area in negotiating the Contract and there are a variety of approaches that may be appropriate:

· retention of risk in relation to defects by the Authority;

· full acceptance of defects risk by the Contractor; or

· an arrangement to share the risk by, for example, agreeing that the Authority will retain the risk from Financial Close up until full Service Commencement, from when the Contractor will take on, the Authority retaining the risk of defects not revealed by the Stock Condition Survey (or like a prudent Contractor ought to have been put on notice of such defects) or that the Contractor will take the risk up to a financial cap (or for example, in relation to the removal of asbestos).

648. The approach that is appropriate in any particular Contract should be assessed in terms of the value for money for the Authority of the different options available which in turn may depend upon the nature of the design of the housing accommodation.  Assessing value for money by the Authority will involve a technical assessment of the risk of a defect and, if relevant, the likely cost of remedy.  The value of the risk if retained by the Authority, should be compared with the impact on the Contractor's price of acceptance of the defects risk.  Depending on how the Contractor would manage it, this latter risk may, for example, be determined by the costs (premiums and excesses) of insuring the risk, or of undertaking surveys and costing the estimated works that will arise.  Contractors may see the risk as more manageable where there are different types of accommodation design, where the portfolio effect may be seen to effectively spread the risk in a way that is more acceptable than a single type.

649. One recommended approach is for the Contractor to take the risk of the condition of the stock as it will have the benefit of the stock condition survey.  The Contractor will be able to rely on the content of the survey either as original employer or by virtue of a "duty of care" collateral warranty in its favour. The stock condition survey undertaken on behalf of the Authority and bidders will evidence the then condition of the stock.  The stock condition survey should report any breaches of the Availability Standards.  The evidence of stock condition may also reveal a defect (or a condition which may have resulted as a consequence of a defect).  However, the stock condition survey is unlikely to be sufficiently intrusive to reveal all defects. As a consequence, the Contractor should only take the risk and responsibility for those defects (latent or otherwise) which the stock condition survey has revealed or ought to have revealed (taking into account a reasonable and prudent interpretation of the survey data by the Contractor.  The Authority should take the balance of the risks.

650. The Contractor should only be obliged to remedy defects for which the Contractor is thus responsible (latent or otherwise) to the extent required to achieve the relevant Availability Standard.

651. However, if significant defects are discovered (which would otherwise not have been capable of discovery), the Contractor may also fail to meet time critical deadlines – milestone or long-stop dates. The Authority may agree to give relief from works deadlines and performance/availability deductions whilst the Contractor is tackling such structural problems which were not capable of discovery.

652. The Authority may have undertaken works (likely to be responsive repairs or maintenance) to the housing accommodation post the stock survey work. The Authority should keep a log of any capital spend post survey (as opposed to responsive repairs and maintenance works) and be prepared to warrant the accuracy of the log.  The Authority should take the risk of the standard of such works and as a consequence the Contractor will be compensated for any costs arising from putting right any such sub-standard/negligent works undertaken by the Authority where this is required to meet the output specification.  Furthermore, the Authority should also take the benefit of such works where such result in a cost reduction to the Contractor.

653. Certain local authority housing PFI contracts may propose that the Contractor assumes the risk in relation to existing heating systems, such as district heating systems as a consequence of assuming the responsibility for the supply of heat to the housing accommodation. The risk issues which arise in relation to such a proposal are the same as those relating to latent defects in buildings and this Section of the Guidance should be applied accordingly.  

654. Site conditions may include:-

· contaminated land;

· subsidence (due to watertable/ mineworkings/tunnelling);

· soil and geological conditions.

655. Where the Contractor has had the opportunity to independently verify such conditions, then it ought to take the risk of them.  However, where any such conditions are incapable of independent verification (eg contamination under a dwelling) then it is reasonable for the risk to be shared.  For example, the Authority may take the risk of historic contamination with the Contractor assuming the risk of contamination which it or a party for whom it is responsible has brought on to the property.  Where a particular peril is uninsurable, such as subsidence, then an Authority may consider sharing the risk if such yields better value for money;

656. The Authority may agree to give relief from works deadlines and Performance unavailability Deductions whilst the Contractor is tackling such site conditions.  

657. The Contractor should always take the risk and responsibility for site conditions where it owns the site such as in non-HRA new build.

Surveys

658. The information and data produced from stock surveys is key to Contractor pricing.  Such information and data must be sufficiently comprehensive to enable bidders to price accurately and reliably and to comply with the Authority's output specification. Information and data produced before procurement has commenced from traditional stock condition surveys (similar to those used in LSVT) is unlikely to be sufficiently comprehensive to enable such accurate and reliable pricing by bidders.  Indeed, experiences from the early pathfinder projects has been that such stock condition surveys have been an inadequate reference point to assess affordability in Authorities' OBCs (OBC).  Furthermore, it is also unlikely that the Authorities will have data which is fresh enough for use in a PFI Contract and that any warranties then given will no longer be enforceable in the context of a PFI.

659. As indicated, a stock survey to be undertaken in connection with a local authority housing PFI contract is fundamentally different to the type of survey which would normally be undertaken in connection with a stock transfer. 

660. Essentially a survey undertaken in connection with a stock transfer is intended to illustrate the cost of "catch up" repairs so that the housing stock will be and remain in good and tenable repair to ensure delivery of the transferee Association's business plan.  The information and data from the survey will also give funders confidence in the business plan delivery and ultimately repayment of monies borrowed.  However, the items in the business plan can be adjusted in time and cost to reflect the then prevailing economic conditions provided individual dwellings remain habitable. This inherent flexibility enables less detailed and comprehensive surveys to be undertaken, often involving a sample of between 10-20%. 

661. On the other hand a stock survey undertaken in connection with a local authority PFI transaction must be undertaken by reference to the Authority's output specification with which the Contractor will be expected to comply.  Although the Contractor will have a degree of discretion as to methodology to satisfy this output specification, the Contractor will be liable for deductions from the unitary charge should any dwelling cease to be available or the Contractor fail to adhere to key performance standards.  As a consequence therefore, it should be a pre-requisite of all stock surveys for there to be an output specification in existence to be used in connection with the survey.   The output specification should be at a well developed stage and subject to no further fundamental changes since it will prove difficult for bidders to price for the attainment of those outputs or standards, compliance with which has not been investigated through the stock condition survey.

662. It should be emphasised that the survey should assist in minimising the bidders' risk and thereby achieve a more efficient bid.  This will result in focussing the bid on the project in question by reference to first, design and secondly, by supporting visual non-intrusive surveys by limited intrusive surveys or more probably by surveys by specialist sub-contractors in key areas of anticipated risk.

663. Indications are that bidders seek a 100% external and at least 50% internal surveys (often seeking an increased percentage of internal surveys with more difficult stock).  Although 100% external appears to be the norm to minimise risk pricing, it may be sufficient to undertake a sample survey where the housing stock in the project is of a standard design.  However, the expectation must be that bidders will be able to remove contingencies and risk pricing from their bids if their information requirements with respect to the stock are satisfied. 

664. When should the stock survey be undertaken?   In order for a reference project to be developed and affordability to be assessed, there is a strong argument for the stock survey to be undertaken between approval of the project by ODPM and submission of the OBC.  The undertaking of the survey much earlier in the process will enable the OBC to benefit from much more accurate costings to determine the estimated cost of the PFI project and thus its affordability with increased certainty.  Although the result would be that the Authority incurs the initial cost of the survey, the Authority will have the comfort of some certainty in that the cost would be incurred after ODPM policy approval and would also be recoverable from the successful bidder.  However, the Authority must also have prepared an output specification at this early stage, for a survey to achieve its purpose.  The brief for the surveyor to be supplied by the Authority would necessarily have to satisfy future requirements of bidders. Therefore in preparing the brief Authorities must have regard to bidders' requirements, effectively putting themselves in the "bidder's shoes" and instructing the surveyor accordingly.  

Validation of the Survey

665. Whenever the survey is actually undertaken there will be a period of time between survey and financial close.  As a consequence, preferred bidders will in some way wish to validate the information and data deriving from the original survey.  Authorities should resist a further round of surveys as such would result in additional unacceptable discomfort to tenants. (There may be individual exceptions to this general rule, where for example, a bidder has a unique design solution which would not be supported by the initial stock survey information and data). Therefore, it is recommended that Authorities should ensure comprehensive records are kept in order to supply bidders with information on the extent of works undertaken to the housing stock, post-survey.  It would not be unreasonable for the Authority to warrant this information as being true and accurate in order to give sufficient comfort to bidders. 

Other Information and Data

666. Apart from information and data deriving from the stock condition survey, Authorities will invariably possess other information and data which will be relevant to the assessment of risks inherent in the refurbishment works (such as asbestos registers). 

SECTIONS 7-10: SERVICE REQUIREMENTS, AVAILABILITY, PERFORMANCE AND PAYMENT

Introduction

667. Sections 7-10 of the General Guidance contain principles and approaches for dealing with service requirements, performance monitoring and structuring the payment mechanism.  This Guidance is all applicable to local authority housing PFI Contracts.  

Specifying Requirements

668. The recommended approach for PFI contracts generally is equally applicable to local authority housing PFI contracts.  The Contract output specification should, in terms of defining the Service required, focus on outputs rather than inputs.

669. One important aspect of the output specification will be the performance standard fixed in relation to the collection of rent.  One approach by an Authority may be to fix the performance standard by reference to the current level of collection either across the whole local authority area (or a particular part of it).  However, this level may be artificially high or low, it may be high, for example due to the ongoing collection of outstanding arrears or low, for example, due to historic difficulties in collecting rent on the estate.  A high collection rate applied throughout the Contract period may not sufficiently incentivise the Contractor and may also result in a high pricing of the risk, whilst a low collection rate may not achieve the required improvements to standards sought throughout the Contract period.  

670. One solution to a low collection rate maybe to include a "step change" to the performance standard through a reasonable transition period.  Subject to this, it is recommended that rent collection levels should be set in line with Best Value Performance Indicators.  Once the level of rent collection has been fixed, circumstances may occur over the Contract period which may result in a change in the level of collection.  Whereas a Contractor may be prepared to commit itself to a fixed collection rate in a short term management contract, such a commitment throughout a long term contract may come at a price.  An Authority should therefore give consideration to including levels of rent collection in those parts of the Service which are to be quality benchmarked as part of its duty to achieve Best Value.  

671. Such benchmarking could be undertaken as part of the Authorities' Best Value Reviews against an appropriate comparator group such as the top quartile of local authorities in the region or the top quartile of housing management contract areas within the Authority.  It would enable the performance standard to move with the equivalent for the comparator group at no automatic cost to the Authority. Such performance benchmarking should be developed by reference to the Local Authority Guidance.

672. In addition, the fact that the Authority may be responsible for administering the system of income support should be reflected in the definition of "collectable rent".  Allowances should be made in the performance standard for rent collection to take into account the timescales for the initial assessment and subsequent review of claims.

Payment Mechanism 

673. The payment mechanism should flow directly from the Service requirements, as defined in the Contract output specification.  Payment of the full Unitary Charge should only commence when the Authority accepts that the Service is fully available to the required standard – as set out in the General Guidance in Chapter 3.  Nevertheless it will be important to consider the transitional arrangements as set out above  in relation to Section 3.7 of the General Guidance.

674. The payment mechanism should follow the model form in the Procurement Pack (see Model Document 11).  This conforms to the methodology contained in Chapter 10 of the General Guidance so that the Authority pays by reference to the Available Dwellings, with deductions for Unavailability and/or for failures in performance not affecting Availability.  This assumes that demand/usage risk will stay with the Authority.  

675. The definition of Availability Standards will be key to determining the Contractor's payments.  The Authority will wish to incentivise the Contractor to complete the refurbishment works on time and to maintain the Dwellings at the full Availability Standard throughout the remainder of the Contract.  However, there will need to be an Initial Availability Standard to reflect that the Contractor inherits housing stock suffering from under-investment.  

676. Once refurbishment works are completed, the risk of maintaining dwellings to the full Availability Standard should pass to the Contractor. This Initial Standard should require the Contractor to upgrade the Dwellings to give basic standard within a agreed timescale.  The basic standard must be at least such as to comply with legislative requirements as to fitness for habitation.

677. Depending upon the approach to the refurbishment works taken by the Contractor and value for money considerations, an Interim Availability Standard may be relevant. Parcels of refurbishment works might address, for example, solely external works or internal works (eg bathrooms, kitchens, central heating boilers etc).

678. Defining the full Availability Standard is important. The definition must be clear, objective and measurable.  In practice, the contract may include a table map of examples of Unavailability to aid the Contractor's understanding.  Concepts such as meeting the Decent Homes Standard and other legal obligations as landlord are likely to form part of the definition.  The concept on an Interim Availability Standard may be helpful in a scheme which includes substantial numbers of leasehold properties.  (see the Property Management Standards in Model Document 10 of the Procurement Pack).

679. There will only be one standard for new build non HRA projects.  However, where the non HRA Project involves the acquisition of existing Dwellings there may also need to be an Initial Availability Standard.

680. A key principle of PFI is that the payment mechanism should result in a single unitary charge and therefore any individual aspects of the Service provided (for example, the collection of rental income) should, ideally, not be treated separately from any other. Performance standards for each aspect of the Service should be included as integral parts of the payment mechanism and given appropriate weightings to reflect the relative importance to the Authority.  

681. The payment mechanism should also be structured to incentivise the Contractor to achieve the requisite performance standards in relation to the Service across the whole of the accommodation (this is also relevant to termination, see Section 20.2 of the General Guidance and below).

682. As the number of dwellings forming part of the housing accommodation may reduce throughout the Contract period due primarily to the exercise of statutory rights, as contemplated by Section 4, of Part 7 below, it is important that the payment and performance regime is drafted to prevent potential deductions for Unavailability proportionately increasing in relation to the remaining dwellings.

683. As explained in Section 5, of Part 7 below, an Authority will need to address the extent to which the issue of statutory nuisance or disrepair notices by tenants after final close, should give rise to the relevant dwelling becoming Unavailable and for what period.  Any such definition should be by reference to the condition of the dwelling as assessed against an objective standard rather than the issue of such a notice per se.

Performance Monitoring

684. In relation to the Performance Monitoring, the General Guidance in Chapter 9 is again applicable to local authority housing PFI contracts.  Authorities should also refer in particular to the Local Authority Guidance on the application of the Best Value regime to local authority PFI Contracts.

685. However, as with local authorities generally , further types of monitoring may be relevant to local authority housing PFI contracts, in addition to the usual ability for users or tenants to report failures.  In particular the monitoring of tenant satisfaction as to the standard of services.  However, the content of tenant satisfaction surveys should comply with the Local Authority Guidance in that they should be independent, be as objective as possible and not result in Contractors suffering double deductions in relation to the same performance failure (ODPM has issued guidance on carrying out satisfaction surveys as part of the Best Value performance indicator scheme).  Authorities should also give careful consideration to the appropriate weighting to be given to tenant satisfaction surveys in the performance regime.

686. Furthermore, the new Best Value regime for local authority housing and the introduction of tenant participation compacts (by all local authority landlords from 1 April 2000) are key elements to making continuous improvements in local authority services.  Tenants of local authorities have a statutory right to information concerning their tenancies and other aspects of the local authority's housing policy which affects them as well as a right to be consulted about changes in housing management.  The aim of tenant compacts is to encourage further good practice in tenant participation in the Authority's provision of housing services.  The compacts are not intended to be legally enforceable, but their existence and compliance will form an integral part of Best Value inspections.  Authorities should consider ways in which tenant participation compacts could have a role in performance monitoring of local authority housing PFI contracts .  

Certification of Availability 

687. It is usual in PFI projects for the facilities to be certified as Available either by an independent certifier jointly appointed by the Authority, Contractor and Funder or by an agent employed by one or those giving "duty of care" warranties to the others (with an Authority representative being present and agreeing or making representations as to Availability).  When the facilities are certified as Available and the full Services commence (or indeed where the Services have already commenced), the Unitary Charge will be payable (or uplifted) to reflect the investment.

688. A typical housing PFI project may involve thousands of dwellings.  As such, it may not be practical, convenient or value for money on every occasion for Dwellings to be certified either by an independent certifier or an employer's agent with an Authority representative present and agreeing or making representations.  Furthermore, in relation to HRA projects, the tenant or leaseholder may refuse the works, eg a tenant may not require a new kitchen or bathroom as he/she may be recently installed one.  Furthermore, the Contractor will have a programme for the refurbishment works.  The occurrence of this disrepair actions may require works to be undertaken outside of the programme.

689. It is suggested in that in relation to HRA refurbishment projects, the certification of dwellings attaining an Availability Standard may be undertaken either traditionally that is, by an independent certifier (or an employer's agent owing a duty of care) or alternatively by the Contractor alone. It may sometimes be neither practical nor convenient for the Authority to inspect every single dwelling.  As such therefore, the Authority may decide to undertake random sampling of such self-certification to ensure that such have been undertaken correctly (the Authority also has the comfort of tenant monitoring).  Whilst the Unitary Charge will be uplifted on certification of Availability by the Contractor, the Unitary Charge for an individual dwelling will be lost if a dwelling is subsequently found to be Unavailable until such time as it becomes Available again.  Although this may provide, an incentive, as the loss of the Unitary Charge for a dwelling will be greater than any uplift on Availability being attained, an Authority may also consider backdating the Unavailability Deduction to the date of the incorrect certification to further incentivise the Contractor.

690. It will be seen from Section 4, of Part 7 below that where a tenant refuses:-

(a)
the Contractor or any sub-contractor access to the dwelling occupied by him/her;

(b)
any of the works proposed to his or her dwelling, eg refuses a new kitchen (to the extent such is acceptable to the Authority);

(c)
to be temporarily decanted to alternative accommodation to enable any works to be carried out (having complied with the Procedural Requirements in 1 above) 

then the dwelling should be deemed to be fully Available at the end of the refurbishment period with the Contractor being obliged to bring the dwelling up to full Availability Standard when the tenant vacates the dwelling.

691. The Authority may also reserve the right to withdraw a dwelling where works cannot be carried out for one of these reasons and the consequences of such should be calculated in accordance with the Right to Buy methodology (see Section 4, of Part 7 below).

692. The Authority could also give consideration to substituting a Dwelling from a subsequent phase in the PFI project where the works cannot be carried out, although this would need to be done through the change procedure if a Dwelling is substituted from outside of the PFI project.

Damage

693. One important difference in local authority housing PFI contracts from many other PFI contracts is that the housing accommodation is occupied by tenants 24 hours a day (unless it is temporarily vacant) and that the environment of the housing accommodation, which is the subject of the Contract, is freely accessible by the general public (albeit that certain of the common parts, particularly in relation to blocks of flats may be subject to security access).  This raises the risk of damage by tenants or third parties.  Where the housing management service is to be retained by the Authority then the risk of tenant damage should be retained by them (allocation of the risk of third party damage should be addressed in accordance with the principles below).

694. Whilst the allocation or selection of tenants for dwellings is unlikely to be included within the Service provided in a PFI contract, in the majority of cases it is likely that housing management will be included.  As a consequence, the Contractor (through the housing management sub-contractor) will provide as part of the Service the management of the tenancies. 

695. Apart from "one off" occurrences of damage by tenants (or on occasions third parties under the "control" of the tenant), there will necessarily be works to undertake to a dwelling when a tenant vacates. In most cases will not be significant, although on occasions more significant works may be involved as a consequence of the treatment of the dwelling by the tenant during the period of the tenancy.  Prior to any PFI contract, the Authority would undertake all necessary works to repair any tenant damage and, if merited, would seek to reclaim costs from the tenant.  Under the PFI contract, the Contractor becomes responsible for making the dwelling Available and effecting repairs.  The Contractor will have built these costs into its financial model, although the actual levels of damage may be different to that anticipated by the Contractor.  There may also be the possibility of Unavailability and Performance Deductions at any time and the additional cost of vacant dwellings.  To the extent physical damage to the Dwellings is capable of being covered by project insurances, the risk to be apportioned is that of excesses and deductibles, increased insurance premia, shortfalls in insurances and risks which may become uninsurable (see Section 24 of the General Guidance).  Claims on insurances may therefore be a possibility (it is unlikely that the Authority would have previously taken this route due to absence of insurances or high excesses on insurance policies) but claims will result in increases in excesses and will also impact upon levels of insurance premia.

696. The same issue will arise in relation to HRA housing projects where housing management is retained by the Authority, although with a different impact.  As manager of the tenancies, the Authority will have "control" over the tenants.  The issue in which case will be the interface between the tenants managed by the Authority and the Contractor's (through the housing maintenance sub-contractor) obligation to keep the dwellings up to the full Availability Standard and to effect repairs.

697. Where housing management services are not included in a HRA PFI project, then it is difficult to argue that the Contractor should take the risk and responsibility of tenant damage.  In such a situation, the Contractor has no control over the tenant management relationship as this lies wholly with the Authority.  As a consequence, where tenant damage gives rise to additional costs, then such should be met by the Authority whether through a Compensation Event or otherwise.

698. This risk issue should not arise in relation to non HRA projects.  Although the tenants may be allocated or nominated by the Authority, the dwellings are owned, managed and maintained by the Contractor who therefore has control.  The occurrences of tenant damage should be wholly at the risk and responsibility of the Contractor.

699. A similar risk issue arises in relation to damage by persons other than tenants.  Where such damage is effected by persons under the control of either the Authority or Contractor (for example employees, agents or contractors) then it is quite easy to apportion risk and responsibility.  However, where damage is caused by unrelated third parties, for example vandalism, then the cost of remedying the damage has to be met by one party or the other.  In certain circumstances, the Contractor can be said to have control in that, it may undertake security, for example, in a block of flats.  Otherwise, damage may be random, for example arising from an attack on a dwelling from the outside.  Again, such damage may be insured, although the issue again arises as to responsibility for increasing levels of excesses and/or insurance premia.

700. There may be more than one approach to vandalism.  Again, reduction in vandalism may follow as a consequence of good housing management on an estate.  However, even in such cases there may be a distinct history of vandalism which may be difficult to eradicate overnight.  As a consequence, vandalism may be something for which the Authority and the Contractor share the risk.  For example, a vandalism fund may be established with a limit, with any excesses over that limit being met by the Authority and Contractor in progressive steps. Alternatively, the risk may be phased in, particularly where there is a distinct history of vandalism and thereby giving the Contractor time to improve the environment and with it the vandalism record.  Furthermore, it will also be appropriate to incentivise the Contractor  to reduce vandalism whether through taking the risk of damage (through a vandalism fund or otherwise) or through outcomes in the payment and performance mechanism.  

701. Where housing management services are not included in the PFI project, there is a stronger argument for either the risk to be retained by the Authority or shared where, for example, the Contractor has agreed to provide a particular risk solution.

702. There may be occasions where the Contractor takes the whole of the third party damage and vandalism risk in certain areas, for example where the Contractor is providing security for example, in a block of flats. 

703. As in a non HRA PFI project, the Contractor owns, manages and maintains the Dwellings, then third party and vandalism risk will be a matter for the Contractor to manage.

704. The Authority should make clear in its ITN the structure it expects to represent best value for money and the risks it expects bidders to price into their bids, but invite bidders to propose and price alternative arrangements if better value for money can be demonstrated.

SECTION 12:  AUTHORITY CHANGES

705. The General Guidance contained in Section 12.3 is fully applicable to a local authority housing PFI contract.  However, some amendments to the drafting in the General Guidance will be needed to deal with variations associated with the withdrawal of dwellings from the Contract  due in the large part to the exercise of statutory rights.

SECTION 13:  CHANGES IN LAW

Application of General Guidance

706. Section 13.6 of the General Guidance deals with the definition and allocation of Changes in Law.  The General Guidance recommends that Discriminatory and Specific Changes in Law (together Qualifying Changes in Law) should be an Authority risk and General Changes in Law a Contractor risk or shared risk depending upon which provides the best value for money for the Authority. SoPC defines a Specific Change in Law as any "Change in Law which specifically refers to the provision of services the same as or similar to the Service or to the holding of shares in companies whose main business is providing services the same or similar to the Service".  A footnote in SoPC suggests that the Authority and its advisers should arrive at a definition which gives protection in relation to Changes in Law that are targeted at companies delivering similar services to those being carried out by the Contractor.  For example, in NHS PFI projects the standard definition of Specific Change in Law has been adapted to cover Changes in Law relating to the provision or operation of healthcare premises or changes in NHS Requirements. The Local Authority Guidance also amplifies and allocates Changes in Law relevant to Best Value .  Subject to the qualifications set out below, the General Guidance16-  and Local Authority Guidance are equally applicable to local authority housing PFI contracts.

Specific Changes in Law and Housing

707. The volume of legislation and case law relating to or impacting upon local authority housing is sufficiently great to consider whether the definition of a Specific Change in Law is currently applicable to local authority PFI contracts with sufficient clarity or whether additional wording needs to be added.  Examples of Changes in Law which may be relevant include changes to facility requirements for persons with disabilities, changes to the landlord and tenant legislation and/or public health legislation relating to the condition of the accommodation (or new case law on these subjects), changes to welfare benefit arrangements, changes to the right to repair thresholds and changes applicable to social housing more generally.

708. The current definition of Specific Change in Law covers Changes in Law specifically referring to those services within the Contract such as housing management, building management and maintenance, building cleaning, security etc. The extent to which the definition applies on a project specific basis will depend upon the definition of the Service in the Contract and the value for money considerations associated with the breadth of that definition and the extent of the risk transfer.  Is the Service defined by reference to the services per se, or as applied to accommodation, housing accommodation, tenanted residential accommodation, social housing accommodation or local authority housing accommodation? 

709. In determining the definition of Specific Change in Law for housing PFI projects, Authorities and their advisers should have regard to the definition of the business of companies delivering similar services to those being delivered by the Contractor.  Whilst the nature of the housing can be referred to as social housing (ie it is owned by a local authority) the nature of certain of the Services which are provided to Dwellings are generic to those provided to landlords generally, whether in the public or private sector.  Therefore, it can be argued that the Services can be divided into those which can be identified as social housing services (ie those ordinarily provided to local authority tenants and tenants of registered social landlords) and those which are generic to all Tenanted residential accommodation.  For example, the housing management services are likely to be described as being specifically relating to social housing (ie local authority housing and housing owned by registered social landlords) whilst the housing repairs and maintenance services could be much more appropriately described as relating to tenanted residential accommodation generally.  As such therefore, the risk is recommended as being allocated in this way.

Changes in Law Affecting Tenants

710. The other area of Change in Law which is relevant to local authority housing is that which specifically applies to tenants or tenancies of local authorities.  In particular changes to or increases in tenant rights or other changes to the circumstances of local authority tenants (as distinct from the rights of tenants generally).  These may not specifically refer or apply to the Service but nonetheless may impact upon Contractor's costs.  For example, changes in the thresholds or amounts of compensation relating to the right to repair are unlikely to refer or apply to the Service in the same way as changes to the statutory duty of repair confined only to local authority landlords.  However, both may have the same effect on the Contractor's costs; the latter directly in relation to an increase in the standard of repair and the former indirectly in relation to the increased obligation which the Contractor may have automatically assumed to the tenant in the Contract.  On the other hand, if the Contractor has not automatically assumed the increased obligation under the Contract, then the increased obligation could only be passed through by way of an Authority Change.

711. Following the same reasoning as that contained in paragraph 6.2.3. above, if such a Change in Law as referred to in paragraph 6.3.1 above is applicable, then the relevant limb of the definition should refer to Specific Changes in Law applicable to  the tenants or tenancies of local authorities or both local authorities and registered social landlords 

712. It is recommended that the definition of Specific Change in Law should be amended to include Changes in Law which specifically refer to tenants or tenancies of local authorities (or both local authorities and registered social landlords), although Authorities should examine such a risk transfer on a project specific basis, and following a value for money assessment.

SECTION 14.3: BENCHMARKING AND MARKET TESTING OF OPERATING COSTS

713. Most PFI contracts have a price variation mechanism (other than, for example, indexation) to address unforeseen changes in operating costs.  It may also be sensible to compare costs to ensure that value for money continues.  As a consequence, PFI contracts generally contain provisions covering benchmarking and market testing of Contractors' or more importantly sub-contractors' costs.  Generally only soft services are appropriate for either benchmarking or market testing as they do not involve a significant capital outlay which would otherwise give rise to unfair comparisons for the Contractor.

714. The term "benchmarking" is used to mean the process by which the Contractor compares either its own costs or the costs of its subcontractors providing soft services against a market cost of such services.  "Market testing" means the retendering on the market by the Contractor of the relevant subcontractor's soft services to test the value for money of the Services.  Any increase or decrease in the cost of such  services as a result of benchmarking or market testing will result in an adjustment to the unitary charge.  The issue is the extent to which Services or part of them should be benchmarked and/or market tested in local authority housing PFI projects.

715. Contractors and subcontractors in local authority housing PFI contracts should be subject to benchmarking and market testing.  As with other areas of PFI, benchmarking and market testing should only be undertaken in relation to soft services.  For the purposes of local authority housing PFI contracts, soft services will be housing management services but only to the extent such can be detached from the capital investment.

716. Housing management services should be benchmarked and market tested on costs, notwithstanding that they will be performed on most occasions by a registered social landlord who may also take a financial interest in the Contractor.  In value for money terms, there is no reason why registered social landlords should be exempt from benchmarking and market testing of costs.  However, it is important that the housing management services are benchmarked and market tested on costs by reference to a proper comparable group and proper comparable services.  For example, benchmarking and market testing should only be undertaken against a comparator group comprising registered social landlords who are of sufficient financial standing and resources to be able to perform a PFI sub-contract.  Comparator pricing should also be undertaken against the nature of the risks and obligations to be performed.  It is unlikely to be appropriate to benchmark and market test individual services within the overall housing management services, for example rent collection.  It is unlikely to be efficient and good value for money to have several subcontractors undertaking different individual services in the overall housing management services.

SECTION 16:  ASSIGNMENT

Application of General Guidance

717. The General Guidance relating to restrictions on the Authority  assigning or transferring its rights or obligations under the Contract equally applies to local authority housing PFI contracts.

Change of Circumstances

718. It is appreciated that PFI contracts are long term contracts and as such circumstances may change.  If, for example, a whole stock transfer were to be undertaken during the Contract period, then three alternatives are available to the Authority:

(c) to retain the accommodation which is the subject of the Contract;

(d) to transfer the accommodation which is the subject of the Contract to the person to whom the whole of the Authority's stock is transferred, subject to that person assuming the obligations of the Contract; or

(e) to exercise its option to terminate the Contract voluntarily.

719. An Authority is unlikely to find the first option appropriate in the light of a whole stock transfer.  So far as the second option is concerned, the issue for the Contractor and the Contractor's financiers will be the credit worthiness of the transferee and its ability to fulfil the obligations of the Authority under the Contract.  In this respect, Authorities are recommended to follow the Local Authority Guidance .  The third option will involve the Authority paying Authority default compensation .

SECTION 20.2: TERMINATION ON CONTRACTOR DEFAULT

Poor Performance in relation to Part

720. The approach set out in Section 20.2 of the General Guidance as supplemented by the Local Authority Guidance, in terms of both events of default and consequences, is fully applicable to local authority housing projects.  However, in the context of local authority housing PFI contracts, Authorities will also need to consider carefully how the Contract is structured to deal with the possibility of a persistent, unacceptable level of performance in relation to a series of dwellings, whilst performance across the remainder of the Dwellings is acceptable. There is a need to ensure that all the dwellings receive an acceptable standard of performance.  No dwelling should have to suffer unacceptable standards over a substantial period.  Practical disadvantages would arise as a result of any partial termination, i.e. termination in relation to just an individual or a few dwellings with the remainder of the dwellings continuing under the Contractor.  Partial termination is likely to be extremely disruptive to the management of the dwellings, unattractive to bidders and funders (and tenants), and contentious, for example, in terms of the compensation that would be payable.

721. Authorities often start from an assumption that partial termination is a necessary requirement to protect their interest, but in doing so they may actually achieve the opposite effect to that intended.  The right of partial termination on the part of the Authority will leave open the possibility of the Contractor taking a view that certain dwellings are too difficult (and costly) to bring up to the required standard.  They may therefore accept suffering the payment deductions, and the risk of partial termination, rather than bring those dwellings up to the required standard.  In such circumstances, a partial termination may actually improve the balance of risk and reward for the Contractor.  

Termination Threshold for Part

722. There is a much greater incentive on the Contractor to address the needs of all dwellings in the project if there is a risk of termination of the whole Contract for their performance in relation to part or parts of the project.  The proposed solution to this issue is to structure the events of termination for Contractor default in relation to poor performance at two levels:

(f) poor performance across the whole contract, e.g. events of non-availability or levels of performance deductions aggregated across all parts of the project (as in the General Guidance, Section 20.2.2 (Events Leading to Termination); and

(g) a persistent level of unacceptable performance in relation to individual or distinct parts of the housing accommodation, for example continuing Unavailability which is not rectified despite appropriate notices and warnings.

723. In this way, the interests of the Authority, the Contractor and financiers, are actually consistent, as the incentive on the Contractor to prevent persistent poor performance on individual or distinct parts of the housing accommodation is maximised, and the complexities of partial termination are avoided.

724. In defining the extent of the individual or distinct parts of the accommodation and on setting thresholds for termination, it is important to balance the Authority's need to incentivise the Contractor to address problems in the Service, with the need to reach a solution which is bankable at a reasonable price.

725. Financiers may have concerns about the exposure of the whole project funding to termination due to the Contractor's performance in relation to individual or distinct parts of the accommodation, but it is important to bear in mind that:

(h) the level of poor performance at which termination can occur (for example, the number of days of Unavailability and the period over which it is judged) will be negotiable in the circumstances of each Contract;

(i) the extent of the individual or distinct parts of the accommodation, where poor performance may lead to termination, will be negotiable in the circumstances of the Contract;

(j) rectification periods as set out in the General Guidance (Section 20.2.4) provide a further period of time for remedial action – such as replacement of a subcontractor – before termination can occur; and

(k) the Financiers will have step-in rights under the Direct Agreement (Section 30 of the General Guidance) before termination can occur.

726. However, where the Authority does consider termination of the whole contract in relation to the standards of service for an individual or a small number of dwellings within the project, to be disproportionate to the default, they should consider alternative remedies such as:

(l) a similar provision which focuses on Unavailability across a more significant number of dwellings within the housing accommodation, rather than just one or a small number; or

(m) an increase in the deduction under the payment mechanism to reflect the increased severity of loss and to maximise the incentive on the Contractor to address the cause of the problem.

SUGGESTED SPECIFIC ADDITIONAL DEROGATIONS FROM GENERAL GUIDANCE

727. There may be certain specific issues arising from local authority housing PFI Projects which distinguish them from other PFI contracts and which may result in derogations from standard SoPC.

728. The following are suggestions for derogations from the principles in SoPC for local authority housing PFI projects:

729. Definition of Compensation Events: Certain additional housing project specific Compensation Events (which may result in increased costs) may arise as a consequence of express obligations on the Authority in the Project Agreement including:

(a) 
housing Benefit Failure Events.  For the Authority not to take longer to process new claims or renewals than the time taken by an appropriate comparator group;

(b) 
capital Works undertaken to Dwellings by the Authority after the stock condition survey, should not cause an increased cost to the Contractor  (the compensation being the net loss, taking into account any decrease in costs to the Contractor arising from the Authority's actions).

(c) 
the Authority should not vary a lease or tenancy agreement without the consent of the Contractor;

(d) 
Failure of the Authority's IT system;

(e) 
agreement on the Authority to nominate or allocate prospective tenant in accordance with agreed timescales;

(f) 
any information warranted by the Authority is inaccurate or untrue (this will particularly apply to information relating to the housing management services and employees);

730. Definition of Relief Event.  The occurrence of additional project specific events may give risk to relief from termination including:

(a) 
subsidence affecting existing dwellings to the extent such has not been revealed by the stock  condition survey);

(b) 
the Contractor being unable to gain access  to a Dwelling to undertake the Works due to a Tenant refusal, the Contractor having followed the agreed procedures (see section 4 of Part 7 below),

(c) 
title defects interfering with Works or Services (it is not recommended that title to hundreds or thousands of Dwellings or Properties is investigated);

731. Definition of Specific Change in Law.  See above.

732. Definition of Estimated Fair Value.  An assumption should be added to this definition namely, that a consent will be forthcoming under Section 27 of the Housing Act 1985 for a Management Agreement and/or Sub Agreement.  Otherwise the valuation could be distorted.

733. Definition of Liquid Market.  This should refer to the market as that for "social housing PFI contracts".  The rationale for this is that social housing PFI is a new and immature sector and as such this qualification to the definition of the Liquid Market is needed as a reasonable protection.  

734. Furthermore as a Consent under Section 27 of the Housing Act 1985 is required for a new housing manager on sale, transfer or novation on Contractor default (by the Authority or Funder) then if such a consent is not forthcoming within an agreed period of time then compensation should be calculated by reference to Estimated Fair Value.

735. Compensation on Termination on the occurrence of an Uninsurable Event.  Where an Uninsurable event occurs, then in accordance with SoPC the Authority will usually have two options, either to pay over a sum equivalent to the proceeds of insurance or terminate the Project Agreement, paying compensation on Force Majeure terms.  Where an uninsurable event, for example a fire, impacts on only a small portion of the project for example one or only a few Dwellings, then it would seem inequitable for the Authority to be able to terminate and pay only Force Majeure compensation (which would necessarily exclude the Contractor's returns).  The Authority should only be permitted to terminate the Project Agreement and pay Force Majeure compensation where the Uninsured event affects a significant proportion of the project.  However, it is also suggested that the Authority should also have the option to withdraw the affected Dwelling or Dwellings from the contract and in which case the quantum of compensation should be payable by reference to standard RTB methodology (see section 4 of Part 7 below), but on the basis of force majeure as opposed to full payout.

APPROACHES TO FUNDING NON HRA PFI's AND IMPLICATIONS FOR SOPC

736. Notwithstanding that the Contractor will own the land on which dwellings are erected in a non HRA project where a typical PFI/project finance solution is followed, then SoPC should be applied in full in relation to compensation on termination and refinancing (albeit that the Authority may either require the transfer of dwellings to it on payment of compensation on termination or alternatively off-set the residual value of the dwellings against compensation payable by the Authority).

737. However, where a PFI/project finance solution is not followed, for example where a registered social landlord is a Contractor as opposed to a special purpose company (and finances the project from corporate as opposed to specific project resources), then there may need to be derogations from the standard terms of SoPC to reflect this, particularly in relation to compensation on termination and refinancing. 

738. A Contractor (for example a registered social landlord) may finance a non HRA PFI contract on balance sheet as the project is corporate as opposed to project financed.  This means that the project is financed from facilities for the Contractor's business generally as opposed to the specific project.  Where this occurs, it will not be possible to identify specific debt or equity financing for the project.  This will not result in a derogation for compensation on termination for Contractor default since the project will either be retendered or the Estimated Fair Value of the project will be calculated in the usual way as set down by SoPC.  However, in calculating the Estimated Fair Value, the forecast revenues from the project will include the rents from Dwellings (less a provision for anticipated bad debt) due to the Contractor as well as the Unitary Charge.  There may also need to be an adjustment for the residual value of the Dwellings retained by the Contractor.  However, where compensation on termination contemplates the payment or repayment of debt and/or equity, then either an agreed nominal debt (less nominal repayments) and nominal equity less nominal distributions, is included in the financial model or there will need to be a calculation of the amount of costs incurred in delivering the Works to which will be added as usual, redundancy costs and subcontractor losses.  

739. The provisions relating to refinancing in the SoPC derive from the nature of project financing and the opportunities of refinancing debt financed on the back of specific cashflows.  Where organisations corporately finance projects (ie through general bank facilities), then it is not possible to earmark gains deriving from specific projects.  Transactions undertaken on a strictly corporate finance basis should not be the subject of the refinancing provisions in SoPC.  The Authority (and its advisers) will need to conduct a due diligence over the nature of the bid put forward on a "corporate finance" basis to satisfy itself that the funding solution being proposed is a corporate financing and not a structure designed to bypass the refinancing provisions.  Certain representative features of a corporately financed bid are set down in paragraph 35.4.3 of SoPC.

Section 4 – Contractual Issues Not Covered in Standardisation of PFI Contracts 2002

LEASEHOLDERS

Leaseholder Management

740. Only accommodation where the freehold is owned by the Authority should be included within the Contract.  The Authority should not be concerned with private freehold owners (whether existing at the time of financial close or becoming so following the exercise of the right to buy during the Contract period) other than in relation to the recovery of costs for certain minimal services (such as the maintenance of common grassed areas).  Whether the recovery of these relatively small sums should be part of the Service (particularly part of the performance and payment mechanism) will depend upon whether housing management is included in the Contract and value for money considerations. Whilst the position is therefore relatively straightforward in relation to traditional houses  it is more complex in relation to flats and maisonettes which will be sold on a leasehold basis.

741. Where leasehold properties are part of the Contract, and where housing management is part of the Service, then it is likely that the optimum value for money will be achieved by including leaseholder management services in the Contract.  However, where the converse is the case, then leaseholder management services should be excluded.  

742. Leaseholder management in itself should not have a material impact on the Contractor's risk analysis unless the number of Leaseholders is significant.  The management of the leasehold accommodation will necessarily involve a reduced level of service comprising largely repairs, maintenance and cleaning to the exterior structure and common parts (if any).  Performance criteria are capable of being formulated for these services.  

Recovery of Costs

743. An Authority should, at an early stage, verify provisions of leases under which the leasehold accommodation has been sold.  This is to ascertain the extent to which the costs of carrying out Works (including the initial Refurbishment Works and any subsequent planned maintenance) and providing the Service can be recovered from the leaseholder under the terms of the Lease.  Particularly, for example, where a significant part of the Works relate to remedying design problems, such works may be more correctly categorised as "improvements" as opposed to "repairs".  

744. Furthermore, the nature of the Contract means that the works are effectively being paid for over time.  Therefore, an Authority will also need to verify whether the cost of carrying out Works and providing the Service are recoverable "up front" or only after the Authority has actually defrayed the expenditure.

745. The risk of recovery of service charges from Leaseholders should be apportioned in the way that provides the best value for money to the Authority.  Service charge recovery, as mentioned previously, is in part linked to the adequacy of the drafting of the leases, the statutory provisions protecting Leaseholders (as will be explained below) and ultimately leaseholder credit risk.  668
The limit on the amount of the cost of works which Leaseholders are expected to contribute (currently £10,000 in any five year period under the Mandatory Reduction of Service Charges (England) Directions 1999) will assist in enabling the collection of a greater proportion. A leaseholder is also entitled to a loan from the Authority.  The transfer of the whole (as opposed to part) of the credit risk of recovery of service charges to the Contractor will provide poor value for money and is not recommended. 

746. However, the process of service charge collection (including levels of recovery) is capable of being subject to performance criteria.  An Authority should have regard to value for money considerations when fixing the performance criteria for the Contractor. The Contractor will wish to have a degree of certainty that the Authority will not be in a position to influence the Contractor's provision to the extent that there may be a reduction in performance with consequent deductions from the Unitary Charge.  For example, legal action may be required to be taken under a lease for non payment of the service charge or other breach of Leaseholders covenants which may impact on the Contractor's performance.  The decision by the Authority as landlord on whether or when to proceed with such an action may impact upon performance. As a consequence therefore, it is recommended that the Authority and Contractor agree a policy for enforcement of the terms of the lease (in much the same way as the enforcement of tenancy terms).  Such a policy should be output rather than input driven to fit within the output specification for the Services.  It should not be a method statement but series of statements setting the parameters for action by the Contractor.

Statutory Requirements

747. As mentioned previously, there are certain statutory provisions which either restrict the recovery of, or specify procedures for the recovery of, service charges from local authority Leaseholders.  Sections 19 and 20  of the Landlord and Tenant Act 1985 (the "1985 Act"), as will be explained below, contain such provisions for works and services.  The position is further complicated by an Authority's inability to recover the cost of works undertaken in the first 5 years after a Leaseholder sale, if the works have not been notified to the Leaseholder as part of the Authority's offer notice issued as part of the right to buy procedure . 

748. Section 19 of the Landlord and Tenant Act 1985 states that costs incurred and which are recoverable through a service charge can only be included in that service charge to the extent that they are reasonably incurred and that the services or works are of a reasonable standard. Authorities should refer to the full text of Section 19 for its full effect.  It is open to Leaseholders to apply to a Leasehold Valuation Tribunal for determination of the reasonableness of the charges or the reasonableness of the works.

749. Section 20 of the Landlord and Tenant Act 1985 contains provisions enabling the Secretary of State to make regulations for consulting Leaseholders in connection with the entry into qualifying Long Term Agreements for works and services to Leasehold Properties and for Qualifying Works to Leasehold Properties.  Section 20 ZA(2) of the 1985 Act defines "Qualifying Works" as works on a building or any other premises and a "Qualifying Long Term Agreement" as an agreement entered into by or on behalf of a landlord for a term of more than 12 months.  Regulations made by the Secretary of State may exempt certain agreements from becoming Qualifying Long Term Agreements.  The Secretary of State has made regulations specifying the consultation arrangements to be undertaken with Leaseholders in The Service Charges (consultation Requirements) (England) Regulations 2003 (the "2003 Regulations").  The 2003 Regulations came into force on 31 October 2003.  However, there are transitional provisions contained in the commencement order for Section 151 of the Commonhold and Leasehold Reform Act 2002 which apply the new consultation arrangements to projects in procurement.  Broadly speaking there needs to be no consultation in relation to an agreement (including a PFI Project Agreement) which would otherwise be a Qualifying Long Term Agreement if that agreement has been the subject of a public notice (or OJEU) before the 2003 Regulations came into force.  However, consultation must be carried out in relation to the actual Qualifying Works prior to those works being undertaken (the new consultation arrangements in the 2003 Regulations also apply to Qualifying Works undertaken pursuant to long term agreements for more than 12 months (including PFI Project Agreements) entered into before the 2003 Regulations came into force.

750. In broad terms, the new consultation arrangements (in respect of works under Qualifying Long Term Agreements or long term agreements entered into before the 2003 Regulations came into force) replace the requirement in the original Section 20 of the 1985 Act to obtain two estimates for the cost of works to be recharged to Leaseholders.  In its place there is a two stage consultation requirement (subject to the transitional provisions outlined in paragraph 1.3.3 above). The first stage involves consultation in relation to the terms of the Qualifying Long Term Agreement and the second stage in relation to the proposed Qualifying works.  Where the consultation requirements are disregarded, then there is a limit on the amount of service charge in any 12 months to £100 in respect of works or services provided under a Qualifying Long Term Agreement and £250 in relation to other qualifying works.

Application of Statutory Requirements

751. The principal issue for Authorities is the compatibility of compliance with the requirements of Sections 19 and 20 Landlord and Tenant Act 1985 with the Contract.  The Contract will contain an element in the Unitary Charge to cover the cost of undertaking works to the accommodation occupied by Leaseholders (both the initial Refurbishment Works and subsequent maintenance works and services).  The cost of the works will therefore be met by the Authority over time through the Unitary Charge.  However, unlike other more usual scenarios in a PFI contract, this element of the costs may be recovered from individual Leaseholders under the Lease provided it is identifiable, subject to the terms of the lease and the statutory procedures having been complied with.  Section 19 is relative in its operation in that it limits recovery to such sums as are judged to be reasonable.  The procedural requirements in Section 20 of the Landlord and Tenant Act 1985 on the other hand are absolute in that the procedural requirements must be undertaken, prior to the time the Authority incurs the costs, for them to be recoverable from the Leaseholders. 

752. As mentioned above, the Authority will still need to be able to demonstrate actual costs incurred by or on behalf of the landlord in relation to the dwelling and such costs must be reasonable.  Therefore, authorities will have to decide whether the whole of its costs incurred in relation to the dwelling will be recoverable or whether some are retained by the Authority (e.g. risk premia).  However, it will also be open to authorities to make an advance application under Section 19 as to reasonableness to the Leasehold Valuation Tribunal (LVT).  The new Section 20 also makes it clear that a landlord may apply to a LVT for a dispensation of the requirement to consult before the works are carried out.

Qualifying Works other than under Qualifying Long Term Agreements

753. Schedule 4 of the 2003 Regulations describes the consultation arrangements for Qualifying Works which are not undertaken under Qualifying Long Term Agreements or long term agreements entered into before the 2003 Regulations came into force.  This can be ignored for the purpose of PFI contacts as such will always comprise Qualifying Long Term Agreements or long term agreements entered into before the 2003 Regulations came into force. 

Qualifying Long-Term Agreements 

754. Schedule 1 of the 2003 Regulations contains the consultation requirements for Qualifying Long Term Agreements other than those for which public notice (OJEU) is required.  As PFI contracts will necessarily require a public notice (OJEU) this Schedule can be ignored.

755. Schedule 2 of the draft Regulations describes the arrangements for consultation before entering into a Qualifying Long Term Agreement. Regulation 3 of the 2003 Regulations contains exclusions from being a Qualifying Long Term Agreement.  Generally these are not relevant to PFI except that a long term agreement entered into before the 2003 Regulations came into force is not technically a Qualifying Long Term Agreement for the purposes of consultation in respect of those obligations but as mentioned previously the same consultation arrangements in relation to Qualifying Works apply to such agreements (see paragraph 1.7 below).

756. The consultation requirements applicable to Qualifying Long Term Agreements are triggered if any Leaseholder would have to pay more than £100 per annum (this will obviously cover all PFI contracts).

757. The proposed consultation arrangements prior to the entry into a Qualifying Long-Term Agreement are divided into two stages.  The first stage commences with a notice from the Authority of its intention to enter into a Qualifying Long Term Agreement which is delivered to any recognised tenants' organisation (where there is one) and otherwise to each Leaseholder.  This process is likely to commence pre-OJEU.

758. Such a notice under must:-

(a)
describe, in general terms, the works and services to be provided under the agreement or specify the time and place at which such description can be inspected (free of charge);

(b)
specify the Authority's reasons for considering it necessary to enter into the agreement;

(c)
specify the Authority's reasons for considering it necessary to carry out the qualifying Works;

(d)
stating the reason why the Authority is not inviting nominations for potential contractors as being that public notice (OJEU) is to be given;

(e)
invite written observations on the proposed works and services; and

(f)
specify the address and date for observations to be made within the elevant period (defined as 30 days).

759. Where observations are made within the relevant period (30 days) by the tenants' association or Leaseholders, the Authority must have regard to those observations.

760. The second stage of the procedure commence with the Authority preparing a proposal in respect of the proposed agreement.  The proposal must identify every party to the proposed agreement (other than the Authority) and any connection between the Authority and a proposed party (examples of such connections are defined in paragraph 4(3) of the 2003 Regulations).  Where possible each proposal must contain an estimate of costs for each Leaseholder.  Where this is not possible an estimate of the costs of the whole of the works and services should be included and where this is not possible a statement of unit costs or daily rates where this is not possible the Authority must state why it is not and the date by which the estimate, cost or rate is expected to be provided (and the estimate, cost or rate must be supplied within 21 days of receiving sufficient information).  Where the works or services include the proposed appointment by the Authority of an agent to discharge any of the Authority's management obligations as landlord to Leaseholders then the Authority must state whether that managing agent is a member of a professional body or trade association (and if so identify that body or association) and whether as a consequence that person subscribes to a code of practice (whether voluntary or otherwise).  Finally the proposal must state the intended duration of the proposed agreement and a summary of any observations received pursuant to the first stage of the procedure and the Authority's response to those.

761. The Authority's proposal must be supplied to any tenants' association and each Leaseholder (or, as before, made available for inspection free of charge) and must state an address and date (not less than 30 days) by which Leaseholders may reply with written observations.  The Authority has a duty to have regard to any observations made by the Leaseholders.  Where the Authority receives observations it must reply with a response to those observations.

Qualifying Works under Qualifying Long-Term Agreements

762. Schedule 3 of the Regulations describes the arrangements for consultation before carrying out any Qualifying Works under a Qualifying Long Term Agreement or a long term agreement entered into before the 2003 Regulations came into force.  This will cover most if not all local authority housing PFI contracts including those entered into before the 2003 Regulations come into force.  the consultation procedure is as follows:-

(a)
the Authority must give notice of its intention to carry out works to any tenants' association (where there is one) and otherwise to each Leaseholder;

(b)
such a notice must:-

(i)
describe in general terms the works (or as before specify where such a description may be inspected free of charge);

(ii)
state the Authority's reasons for carrying out the proposed works;

(iii)
contain a statement of the total amount of expenditure estimated to be incurred by the landlord local authority in connection with the proposed works;

(iv)
invite written observations in relation to the works or expenditure; and

(v)
specify the address to which and the date by which observations must be sent being not less than the relevant period of 30 days; and

(c)
the Authority must have regard to any observations made pursuant to paragraph (b)(v) above.

Application of Proposals to Housing PFI Contracts

763. A notice of intention to enter into a Qualifying Long Term Agreement must be given under Schedule 2 of the 2003 Regulations to a tenants' association (where there is one) and to all Leaseholders and contain the required information.  When should this notice be given?  Due to the requirements of the EU procurement rules this will have to be done pre-OJEU.  The notice at such an early stage will necessarily only be able to specify the works in very general terms. Any observations within the 30 day period will have to be considered even at this early stage.  Such observations, however, will only be in relation to the principle of the PFI contract.

764. The Authority will then proceed through the initial procurement stages i.e. OJEC, pre-qualification, short listing and ITN (plus BAFO if relevant) to the appointment of a preferred bidder.  Following the appointment of a preferred bidder the Authority will have to prepare its proposal containing the required information and deliver it to a tenants' association (where there is one) and to all Leaseholders.  The Authority should wait until the Contractor's prices are firmed up before consulting or otherwise postponing the consultation on pricing until sufficient information is available.  The Authority will have to consider observations from Leaseholders and respond to any that are made.

765. The works consultation arrangements in Schedule 3 of the 2003 Regulations will need to be complied with before the works are carried out. The principal issue is the requirement for the Contractor to provide a "breakdown of costs" to be able to inform Leaseholders of the exact cost of the works as the notice of intention to carry out the works requires an estimate of the Authority's expenditure in relation to the Qualifying Works. At this stage the Authority is also required to invite written observations on the works or estimated expenditure and to have regard to and to respond to any observations made.

Costs Incurred by the Authority

766. The wording in individual leases may make recovery of service charges a little more problematic when costs are incurred by the Authority under a PFI contract.  The definition of the item in respect of which service charge may be levied under leases frequently involves the use of the expression "expenses and outgoings incurred by the landlord ("Authority") or a similar expression.  Under such leases, for the costs of an item to be capable of inclusion in the service charge, that cost must be "incurred by the landlord (Authority)".  Applying the usual sense of "incur" the Authority will not "incur" the cost of the service charge item unless the Authority makes itself liable for that cost.

767. In a PFI contract, the costs which the Contractor will incur in performing its obligation may not be "incurred" by the Authority within the terms of the Lease.  The costs incurred by the Authority will be rather a proportion of the Unitary Charge attributable to the Contractor's obligations to perform the service charge items.  

768. However, there is a strong legal argument for addressing this difficulty by using provisions contained in Section 27 of the Housing Act 1985 (as substituted by the Regulatory Reform (Housing Management Agreements) Order 2003 – see paragraph 10 below). The new Section 27 will enable an Authority and Contractor (as a manager) to enter into an agreement for the management of dwellings otherwise than as principal and agent.  Sub-section 27(13) provides (subject to the qualifications in sub-section 27(15)) "anything done, or not done, by a manager in connection with the exercise (or purported exercise) of a relevant function shall be treated as done, or not done, by the authority".  Therefore (subject to the qualifications in sub-section 27(15)) where the Authority enters into a management agreement with a Contractor and the Contractor is obliged to exercise the Authority's housing management functions in relation to certain leasehold dwellings the acts done by the Contractor (as manager) will be "treated as done" by the Authority.  Therefore, there is a strong argument that the costs incurred by the Contractor in undertaking works to leasehold dwellings should be treated as incurred by the Authority for the purposes of the Authority's leases.

769. Sub-section 27(15) qualifies the operation of sub-section 27(13) first, "to the extent that a management agreement provides otherwise as between the parties to it" and secondly, "for the purposes of any criminal proceedings brought in respect of anything done or not done by the manager".  The second qualification is irrelevant in the current context.  However, although the first qualification enables the parties to a management agreement to enter into provisions which are inconsistent with sub-section 27(13), there is a strong argument that the words "as between the parties to it" will mean that any such inconsistent provisions are ineffective as against persons who are not parties to the agreement.

770. As a consequence, there is a strong argument that this statutory mechanism will have the result that costs incurred by the Contractor will be treated as incurred by the Authority, without the Contractor and the Authority having to make a separate agreement relating to those costs once identified.  However, it is suggested that a provision be inserted in the Project Agreement "for the avoidance of doubt" that the Authority and the Contractor agree that nothing in the agreement is intended to prevent any costs incurred by the Contractor in connection with any works and/or services on leasehold dwellings being treated as incurred by the Authority for the purposes of the Authority's leases.

Commercial Position on Recovery of Service Charges

771. Is it the Authority's intention to pass the risk of leaseholder service charge (and management fee) recoveries to the Contractor?  If so, will the Authority require a minimum sum per year throughout the Contract term from the Contractor by way of leaseholder recoveries in order to ensure scheme affordability. Alternatively the Authority may wish to restrict the risk transfer to the Contractor to one of agency on the Authority's behalf and treat leaseholder recoveries as a pass through of income to the Authority with an appropriate performance standard.

772. A Contractor guarantee of recovery of service charges from leaseholders will be appropriate where the full risk of leaseholder recoveries is transferred to the Contractor and the Authority requires a specific amount of recoveries each year to ensure affordability of the project for the Authority.  The Authority's parameters for affordability may be promulgated on a given level of leaseholder recoveries.  With such a general level of prescribed recoveries is set it will encompass specific irrecoverable sums which would otherwise be reimbursed to the Authority, eg defective Section 125 notices served by the Contractor and failure to comply with the consultation requirements in Sections 19 and 20 Landlord and Tenant Act 1985) in addition to other recovered amounts.

773. Where the Contractor is performing the leaseholder management function on behalf of the Authority, it should be obliged to ensure compliance with Section 125 of the Housing Act 1985 in serving notices on Tenants exercising the Right to Buy relating to leaseholder service charges recover. to the extent that the Contractor has control of the information to be provided.  To the extent that the Authority does not prescribe a general guaranteed amount of recoveries any shortfall in recoveries as a consequence of defective Section 125 notices should be reimbursed to the Authority in addition to offer recovered amounts

774. Equally, compliance with the consultation requirements under Sections 19 and 20 of the Landlord and Tenant Act 1985 (as amended by Section 151 of the Commonhold and Leasehold Reform Act 2002) should be a Contractor obligation and risk. To the extent that the Authority does not prescribe a general guaranteed amount of recoveries any shortfall in recoveries as a consequence of a failure to comply with Sections 19 and 20 of the Landlord and Tenant Act 1985 (as amended) should be reimbursed to the Authority in addition to other recovered amounts.

775. The risk of exceeding the cap on service charges under the Local Housing Authorities Mandatory Reduction of Service Charges (England) Direction 1999 (the "Mandatory Cap") should lie with the Contractor as the Contractor should have priced for such excess which will be covered in the amount of the Unitary Charge.  The Contractor should be obliged to bring leasehold properties up to the full Availability Standard required by the Output Specification whether or not the Mandatory Cap is exceeded.  

776. The Authority and the Contractor should endeavour to ensure that the cost of the actual Works to satisfy the Output Specification are recoverable from the leaseholder under the lease.  However, the Contractor should take the risk on any irrecoverable service charges as a consequence of the wording of leases.  However, it is not recommended that the Authority should require the Contractor to examine all leases.  Rather, it is likely to prove better value for money for the Authority to warrant a standard form or forms.  If the Authority authorises variations to leases without the Contractor's consent, then any additional costs incurred by the Contractor should be met by the Authority.

777. To incentivise collection of Service Charges by of the Contractor, the Authority should give consideration to sharing recovered amounts over the basic affordability recoveries level with the Contractor.

DEMAND AND VOID MANAGEMENT

Generally

778. Consideration has been given to the extent to which the risk arising from changes in general market demand for social housing can be transferred to the Contractor.  It is suggested that such demand risk is generally best managed by the Authority.  As a consequence, any reduction in market demand for social housing will generally remain a risk borne by the Authority. Clearly demand will be more of an issue in some parts of the country than in others.

779. It is likely that the payment mechanism will be based upon a traditional performance regime conforming to one of the models in the General Guidance.   This will be based on performance standards denoting the availability of the accommodation to the Authority and the provision of core maintenance and management services to be provided to the tenants occupying the housing accommodation.

780. Sub standard performance by the Contractor may have an effect on the level of demand for accommodation. Nevertheless it is recommended that failure to meet the standards applicable to the housing accommodation required by the output specification should generally not result in a transfer of the demand risk but should be more properly addressed as a performance issue through the performance and payment mechanism.

781. Market demand for the housing accommodation may change over the Contract period.  In these circumstances the Authority would continue to pay the Unitary Charge subject to deductions for Unavailability of the housing accommodation and sub-standard performance of the core services and subject to the Authority taking steps itself to mitigate the effects of changing levels of demand.  However, the Authority will continue to be in receipt of PFI Credits.  

782. In preparing business case each Authority should have had regard to projected changes in demand for social housing throughout the Contract period.  Additionally, it is always within the Authority's control to manage the demographic demand for the housing accommodation which is the subject of the Contract.  

Excessive Turnover and Void Management

783. Particular geographic and economic factors may result in the increased "movement" of Tenants within a particular area or "in and out" of a particular area.  Some Contractors may see such "movement" as an indicator of demand which is a risk which traditionally lies with the Authority.  

784. The extent to which this is a real risk will depend on the geographical location of the stock, the supply of and demand for social housing, reputational issues of the inherited stock and the objectives of the refurbishment – i.e. to improve the desirability of the stock.  Maintaining vacant properties with no rental income, securing void properties and the administration of short-term tenancies will have cost consequences for the Contractor.

785. Whilst it is recognised that demand risk in HRA projects is retained by the Authority, this is reflected by the Contractor not being required to rely upon rental income to meet its liabilities.  The turnover of Tenants may reflect geographical, economic and/or social factors or indeed poor quality management.  However, an Authority failing to allocate or nominate tenants to voids within agreed timescales is a separate issue dealt with below in the section on Allocation of Tenants.

786. Demand risk in non HRA projects lies with the Contractor as the Contractor owns, manages and maintains the housing accommodation.  In a non HRA PFI project the Contractor may still be reliant upon allocations or nominations from the Authority.  A failure to allocate or nominate within agreed timescales gives rise to similar issues as for HRA projects, see paragraph 4.2 below.  However, the Contractor is usually able to mitigate this risk by allocating tenants itself in default by the Authority.  Furthermore, in non HRA projects as a consequence of Contractor owning, managing and maintaining the dwellings it can mitigate material reductions in demand by the sale of, or finding an alternative use for the dwelling with the Authority's Unitary Charge being reduced through a pre-agreed change mechanism similar for that relating to the Right to Buy in HRA PFI projects (see paragraph 3 below).

WITHDRAWAL OF DWELLINGS FROM THE CONTRACT

Introduction

787. The majority of PFI contracts would only allow the withdrawal of assets and services from the project in very limited circumstances.  In housing, however, the legislative right given to Council Tenants to purchase the leasehold or freehold (as appropriate) of the dwelling in which they reside (“Right to Buy” or “RTB”) means that dwellings may be withdrawn from the project at any time.  As this is outside the control of either the Contractor or the Authority and there could be multiple dwellings being withdrawn over a contract period, a mechanism needs to be agreed prior to contract signature which outlines how the withdrawal of dwellings will be treated.

788. The exercise of a tenant’s Right to Buy is the most common circumstance which would lead to the withdrawal of dwellings from a project, although there are others.  Accordingly, this guidance refers predominantly to the treatment of Right to Buys but could be equally applied to the withdrawal of dwellings under other circumstances as agreed between the parties prior to contract signature.

789. When a dwelling is withdrawn, the unitary charge in relation to that dwelling will no longer be paid to the Contractor and the Contractor will no longer be required to provide services in relation to that dwelling.  Note though that where the leasehold of a rented dwelling is sold, the relevant leasehold unitary charge will be paid to the Contractor and leaseholder works and services will continue to be provided.

790. As the amount of services required to be undertaken by the Contractor will be reduced, the costs the Contractor anticipated they would have to spend to undertaken the works and services will be reduced.  It is unlikely, however, that the Contractor will be able to recover all of the lost unitary charge through cost savings.  This is because some costs will be fixed and others may only reduce following the withdrawal of tranches of dwellings rather than for each individual dwelling.  In addition to the fixed costs, the Contractor is entitled to recover their equity return in relation to the dwelling.

791. This guidance sets out the recommended methodology for calculating the compensation due to the Contractor following a Right to Buy.  As it is difficult to accurately identify the fixed costs and equity return which should be paid to the contractor, the compensation amount is calculated by taking the reduction in the unitary charge as a result of the Right to Buy less the identifiable cost savings to the Contractor.

Background Legislation

792. Pursuant to the Housing Act 1985  a secure tenant  has the right to buy  ("RTB") the freehold of a house of which the Authority has a freehold interest or the leasehold of a flat, or a house where the landlord has only a leasehold interest .  There is a qualifying period of at least two years as a public sector tenant (wider than merely being a tenant of the Authority).

793. A person exercising the RTB may be entitled to a discount on the purchase price  (the purchase price in turn is calculated by reference to the open market value of the unit of accommodation taking into account certain assumptions ).  The discount is calculated by reference to the secure tenant's period of occupation as a public sector tenant.  The discount entitlement, in the case of a house, is 32 percent plus 1 percent for each complete year by which the qualifying period for discount exceeds two years up to a maximum of 60 percent.  In the case of a flat, the discount entitlement is 44 percent plus 2 percent for each complete year by which the qualifying period exceeds two years, up to a maximum of 70 percent.  However, there is a limit on the maximum discount which may be claimed by (a) an order of the Secretary of State and (b) by means of a minimum sale price.  The maximum discount fixed by (a)  varies depending on where in England the property is (from £38,000 in London to £22,000 in the North East).  The minimum sale price is fixed by reference to what is commonly called the cost floor.

794. The cost floor is the aggregate of the relevant costs attributable to the unit of accommodation for the period of 10-11 years  prior to the date upon which the notice exercising the right to buy is served.  The relevant costs comprise construction costs, acquisition costs, cost of repairing and remedying defects, costs in excess of £5,500 of repair or maintenance or works to deal with any defect and costs of other works.

795. The RTB discount cannot reduce the purchase price below the total of the aggregate of the relevant costs except where the relevant costs exceed the market value, which will then be the purchase price.  The cost floor rule should deliver the same result under a PFI contract as would be delivered in other circumstances if the application to purchase is lodged within 10-11 years of the costs being incurred, provided the costs are incurred by the Authority or the Contractor as agent for the Authority.  The Contract should provide for a proper examination of the costs appertaining to each individual unit of accommodation to enable an Authority to satisfy the statutory requirements in respect of the cost floor.

796. Furthermore, the Authority should ensure that works are notified to all leasehold purchasers as part of the offer notice to ensure that the Authority may recover the cost of works undertaken within the first five years of the leasehold sale (see Section 125 Housing Act 1985).

797. An Authority should only enter into the Contract where the Contract proves to be value for money.  In the view of the ODPM  "the existence of a PFI Contract should not in itself encourage or discourage sales under the right to buy scheme.  Local authorities should therefore seek to avoid contract terms which are designed either to encourage or discourage right to buy sales".

798. RTB sales are likely to occur throughout the Contract period.  The consequent improvement in the environment as a result of the works which are the subject of the contract may encourage right to buy applications.  Indeed, an Authority may see the Contract as a means of diversifying tenures within the area of the Contract.

RTB Methodology

Change Mechanism

799. The Project Agreement will need to contain a mechanism to deal with the adjustments to the Unitary Charge following the exercise of a RTB.  Where a RTB occurs, there will necessarily be a change in the nature of the tenure of the dwelling, whether rented to leasehold (in the case of a flat), rented to freehold (in the case of a house) or leasehold to freehold (in the case of the freehold being acquired by leaseholders).  The underlying principle of any approach addressing the impact of the exercise of the RTB is to reflect the reduction in Service (and potentially works) as a consequence of the change in tenure and the need to compensate the Contractor for investment made in the dwelling, fixed costs under the contract and the equity return due to the Contractor.

800. It is likely to be administratively cumbersome and costly to adjust the Unitary Charge on each occasion that a RTB sale occurs.  It is therefore recommended that the Authority and Contractor agree a regular review period in the Contract (either by reference to time periods, say quarterly or six monthly, or by numbers of sales or both) following the expiry of which the Unitary Charge is adjusted by reference to the aggregate of the sales in the review period, both retrospectively and for the remainder of the contract.

801. Experience from the first projects to sign is  that it is possible to achieve an agreed mechanism for calculating adjustments to the unitary charge for RTBs and include these in the Project Agreement at the time of entering into the contract.  Agreeing this mechanism prior to contract close minimises the need to negotiate adjustments to the unitary charge during the contract period when the Authority's bargaining position may not be strong.  This is of particular advantage if the RTB mechanism is able to be determined and largely agreed prior to selection of preferred bidder i.e. before the removal of competition.

Purpose

802. The underlying purpose of a RTB mechanism is that the Contractor should be compensated for fixed costs and semi-fixed costs (until they become variable).  Ideally, the RTB mechanism would identify all of these fixed and semi-fixed costs at a dwelling level  and pay this amount as compensation.  However, it is difficult to identify all of these amounts at such a dwelling unit level.  Accordingly, the RTB calculation will start with the amount by which the unitary charge has been reduced (e.g. the difference between the rented and leasehold unitary charge for a rented dwelling which becomes leasehold following a RTB or the whole of the dwelling unit rate where a property leaves the project under a freehold RTB) and deduct from this the sum of the variable costs calculated by reference to the base costs in the financial model, including those semi-fixed costs which have become variable.  Obviously, the variable cost reduction will be less significant where a rented dwelling becomes leasehold as certain of the services (e.g. external maintenance) will continue after the sale (or at least until the freehold of the "block" is sold).

803. It is therefore recommended that Authorities include provisions in their ITN setting out the parameters within which bidders should bid against a methodology for calculating compensation in relation to RTBs (which will be subject to evaluation) to reflect the ensuing principles.  In order to assist bidders, Authorities should also include information on the assumed RTB profile in the ITN.

804. As the Payment Mechansim calculates the Unitary Charge payable to the Contractor based on a dwelling unit rate (separate for rented and leasehold), then there should be no need to recalibrate the payment and performance mechanism as dwellings exit the Contract.

Breakdown of the Costs

805. From the Contractor's perspective, the unitary charge contains various cost components which will be spread over the life of the contract.  These costs will either be fixed, semi-fixed or variable depending on their nature:

(n) fixed costs will comprise such items as certain capital costs, unamortised finance costs and returns due to funders and investors;

(o) semi-fixed costs will comprise those costs (such as certain sub-contractor fees and perhaps SPV overheads) which are initially fixed and not immediately capable of adjustment as a consequence of works and services to the dwelling ceasing, but which over a period of time may become variable possibly due to a tranche of dwellings being sold under RTB.  Semi-fixed costs may include office costs and salaries of staff used in housing management; and

(p) variable costs will comprise those costs which are immediately capable of adjustment as a consequence of works and services to the dwelling ceasing, which may include consumables, insurance, responsive repairs and repairs to voids.

806. Authorities should require bidders to submit a pro-forma or financial model detailing the breakdown of the unitary charge into its various components in respect of RTBs, highlighting which cost lines in their financial model should be treated as fixed, semi-fixed or variable.  Where a particular cost is comprised of part fixed and part variable costs bidders should identify to what extent the cost will be fixed, semi-fixed and variable and the stage at which the semi-fixed will become variable (probably best expressed in bands of dwelling numbers e.g. after the first 50 dwellings have "exited").  This breakdown should be shown for both freehold and leasehold sales under recognised elements such as:

(q) tenancy management services;

(r) estate management services;

(s) estate maintenance services;

(t) responsive maintenance;

(u) voids maintenance;

(v) cyclical maintenance;

(w) elemental, programmed or lifecycle renewals;

(x) funding; and

(y) other costs, overheads, insurance, etc.

807. Bidders should be asked to bid on a unit cost basis and to indicate whether such costs are averaged across all dwellings or apportioned specifically (as informed by the results of the stock condition survey).

808. An example of a table bidder could be asked to complete as part of their ITN response is provided below.  Note that the cost categories provided are indicative only and should be determined on a project specific basis.

809. There are two columns relating to variable cost savings.  This is so that the variable cost savings in relation to rented dwellings which become leasehold and leasehold dwellings which become freehold can be separately identified.  Where a dwelling subject to RTB moves directly from being rented to freehold, both the first and second column cost savings would be applied.  Note that, for a project which does not have any leasehold dwellings, ie every RTB will be rented to freehold, only one variable cost saving column will be required.

Cost Category
% Variable 
% Semi Variable
% Fixed


Rental to Leasehold
Leasehold to Freehold



Maintenance Costs

· Specialist Maintenance

· Responsive

· Voids

· Cyclical
x%

x%

x%

x%
x%

x%

x%

x%
x%

x%

x%

x%
x%

x%

x%

x%

SPV Costs
x%
x%
x%
x%

Initial Refurbishment Costs
Calculated Separately

Lifecycle Costs
x%
x%
x%
x%

Contingent Refurbishment Costs
x%
x%
x%
x%

Housing Management Costs
x%
x%
x%
x%

810. When calculating the variable cost savings in relation to a RTB which has moved from rented to leasehold, the denominator will always be the number of rented dwellings included at contract commencement.  For RTBs which have moved from leasehold to freehold, the denominator will be the total number of dwellings in the scheme, not just leaseholders.  

811. An example table setting out the “steps” to be used in calculating the semi-variable cost savings which bidder could also be asked to completed as part of their ITN response is provided below.  Again, if a dwelling moves directly from rented to freehold, it will be included in the count for both rented to leasehold savings and leasehold to freehold savings.  Any project which does not have leasehold dwellings will only require one set of semi variable steps.  


Step 1
Step 2
Step 3
Step 4

Total Rental to Leasehold
200
400
600
800

% reduction in Semi Variable Costs
x%
x%
x%
x%

Total Leasehold to Freehold
200
400
600
800

% reduction in Semi Variable Costs
x%
x%
x%
x%

812. Note that the number of dwellings stated in the table above is for demonstration purposes only and the actual number of dwellings required to leave the scheme for each Step will need to be determined on a project specific basis.

Treatment of Each Type of Cost

Variable Costs

813. Fully variable costs can simply be based on an average cost taken from the financial model.  The total cost in the financial model in each period will be divided by the total number of dwellings (total rented, total leasehold or both, as appropriate) to determine a variable cost per unit for each modelled period.  This variable cost per unit will represent the cost saving following a RTB.  Note that the variable cost per unit is likely to be different for each contract period.

Semi-Fixed Costs

814. Semi-fixed costs are those which are not expected to change with each RTB but which may reduce as groups of dwellings are sold under RTB.  As a simplified example, say there were 10 people dealing with the housing management issues for 200 dwellings.  If one dwelling was sold under RTB, this would not mean that one less person would be needed to run the housing management services.  However, if 20 dwellings were sold, perhaps one less person would be required and there could be a saving to the value of that person’s salary.

815. Once the semi-fixed costs are identified, the way in which the cost savings will be calculated throughout the contract will also need to be specified.  There are two ways this may be done:

(z) The steps at which there will be a cost savings and the value of the saving at each step may be specified up front by the bidder.  This will mean the calculation of semi-fixed cost savings over the life of the contract will be an objective calculation; or

(aa) The bidder may provide details of the items which will be considered at each RTB adjustment date, without specifying the exact steps and savings.  This will lead to a subjective assessment at each adjustment date to determine what, if any, semi-fixed cost savings will be applied.  

816. It is recommended that the first method be adopt so that the calculation of semi-variable cost savings over the life of the contract is an objective calculation and can be automatically performed in the financial model or CNDT model (see discussion below on the use of a model specifically for calculating the compensation due following a Change to the Number of Dwellings by Tenure (CNDT)).

Fixed Costs

817. Fixed costs are those which will not reduce over the contract term and hence will never become cost savings for the purpose of the RTB calculations.

Issues Relating to Specific Cost Items

Lifecycle Costs

818. One of the principal variable cost items is that relating to elemental, programmed or life cycle renewals.  It is recommended that lifecycle cost savings be calculated by reference to the average of the costs per unit reflected in the financial model.  Although in practice there may be some departures from the timing of the lifecycles programme, this should be able to be managed by the Contractor.

Initial Refurbishment Costs

819. Initial refurbishment costs will be treated differently depending upon at which stage of the program a dwelling is sold under RTB.

820. For dwellings sold under RTB prior to any refurbishment works being undertaken, the whole of the initial refurbishment costs should be treated as variable and applied in full as cost savings.  The amount of the cost saving could be determined in two ways:  

· by reference to an average cost for initial refurbishment works identified by the bidder prior to contract close for each dwelling type (eg a 1 bedroom flat, a 2 bedroom flat, a house, etc) and/or each works type (eg a kitchen, a bathroom, heating refurbishment, wiring, wall plastering, etc) with a clear distinction between the internal works and the external works; or 

· the actual amount assumed to be spent an each individual dwelling on internal works and external works if this amount of detail has been undertaken and provided by the bidder as supporting detail to the amounts in their financial model.  

821. The method used to determine the amount of initial refurbishment costs applying to each dwelling will depend upon the amount of detailed information the bidder is able to provide.  However it is expected that sufficient detail will be able to be provided to the Authority on one of the abovementioned bases to provide sufficient information to calculate an assumed cost for individual dwellings.  If a dwelling is sold under RTB prior to any refurbishment works being carried out, the amount of the cost saving will be equal to that entire amount calculated for that particular dwelling on the relevant abovementioned basis.

822. For dwellings sold under RTB post all refurbishment works on that dwelling being completed, all of the initial refurbishment works costs will have been undertaken and so become fixed costs.  Accordingly there will be no initial refurbishment cost savings in this instance.

823. or dwellings sold under RTB after the refurbishment works have begun on that dwelling but before they are complete, the cost savings will need to be reduced for the value of the works which have been completed.  The way in which this is calculated will depend upon which methodolgy above was used to allocate the total refubishment works costs for individual dwellings.  The relevant approach for calculating the cost savings will be:

· If an average cost has been provided for each works type (eg kitchen, bathroom, wiring, etc) then the cost savings will be the average cost applied to those aspects of the refurbishment which have not yet been undertaken in respect of that dwelling.  Note: it is assumed that any works which have commenced prior to the RTB notice will be completed prior to the RTB effective date and so there should be no works which are part way through completion at the RTB date which are not finished.  Accordingly, there should be no need to calculate proportions of costs relating to works types. 

· If a separate initial refurbishment cost has been identified for each dwelling, the cost saving should be calculated by taking the forecast initial refurbishment cost less the cost of actual works undertaken on the dwelling (so long as the cost of the actual works undertaken do not exceed the initial forecast).  It will be the responsibility of the Contractor to provide evidence of how they have calculated the cost of actual works undertaken.

824. To minimise the possibility of having to implement this more complicated calculation as well as to minimise disruption to tenants, Authoritys should encourage bidders to minimise the length of time from start to end of the refurbishment period for each dwelling.

825. A timing issue may arise for the Contractor if the whole of the initial refurbishment costs are applied as savings at one point in time in the compensation calculation when, under the Contractor’s programme, they hadn’t planned on spending that amount until some time in the future (i.e. the timing of the planned expenditure and the savings do not match).  To overcome this, it would be reasonable for the initial refurbishment cost saving to be amortised over the remaining refurbishment period when calculating the compesation payment each month so as to avoid any unintended cash flow implications on the Contractor.

Interest Costs

826. Whether there could be cost savings in relation to interest costs on debt if there are a significant number of RTBs has been considered.  Given the fact that debt interest payments are often hedged, and effectively fixed from financial close, and that changes to a debt structure subsequent to financial close can be costly in terms of breakage cost and additional funders feeds, it is unlikely there would be any material cost savings available in relation to interest costs.

Equity Returns

827. Subject to adequate performance of the project, investors returns should not be reduced when dwellings "exit" as a consequence of the exercise of a statutory right by tenants.  This risk would not be able to be managed by the investors and hence it would be unreasonable to expect their returns to change as a result.  It is recommended that the compensation amount be calculated so as to maintain the Project IRR.

The Compensation Payment

828. When a RTB occurs the Contractor will need to be compensated in relation to its fixed costs.  The compensation  can be paid in one of two ways:-

(a)
pay the Contractor compensation over the remaining Contract Period (i.e. maintain the capital element of the unitary charge being that which represents the fixed costs).  This compensation will not be subject to deductions under the payment and performance mechanism.  There will be no reduction in the level of "PFI Credit" as a result of the RTB and hence a proportion of "PFI Credit" relating to the RTB can be considered as a resource to meet the continuing compensation payments.  (This is Option 1); or

(b)
pay the Contractor a lump sum by way of compensation in order to extinguish the unitary charge in respect of the RTB.  This could be funded out of the capital receipt from the RTB, the capital receipt having been reduced to take into account the requirement for a prescribed percentage of the Capital receipt to be "pooled" under the Local Authorities (Capital Finance and Accounting) (England) Regulations 2003 (it is not considered that the compensation payment can be construed as an administrative cost of the RTB and thereby deducted from the capital receipt before "pooling").  The Authority is of course entirely free to use cash from sources in addition to the capital receipt to pay compensation.  (This is Option 2);

829. Evidence suggests Option 1 will provide the most effective solution in most cases and as a consequence is the recommended approach.  In addition, the Authority may wish to retain an option to pay a lump sum in relation to any RTBs during the contract upon agreement with the Contractor at the relevant time.

RTB Modelling

830. To make the unitary charge adjustments and the calculation of RTB compensation payments as simple as possible over the life of the contract, the Authority may consider having a financial model developed which will automate the RTB calculations, as far as possible.  This model could be issued to bidders at ITN stage so that they can complete the model inputs as part of their bid, ensuring the RTB assumptions are assessed as part of the bid evaluation phase.

831. Given that initial refurbishment costs will be determined on a dwelling by dwelling basis, it is unlikely the calculation of this cost saving will be able to be automated.  The calculation of the variable and semi-variable costs savings, however, should be able to be automated within the RTB model with reference to the assumptions in the tables provided above at 3.3.3 Breakdown of the Costs.  755
The model could then simply require input of the details of each RTB to automatically calculate the compensation stream payable for each future contract payment period.

Evaluation

832. It is not possible to evaluate the financial impact of RTBs on each bid through the use of a single NPV calculation.  This is because RTBs will occur over time at indeterminate intervals.  However, each Authority will have its own RTB profile based on historical predictions.  From this data an Authority's financial adviser will be able to run a number of RTB scenarios which will produce a series of NPV's based upon the bandings of dwellings/adjustments to unitary charge produced by the bidders.  

833. In evaluating the RTB proposals in each bid, an Authority should in particular consider the flexibility of the bidder's proposals to give the Authority the maximum benefit, in terms of price, of a dwelling "exiting" the Contract under RTB.

Conclusion

834. As a consequence of bidders responses to the foregoing assumptions the Contract should be able to contain fixed adjustments to the unitary charge probably expressed in "bands" of dwelling numbers. The exact methodology for determining the RTB compensation stream payable to a Contractor will have to be determined individually for each project with regard to the circumstances of that project and the information practically available for use in the calculations.

835. It is recommended that the RTB methodology be specified as far as possible prior to contract close to ensure a level of certainty as well as to reduce the need for negotiations during the contract term which could become a source of conflict between the Authority and the Contractor.  The final methodology must, however, be determined in a practical manner and that value for money is not compromised.

Termination Provisions

836. When a significant proportion of the dwellings have "exited" from the contract it may not be value for money for the Authority to continue to pay an element of the unitary charge towards management and maintenance of a small number of dwellings.  However, this is a matter for decision by the Authority as otherwise the Contractor continues to be paid.  Therefore, the correct approach is for the right to termination to be reserved in favour of the Authority only.  This right would be exercisable through the voluntary termination provisions with compensation being paid at the quantum reserved for Authority Default in accordance with the SoPC.

Accounting Treatment

837. As indicated previously there are two approaches to address fixed costs upon the "exit" of a RTB.  These are:

(a)
to pay compensation over the remaining contract period through maintaining the capital element of the unitary charge ("Option 1").

(b)
to pay a lump sum as compensation to the Contractor  ("Option 2").

838. Whilst Regulations 16 and 40 of the Local Authorities (Capital Finance) Regulations 1997 were repealed from 1st April 2004, the ODPM has stated that one of its qualification criteria for financial support is that the Project Agreement is a PFI contract.  The ODPM will also seek to assure itself that the PFI Contract yields value for money.  In considering value for money the ODPM will seek an opinion on the accounting treatment for the project from the Authority.  Although no longer a matter of law, Authorities in demonstrating that the Project Agreement is a PFI Contract, they should have regard to the principles underlying the former Regulation 16.  Furthermore, although again no longer a matter of law, Authorities should still assess accounting treatment using the same principles in FRSS.

839. It is considered, for the reasons outlined below, that neither the approach in Option 1 or Option 2 would contravene the requirements of the Project Agreement being a PFI Contract nor already affecting the accounting treatment of the Project.

840. Provided it is structured correctly, the Project Agreement will fall within the former definition of Private Finance Transaction, as was defined by Regulation 16 of the Local Authorities (Capital Finance) Regulations 1997.  This will be prima facie evidence of there being a PFI contract.  Whether or not the local authority is required to recognise an asset on its balance sheet will be determined by reference to FRS5 and technical guidance on accounting treatment issued by the Treasury.

841. Does either of Options 1 or 2 import upon the assessment of whether there is a PFI contract or on the accounting treatment of the project?

842. In Option 1 (unlike Option 2) that element of the unitary charge reflecting fixed costs incurred in respect of the dwelling which "exits" will continue to be paid by the Authority.  This element will not attract deductions for inadequate performance otherwise a subsequent instance of unavailability will attract a higher pro rata deduction.

843. However, at the time the Contract is entered into, the Contract will be a PFI contract if all of the conditions contained in the former Regulation 16 would have been satisfied.  In particular, "the fees (i.e. the unitary charge payable to the Contractor) will be determined in accordance with … standards attained in the performance of the services."  Whilst an Authority will need to give consideration to dwellings "exiting" through the RTB throughout the Contract period as part of its determination of the accounting treatment, it is not considered that this should affect the determination as to whether this is a PFI Contract which is undertaken in relation to the terms of the Project Agreement at the time the Project Agreement is entered into.

844. The accounting local rent order Option 1 will be assessed against the risks transferred for the Project Agreement as a whole at the time the Project Agreement is entered into.  Any suggestion that the Project Agreement is varied and thereby the cost of the PFI contract as a credit arrangement reassessed will go to the continued affordability of the project (under the prudential regime for capital finance contained in Part 1 of the Local Government Act 2003) rather than any borrowing or credit ceiling as was the case under Part IV of the Local Government and Housing Act 1989.

845. In Option 2 the dwelling will need to be recognised as an asset to be sold, thereby momentarily coming back on balance sheet and then going off balance sheet at the point of sale.  As the compensation will be used to "terminate" payment of the unitary charge in relation to that dwelling there are no further liabilities to be incurred by the Authority in relation to that dwelling.  Following the "exit" of the dwelling there will remain no residual liability for payment of the unitary charge in respect of that dwelling.  The content of the Contract will be reduced by one dwelling and there will be a commensurate reduction in the unitary charge to reflect this.  The "year 1" structure of the Contract is thus preserved.

846. When the property is sold 75% of the resulting capital receipt must be "pooled".  However, when a local authority receives a capital receipt from the disposal of a dwelling pursuant to the RTB  then the amount of capital receipt may be reduced before "pooling" by administrative costs incidental to the disposal defrayed by the local authority.  However, as indicated previously, the payment of compensation to "redeem" the Contractor's debt should not be assumed to be such an administrative cost.

Housing Subsidy

847. In respect of making compensation payments to the Contractor either over the remaining contract period (Option 1) or as a lump sum (Option 2) a special determination will be required from ODPM.  The dwelling subject to the RTB will by this time, no longer be within the Authority's Housing Revenue Account.  Consequently an application needs to be made to the ODPM in respect of an Item 8 Debit Determination.  In respect of Option 2 this will need to be made on an annual basis.

Cost Floor

848. A person exercising the RTB may be entitled to discount on the purchase price. Section 131 Housing Act 1985 applies so as to limit the amount of discount available to secure tenants exercising the RTB by providing for a minimum sale price.  Section 131(1) in particular provides that the discount shall not reduce the price below the amount which, in accordance with a Determination made by the Secretary of State is to be taken as representing so much of the costs incurred in respect of the dwelling.  Furthermore, Section 131(2) provides that the discount shall not reduce the sale price below a prescribed sum.

849. The relevant Determination made by the Secretary of State is The Housing (Right to Buy) (Cost Floor) (England) Determination 1999.  The Determination refers to the "relevant costs" as the costs incurred by the landlord (or any specified predecessor body) in relation to the dwelling for the period of 10 – 11 years prior to the date of the RTB notice.  Relevant costs are defined by reference to the items set down in paragraph 5 of the Determination including, the cost of acquisition and construction of the dwelling and other works, but excluding most routine works of repair or maintenance or putting right defects unless these exceed £5500 when the costs in excess of this sum may be recovered.  (Authorities should specifically take note of this exclusion).  From the wording of both section 131 and the Determination, the costs relating to the particular dwelling must be identifiable and relate only to the items of expenditure in paragraph 5 of the Determination.

850. The effect of being only able to take into account "costs incurred by the landlord" is that an Authority may thereby only allow expenditure incurred by it (as opposed to the Contractor) as part of the relevant items making up the cost floor.  This requires the Authority to be able to match a payment (or an identified part of a payment) made by it with the provision of the works within the items of expenditure in paragraph 5 of the Determination.

851. However, there is a legal argument that the Authority's position is assisted by paragraph 9 of the Determination, which provides:

"Where the amount of any relevant costs or payments cannot readily be ascertained, the landlord shall make estimates of such costs or payments for the purposes of calculating the costs floor for the dwelling house".

852. Therefore, the Authority would, by paragraph 9 of the Determination, be under a duty to estimate those costs which it has incurred in carrying out relevant works as an undifferentiated part of the Unitary Charge.  That estimate must obviously be made in a fair manner.  In making it, it may well be relevant for the Authority to have regard to what the Contractor spent on the works, but whether that should be the sole criterion and the weight to be given to it, will depend on the facts of each case.

853. Whether the costs are to be taken into account is decided by reference to the "period of account of the landlord" which is defined in sub-section (1A) of Section 131 as the "period for which the landlord made up those of its accounts in which account is taken of those costs".  If the Contractor is carrying out works which fall within paragraph 5 of the Determination 1999 then these costs will not be shown in the landlord's accounts.

854. However, Authorities may be assisted in this respect (or indeed as an independent alternative legal argument) by Section 27 of the Housing Act 1985  (as substituted by the Regulatory (Housing Management Agreements) Reform Order 2003 – see below).  The new Section 27 enables an Authority and Contractor (as a manager) to enter into an agreement for the management of dwellings otherwise than as principal and agent.  Sub-section 27(13) provides (subject to the qualifications in sub-section 27(15)) "anything done, or not done, by a manager in connection with the exercise (or purported exercise) of a relevant function shall be treated as done, or not done, by the authority".  Therefore (subject to the qualifications in sub-section 27(15)) where the Authority enters into a management agreement with a Contractor and the Contractor is obliged to exercise the Authority's housing management functions in relation to certain dwellings the acts done by the Contractor (as manager) will be "treated as done" by the Authority.  Therefore, there is a strong argument that the costs incurred by the Contractor in undertaking works to dwellings should be treated as incurred by the Authority for the purposes of the cost floor.

855. Sub-section 27(15) qualifies the operation of sub-section 27(13) first, "to the extent that a management agreement provides otherwise as between the parties to it" and secondly, "for the purposes of any criminal proceedings brought in respect of anything done or not done by the manager".  The second qualification is irrelevant in the current context.  However, although the first qualification enables the parties to a management agreement to enter into provisions which are inconsistent with sub-section 27(13), there is a strong argument that the words "as between the parties to it" will mean that any such inconsistent provisions are ineffective as against persons who are not parties to the agreement.

856. As a consequence, there is a strong argument that this statutory mechanism will have the result that costs incurred by the Contractor will be treated as incurred by the Authority, without the Contractor and the Authority having to make a separate agreement relating to those costs once identified.  However, it is suggested that a provision be inserted in the Project Agreement "for the avoidance of doubt" that the Authority and the Contractor agree that nothing in the agreement is intended to prevent any costs incurred by the Contractor in connection with any works on dwellings being treated as incurred by the Authority for the purposes of the cost floor legislation.

Tenant Management Organisation

857. The tenants of an Authority have the right conferred upon them  to require that the Authority enter into a management agreement with a tenant management organisation ("TMO").  The notice exercising the right to manage may only be served by a TMO which is a representative and accountable organisation serving a defined geographical area with a membership of at least 20 percent of both secure tenants and other tenants of the Authority in its defined area .

858. A right to manage notice must relate to not less than 25 dwelling houses let under secure tenancies .  The management agreement requested by the TMO may include one or more housing management functions of the Authority .  If the notice is valid and accepted by the Authority, an "initial feasibility" study followed by a "full feasibility study" is undertaken to determine whether or not a TMO will enter into a management agreement with the Authority.  During this time the TMO undergoes an intense period of training and development.  If the "full feasibility study" determines that it is reasonable to proceed with the management agreement then, following a positive ballot of tenants the Authority is required to enter into a management agreement .  The whole process can take in the region of two years to complete.

859. Regulation 8 of the 1994 Regulations requires the inclusion of a break clause in all housing management agreements entered into by an Authority to enable tenants to exercise the right to manage.  The definition of management agreement  is sufficiently broad to cover a PFI contract and such a break clause should be inserted in the Project Agreement.  The effect of the break clause will be to allow the TMO to take on the range of functions identified in the management agreement with the Authority.

860. Where an existing TMO(s) provides services to accommodation which is intended to be the subject of the PFI, the Authority should give careful consideration to the relationship between the management agreement and the Project Agreement before determining the boundaries of the accommodation to be included within the Contract.

Right to Manage

861. It is conceivable that the right to manage may be exercised in relation to the whole or part of the units of accommodation which are the subject of the Contract at any time during the Contract period.

862. However, the Contract should contain a change mechanism to deal with adjustments to the Unitary Charge following the exercise of the right to manage.  As mentioned previously, the right to manage can be exercised in relation to 25 or more dwellings and in relation to which of the Authority's functions as the notice exercising the right shall specify.  As a consequence therefore, theoretically the right can be exercised in relation to as few or as many functions and Dwellings as the TMO specifies and the Authority (following the feasibility studies) accepts.

863. The consequences of the grant of a management agreement by the Authority to a TMO should be to exclude the Dwellings from the Contract in relation to those parts of the service covered by the management agreement.  Where as a consequence of the exercise of the Right to Manage the Contractor ceases to provide all or substantially all the Services then it is recommended that the "exit" of the dwelling is treated in the same way as the RTB (see above).  However, where the Right to Manage is exercised in relation to part only of the Service, the more appropriate approach would be to initiate an Authority Change  or for the Authority to withdraw the dwellings from the PFI by way of an Authority voluntary reduction of dwellings.

864. When the management agreement with the TMO expires, the Authority may wish to include the services formerly provided by the TMO within the Contract.  The consequences of this will need to be an Authority Change.

865. As with RTB sales, the Authority will continue to be in receipt of PFI credits notwithstanding the occurrence of the exercise of the Right to Manage.  However, the Authority will, unlike with the RTB, continue to receive rental income to fund the housing revenue account and in turn any part of the Unitary Charge not funded from PFI credits.  On the other hand, the Authority will also pay allowances to the TMO to cover its management activities.  Furthermore, as there will be no disposal there will be no capital receipt for the Authority.

866. If only the services in relation to the dwellings subject to the Right to Manage which are covered by the management agreement are removed, the Contractor should not be expected to take the risk of the performance of the TMO by way of the acceptance of the TMO as an Operating Sub-Contractor.  The Contractor would also need to be exonerated from deductions for inadequate performance.

AUTHORITY FUNCTIONS

Introduction

867. In PFI contracts relating to local authority housing there are certain functions retained by the Authority which may impact upon the Contractor and the Contractor's project risk analysis.  In general terms, and subject to limited exceptions, an Authority may not lawfully delegate the discharge of its statutory functions to a person outside of the Authority.  The Contract therefore will need to address the exercise of the retained functions by the Authority to the extent that they may impact upon the Contractor and the Contractor's risk analysis.  The impact of allocations will arise whether or not housing management is part of the service.

Allocation of Tenants

868. One of the principal functions retained by the Authority is the allocation of persons to the dwellings.  Although technically elements of this function can be contracted out , since the accommodation which is the subject of the Contract will be a proportion of the whole of the Authority's housing stock, it will not be appropriate for the Authority to delegate the function.  Contractors' concerns with regard to the allocation of tenants are threefold:-

a) prolonged periods when the units are vacant;

b) tenants who are perceived as a greater risk to the upkeep of the units and/or require more "intensive" management; and

c) high turnover of tenants.

869. All of the above will impact upon the Contractor's costs and are to a large extent out of the control of the Contractor.  Whilst it is accepted that the Contractor cannot have a veto over the identity of individual tenants, it is also accepted that the Authority should not have a "carte blanche" to allocate tenants on a subjective basis.  It is in the interests of both the Authority and Contractor to ensure the sustainability of the accommodation which is the subject of the Contract.  Therefore, it is recommended that the Authority and the Contractor agree a form of allocations policy on Contract signature which will be periodically reviewed over the Contract period.  The form of allocations policy may be the current Authority wide policy or a specific policy for the Contract which complies with the Authority's statutory duties .  The periodic review of the policy by the Authority may result in a change to it and such a change should be addressed through the Authority Change  provisions in the General Guidance with an adjustment to the Unitary Charge (either up or down) to reflect the Estimated Revised Project Costs.  However, this will only have a limited use since it will be difficult to quantify the Estimated Revised Project Costs directly resulting from the Authority Change. It will be only in exceptional circumstances that the Estimated Revised Project Costs will be quantifiable and predominantly where the change in policy directly gives rise to the prolonged periods of vacancy or a higher turnover of tenants.  Alternatively, a policy change may give rise to increased numbers of tenants who may require more intensive support or adaptations . 

870. The other aspect of the allocations of tenants which may impact upon Contract risk is the procedure for nominating tenants.  The Contractor 's concern will be prolonged periods during which the dwellings may be vacant with consequent increases in the Contractor's costs.   The Authority will be responsible for the allocation and nomination of Tenants to vacant dwellings.  The principal issues associated with Tenants vacating a dwelling are:-

(a)
the vacant dwelling is available for letting, that is the dwelling meets the full Availability Standards and that the required Services are performed in relation to the vacant dwelling within the required timescales in the Output Specification.  The dwelling should also be fully vacant, eg free from squatters;

(b) 
there are "matching" allocations from the Authority for the dwellings, ie suitable prospective tenants are allocated or nominated by the Authority; and

(c) 
a pre-agreed letting procedure is followed by the Contractor.

871. When a tenant vacates a dwelling, the Contractor should be obliged by way of a KPI to ensure that the dwelling is available for letting within a given timescale.  Making the dwelling available for letting may mean undertaking works to make the dwelling achieve the full Availability Standards and/or carrying out certain Services eg cleaning to the dwelling within given timescales.  If the dwelling is not made Available for letting within the timescales contemplated by the KPI, then the Contractor should suffer deductions from the Unitary Charge whether for Unavailability (if the full Availability Standards are not satisfied) or breach of the Performance Standards in the Output Specification.  The dwelling should also be fully vacant.  If this is not the case, eg it is occupied by squatters, then the Contractor should suffer a deduction either for the dwelling being Unavailable or for a Service failure (with a Performance Deduction of an amount equivalent to Unavailability).

872. The Authority should allocate and nominate prospective tenants to the Contractor by reference to pre-agreed objective policy criteria such as the Authority's usual allocations policy.  The prospective tenants should also be "suitable" for the dwelling in accordance with the Authority's usual criteria.  It is appreciated that the Authority's allocations policy may be varied from time to time by the Authority.  If this occurs, the Contractor may as a consequence incur additional costs and it is quite reasonable for the Contractor to be compensated for such increased cost.  It will be a matter for the Contractor to demonstrate to the Authority (in accordance with standard SoPC) that the additional costs incurred by the Contractor arise as a consequence of the variation to the allocations policy by the Authority.

873. The Contract should set out the procedural arrangements between the Authority and Contractor in relation to the allocation and nomination of prospective tenants.  Apart from the suitability of prospective tenants to be allocated or nominated (as dealt with above) the Authority should conform to a procedure for allocating or nominating tenants in accordance with agreed timescales.

874. It is quite reasonable to expect an Authority to be able to allocate and nominate tenants in advance of vacated dwellings being brought up to the necessary standard for re-letting.  It is likely that the Authority will be able to supply one or more prospective tenants by reference to the type of dwelling when matched to the housing need of prospective tenants or on the Authority's housing list.  The Contractor will need to agree timescales for undertaking the lettings procedure (showing prospective tenants around the dwelling, issuing tenancy agreements etc).  If the Authority fails to allocate or nominate a tenant within agreed timescales or incorrectly allocates or nominates a tenant, then the Authority should compensate the Contractor for any additional losses incurred as a consequence.  Where the Contractor has complied with the lettings procedure (including the required timescales) and no tenant has agreed to take a tenancy of the dwelling (for whatever reason other than by reason of the dwelling not being made fully Available or the Contractor failing to comply with the services required for vacant dwellings) then the Contractor should be excused any Deductions under the payment mechanism.

875. Where housing management is not included within the Services for an HRA PFI project, then the Authority will make offers of tenancies direct to prospective tenants.  The Contractor therefore should only be concerned about excessive void levels.  Therefore the Authority and the Contractor should agree an average level of voids beyond which the Contractor should be compensated.  It is recommended that the appropriate measurement should be average void levels rather than periods of time during which individual dwellings are vacant.

876. In non HRA projects, the Contractor takes demand risk in the Dwellings in that, broadly speaking, the Unitary Charge covers the difference between the actual cost of provision and the amount of capital expenditure which can be funded from the rents for the dwellings.  Therefore, although there may be allocations or nominations of prospective Tenants from the Authority to the Contractor, the Contractor will seek to be able to allocate a dwelling to a tenant of its own choosing should no or unsuitable allocations or nominations be made by the Authority.  Where there is no market demand for rented dwellings in the area of the PFI project, then the Authority and the Contractor should agree a procedure to find an alternative use for the vacant dwelling(s) or to effect a sale. 

Enforcement of Tenancy Terms

877. The tenants will remain those of the Authority for the duration of the Contract period.  The form of tenancy agreement which the Contractor will, on behalf of the Authority, offer new tenants will be in an agreed form at Contract signature.  Any changes to the agreed form proposed by the Authority should be accommodated by the Authority Change procedure  with the Estimate Revised Project Costs, so far as quantifiable, being calculated and reflected in the adjustment of the Unitary Charge.

878. Notwithstanding that part of the Service to be provided by the Contractor will involve managing the tenancy agreement on behalf of the Authority  (such as rent collection and reconciling anti-social behaviour), the legal right to enforce the terms of the tenancy agreement will remain with the Authority.  The operation and/or enforcement of the terms of the tenancy agreement by the Authority may impact upon the project risk analysis, for example, the Authority's policy on instigating action for breach by the tenant of his or her tenancy agreement, such as for non-payment of rent or anti-social behaviour.

879. Insofar as decisions taken by the Authority in relation to the tenancy agreement are decisions by the Authority as landlord and not in the exercise of the Authority's statutory functions, the Contractor may be appointed as agent for the landlord in relation to those decisions.  If this were to be the case, then the risks arising from the decision making (or the lack of it) should lie with the Contractor.

880. If the Authority's preferred course of action is to retain decision making (or part of it) under the tenancy agreement then the Contractor will wish to be certain that such decision making will be exercised objectively and that the Contractor will not be faced with unexpected costs as a consequence.  Therefore, it is recommended, that a policy is agreed and contained in the Contract, in relation to decision making under the tenancy agreement in the same way as the allocation of tenants.  Such an agreed policy would be particularly appropriate to the collection of arrears of rent and other possession proceedings say, for anti-social behaviour.  As with changes to the form of tenancy agreement, any change to the policy by the Authority should be addressed as an Authority Change .  Tenants should be kept informed of any changes to the policy.  However, other than in respect of any such change in policy, the Contractor should bear the risk of delays and court decisions (save for delays occasioned by the Authority). In this way the risks associated with the enforcement of tenancy terms (including levels of rent collection etc) should lie with the Contractor.  

Introductory Tenancies

881. The Housing Act 1996  introduced the regime for introductory tenancies.  Once an Authority has elected to introduce such a regime every new periodic tenancy granted from then on (except a new tenancy to a secure tenant or an assured tenant of a registered social landlord) must be an introductory tenancy.  An introductory tenancy will last for one year , after which it will revert to a secure tenancy.  Proceedings for obtaining possession are simplified with the court having no discretion upon making a possession order so long as a valid notice of proceedings for possession has been served .  However, the tenant may require the Authority to review its decision to seek possession  and there are regulations in force which govern the procedure to be followed .

882. It should not be open to a Contractor to require an Authority to introduce an introductory tenant regime, as such a regime will take effect across the whole of the Authority's area.  Whether the decision to introduce an introductory tenant regime during the Contract period should amount to an Authority Change will depend upon whether a change to the Service is thereby affected.

883. If an introductory tenancy regime has been introduced, it should be reasonable for the Authority to bear the risk and cost to the Contractor of the Authority failing to adhere to the review regulations .

884. Any additional costs arising from squatters and other unlawful occupiers should always be the risk of the Contractor (where the Contractor is responsible for management of the housing accommodation) and possession proceedings should be covered by the policy.

REPAIR AND CONDITION OF THE ACCOMMODATION

Tenant Actions

Background Legislation
885. The environmental protection legislation contains a procedure for direct action by a tenant against an Authority, as landlord, where the state or condition of the tenant's housing is prejudicial to health or a statutory nuisance .  The legislation may be invoked by the tenant or other occupier of the dwelling.  The proceedings are criminal in nature.  If successful, the court may make an order requiring whatever work it considers necessary to put an end to the nuisance and/or prevent its recurrence within a stipulated time period.  The court therefore has a wide discretion as to the extent it may order remedial works.  It is also open to the court to impose a fine and/or prohibit the use of the dwelling if the nuisance renders it unfit for human habitation.  The court also has power to award costs and compensation to the claimant.  The proceedings are brought against the person responsible for the nuisance or, the owner where the nuisance arises as a result of a structural defect or, where the person responsible cannot be found.  It is conceivable that the Contractor may be responsible for the nuisance, but failing that if the action by the tenant relates to structural defects the Authority will be the subject of any action.

886. The housing legislation  contains a duty on landlords of short leases to maintain the structure and exterior of the premises and also the installations for sanitation, water, electricity and gas.  The legislation may only be invoked by tenants as the duty comprises an implied term in this tenancy.  The proceedings are civil in nature and in addition to the usual damages for breach of covenant it is open to the court to make an order for specific performance of the landlord's repairing obligations.  The Authority, as landlord, and the tenant may not contract out of the duty.

Output Specification

887. The prevention of such actions will be perceived by certain Authorities as one of their key outputs.  It is likely that they will prepare their output specifications by reference to the "fitness for human habitation" requirements in the Housing Act 1985 .  Therefore, any grounds for potential actions by tenants will have resulted in deductions for inadequate performance in advance of any action being brought by the tenant.  Once the construction or refurbishment works have been undertaken to the accommodation the likelihood of tenant actions is remote as the Contractor will be incentivised to keep the accommodation in a good state of repair and condition.  However, the Contract will still need to  address the potential risk and the management of any claims.

Apportionment of Risk

888. Following an application by a Tenant, a statutory notice claiming disrepair ("Disrepair Notice"):-

a) if settled or successful, will require certain works to be undertaken to remedy the disrepair;

b) if settled or successful, may require a sum in compensation for losses to be paid to the Tenant; and

c) will, in any event, lead to administrative costs in disputing and/or settling the action.

889. Given that, by the time a statutory notice is issued, the events leading to the claim may have occurred some time in the past, when should the Authority's responsibility for such notices end and the Contractor's responsibility begin (and vice versa on contract expiry)?  Once the Contractor is fully responsible for the state of repair of the Dwellings/Properties, it follows that the Contractor should take the full risk on (a)-(c) above.

890. However, during a transitional period following contract commencement, the Authority may retain the risk of (b) above, whilst requiring the Contractor to undertake 19 above (the reverse will be true on Contract expiry).  The Authority should require the Contractor to address notices diligently to mitigate further losses for which it may be liable.  The Authority should specify a transition period which is reasonable in the context of the size of the project and the consequent time available to the Contractor to deal with potential disrepair cases.  Once the Dwellings or Properties have attained the full Availability Standard during the transitional period, the Contractor should immediately take the risk of Disrepair Notices.  The Authority will also take the risk of Disrepair Notices issued after the end of the transitional period but relating to facts or circumstances arising before the expiry of the transitional period (a specimen protocol for the transitional period is contained as an Appendix to the Model Project Agreement).

891. If the Authority wishes to retain a role for the duration of the contract in determining whether a claim under a Disrepair Notice should be disputed or settled, a compensation payment to the Contractor may be appropriate.

892. In any transitional period, there is the prospect of blurred lines of responsibility between the Authority and Contractor (with obligations falling on both and on different in-house teams within the Authority; for example, in-house legal advisers, surveyors).  A protocol setting out obligations during any transitional phase may assist.   The role of the Authority in determining the management of any claim could also be addressed in such a protocol.

893. This is not an issue for new build projects (whether HRA or non HRA projects) where, as a consequence of new build, the Contractor will take responsibility for any disrepair notices throughout the contract period.

Right to Repair

894. The tenants of the Authority have access to a statutory scheme to require qualifying repairs, namely those prescribed repairs which the Authority is obliged, under repairing covenants, to carry out.  The tenant is given the right, if the first contractor (probably the Contractor) does not complete the qualifying repairs within specified time limits, to require the Authority to appoint a second contractor to carry out the repairs.  The tenant is also given the right to compensation from the Authority if the repairs are not carried out within specified time limits after the tenant has asked for a second contractor to be appointed.  The right may only be exercised where, in the opinion of the Authority, the costs of repairs will be less than £250.  The exercise of the right requires the service of various notices and counter-notices.  The quantum of compensation is calculated by reference to a formula which allows the tenant to claim a sum (currently £2) for each day that has elapsed since the repair should have been carried out by the second contractor in accordance with the prescribed timescales.  To this cumulative sum is added a fixed sum (currently £10) and there is a maximum amount of compensation payable (currently £50).

895. The output specification should address the nature of qualifying repairs and timescales in which the qualifying repairs should be undertaken.  The Contractor should therefore suffer a deduction from the Unitary Charge should qualifying repairs not be carried out in accordance with the specification.  As with tenant actions it is not unreasonable for the Authority to seek an indemnity from the Contractor in relation to costs and compensation, although this should be subject to value for money considerations if the current relatively insignificant sums were to increase (indeed any charges in these sums or the right to repair generally are likely to amount to a Change in Law probably a Specific or Qualifying Change in Law ).

Tenant's Improvements

896. A Tenant may have already improved his or her Dwelling or alternatively may do so during the period of the Contract.  Tenants have a statutory right to improve their Dwellings subject to the consent of the Authority which cannot be unreasonably withheld.  This may impact upon the Contractor both in relation to the refurbishment works where improvements have been carried out prior to the refurbishment works being undertaken) and in relation to lifecycle works where the tenant undertakes improvements over the course of the Contract.  The Contractor will not wish to be responsible for the nature and quality of such tenant's improvements as such may increase costs.  On the other hand there may also be tenants' improvements which reduce costs, for example the installation of a new kitchen (and thereby absolving the Contractor from the immediate renewal).

897. The position in relation to tenant's improvements which results in a tenant refusal of works is covered in paragraph 6 above in that depending upon the then current policy of the of the Authority, the Authority may adhere to or override the tenant's refusal.  The consequences of that decision and any continuing tenant refusal are also set out in paragraph 6 below.

898. The approval of or the consent to tenant's improvements should be delegated to the Contractor as part of the general delegation of housing management functions under the contract.  It will then be up to the Contractor as to whether the tenant's improvement is approved or otherwise, albeit that the Contractor cannot unreasonably withhold consent in standing in the shoes of the Authority.  

899. Where a tenant's improvement is undertaken, the Contractor should only be responsible for that tenant's improvement to the extent necessary to satisfy the Output Specification.  In other words, a "gold tap" should only be replaced with a tap which satisfies the output specification.  The Contractor may have some leverage over the appropriateness of tenant's improvements as a consequence of the approval process which has been delegated to it.  

REFUSAL OF ACCESS, WORKS OR REHOUSING BY THE TENANT

Background

900. During the course of the Works, a tenant may refuse:-

a) the Contractor or any sub-contractor access to the dwelling occupied by him/her ("Access Refusal");

b) any of the works proposed to his or her dwelling, e.g. the installation of a a new kitchen ("Tenant Waiver"); or

c) to be temporarily rehoused in alternative accommodation to enable the works to be carried out *("Decant Refusal").

901. The refusal by one tenant may impact upon another tenant.   This is unlikely to be an issue in non-HRA PFI projects.

Action by the Contractor

902. It is recommended that there should be a procedure in the Project Agreement covering all of Access Refusals, Tenant Waiver and Decant Refusals by way of protocols for each.  The Contractor should bear the costs of the agreed procedure under the protocols, however, where access is refused under the protocols the Contractor having complied with its obligations under the protocols or where the Authority requests the Contractor to desist from continuing the procedure, then the Contractor should be:

a) relieved from termination of the Project Agreement if that dwelling is not available by the long stop date; but not

b) entitled to be paid the full unitary charge in relation to the dwelling if the dwelling has not reached full Availability Standard by the end of the refurbishment period (concept of deemed availability).

903. Where a tenant refuses works to his or her dwelling, the Authority may or may not wish to impose works on a reluctant tenant depending upon its then current policy other than where health and safety is jeopardised.  If health and safety is jeopardised then the principles above will apply in relation to gaining access to carry out the works.  Otherwise, if health and safety is not jeopardised or access cannot be gained, then provided the Tenant Wavier protocol has been complied with the Contractor should be:

a) relieved from termination of the Project Agreement if that dwelling is not available by the long stop date; and be

b) entitled to be paid the full unitary charge in relation to the dwelling if the dwelling has not reached full Availability Standard by the end of the refurbishment period (concept of deemed availability).

904. Where a tenant refuses to be temporarily rehoused to enable the works to be undertaken, the Contractor should be obliged to comply with the decant protocol.  Alternatively, there may be an agreed procedure which the Contractor is obliged to follow in relation to frail and vulnerable tenants. However, where the tenant concerned is vulnerable or otherwise at the request of the Authority the tenant should be permitted to remain in his or her dwelling and not be compelled to be moved to alternative accommodation.  Where this occurs, the Contractor (provided it has complied with the relevant protocols) should be:

a) relieved from termination of the Project Agreement if that dwelling is not available by the long stop date; and

b) be entitled to be paid the full unitary charge in relation to the dwelling if the dwelling has not reached full Availability Standard by the end of the refurbishment periods (concept of deemed Availability).

905. The Contractor should be given neither compensation for the disruption to the Works nor the cost of endeavouring to gain access as this is capable of being priced.

906. The Contractor should have an obligation to bring the Dwelling up to Full Availability Standard when the tenant vacates without being compensated for additional cost by the Authority.  This is capable of being priced and should also be covered in lifecycle costs.

907. Generally, an Authority may also give consideration to replacing the Dwelling with another of the same type and condition.  However, this would need to be invoked through the change or variation procedure.

PROGRAMMING OF WORKS

908. Experience from pathfinder authorities who have reached ITN stage in their procurement process, is a variety of responses for the programming of repairs and improvements and life cycle works to satisfy the Authority's output specification and standards.  The timing of the programming of these works will impact upon price.  Some bidders may programme works to achieve the optimum benefit on the price, the earlier they figure in the life of the contract the greater will be their cost in NPV terms.  However, apart from price, an Authority should consider the value for money of the suggested programme and the impact upon tenants.  The programming of works is largely a matter for bidders to resolve and for Authorities to take into account at the evaluation stage.

909. The Authority's Invitation To Negotiate will contain requirements for bidders to submit various method statements.  These method statements will demonstrate how the bidders, if they become the successful Contractor, will undertake the refurbishment works  and provide the Service.  Whilst it is a recognised principle of the PFI that the method of complying with the Output Specification is a matter for the Contractor, there may be certain method statements which are critical to the Authority and which the Authority wishes the Contractor to be bound by. Such method statements may include:-

a) health and safety;

b) asbestos;

c) the promised quality of elemental renewals and lifecycle works; and

d) innovative solutions, eg particular types of boilers or cladding or particular "approaches" to the refurbishment works.

910. The Authority should only require critical method statements to be contractual documents.  Such would include those mentioned above.  As a consequence, these method statements (but not the others) will become contractual documents which will bind the Contractor and will only be capable of change with the Authority's express consent.  

911. Other method statements submitted by the Contractor at the bidding stage will not be binding upon it and therefore may be changed at any stage by the Contractor so long as the Contractor continues to satisfy the Output Specification.  The Authority may also wish to give consideration to reflecting any important aspects of a method statement in the requirements of the Output Specification and the payment and performance mechanism.

912. Where a method statement detailing the proposed programme for lifecycle works and elemental renewals is changed, then there may be a cost implication for the Contractor.  This may be beneficial where lifecycle works or elemental renewals have been moved "backwards" in these when compared to the financial model since such will be undertaken later than expected with a potential cost saving.  On the other hand, where lifecycle works or elemental renewals are brought "forward" in these then there may be an increased cost to the Contractor when compared to the financial model as the works are done earlier than expected.  In all cases, the output specification will continue to be satisfied.  

913. In general, it will be inappropriate in accordance with the principles of the PFI for the lifecycle and elemental renewal programme to be a contractual document.  At a practical level, there is little point in the Contractor renewing a bathroom for instance which does not need to be renewed at the relevant point in time.  As a consequence, the Authority may be concerned that the promised level of investment by the Contractor may not be made during the life of the contract and with the corollary that the Contractor may incur increased profit as a consequence.  The Contractor may argue on the other hand that if it transpires that lifecycle works and elemental renewals have to be significantly brought "forward" in these to satisfy the output specification, then although the promised investment will be delivered it may be at an increased cost since the works will need to be undertaken earlier than expected.

914. As has already been mentioned, the Authority may wish for certain aspects of the Contractor's method statement for elemental renewals and lifecycle works (such as the quality of components) to be a binding contractual document.  However, it is not appropriate for the Authority to make the programme for such works a binding contractual document.  This is because it should be a matter for the Contractor to determine the timing of the Works by reference to satisfaction of the Output Specification.  However, where the Works are moved within the programme, then the Authority may seek to follow either of the following approaches:-

a) not to document any financial consequences as both the Authority and the Contractor may benefit over the period of the Contract; or

b) the Authority and the Contractor endeavour to agree to reflect the financial consequences of changes to the programme by an adjustment to the Unitary Charge periodically (for example at the same time as the RTB adjustment).

HOUSING BENEFIT AND IT INTERFACE

Housing Benefit

915. Where the Contractor is responsible for rent collection then:

(a)
poor performance by the processor or administrator of housing benefit claims; and/or

(b)
a wholesale structural change in the housing benefit administration system (either the legislation or operational procedures),

may impact adversely on the Contractor's rent collection performance and its management of rent arrears.

916. Where the Contractor is responsible for debt reduction on rent accounts (and not rent collection), (a) and (b) above may impact adversely on its performance.  For both (a) and (b), the effective performance by the Contractor of its obligations should mean that occasional or minor problems with the housing benefit administration system should not cause undue problems.

917. The Authority may, however, consider it to be better value for money to take back the risk for a significant or discriminatory (against the Contractor) failure of housing benefit administration.  This could lead to a compensating payment to the Contractor and protection from Performance Deductions.

918. The risk may be addressed by the parties by leaving it to be covered by the principles applying to Specific Changes in Law (see Section 3 of Part 7 above).  Alternatively, the parties may prefer to specify a solution for this.  For example, were there to be a significant structural change in the housing benefit regime, eg a reduction in levels of available benefits, the Contractor could  be excused poor performance on rent collection to the extent it is caused by the change.  However, should this solution be followed there will need to be a definition of "significant" and "structural" change to the housing benefit regime.  This could be addressed by an agreed percentage drop in rent collection across a reference group of local authorities.

919. Measuring the "significance" of the housing benefit failure could be done in relation to national Best Value Performance Indicators and identifying what would constitute an abnormal deviation from the performance of a group of comparator authorities.  It could also be determined by its impact on rent collection rates across the Authority as a whole i.e. where this drops below X%.

920. This is not an issue for non HRA projects where rent collection will be a full contractor risk.

IT Interface

921. The Services to be provided to the Dwellings under the PFI project will invariably involve the use of IT.  Some IT may be new and provided by the Contractor or others may be legacy IT originally provided by the Authority which the Contractor will need to use.  This use may involve an interface between the Authority's legacy IT and the Contractor's IT.  Any "failure" of this interface may well impact upon the performance of the services and cost.

922. The Authority and the Contractor should apportion the consequences of the failure of their respective IT systems on the performance of the Services.  Where it is the Contractor's IT system which fails whether as a consequence of an interface or otherwise, then performance deductions should fully apply.  However, where it is the Authority's legacy IT systems which fails whether in relation to an interface or otherwise, then the Contractor should be excused from deductions until the Authority has remedied the situation. 

HEALTH AND SAFETY

923. In the case of a HRA PFI project, the Contractor (through its housing management sub-contractor) will commence the provision of the Services (largely housing management and responsive repair services) upon the Commencement Date for the contract is entered into or after a brief mobilisation period.  As a consequence, the Contractor will take on the Dwellings in the state and condition as they are until such time as they are brought up to full Availability Standard in accordance with the Output Specification and the Contractor's work programme.  Generally, the Authority will seek an indemnity in relation to all third party claims, actions, etc, brought against it after, the commencement of the services.  However, there may be certain health and safety issues which have arisen in relation to the Dwellings prior to the contract being entered into.  For example, all Dwellings may not have CP12 gas safety certificates.  The Contractor may feel unable to take the risk of the absence of such health and safety requirements.

924. So far as pre-existing health and safety issues are concerned, such as CP12 gas safety certificates, the Authority should take the risk and responsibility for the absence of any such certificates at the time the Contract is entered into.  The Authority should consider a time period, at the expiry of which this risk transfers, thereby giving the Contractor a reasonable opportunity to verify that the health and safety requirements have been met or alternatively to arrange for such certificates to be issued.  Such will impact upon the standard indemnities given by the Contractor and will also be relevant as events excusing the Contractor from performance under the payment and performance mechanism.

925. The Housing, Health and Safety Rating system, which is proposed to be introduced by the government, will contain additional requirements in relation to the health and safety of Dwellings.  Although proposals have been published, the definitive extent of this system is not yet fixed by legislation.  The Contractor will be concerned about changes which may be brought about by this system after the Contract is entered into which will give rise to additional costs to the Contractor.

926. In relation to the Housing, Health and Safety Rating System, the Contractor should take the risk of pricing the published proposals at the time the contract is entered into.  However, where those proposals are changed by government after the contract is entered into, then whether or not such amounts to a General or Qualifying Change in Law the Authority should be responsible for any additional cost as the Contractor could not foresee the extent of and thereby price the actual changes to the proposals.  It is unlikely to be value for money for the risk of such change to be transferred to the Contractor since the Contractor will merely build in a contingency sum for such risk whether or not any change actually occurs.

927. This issue will not apply to non HRA schemes since as new build, the Contractor will be responsible for all health and safety issues.

MANAGEMENT AGREEMENTS

Section 27 of the Housing Act 1985

928. Section 27 of the Housing Act 1985 is the means by which a Local Housing Authority can let contracts for housing management work.  With the Secretary of State's approval, Authorities can enter into agreements with another person to undertake their management functions.  The Office of the Deputy Prime Minister (ODPM) have amended Section 27 by means of a Regulatory Reforms Order to enable sub-contracting arrangements to be entered into.  Details of the Regulatory Reform (Housing Management Agreements) Order 2003 which involve these and other changes can be found on the ODPM website at www.housing.odpm.gov.uk/information/index10htm. The ODPM has also issued guidance on the new Section 27. 

929. For the purposes of Section 27, the Project Agreement can be considered as constituting the necessary Management Agreement.  Authorities will need to make an application to the ODPM for any Section 27 approvals at Final Business Case stage.  Authorities will need to complete a checklist providing all the necessary information and make a formal application for the Secretary of State's approval.  Copies of the checklist and example letter will be made available on the above website.

NEW BUILD AS PART OF HRA PFI

930. Originally, the scope of local authority HRA PFI was confined to the refurbishment of local authority housing stock. However, the experience ODPM had gained from the HRA PFI Pathfinder schemes already in procurement indicated that for some dwellings the best available economic solution would be to demolish and reprovide dwellings.  The ODPM therefore decided to remove the original restrictions which excluded housing land from the definition of a private finance transaction to give local authorities the financial freedom to include new build in HRA PFI projects.  This position continues under the prudential regime for capital finances contained in Part 1 of the Local Government Act 2003.

REGENERATION OPPORTUNITIES

931. Certain local authority Housing PFI contracts go beyond pure refurbishment and contain significant elements of regeneration of the neighbourhood and diversification of tenures etc.

932. Experience has shown that a Local Authority Housing PFI contract can be a tool for regeneration.  Where the regeneration outcomes are clearly defined e.g. a remodelling of an estate, an Authority may obtain the optimum benefits from an holistic approach to both the PFI and non PFI elements of the project.  An Authority should consider seeking one procurement for the delivery of both elements although it is accepted that each of the elements may be documented through separate contractual arrangements.  Although the contractual arrangements may need to be independent of each other it is possible to inter relate the two to achieve the Authority's desired outcome e.g. the provision of housing for sale as part of the project may not be capable of being part of the payment and performance mechanism but the project may be constructed to incentivise the Contractor to achieve receipts from the sale of housing land to fund capital works.

933. However, where the regenerative aspects and aspirations of the project are such that the Authority does not have clearly defined outcomes for e.g. the creation of employment or the reduction of crime, then such may not be appropriate for inclusion within the Project itself but rather addressed separately, e.g. as part of a "partnering arrangement".

934. A PFI project which involves regeneration, may involve both refurbishment and new build and where such new build is not on a PFI basis.  For example, the new build may be undertaken by a registered social landlord aside from the PFI project and let to their assured Tenants with or without nominations from the local authority but with no obligation to provide services on PFI terms.

935. Where this occurs therefore the PFI project and the new build or regeneration element will form distinct structures within the same overall transaction.  They may be inter-related, but there may be difficulties in inter-relating the two by way of contractual remedies.  For example, any bank lending to the PFI project may be reluctant for a breach of a Development Agreement relating to the separate new build giving rise to an event of default under the Project Agreement, thereby enabling termination.  The corollary will also be true in relation to the Development Agreement where land has been transferred to a registered social landlord or other person and significant investment has been made on that land.

936. In this type of transaction, it will be necessary to establish two separate structures.  As a consequence, the Authority may need to enforce separate and distinct remedies allowed for in each of the Project Agreement and Development Agreement.  Where a remedy is sought under one Agreement, then this should not directly impact on the other Agreement.

937. However, it is recognised that there may be occasions where the two Agreements are heavily inter-linked, such as where, for example, proceeds of sale or other returns from the new build or regeneration development are intended to be invested in the PFI project.  In which case, where one Agreement is terminated, then this should give rise to termination of the other.

SPECIFIC ISSUES FOR NON HRA PFIS

Nominations and Demand Risk for non HRA PFIs

938. Non HRA PFIs will generally involve the provision of new accommodation (although there may be instances where such a project involves the purchase of existing Dwellings on the open market and refurbishment to a full Availability Standard) by, but not exclusively by a registered social landlord (although a registered social landlord must be involved in some capacity in supervising the landlord and Tenant relationship, it need not be the sole principal organisation in a bidding consortium).  Although there may still be nominations by the Authority, the Contractor will reserve its position, in the case of a lack of nominations, to be able to house Tenants in their PFI housing stock in much the same way as their other housing stock.

939. As non HRA housing stock will be owned, managed and maintained by the Contractor, the Contractor should be able to manage the demand risk.  The Contractor is likely to own other housing stock in the area and therefore is in a position to secure Tenants to occupy the PFI Dwellings in much the same way as its other Dwellings.  Furthermore, a funder of a non HRA PFI contract will take security in the Dwellings as opposed to security over mere contractual rights and as such in the case of default can seek to enforce repayment of the debt by, as a last resort, sale of individual Dwellings.  This would not be possible in a HRA PFI project.  As such therefore funders should be comfortable with the allocation of demand risk in non HRA Projects.

940. Authorities are likely to reserve rights of nomination to non HRA PFI housing stock. Where nominations are not forthcoming within the given timescales, then the Contractor will reserve the right to find prospective Tenants itself.  Where there is a demonstrable lack of demand the Authority and the Contractor may agree to take steps to find an alternative use for the Dwelling or effect a sale.

Site Selection/Acquisition

941. Unlike with HRA PFI where the project comprises specified Dwellings as the subject matter of the project, a non HRA PFI may involve a requirement on the Contractor to provide certain numbers of stock of certain mix and types to agreed standards.  As a consequence, it may be down to the Contractor to select the required sites upon which to construct the new Dwellings.  How is the risk of Availability and the nature of sites to be addressed? 

942. In the circumstances, where a site(s) are not identified for a non HRA PFI project, then the risk of locating and acquiring such a site(s) should lie with the Contractor.  Similarly, risks associated with the ground conditions and topography of the sites should also lie with the Contractor.  The risk to the Contractor will be in relation to site valuer and building costs and also in achieving Availability of the set number of Dwellings by a defined date (and thereby running the risk of liquidated damages or termination should this date not be attained).  The Contractor will be able to mitigate its risks by selecting sites in advance of contract signature and probably also obtaining all necessary planning consents etc and undertaking all necessary site and soil surveys to satisfy itself as to the likely potential costs involved.

Non HRA PFI and Residual Value

943. The Contractor in a non HRA housing project will acquire a site and construct the Dwellings on that site.  At the end of the Contract, the Dwellings will have a residual value.  To what extent should this residual value impact upon the Unitary Charge?

944. Any residual value in the Dwellings at the end of a non HRA PFI contract should be reflected in the level of the Unitary Charge.  Whether the Authority transfers a site at full market value or the Contractor acquires the site from a third party at full market value (or where the Authority transfers the site to the Contractor for less than market value pursuant to a relevant ministerial consent), then the anticipated residual value at the end of the contract should be agreed and the Unitary Charge adjusted to reflect that value.  It will then be a matter for the Contractor to take the risk of any fluctuations in that residual value.

Nomination Rights "Tail" in Non HRA Housing Projects

945. As indicated previously, the Authority will generally reserve a right to nominate Tenants to the Dwellings in non HRA projects.  Should the Contractor be able to retain the right to make such nominations at the end of the Contract Period?

946. The nomination rights exercised by the Authority during the term of the PFI contract necessarily flow from the Dwellings being made available to the Authority and the Authority paying the requisite amount of the Unitary Charge.  When the contract comes to an end, the Authority and Contractor should fall back upon the nomination arrangements then in place landlords with registered social generally throughout the administrative area of the Authority.

ALTERNATIVE PROCUREMENT MODELS

Introduction

947. In common with other sectors in PFI, pathfinder authorities have followed the traditional procurement route in selecting their Contractor, namely the EU Negotiated Procedure.  However, certain of the pathfinder authorities, bidders and their advisors have identified what they believe are the shortcomings in the use of the EU Negotiated Procedure in local authority housing PFI contracts.  The suggested shortcomings can be summarised as the:-

(a)
length of the procurement process prior to the commencement of the contract works;

(b)
high costs involved for both the Authority and bidders; 

(c)
difficulty in framing what are frequently complex proposals (e.g. output specification and Contractor's proposals) in a competitive bidding environment; and 

(d)
potential failure to identify the true nature of key risks arising from the complex proposals during the competitive process.

948. Although the first and second points can be said to be generic to PFI the third and fourth points are seen as specific to, and arising from, the complexity of local authority housing PFI contracts.  Proponents of this argument suggest that because the schemes, which are to be the subject of local authority housing PFI contracts, are so complex and will fundamentally affect the lives of a large number of people over a long period of time, the most sensible way to proceed would be to plan the service from the outset in close collaboration with a team comprising representatives of the Authority, specialist experts and the Contractor selected for carrying out the works.

949. It has been suggested by certain pathfinder authorities, bidders and their advisers, that the solution to these shortcomings could be the use of the specific procedure contained in the EU procurement rules appertaining to "public housing scheme contracts" which broadly enables the appointment of a Contractor following competition under the EU restricted procedure to subsequently work with the Authority and others in developing the scheme proposals.  It is also suggested by the proponents of this alternative procedure that it potentially opens up the real possibility of the Authority selecting the optimum permutation of consortium members (e.g. best refurbishment contractor, housing manager, funder etc).

Legislative Background

950. Article 9 of the EU Directive on the Co-ordination of Procedures for the Award of Public Works Contracts contains a procurement procedure for "public housing scheme contracts".  Regulation 24 of the Public Works Contract Regulations 1991 contains a general definition of such a contract as a "public works contract relating to the design and construction of a public housing scheme", there is no further definition.

951. The regulation states that when a contracting authority wishes to award a public housing scheme works contract, and where the works require that the planning of such a scheme needs to be based from the beginning on a close working relationship of a team (which will include the preferred Contractor) then the use of the restricted procedure, as set out in the regulations, is relaxed so as to permit the contracting authority to select the contractor who is most suitable for integration into that team.

952. Normally under the restricted procedure post tender negotiations are prohibited, to the extent that they go beyond clarification or supplementation of a bid.  With a public housing scheme, an Authority would have the scope to depart from this general principle.

953. The procedural requirements with which the Authority must comply are:-

(a)
advertising the contract with an OJEC Notice for the restricted procedure;

(b)
only pre-qualifying tenders in accordance with the EU rules about criteria for rejection and minimum standards of economic and financial standing and technical capacity; and

(c) 
not discriminating on grounds of nationality.

954. The regulations envisage the existence of a job description for the scheme and such job description can be a traditional PFI output specification.

955. The "public works contract" may cover not only the carrying out of the works but also the procurement of the carrying out of work corresponding to the output specification (regulation 2(1) Works Regulations).

Under Regulation 24 bidders are shortlisted/selected after considering:-

(a)
whether a bidder is ineligible to tender on one of the grounds described in the regulations;

(b)
whether the bidder fails to satisfy the minimum standards of economic and financial standing and technical capacity required of contractors by the contracting authority in accordance with regulations;

(c)
whether the bidder is "most suitable for integration into the team".

956. Unlike the negotiated procedure, after making its evaluations of which bidder is "most suitable for integration into the team", the Authority may move straight to negotiations with that bidder – there is no requirement to negotiate with a minimum number of suitable candidates.

Perceived Advantages of Regulation 24

957. The Authority is seeking a team capable of working in close collaboration, including tenants and residents who are "experts" in as much as their local expertise is essential to the sustainability of a PFI housing scheme, seeking to meet local community objectives and needs.

958. The team based approach of Regulation 24 may also allow the Authority greater scope to facilitate the selection of the optimum permutation of consortium members (e.g. the best funder, the best refurbishment contractor, the best housing manager and the best professional team) can be integrated into a team, working closely with the community.  However, it is difficult to see how this is achievable within Regulation 24 as the natural interpretation of "Contractor" would be the lead contractor plus sub-contractor's i.e. a consortium.  Unless "Contractor" in Regulation 24 can be construed as encompassing all "Contractor" components of a consortium.

959. The Regulation 24 process has the following suggested advantages:-

(a)
the overall cost and the period of procurement for both parties is reduced by:

(i)
a competition framework which is concentrated at the beginning of the process ("front end loaded");

(ii)
reduced serial negotiations with several bidders; and

(b)
the Preferred Bidders' unitary charge can be refined, on the basis of open book accounting, which should enable bidders to eliminate a degree of "risk premium";

(c)
particular concerns of the Authority to achieve the right balance of demolition, refurbishment and for replacement of properties can be addressed, through a "team" approach, leading to contract documentation which reflects a realistic allocation of risk;

(d)
tenants and residents are integrated as "experts" into the contract negotiation procedure; and

(e)
the forum can be created for resolving complex issues such as regeneration; allocation of risk; residual asset value risk; the project agreement; payment mechanism and performance regime etc.

960. Under the negotiated procedure contracting authorities are encouraged to use the period between issue of the Invitation to Negotiate (ITN) and Best and Final Offers (BAFO) to finalise agreement on the contractual documentation, for completion after financial due diligence.  However, in practice many schemes can have a protracted period of negotiation with the Preferred Bidder after BAFO, depending upon the complexity of the scheme in question and the degree of strong project management and commitment on the part of both the Authority and the Preferred Bidder.  In local authority housing PFI projects a short rigorous competitive process should be sufficient to enable an Authority to select its preferred bidder for negotiating the Contract with, whilst recognising bidders' concerns about tendering costs.

Conclusion

961. Whilst the benefits of a team approach to developing complete proposals for local authority housing PFI schemes can be appreciated, the principal concern in relation to this approach is ensuring that value for money can be achieved notwithstanding the appointment of a "preferred bidder(s)" at such a relatively early stage in the procurement process.  Although the bidder(s) would be appointed following competition under the restricted procedure, the selection criteria at this stage will be aimed at obtaining the best "team member" rather than price and quality of the bid for the scheme.  Furthermore, notwithstanding pricing of the proposals as they develop can be undertaken on an "open book" basis, it is difficult to perceive the circumstances where such would yield greater value for money than the competitive bidding process under the EU Negotiated Procedure.

962. Finally, the use of the Regulation 24 procedure would appear to give the bidder(s) a strong bargaining position at an early stage in relation to both price and risk transfer particularly in the light of the current immature market for local authority housing PFI schemes due to the absence of completed transactions and agreed risk apportionment on optimum value for money terms.

963. Any authority wishing to pursue a Regulation 24 procurement should discuss their proposals first with the 4ps and ODPM.  They would need to be in a position to set out in advance what the final specification of the contract will be and be able to demonstrate that this prescriptive approach would not be a problem.  Alternatively, they will need to hold detailed discussions between tenderers to agree the allocation of risk, service requirements and performance levels etc. as part of the competitive process.

Section 5 – Summary of Risk Allocation

964. Attached is a risk issues table which summaries the principal housing specific issues in local authority housing PFI projects (both HRA and non HRA) contained in Sections 3 and 4 above.  The table also contains the recommendations for the apportionment of risk between the Authority and Contractor.

Item
Identity of Risk Issue
Explanation of Risk Issue
Apportionment of Risk Issue
Note


1.

Appropriateness and Calculation of Liquidated Damages


In HRA PFI refurbishment projects, the Authority will wish to seek completion of Refurbishment Works to individual Dwellings within appropriate timescales and the completion of Refurbishment Works to all Dwellings in the Project by a defined date.  In other sectors of PFI, works are required to be completed such that the facilities are available by a Planned Service Commencement Date.  If the facilities are not available by that date (and subject to the extension of that date by reason of the usual delaying events, Relief Events, Compensation Events and Force Majeure Events), the Contractor may be required to pay liquidated damages to the Authority to compensate the Authority for costs, expenses and losses arising as a consequence of late completion. 
It may not always be good value for money to include liquidated damages within a PFI contract for the reason that the Contractor may be sufficiently incentivised by payments of the Unitary Charge being delayed until full Service Commencement and also due to the liquidated damages being built into the overall price.  

Completion of the overall project is usually required by a defined date (usually called a longstop date) which if not achieved (other than due to the usual delaying events) will enable the Authority to commence termination of the Contract.  HRA refurbishment projects give rise to various difficulties in this regard, namely they often involve refurbishment of hundreds or thousands of Dwellings over a much longer period than a typical PFI new build project, the nature of the Works to each Dwelling may be significantly different, it is difficult to put fixed timescales on the refurbishment of each Dwelling in advance and the nature of the Works programme may vary throughout the refurbishment period depending upon the nature of the Works to be undertaken.  Furthermore, it may be difficult to calculate a genuine pre-estimate of loss as a consequence of a late completion of the Refurbishment Works to an individual Dwelling, particularly where, for example, a Tenant remains within the Dwelling during the Works Period.  Where the nature of the Works has resulted in a Tenant being temporarily rehoused, then there may be additional costs which can be calculated on a daily basis.  

However, even if there is a genuine pre-estimate of loss, it may be difficult to establish a timetable for the Works to individual Dwellings bearing in mind each Dwelling may need different Works.  Agreeing a specific timetable for each Dwelling will be impractical and therefore the only unit of measurement may well be a "reasonable time" for completing the Works with any dispute as to whether the time taken is "reasonable" being determined by the dispute resolution procedure.

The Authority should also fix a longstop date by virtue of which all Refurbishment Works should be completed, such that all of the Dwellings have attained the full Availability Standard.  There may need to be some exceptions to this and/or a concept of deemed Availability where, for example as mentioned previously in 1 above, access is refused.  As the Refurbishment Works period is likely to be longer than the typical works period in other sectors of the PFI, it may be prudent for the Authority to consider the insertion of an intermediate milestone date by which the Availability Standard of a certain proportion of the Dwellings is achieved.  Failure to achieve those amount of Works by the milestone date will result in the same consequences as failure to attain the longstop date.
The calculation of liquidated damages may be simpler in relation to non HRA projects as they involve new build.  Therefore, the principles which are applied in PFI in other sectors may also be applied in these cases.  A Planned Projects Services Commencement Date can be set and failure to achieve this date (subject to the usual delaying events) may result in the payment of liquidated damages.  A longstop date for termination could also be set in the usual fashion.

2.

Decant of Tenants During Refurbishment Works
(a)
During the Works phase in a HRA PFI project, either due to:-

(i)
the nature of the Works; or

(ii)
the vulnerable condition of the Tenant,

alternative accommodation may need to be identified for the Tenant.

It will be a matter for the Authority and the Contractor to agree during the bidding process leading up to contract signature as to whether a decant of some or all Tenants will be needed to undertake the Works.  The risk issue will be the adequacy of what is planned for and priced, any impact upon the Contractor's programming of the Works and the extent of thus far unforeseen decanting requirements as the nature of the Works are firmed up.  

(b)
During the Service phase, a Dwelling may become Unavailable and unfit for the Tenant's continued habitation (by reason of (a) (i) or (ii) above) and alternative accommodation may need to be identified for the Tenant.


(a)
Where it is considered that no decanting of Tenants will be required, then the Contractor should take the risk of any unforeseen decanting being required as the nature of the Works are firmed up.  Where decanting is expected, the Authority may wish to make the provision of temporary alternative accommodation a requirement for which the Contractor will have to price.  In which case, the Contractor will be required to take the full risk of the adequacy and cost of its provision.  Alternatively, the Authority may determine that it is better value for money to set aside a "rolling programme" of voids within the PFI contract area.  This will allow the Contractor to have some flexibility in managing voids such that a pool of voids (subject to some overall maximum number) can be maintained for this purpose by the Contractor during the Works Period.  However, the Contractor would still retain the risk of the number of voids set aside being sufficient to maintain its Works Programme.

(b)
Whilst Unavailability of a Dwelling will be covered in the payment and performance mechanism (even where it continues to be occupied), an Authority should consider an obligation on the Contractor to provide suitable alternative accommodation where a Dwelling remains Unavailable for a given period. (See item 5 below)
(a)
It will be important to be clear as to the extent of any risk share on decant and if this is purely for the Works Period.  Making a pool of voids available will impact on the Authority's income stream via rent collection.  The parties should agree on a procedure or protocol covering the circumstances giving rise to decant and the making available of accommodation.

(b)
The nature of "suitable" alternative accommodation may need to be defined.  Where suitable alternative accommodation is provided, then the Contractor should be excused from further Deductions although the payment and performance mechanism should apply to the replacement Dwelling.



3.

Defects, Hidden Works, Costs, Post Survey Works and Ground Conditions for Existing Dwellings


(a)
The Dwellings and Properties are likely to have suffered from under-investment. 
(a)
The Contractor should take the risk of the condition of the stock as it will have the benefit of the stock condition survey.  The Contractor will be able to rely on the content of the survey either as original employer or by virtue of a "duty of care" collateral warranty in its favour.
(a)
However, if significant defects are discovered (which would otherwise not have been capable of discovery), the Contractor may fail to meet time critical deadlines – milestone or long-stop dates.





(b)
They may exhibit structural problems from their original  construction (types of materials used, flooring, roof cavities, firestopping compartmentalisation etc).

(c)
The Authority may have undertaken works (likely to be responsive repairs or maintenance) to the Properties and/or Dwellings post the stock survey work.

(d)
Site conditions may include:-

contaminated land;

subsidence (due to watertable/ mineworkings/tunnelling); and

soil and geological conditions.


(b)
The stock condition survey undertaken on behalf of the Authority and bidders will evidence the then condition of the stock.  The stock condition survey should report any breaches of the Availability Standards.  The evidence of stock condition may also reveal a defect (or a condition which may have resulted as a consequence of a defect).  However, the stock condition survey is unlikely to be sufficiently intrusive to reveal all defects. 

As a consequence, the Contractor should only take the risk and responsibility for those defects (latent or otherwise) which the stock condition survey has revealed or ought to have revealed if the Stock Condition Surveyor had complied with the provisions in his appointment (taking into account the interpretation which a reasonable and prudent Contractor ought to have given to the data contained in the stock condition survey).  The Authority should retain the risks of other defects being revealed.  

The Contractor should only be obliged to remedy defects for which the Contractor is thus responsible (latent or otherwise) to the extent required to achieve the relevant Availability Standard.

(c)
The Authority should keep a log of any capital expenditure undertaken by it post stock condition survey (as opposed to responsive repairs and maintenance works) and be prepared to warrant the accuracy of that log.  The Authority should take the risk of the standard of such works and as a consequence the Contractor should be compensated for any costs arising from putting right any such sub-standard or negligent works undertaken by the Authority where this is required to meet the Output Specification.  Furthermore, the Authority should also take the benefit of such works where such result in a cost reduction to the Contractor.

(d)
Where the Contractor has had the opportunity to verify independently such conditions, then it ought to take the risk of them.  However, where any such conditions are incapable of independent verification (eg contamination under a Dwelling) then it is reasonable for the risk to be shared.  For example, the Authority may take the risk of historic contamination with the Contractor assuming the risk of contamination which it or a party for whom it is responsible has brought on to the Property.  Where a particular peril is uninsurable, such as subsidence, then an Authority may consider sharing the risk if such yields better value for money.  

The Contractor should always take the risk and responsibility for site conditions where it owns the site such as in non-HRA new build.
(b)
The Authority may agree to give relief from works deadlines and Performance /Availability Deductions whilst the Contractor is tackling such structural problems which were not capable of discovery.

(c)
Authorities should consider this risk when commissioning works post stock condition survey.

(d)
The Authority may agree to give relief from works deadlines and Performance Unavailability Deductions whilst the Contractor is tackling such site conditions.



4.

Availability Standards 


The definition of Availability Standards is key to determining the Contractor's payments.  The Authority will wish to incentivise the Contractor to complete the Refurbishment Works on time and to maintain the Dwellings at the full Availability Standard throughout the remainder of the Contract.

However, there will need to be an Initial Availability Standard to reflect that the Contractor inherits housing stock suffering from under-investment. This will not be the case in non HRA housing schemes where the PFI contractor does not take over an existing Service but rather brings new units of social housing on stream whether they are newly built or acquired and refurbished.


Once refurbishment works are completed, the risk of maintaining Dwellings to the full Availability Standard should pass to the Contractor.

This Initial Standard should require the Contractor to upgrade the Dwellings to give basic standard within a agreed timescale.  The basic standard must be at least such as to comply with legislative requirements as to fitness for habitation.

Depending upon the approach to the Refurbishment Works taken by the Contractor and value for money considerations, an Interim Availability Standard may be relevant. Parcels of Refurbishment Works might address, for example, solely external works or internal works (eg bathrooms, kitchens, central heating boilers etc).
Defining the full Availability Standard is important. The definition must be clear, objective and measurable.  In practice, the contract may include a table mapping examples of Unavailability to aid the Contractor's understanding.  Concepts such as meeting the Decent Homes Standard and other legal obligations as landlord are likely to form part of the definition.

There will only be one standard for new build non HRA projects.  However, where the non HRA Project involves the acquisition of existing Dwellings there may also need to be an Initial Availability Standard.



5.

Suitable Alternative Accommodation


This issue may arise in one or more circumstances, for example where a Tenant has had to be temporarily rehoused to enable the Contractor to undertake works and such works are not completed within a reasonable time or where a Dwelling has become Unavailable for an unreasonable period of time.  It will be a matter of balancing the requirement for the provision of suitable alternative accommodation against other remedies which may be available under the Contract, particularly Deductions under the payment and performance mechanism.  


Where the Refurbishment Works on a Dwelling are not completed within a reasonable period, then liquidated damages may be payable by the Contractor to the Authority (see 23 above).  As an alternative, the Authority may stipulate that the Contractor should or may provide suitable alternative accommodation.

Similarly, the payment and performance mechanism may contain a requirement for the provision of suitable alternative accommodation where a Dwelling has been Unavailable for a stipulated period of time.  However, an Authority should balance against the appropriateness of such a provision the amount of Deductions which the Contractor will have incurred (ultimately leading to termination) and the rights of step-in which the Authority will possess.  Such a right is likely to be capable of being exercised for a breach of statutory duty or more likely arising from a specific right where Unavailability has occurred for a stipulated number of days.  The latter may provide a more effective remedy.

The Authority may also give to the Contractor the option for the Contractor to provide suitable alternative accommodation instead of suffering Deductions for Unavailability.  Whichever approach is adopted, the Contractor would incur additional costs.

In each case, the Authority will need to define carefully what is meant by suitable alternative accommodation.  The location, size and standards of accommodation will need to be contractually specified and/or the payment and performance mechanism to reapply, should the suitable alternative accommodation fail to be Available.  




6.

Certification of Availability:

by Independent Certifier   or contractor; denied access or refusal of Works by Tenants; and deemed certification


It is usual in PFI projects for the facilities to be certified as Available either by an independent certifier jointly appointed by the Authority, Contractor and Funder or by an agent employed by one or those giving "duty of care" warranties to the others (with an Authority representative being present and agreeing or making representations as to Availability).  When the facilities are certified as Available and the Services commence (or indeed where the Services have already commenced), the Unitary Charge will be payable (or uplifted) to reflect the investment.

A typical housing PFI project may involve thousands of Dwellings.  As such, it may not be practical, convenient or value for money on every occasion for Dwellings to be certified either by an independent certifier or an employer's agent with an Authority representative present and agreeing or making representations.

Furthermore, in relation to HRA projects, the Tenant or Leaseholder may refuse the works, eg a Tenant may not require a new kitchen or bathroom as he/she may be recently installed one.  

The Contractor will have a programme for the Refurbishment Works.  The occurrence of this Disrepair Actions may require works to be undertaken outside of the programme.


It is suggested in that in relation to HRA projects, the certification of Dwellings attaining an Availability Standard may be undertaken either traditionally that is, by an independent certifier (or an employer's agent owing a duty of care) or alternatively by the Contractor alone.  

It may sometimes be neither practical nor convenient for the Authority to inspect every single Dwelling.  As such therefore, the Authority may decide to undertake random sampling of such self-certification to ensure that such have been undertaken correctly (the Authority also has the comfort of Tenant monitoring).  Whilst the Unitary Charge will be uplifted on certification of Availability by the Contractor, the Unitary Charge for an individual Dwelling will be lost if a Dwelling is subsequently found to be Unavailable until such time as it becomes Available again.  Although this may provide, an incentive, as the loss of the Unitary Charge for a Dwelling will be greater than any uplift on Availability being attained, an Authority may also consider backdating the Unavailability Deduction to the date of the incorrect certification to further incentivise the Contractor.

As will be seen in item 19 below where a Tenant refuses:-

(a)
the Contractor or any sub-contractor access to the Dwelling occupied by him/her;

(b)
any of the Works proposed to his or her Dwelling, eg refuses a new kitchen (to the extent such is acceptable to the Authority); or

(c)
to be temporarily decanted to alternative accommodation to enable any Works to be carried out (having complied with the procedural requirements in item 19 below) 

then the Dwelling should be deemed to be fully Available at the end of the refurbishment period with the Contractor being obliged to bring the Dwelling up to full Availability Standard when the Tenant vacates the Dwelling.

The Authority may also reserve the right to withdraw a Dwelling where Works cannot be carried out for one of these reasons and the consequences of such should be calculated in accordance with the Right to Buy methodology (see item 15 below).

The Authority could also give consideration to substituting a Dwelling from a subsequent phase in the PFI project where the Works cannot be carried out, although this would need to be done through the Change procedure if a Dwelling is substituted from outside of the PFI project.

As indicated in item 17 below, where a Disrepair Notice is served the Contractor should be obliged to undertake the remedial works so as to mitigate compensation payable by the Authority.  There should be no additional cost payable by the Authority for this as the cost of the works will have necessarily been factored into the price.  Whilst the Contractor is on site, there should be little difficulty for the Contractor to undertake the works out of sequence in its programme.  




7.

Tenant Damage and Third Party


Local authority housing PFI can perhaps be set aside from other sectors of PFI in that it will impact directly upon residents with the corollary that residents could impact directly upon the risk profile.  

Whilst the allocation or selection of Tenants for Dwellings is unlikely to be included within the Services provided in a PFI contract, in the majority of cases it is likely that housing management will be included.  As a consequence, the Contractor (through the housing management sub-contractor) will provide Services in relation to the management of the tenancies.  It may occur from time to time that Tenants occupying Dwellings may damage the Dwellings either wilfully, negligently or indeed innocently.  

Apart from "one off" occurrences of damage, there will necessarily be works to undertake to a Dwelling when a Tenant vacates. Such works may be insignificant, although on occasions more significant works may be involved as a consequence of the treatment of the Dwelling by the Tenant during the period of the tenancy.  Prior to any PFI contract, the Authority would undertake all necessary works to repair any Tenant damage and, if merited of such Works would seek to reclaim costs from the Tenant.  Under the PFI contract, the Contractor becomes responsible for making the Dwelling Available and effecting repairs.  The Contractor will have built these costs into its financial model, although the actual levels of damage may be different to those anticipated by the Contractor.  Claims on insurances may be a possibility (it is unlikely that the Authority would have previously taken this route due to the absence of insurances or high excesses) but claims will result in increases in excesses and will also impact upon levels of insurance premia.

The same issue will arise in relation to HRA housing projects where housing management is retained by the Authority, although with a different impact.  As manager of the tenancies, the Authority will have "control" over the Tenants.  The issue in which case will be the interface between the Tenants managed by the Authority and the Contractor's (through the housing maintenance sub-contractor) obligation to keep the Dwellings up to the full Availability Standard and to effect repairs.  

This issue should not arise in relation to non HRA projects.  Although the Tenants may be allocated or nominated by the Authority, the Dwellings are owned, managed and maintained by the Contractor who therefore has control. 

A similar issue arises in relation to damage by persons other than Tenants.  Where such damage is effected by persons under the control of either the Authority or Contractor (for example employees, agents or contractors) then it is quite easy to apportion risk and responsibility.  However, where damage is caused by unrelated third parties, for example vandalism, then the cost of remedying the damage has to be met by one party or the other.  In certain circumstances, the Contractor can be said to have control in that, it may undertake security, for example, in a block of flats.  Otherwise, damage may be random, for example arising from an attack on a Dwelling from the outside.  Again, such damage may be insured, although the issue again arises as to responsibility for excesses, increasing levels of excesses and/or insurance premia.  


In relation to HRA housing PFI projects where housing management is included within the Services, then the Contractor (through its housing management sub-contractor) will have control over the Tenant management relationship.  Tenant damage can be minimised, but not prevented, by good housing management.  As a consequence, the Contractor should generally be responsible for covering the cost of this risk arising and to price for it (unless it can be demonstrated as part of the competitive bidding process that it is better value for money to share the risk).  The Contractor should take some comfort in the Authority agreeing contractually to allocate Tenants to Dwellings only through an objective allocations policy.

Where housing management services are not included in a HRA PFI project, then it is difficult to argue that the Contractor should take the risk and responsibility of Tenant damage.  In such a situation, the Contractor has no control over the Tenant management relationship as this lies wholly with the Authority.  As a consequence, where Tenant damage gives rise to additional costs, then such should be met by the Authority whether through a Compensation Event or otherwise.

In relation to non HRA projects, since the Contractor owns, manages and maintains the Dwellings, the occurrences of Tenant damage should be wholly at the risk and responsibility of the Contractor.

There may be more than one approach to Third Party Damage (including vandalism). A reduction in vandalism in particular may follow as a consequence of good housing management on an estate.  However, even in such cases there may be a distinct history of vandalism which may be difficult to eradicate overnight.  As a consequence, Third Party damage and/or vandalism may be something for which the Authority and the Contractor share the risk.  For example, a fund may be established with a limit, with any excesses over that limit being met by the Authority and Contractor in progressive steps. Alternatively, the risk may be phased in, particularly where there is a distinct history of vandalism and thereby giving the Contractor time to improve the environment and with it the vandalism record.  Furthermore, it will also be appropriate to incentivise the Contractor  to reduce Third Party damage and vandalism whether through taking the risk of damage (through a fund or otherwise) or through outcomes in the payment and performance mechanism.  

Again where housing management services are not included in the PFI project, there is a stronger argument for either the risk to be retained by the Authority or shared where, for example, the Contractor has agreed to provide a particular risk solution.

There may be occasions where the Contractor takes the whole of the risk of Third Party damage and vandalism in certain areas, for example where the Contractor is providing security for example, in a block of flats. 

As in a non HRA PFI project, the Contractor owns, manages and maintains the Dwellings, then this risk will be a matter for the Contractor to manage.  
Clear Tenant damage policies will be helpful in identifying the responsibility of the Contractor.  Where the parties decide to store the UK of Tenant and Third Party damage that the procedures for sharing that risk need to be included in the Project Agreement (possibly in a protocol).

8.

Specific Change in Law


The OGC standard guidance sets out those Changes in Law which should remain the responsibility of the Authority and those where the responsibility is transferred to the Contractor.  Those which remain the responsibility of the Authority are defined as Qualifying Changes in Law which are further sub-divided into Discriminatory Changes in Law and Specific Changes in Law.  Those Changes in Law where the responsibility is transferred to the Contractor are the residual General Changes in Law (except that the OGC standard guidance recommends the sharing of the costs of capital expenditure which may arise upon the occurrence of such Changes in Law by reference to a progressive  stepped amount to the Authority).

As far as Qualifying Changes in Law are concerned, the definition of Discriminatory Changes in Law are equally relevant in the same terms to housing PFI, as other sectors of PFI as are also agreeing proposals for sharing of costs of capital expenditure as a consequence of a General Change in Law.  However, there may need to be a clarified definition of Specific Change in Law.

SoPC defines a Specific Change in Law as any "Change in Law which specifically refers to the provision of services the same as or similar to the Service or to the holding of shares in companies whose main business is providing services the same or similar to the Service".  A footnote in SoPC suggests that the Authority and its advisers should arrive at a definition which gives protection in relation to Changes in Law that are targeted at companies delivering similar services to those being carried out by the Contractor.  For example, in NHS PFI projects the standard definition of Specific Change in Law has been adapted to cover Changes in Law relating to the provision or operation of healthcare premises or changes in NHS Requirements.
In determining the definition of Specific Change in Law for housing PFI projects, Authorities and their advisers should have regard to the definition of the business of companies delivering similar services to those being delivered by the Contractor.  Whilst the nature of the housing can be referred to as social housing (ie it is owned by a local authority) the nature of certain of the Services which are provided to Dwellings are generic to those provided to landlords generally, whether in the public or private sector.  

Therefore, it can be argued that the Services can be divided into those which can be identified as social housing services (ie those ordinarily provided to local authority Tenants and Tenants of registered social landlords) and those which are generic to all Tenanted residential accommodation.  For example, the housing management services are likely to be described as being specifically relating to social housing (ie local authority housing and housing owned by registered social landlords) whilst the housing repairs and maintenance services could be much more appropriately described as relating to Tenanted residential accommodation generally.  As such therefore, the risk is recommended as being allocated in this way.

The Authority should also take the risk of Changes in Law specifically relating to social housing Tenants (those being Tenants of local authorities and/or registered social landlords).


9.

Status of Method Statements:

Contractual;

Changes in programming of Lifecycle Works


The Authority's Invitation To Negotiate will contain requirements for bidders to submit various method statements.  These method statements will demonstrate how the bidders, if they become the successful Contractor, will undertake the Refurbishment Works and provide the Services.  Whilst it is a recognised principle of the PFI that the method of complying with the Output Specification is a matter for the Contractor, there may be certain method statements which are critical to the Authority and which the Authority wishes the Contractor to be bound by. Such method statements may include:-

(a)
health and safety;

(b)
asbestos;

(c)
the promised quality of elemental renewals and lifecycle works; and

(d)
innovative solutions, eg particular types of boilers or cladding or particular "approaches" to the Refurbishment Works

Where a method statement detailing the proposed programme for lifecycle works and elemental renewals is changed, then there may be a cost implication for the Contractor.  This may be beneficial where lifecycle works or elemental renewals have been moved "backwards" when compared to the financial model since such will be undertaken later than expected with a potential cost saving.  On the other hand, where lifecycle works or elemental renewals are brought "forward" in these then there may be an increased cost to the Contractor when compared to the financial model as the works are done earlier than expected.  In all cases, the output specification will continue to be satisfied.  

In general, it will be inappropriate in accordance with the principles of the PFI for the lifecycle and elemental renewal programme to be a contractual document.  At a practical level, there is little point in the Contractor renewing a bathroom for instance which does not need to be renewed at the relevant point in time.  

As a consequence, the Authority may be concerned that the promised level of investment by the Contractor may not be made during the life of the contract and with the corollary that the Contractor may incur increased profit as a consequence.  The Contractor may argue on the other hand that if it transpires that lifecycle works and elemental renewals have to be significantly brought "forward" to satisfy the output specification, then although the promised investment will be delivered it may be at an increased cost since the works will need to be undertaken earlier than expected.  
The Authority should only require critical method statements to be contractual documents.  Such would include those mentioned opposite.

As a consequence, these method statements (but not the others) will become contractual documents which will bind the Contractor and will only be capable of change with the Authority's express consent.  

Other method statements submitted by the Contractor at the bidding stage will not be binding upon it and therefore may be changed at any stage by the Contractor so long as the Contractor continues to satisfy the Output Specification.  The Authority may also wish to give consideration to reflecting any important aspects of a method statement in the requirements of the Output Specification and the payment and performance mechanism.

As has already been mentioned, the Authority may wish for certain aspects of the Contractor's method statement for elemental renewals and lifecycle works (such as the quality of components) to be a binding contractual document.  However, it is not appropriate for the Authority to make the programme for such works a binding contractual document.  This is because it should be a matter for the Contractor to determine the timing of the Works by reference to satisfaction of the Output Specification.  However, where the Works are moved within the programme, then the Authority may seek to follow either of the following approaches:-

(a)
not to document any financial consequences as both the Authority and the Contractor may benefit over the period of the Contract; or

(b)
the Authority and the Contractor endeavour to agree to reflect the financial consequences of changes to the programme by an adjustment to the Unitary Charge periodically (for example at the same time as the RTB adjustment).


10.

Comparisons and

adjustments on Benchmarking and Market Testing of Soft Services


Most PFI contracts have a price variation mechanism (other than, for example, indexation) to address unforeseen changes in operating costs.  It may also be sensible to compare costs to ensure that value for money continues.  As a consequence, PFI contracts generally contain provisions covering benchmarking and market testing of Contractors' or more importantly sub-contractors' costs.  Generally only soft services are appropriate for either benchmarking or market testing as they do not involve a significant capital outlay which would otherwise give rise to unfair comparisons for the Contractor.

The term "benchmarking" is used to mean the process by which the Contractor compares either its own costs or the costs of its subcontractors providing soft services against a market cost of such services.  "Market testing" means the retendering on the market by the Contractor of the relevant subcontractor's soft services to test the value for money of the Services.  Any increase or decrease in the cost of such  services as a result of benchmarking or market testing will result in an adjustment to the unitary charge.

The issue is the extent to which Services or part of them should be benchmarked and/or market tested in local authority housing PFI projects.  
Contractors and subcontractors in local authority housing PFI contracts should be subject to benchmarking and market testing.  As with other areas of PFI, benchmarking and market testing should only be undertaken in relation to soft services.  For the purposes of local authority housing PFI contracts, soft services will be housing management services but only to the extent such can be detached from the capital investment.

Housing management services should be benchmarked and market tested on costs, notwithstanding that they will be performed on most occasions by a registered social landlord who may also take a financial interest in the Contractor.  In value for money terms, there is no reason why registered social landlords should be exempt from benchmarking and market testing of costs.  However, it is important that the housing management services are benchmarked and market tested on costs by reference to a proper comparable group and proper comparable services.  For example, benchmarking and market testing should only be undertaken against a comparator group comprising registered social landlords who are of sufficient financial standing and resources to be able to perform a PFI sub-contract.  Comparator pricing should also be undertaken against the nature of the risks and obligations to be performed.  It is unlikely to be appropriate to benchmark and market test individual services within the overall housing management services, for example rent collection.  It is unlikely to be efficient and good value for money to have several subcontractors undertaking different individual services in the overall housing management services.
It is unlikely that benchmarking and market testing will be relevant in HRA PFI projects where housing management is retained by the Authority.  There may be residual services (over hard FM services) which could be benchmarked or market tested, but may not be cost effective to do so due to their relatively small size. 

Benchmarking and market testing provisions should also apply to soft FM or housing management services in non HRA PFI projects.  

11.

Derogations from OGC for LA HRA PFI Projects


There may be certain specific issues arising from local authority housing PFI Projects which distinguish them from other PFI contracts and which may result in derogations from standard SoPC.


The following are suggestions for derogations from or extensions to the principles in SoPC for local authority housing PFI projects which have been agreed in signed projects: 

1.
Definition of Compensation Events: The Authority may assume certain housing specific obligations or warranties which if breached will give rise to a Compensation Event (which may result in increased costs).  These may  include:

(a)
Housing Benefit Failure Events.  The Authority may agree to process new housing benefit claims or renewals so as not to exceed the time taken by an appropriate comparator group by an agreed amount;

(b)
The Authority may agree to undertake Capital Works to Dwellings or Properties after the stock condition survey in a good and workman like manner so as not to cause an increased cost to the Contractor  (the compensation being the net loss, taking into account any decrease in costs to the Contractor arising from the Council's actions.  
(see item 3 above).

(c)
The Authority may agree not to vary a lease or tenancy agreement without the consent of the Contractor.

(d)
The failure of the Authority's IT system may give rise to compensation.

(e)
The Authority will wish to nominate or allocate prospective Tenants in accordance with agreed procedures and timescales (see item 16 below).

2.
Definition of Relief Event.  Additional project specific events if they occur should relieve the Contractor against termination of the Project Agreement if, for example, the long stop date for completion of the refurbishment works has been exceeded.  To the extent that such also impacts upon the provision of the Services should give rise to an Excess Event under the Payment and Performance Mechanism such may include:

(a)
defect (whether latent or otherwise) affecting existing Dwellings to the extent such have not (or ought to have been) been revealed by the stock  condition survey (see item 3 above):

(b)
the Contractor being unable to gain access  to a Dwelling to undertake the Works due to a Tenant refusal, the Contractor having followed the agreed procedures (see item 19 below),

(c)
Title defects interfering with Works or Services (it is not recommended that title to hundreds or thousands of Dwellings or Properties is investigated).

3.
Definition of Specific Change in Law.  See item 8 above.

4.
Definition of Estimated Fair Value.  An assumption should be added to this definition namely, that a consent will be forthcoming under Section 27 of the Housing Act 1985 for a Management Agreement and/or Sub Agreement.  Otherwise the valuation could be distorted.
5.
Definition of Liquid Market.  This should refer to the market as that for "social housing PFI contracts".  The rationale for this is that social housing PFI is a new and immature sector and as such this qualification to the definition of the Liquid Market is needed as a reasonable protection.  

Furthermore as a Consent under Section 27 of the Housing Act 1985 is required for a new housing manager on sale, transfer or novation on Contractor default (by the Authority or Funder) then if such a consent is not forthcoming within an agreed period of time then compensation should be calculated by reference to Estimated Fair Value.
6.
Compensation on Termination on the occurrence of an Uninsurable Event.  Where an Uninsurable event occurs, then in accordance with SoPC the Authority will usually have two options, either to pay over a sum equivalent to the proceeds of insurance or terminate the Project Agreement, paying compensation on Force Majeure terms.  Where an uninsurable event, for example a fire, impacts on only a small portion of the project for example one or only a few Dwellings, then it would seem inequitable for the Authority to be able to terminate and pay only Force Majeure compensation (which would necessarily exclude the Contractor's returns).  The Authority should only be permitted to terminate the Project Agreement and pay Force Majeure compensation where the Uninsured event affects a significant proportion of the project.  However, it is also suggested that the Authority should also have the option to withdraw the affected Dwelling or Dwellings from the contract and in which case the quantum of compensation should be payable by reference to standard RTB methodology (see item 15 below), but on the basis of force majeure as opposed to full payout.


12.

Approaches to Funding Non HRA PFIs and Implications for SoPC: Refinancing and Compensation on Termination 


Notwithstanding that the Contractor will own the land on which Dwellings are erected in a non HRA project where a typical PFI/project finance solution is followed, then SoPC should be applied in full in relation to Compensation on Termination and refinancing (albeit that the Authority may either require the transfer of Dwellings to it on payment of compensation on termination or alternatively off-set the residual value of the Dwellings against compensation payable by the Authority).

However, where a PFI/project finance solution is not followed, for example where a registered social landlord is a Contractor as opposed to a special purpose company (and finances the project from corporate as opposed to specific project resources), then there may need to be derogations from the standard terms of SoPC to reflect this, particularly in relation to compensation on termination and refinancing. 


A Contractor (for example a registered social landlord) may finance a non HRA PFI contract on balance sheet as the project is corporate as opposed to project financed.  This means that the project is financed from facilities for the Contractor's business generally as opposed to the specific project.  Where this occurs, it will not be possible to identify specific debt or equity financing for the project.  This will not result in a derogation for compensation on termination for Contractor default since the project will either be retendered or the Estimated Fair Value of the project will be calculated in the usual way as set down by SoPC.  However, in calculating the Estimated Fair Value, the forecast revenues from the project will include the rents from Dwellings (less a provision for anticipated bad debt) due to the Contractor as well as the Unitary Charge.  There may also need to be an adjustment to reflect the residual value of the Dwellings retained by the Contractor.  

However, where compensation on termination contemplates the payment or repayment of debt and/or equity, then either an agreed nominal debt (less nominal repayments) and nominal equity less nominal distributions, is included in the financial model or there will need to be a calculation of the amount of costs incurred in delivering the Works to which will be added as usual, redundancy costs and subcontractor losses.  

On an Authority Default payment of compensation is likely to be by reference to payment for a transfer of the Dwellings or a payment recognising retention of the Dwellings by the Contractor.

When the Authority acquires the Dwellings then it will pay to the Contractor an amount equal to the present value of the Unitary Charge payments and the forecast rents from the Dwellings over the remainder of the Contract period less budgeted costs in the financial model discounted to reflect the Project IRR.  Where the acquisition by the Authority is during the construction period then payment may need also to reflect costs incurred on the works in progress.  To which sum will be added redundancy costs and sub-contractor losses.

Where the Contractor retains the Dwellings then compensation will be calculated by reference to present value of the Unitary Charge for the completed Dwellings over the remainder of the Contract term discounted to reflect the Project IRR (plus an adjustment for any purchase price paid to the Authority at the outset).

The provisions relating to refinancing in the SoPC derive from the nature of project financing and the opportunities of refinancing debt financed on the back of specific cashflows.  Where organisations corporately finance projects (ie through general bank facilities), then it is not possible to earmark gains deriving from specific projects.  Transactions undertaken on a strictly corporate finance basis should not be the subject of the refinancing provisions in SoPC.  The Authority (and its advisers) will need to conduct a due diligence over the nature of the bid put forward on a "corporate finance" basis to satisfy itself that the funding solution being proposed is a corporate financing and not a structure designed to bypass the refinancing provisions.  Certain representative features of a corporately financed bid are set down in paragraph 35.4.3 of SoPC.


13.

Leaseholders: Recovery of Services Charges; Section 125 notices; "Mandatory Cap"; Section 19 and 20 of the Landlord and Tenant Act 1985; Lease terms; and Guarantees of recovery.


If the project includes leaseholders, the Contractor should, where Tenant management services are provided, also provide leasehold management services.  Such leasehold management services will include carrying out the Authority's obligations under statute and under the lease.

Generally it is unlikely to be good value for money to pass the risk of leaseholder service charge  recoveries to the Contractor.  An exceptional circumstance may be where there are significant number of leaseholders and the Authority may require a minimum sum per year throughout the Contract term from the Contractor by way of leaseholder recoveries in order to ensure scheme affordability.

The Authority will wish to include the recovery of service charges as a performance standard.  Such may be treated as such in much the same way as rent collection.  As such, leasehold recoveries may be treated as a pass through to the Authority with Deductions levied for inadequate performance on collection.  An Authority may include an appropriate step-in right where collection of all below an agreed threshold and thereby impacting on project affordability for the Authority.


Where the Contractor is providing housing management services under the Contract, then the Contractor should also provide leaseholder services.

Where the Contractor is performing the leaseholder management function on behalf of the Authority, it should be obliged to ensure compliance with Section 125 of the Housing Act 1985 in serving notices on Tenants exercising the Right to Buy relating to leaseholder service charge recovery to the extent that the Contractor has control of the information to be provided.  To the extent that the Authority does not prescribe a general guaranteed amount of recoveries any shortfall in recoveries as a consequence of defective Section 125 notices should either give rise to a performance deduction, an action for breach of the Project Agreement or  be reimbursed to the Authority in addition to other recovered amounts

Equally, compliance with the consultation requirements under Sections 19 and 20 of the Landlord and Tenant Act 1985 (as amended by Section 151 of the Commonhold and Leasehold Reform Act 2002) should be a Contractor obligation and risk. To the extent that the Authority does not prescribe a general guaranteed amount of recoveries any shortfall in recoveries as a consequence of a failure to comply with Sections 19 and 20 of the Landlord and Tenant Act 1985 (as amended) should be reimbursed to the Authority in addition to other recovered amounts.

The risk of exceeding the cap on service charges under the Local Housing Authorities Mandatory Reduction of Service Charges (England) Direction 1999 (the "Mandatory Cap") should lie with the Contractor as the Contractor should have priced for such excess which will be covered in the amount of the Unitary Charge.  The Contractor should be obliged to bring leasehold properties up to the full Availability Standard required by the Output Specification whether or not the Mandatory Cap is exceeded.  

The Authority and the Contractor should endeavour to ensure that the cost of the actual Works to satisfy the Output Specification are recoverable from the leaseholder under the lease. However, it is not recommended that the Authority should require the Contractor to examine all leases.  Rather, it is likely to prove better value for money for the Authority to warrant a standard form or forms.  Where the cost of works required to satisfy the Output Specification are not recoverable under a lease, then it is suggested that either the Output Specification is released or recovery is waived by the Authority.  If the Authority authorises variations to leases without the Contractor's consent, then any additional costs incurred by the Contractor should be met by the Authority.

A Contractor guarantee of recovery of service charges from leaseholders will be appropriate where the full risk of leaseholder recoveries is transferred to the Contractor and the Authority requires a specific amount of recoveries each year to ensure affordability of the project for the Authority.  The Authority's parameters for affordability may be promulgated on a given level of leaseholder recoveries.  When such a general level of prescribed recoveries is set it will encompass specific irrecoverable sums which would otherwise be reimbursed to the Authority, eg defective Section 125 notices served by the Contractor and failure to comply with the consultation requirements in Sections 19 and 20 Landlord and Tenant Act 1985) in addition to other recovered amounts.

To incentivise collection of Service Charges by of the Contractor, the Authority should give consideration to sharing recovered amounts over the basic affordability recoveries level with the Contractor.


A protocol setting out the Authority's and Contractor's respective obligations as they relate to leaseholders may be of assistance.



14.

Demand, Excessive Turnover, and Void Management


Particular geographic and economic factors may result in the increased "movement" of Tenants within a particular area or "in and out" of a particular area.  Some Contractors may see such "movement" as an indicator of demand which is a risk which traditionally lies with the Authority.  

The extent to which this is a real risk will depend on the geographical location of the stock, the supply of and demand for social housing, reputational issues of the inherited stock and the objectives of the refurbishment – i.e. to improve the desirability of the stock.  Maintaining vacant properties with no rental income, securing void properties and the administration of short-term tenancies will have cost consequences for the Contractor.


Whilst it is recognised that demand risk in HRA projects is retained by the Authority.  This is reflected by the Contractor not being required to rely upon rental income to meet its liabilities.  The turnover of Tenants may reflect geographical, economic and/or social factors or indeed poor quality management. However, an Authority failing to allocate or nominate Tenants to voids within agreed timescales is a separate issue dealt with in item 16 below.  

(b)
Demand risk in non HRA projects lies with the Contractor as the Contractor owns, manages and maintains the Dwellings and Properties.  


In a non HRA PFI project the Contractor may still be reliant upon allocations or nominations from the Authority.  A failure to allocate or nominate within agreed timescales gives rise to similar issues as for HRA projects, see 11 below.  However, the Contractor is usually able to mitigate this risk by allocating Tenants itself in default by the Authority.  Furthermore, in non HRA projects as a consequence of Contractor owning, managing and maintaining the Dwellings it can mitigate material reductions in demand by the sale of, or finding an alternative use for the Dwelling with the Authority's Unitary Charge being reduced through a pre-agreed change mechanism similar for that relating to the Right to Buy in HRA PFI projects (see 13 below).


15.

Right to Buy ("RTB") Methodology for Calculating RTB Compensation


All local authority secure Tenants have the right to purchase their Dwelling.  Where the Dwelling is a flat then the Tenant has a right to purchase a long leasehold interest and where the Dwelling is a house, the Tenant has a right to purchase a freehold interest.  

As a consequence of the purchase of a flat, the status of the Dwelling within the PFI project changes from a Tenanted Dwelling ("Rented Dwelling") to a Leasehold Dwelling.  As a consequence, the nature and level of the Services provided to the Dwelling decreases (this is because, in broad terms, the Contractor's responsibility is to provide services to ensure compliance with the Authority's covenants as Landlord under the Lease).

Where the Tenant purchases a house, then necessarily the Contractor ceases to provide any Services to that Dwelling.  

For the sake of completeness, the same issue will also arise where Leaseholders exercise their right to enfranchise, ie collectively purchase the freehold of their Dwellings.  In which case, those Dwellings will change status from leasehold Dwellings to Dwellings in relation to which Services cease.

As a consequence of the change in status of a Dwelling the amount of the unitary charge will need to be adjusted downwards.  However, as a Dwelling has benefited from investment, then the adjustment cannot be on a straight line basis.  In broad terms, the adjustment can only reflect changes to variable costs, eg insurance, responsive repairs and the fixed costs remaining.  There are another group of costs, semi fixed costs, which will initially remain but may change subsequently (eg certain housing management costs).  These costs may be adjusted downwards over time with the consequence of a partial initial reduction.
The overriding principle associated with calculating the RTB compensation amount is that the Contractor should be in a "no better and no worse" situation.  As a consequence, it should be possible to build a financial model with assumptions which will automatically yield the adjustment to the Unitary Charge upon the exercise of a RTB whether the Dwelling changes status from Rented to Leasehold, from Leasehold to freehold or from Rented to freehold.  

This financial model may be constructed from a basic methodology which reflects the following principles.

Where a Rented Dwelling becomes a Leasehold Dwelling, then the prevailing Leasehold Dwelling Daily Rate will apply as opposed to the Rented Dwelling Daily Rate.  Where the Dwelling becomes a freehold Dwelling, then the prevailing Rented Dwelling Daily Rate or Leasehold Dwelling Daily Rate as appropriate will cease to apply.  

Compensation will be payable by the Authority to the Contractor to reflect the changes to the Unitary Charge as a consequence of the change in status of the relevant Dwelling less any identified cost savings.

The amount of compensation will be calculated by first, adjusting the original financial model to reflect the actual rate of inflation since the last adjustment and then the relevant part of the Unitary Charge (either the whole in the case of a freehold Dwelling or part being the difference between the Rented Dwelling Daily Rate and the Leasehold Dwelling Daily Rate in the case of a Leasehold Dwelling) is reduced by an amount which reflects the total savings in variable costs and the relevant percentage of savings for semi variable costs.  The semi variable costs will be reduced on a "stepped" basis reflecting the agreed savings in costs as increasing numbers of properties change status.  

There will need to be a methodology for identifying the savings in refurbishment costs bearing in mind such savings will be model costs rather than actual costs.

The actual costs taken for the purposes of the adjustment shall be either the modelled or actual costs, depending upon the cost item and what is agreed between the Authority and the Contractor prior to financial close.

The Authority and the Contractor will need to agree appropriate periodic dates for adjusting the Unitary Charge as a consequence of persons exercising the Right to Buy.  This will result in adjustments reflecting batches of Dwellings changing status rather than individual Dwellings and six monthly intervals are suggested as an appropriate adjustment dates.  

This methodology may also be applied where Dwellings change status (or more generally exit) the PFI project as a result of, for example, irreparable damage, inability to undertake refurbishment works due to Tenant refusal etc.  It could also be used where the Right to Manage is exercised by a Tenant Management Organisation such that the Contractor ceases to provide all or substantially all of the Services to the Dwellings.  However, where the Right to Manage is exercised in relation to part only of the Services, the more appropriate approach is likely to be to use the Variation or Change procedure as set out in the OGC standard guidance.  


To the extent that the housing management function is retained by the Authority, then clearly the impact upon costs of the exercise of the right to buy will not cover housing management costs, but only refurbishment and maintenance costs.

The methodology will not apply in the case of non-HRA PFI contracts as a Tenant under an assured tenancy cannot exercise the right to acquire a Dwelling within a PFI project as the Dwelling will not have been provided with public money (as that term is narrowly defined in the Housing Act 1996).



16.

Allocations And Nominations


The Authority will be responsible for the allocation and nomination of Tenants to vacant Dwellings.  The principal issues associated with Tenants vacating a Dwelling are:-

(a)
the vacant Dwelling is available for letting, that is the Dwelling meets the full Availability Standards and that the required Services are performed in relation to the vacant Dwelling within the required timescales in the Output Specification.  The Dwelling should also be fully vacant, eg free from squatters;

(b)
there are "matching" allocations from the Authority for the Dwellings, ie suitable prospective Tenants are allocated or nominated by the Authority;

(c)
a pre-agreed letting procedure is followed by the Contractor.
(a)
When a Tenant vacates a Dwelling, the Contractor should be obliged by way of a KPI to ensure that the Dwelling is available for letting within a given timescale.  Making the Dwelling available for letting may mean undertaking works to make the Dwelling achieve the full Availability Standards and/or carrying out certain Services eg cleaning to the Dwelling within given timescales.  If the Dwelling is not made Available for letting within the timescales contemplated by the KPI, then the Contractor should suffer deductions from the Unitary Charge whether for Unavailability (if the full Availability Standards are not satisfied) or breach of the Performance Standards in the Output Specification.  The Dwelling should also be fully vacant.  If this is not the case, eg it is occupied by squatters, then the Contractor should suffer a deduction either for the Dwelling being Unavailable or for a Service Failure (with a Performance Deduction of an amount equivalent to Unavailability).

(b)
The Authority should allocate and nominate prospective Tenants to the Contractor by reference to pre-agreed objective policy criteria such as the Authority's usual allocations policy.  The prospective Tenants should also be "suitable" for the Dwelling in accordance with the Authority's usual criteria.  It is appreciated that the Authority's allocations policy may be varied from time to time by the Authority.  If this occurs, the Contractor may as a consequence incur additional costs and it is quite reasonable for the Contractor to be compensated for such increased cost.  It will be a matter for the Contractor to demonstrate to the Authority (in accordance with standard SoPC) that the additional costs incurred by the Contractor arise as a consequence of the variation to the allocations policy by the Authority.

(c)
The Contract should set out the procedural arrangements between the Authority and Contractor in relation to the allocation and nomination of prospective Tenants.  Apart from the suitability of prospective Tenants to be allocated or nominated (as dealt with by (b) above) the Authority should conform to a procedure for allocating or nominating Tenants in accordance with agreed timescales.


It is quite reasonable to expect an Authority to be able to allocate and nominate Tenants in advance of vacated Dwellings being brought up to the necessary standard for re-letting.  It is likely that the Authority will be able to supply one or more prospective Tenants by reference to the type of Dwelling when matched to the housing need of prospective Tenants or on the Authority's housing list.  The Contractor will need to agree timescales for undertaking the lettings procedure (showing prospective Tenants around the Dwelling, issuing tenancy agreements etc).  If the Authority fails to allocate or nominate a Tenant within agreed timescales or incorrectly allocates or nominates a Tenant, then the Authority should compensate the Contractor for any additional losses incurred as a consequence.  


Where the Contractor has complied with the lettings procedure (including the required timescales) and no Tenant has agreed to take a tenancy of the Dwelling (for whatever reason other than by reason of the Dwelling not being made fully Available or the Contractor failing to comply with the services required for vacant Dwellings) then the Contractor should be excused any Deductions under the payment mechanism.


Where housing management is not included within the Services for an HRA PFI project, then the Authority will make offers of tenancies direct to prospective Tenants.  The Contractor therefore should only be concerned about excessive void levels.  Therefore the Authority and the Contractor should agree an average level of voids beyond which the Contractor should be compensated.  It is recommended that the appropriate measurement should be average void levels rather than periods of time during which individual Dwellings are vacant.

In non HRA projects, the Contractor takes demand risk in the Dwellings in that, broadly speaking, the Unitary Charge covers the difference between the actual cost of provision and the amount of capital expenditure which can be funded from the rents for the Dwellings.  Therefore, although there may be allocations or nominations of prospective Tenants from the Authority to the Contractor, the Contractor will seek to be able to allocate a Dwelling to a Tenant of its own choosing should no or unsuitable allocations or nominations be made by the Authority.  Where there is no market demand for rented Dwellings in the area of the PFI project, then the Authority and the Contractor should agree a procedure to find an alternative use for the vacant Dwelling(s) or to effect a sale. (See 4 above)

17.

Disrepair notices: works; compensation; and transition.


Following an application by a Tenant, a statutory notice claiming disrepair ("Disrepair Notice"):-

(a)
if settled or successful, will require certain works to be undertaken to remedy the disrepair;

(b)
if settled or successful, may require a sum in compensation for losses to be paid to the Tenant; and

(c)
will, in any event, lead to administrative costs in disputing and/or settling the action.

Given that, by the time a statutory notice is issued, the events leading to the claim may have occurred some time in the past, when should the Authority's responsibility for such notices end and the Contractor's responsibility begin (and vice versa on contract expiry)?


Once the Contractor is fully responsible for the state of repair of the Properties / Dwellings, it follows that the Contractor should take the full risk on (a), (b) and (c).

However, during a transitional period following contract commencement, the Authority may retain the risk of (b), whilst requiring the Contractor to undertake (a) and (c) (the reverse will be true on Contract expiry).  The Authority should require the Contractor to address notices diligently to mitigate further losses for which it may be liable.

The Authority should specify a transition period which is reasonable in the context of the size of the project and the consequent time available to the Contractor to deal with potential disrepair cases.  Once the Dwellings or Properties have attained the full Availability Standard during the transitional period, the Contractor should immediately take the risk of Disrepair Notices.  

The Authority will also take the risk of Disrepair Notices issued after the end of the transitional period but relating to facts or circumstances arising before the expiry of the transitional period.

If the Authority wishes to retain a role for the duration of the contract in determining whether a claim under a Disrepair Notice should be disputed or settled, a compensating payment to the Contractor for (b) and (c) may be appropriate.
In any transitional period, there is the prospect of blurred lines of responsibility between the Authority and Contractor (with obligations falling on both and on different in-house teams within the Authority; for example, in-house legal advisers, surveyors).  A protocol setting out obligations during any transitional phase may assist.

The role of the Authority in determining the management of any claim could also be addressed in such a protocol.

This is not an issue for new build projects (whether HRA or non HRA projects) where, as a consequence of new build, the Contractor will take responsibility for any Disrepair Notices throughout the Contract Period. 

18.

Taking on Tenants' Improvements


A Tenant may have already improved his or her Dwelling or alternatively may do so during the period of the Contract.  Tenants have a statutory right to improve their Dwellings subject to the consent of the Authority which cannot be unreasonably withheld.  

This may impact upon the Contractor both in relation to the Refurbishment Works where improvements have been carried out prior to the Refurbishment Works being undertaken) and in relation to lifecycle works where the Tenant undertakes improvements over the course of the Contract.  The Contractor will not wish to be responsible for the nature and quality of such Tenant's Improvements as such may increase costs.  On the other hand there may also be Tenants' improvements which reduce costs, for example the installation of a new kitchen (and thereby absolving the Contractor from the immediate renewal).


The position in relation to Tenant's improvements which results in a Tenant refusal of Works is covered in item 19 below in that depending upon the then current policy of the of the Authority, the Authority may adhere to or override the Tenant's refusal.  The consequences of that decision and any continuing Tenant refusal are also set out in 1 above.

The approval of or the consent to Tenant's improvements should be delegated to the Contractor as part of the general delegation of housing management functions under the contract.  It will then be up to the Contractor as to whether the Tenant's improvement is approved or otherwise, albeit that the Contractor cannot unreasonably withhold consent in standing in the shoes of the Authority.  

Where a Tenant's improvement is undertaken, the Contractor should only be responsible for that Tenant's improvement to the extent necessary to satisfy the Output Specification.  In other words, a "gold tap" should only be replaced with a tap which satisfies the output specification.  The Contractor may have some leverage over the appropriateness of Tenant's improvements as a consequence of the approval process which has been delegated to it.  


In non HRA projects where the Contractor rather than the local authority owns the Dwellings, the Tenant will not possess a right to improve as this is reserved to local authority Tenants.

19.

Refusal of Access, Works or Rehousing by a Tenant.
A Tenant refuses:

(a)
the Contractor or any sub-contractor access to the Dwelling occupied by him/her;

(b)
any of the works proposed to his or her Dwelling, e.g. refuses a new kitchen (to the extent such is acceptable to the Authority); or

(c)
to be temporarily decanted to alternative accommodation to enable any works to be carried out to his or her Dwelling.

The refusal by one Tenant may impact upon another Tenant.  

This is unlikely to be an issue in non-HRA projects.


(a)
It is recommended there should be a procedure in the Project Agreement covering all of Access Refusal, Tenant Waiver and Decant Refusal by way of protocols for each.  The Contractor should bear the costs of the agreed procedure under the protocols.  However, where access is refused under the protocols the Contractor having complied with its obligations under the protocols or where the Authority requests the Contractor to desist from continuing the action, then the Contractor should:

(i)
be relieved from termination of the Project Agreement if that Dwelling is not available by the long stop date; 

(ii)
be entitled to be paid the full Unitary Charge in relation to the Dwelling as if the Dwelling has reached Full Availability (ie the Dwelling is deemed to be Fully Available); 

(iii)
not suffer deductions as a consequence of the Dwelling not satisfying Availability Standards;

(iv)
have an obligation to bring the Dwelling up to the Full Availability Standard when the Tenant vacates without being compensated for additional cost by the Authority. This is capable of being priced;

(v)
commence to suffer Deductions for the Dwelling not satisfying the full Availability Standards where (iv) applies and the Works are not completed within a reasonable time.

(b)
The Authority should determine whether it will permit Tenants to refuse Works including where a Tenant Improvement has been recently effected or whether the Authority will insist on the Works being carried out.  The determination should follow current policy.  If health and safety is jeopardised by a refusal then the Authority must insist on the Works being undertaken.  If the Authority insists on the Works being undertaken and the Contractor is unable to gain access then the position is the same as in (a) above.  If the Authority permits a Tenant to refuse Works (and health and safety is not jeopardised) then the consequences should be the same as in (a)(i)-(v) above.

(c)
The Contractor should be obliged to comply with the procedure for decanting tenants to gain access to the Dwelling, (a) above will apply to gaining access and the consequences of not doing so.  However, where the Tenant concerned is vulnerable or otherwise at the request of the Authority the Tenant should be permitted to remain in his or her Dwelling and not be compelled to be moved to alternative accommodation.  Where this occurs (a)(i)-(v) above will apply.


Alternatively, there may be an agreed procedure falling short of court action which the Contractor should follow.  Once that procedure has been followed to the end then the same consequences will follow.

(i)
The Contractor should be given neither compensation for the disruption to the Works nor costs of endeavouring to gain access as this is capable of being priced;

As in the note in (a) above. 

Alternatively, there may be an agreed procedure which the Contractor is obliged to follow in relation to frail and vulnerable Tenants.

As in the note against (a) above.

Generally, an Authority may give consideration to the Contractor substituting a Dwelling from the next phase in the Project.  This should be at no cost to the Authority.  However, if the Authority were to substitute a Dwelling with another of the same type and condition from outside the project, this would need to be initiated through the Change or Variation procedure.  Alternatively, the Authority may wish to elect to take the Dwelling out of the project and apply the RTB principles in item 15 above.



20.

Health and Safety:

CP12 gas certificates; and

Health and Safety Rating System


In the case of a HRA PFI project, the Contractor (through its housing management sub-contractor) will commence the provision of the Services (largely housing management and responsive repair services) upon the Commencement Date for the contract or after a brief mobilisation period.  As a consequence, the Contractor will take on the Dwellings in the state and condition as they are until such time as they are brought up to full Availability Standard in accordance with the Output Specification and the Contractor's Works programme.  Generally, the Authority will seek an indemnity in relation to all third party claims, actions, etc, brought against it after, the commencement of the services.  However, there may be certain health and safety issues which have arisen in relation to the Dwellings prior to the contract being entered into.  For example, all Dwellings may not have CP12 gas safety certificates.  The Contractor may feel unable to take the risk of the absence of such health and safety requirements.

The Housing, Health and Safety Rating system, which is proposed to be introduced by the government, will contain additional requirements in relation to the health and safety of Dwellings.  Although proposals have been published, the definitive extent of this system is not yet fixed by legislation.  The Contractor will be concerned about changes which may be brought about by this system after the Contract is entered into which will give rise to additional costs to the Contractor.  


So far as pre-existing health and safety issues are concerned, such as CP12 gas safety certificates, the Authority should take the risk and responsibility for the absence of any such certificates at the time the Contract is entered into.  The Authority should consider a time period, at the expiry of which this risk transfers, thereby giving the Contractor a reasonable opportunity to verify that the health and safety requirements have been met or alternatively to arrange for such certificates to be issued.  Such will impact upon the standard indemnities given by the Contractor and will also be relevant as events excusing the Contractor from performance under the payment and performance mechanism.

In relation to the Housing, Health and Safety Rating System, the Contractor should take the risk of pricing the published proposals at the time the contract is entered into.  However, where those proposals are changed by government after the contract is entered into, then whether or not such amounts to a General or Qualifying Change in Law the Authority should be responsible for any additional cost as the Contractor could not foresee the extent of and thereby price the actual changes to the proposals.  It is unlikely to be value for money for the risk of such change to be transferred to the Contractor since the Contractor will merely build in a contingency sum for such risk whether or not any change actually occurs. 


This issue will not apply to non HRA schemes since as new build, the Contractor will be responsible for all health and safety issues.

21.

Housing Benefit:

administration failures; and

structural changes.


(a)
Where the Contractor is responsible for rent collection,

(i)
poor performance by the processor or administrator of housing benefit claims; and/or

(ii)
a wholesale structural change in the housing benefit administration system (either the legislation or operational procedures),

may impact adversely on the Contractor's rent collection performance and its management of rent arrears.

(b)
Where the Contractor is responsible for debt reduction on rent accounts (and not rent collection), (a) (i) and (ii) above may impact adversely on its performance.


For both (a) and (b), the effective performance by the Contractor of its obligations should mean that occasional or minor problems with the housing benefit administration system should not cause undue problems.

The Authority may, however, consider it to be better value for money to take back the risk for a significant or discriminatory (against the Contractor) failure of housing benefit administration.  This could lead to a compensating payment to the Contractor and protection from Performance Deductions.

(b)
The risk may be addressed by the parties by leaving it to be covered by the principles applying to Specific Changes in Law (see 18 below).  Alternatively, the parties may prefer to specify a solution for this risk.  For example, were there to be a significant structural change in the housing benefit regime, eg a reduction in levels of available benefits, the Contractor could  be excused poor performance on rent collection to the extent it is caused by the change


However, should this solution be followed there will need to be a definition of "significant" and "structural" change to the housing benefit regime.  This could be addressed by an agreed percentage drop in rent collection across a reference group of local authorities.


Measuring the "significance" of the housing benefit failure could be done in relation to national Best Value Performance Indicators and identifying what would constitute an abnormal deviation from the performance of a group of comparator authorities.  It could also be determined by its impact on rent collection rates across the Authority as a whole i.e. where this drops below X%.

This is not an issue for non HRA projects where rent collection will be a full Contractor risk.



22.

IT Interface


The Services to be provided to the Dwellings under the PFI project will invariably involve the use of IT.  Some IT may be new and provided by the Contractor or others may be legacy IT originally provided by the Authority which the Contractor will need to use.  

This use may involve an interface between the Authority's legacy IT and the Contractor's IT.  Any "failure" of this interface may well impact upon the performance of the services and cost.  


The Authority and the Contractor should apportion the consequences of the failure of their respective IT systems on the performance of the Services.  Where it is the Contractor's IT system which fails whether as a consequence of an interface or otherwise, then performance deductions should fully apply.  However, where it is the Authority's legacy IT systems which fails whether in relation to an interface or otherwise, then the Contractor should be excused from deductions until the Authority has remedied the situation. 




23.

Section 27 consents


Guidance on the future treatment of Section 27 consents will be consulted upon separately.



24.

Relationship Between PFI Contract and A Development Agreement


A PFI project, particularly one which involves regeneration, may involve both refurbishment and new build and where such new build is not on a PFI basis.  For example, the new build may be undertaken by a registered social landlord aside from the PFI project and let to their assured Tenants with or without nominations from the local authority but with no obligation to provide services on PFI terms.

Where this occurs therefore the PFI project and the new build or regeneration element will form distinct structures within the same overall transaction.  They may be inter-related, but there may be difficulties in inter-relating the two by way of contractual remedies.  For example, any bank lending to the PFI project may be reluctant for a breach of a Development Agreement relating to the separate new build giving rise to an event of default under the Project Agreement, thereby enabling termination.  The corollary will also be true in relation to the Development Agreement where land has been transferred to a registered social landlord or other person and significant investment has been made on that land. 


In this type of transaction, it will be necessary to establish two separate structures.  As a consequence, the Authority may need to enforce separate and distinct remedies allowed for in each of the Project Agreement and Development Agreement.  Where a remedy is sought under one Agreement, then this should not directly impact on the other Agreement.

However, it is recognised that there may be occasions where the two Agreements are heavily inter-linked, such as where, for example, proceeds of sale or other returns from the new build or regeneration development are intended to be invested in the PFI project.  In which case, where one Agreement is terminated, then this should give rise to termination of the other.


25.

Nominations and Demand Risk for Non HRA PFIs


Non HRA PFIs will generally involve the provision of new accommodation (although there may be instances where such a project involves the purchase of existing Dwellings on the open market and refurbishment to a full Availability Standard) by, but not exclusively by a registered social landlord (although a registered social landlord must be involved in some capacity in supervising the landlord and Tenant relationship, it need not be the sole principal organisation in a bidding consortium).  Although there may still be nominations by the Authority, the Contractor will reserve its position, in the case of a lack of nominations, to be able to house Tenants in their PFI housing stock in much the same way as their other housing stock.


As non HRA housing stock will be owned, managed and maintained by the Contractor, the Contractor should be able to manage the demand risk.  The Contractor is likely to own other housing stock in the area and therefore is in a position to secure Tenants to occupy the PFI Dwellings in much the same way as its other Dwellings.  Furthermore, a funder of a non HRA PFI contract will take security in the Dwellings as opposed to security over mere contractual rights and as such in the case of default can seek to enforce repayment of the debt by, as a last resort, sale of individual Dwellings.  This would not be possible in a HRA PFI project.  As such therefore funders should be comfortable with the allocation of demand risk in non HRA Projects.

Authorities are likely to reserve rights of nomination to non HRA PFI housing stock. Where nominations are not forthcoming within the given timescales, then the Contractor will reserve the right to find prospective Tenants itself.  Where there is a demonstrable lack of demand the Authority and the Contractor may agree to take steps to find an alternative use for the Dwelling or effect a sale.


26.

Site Selection,  and Acquisition:

Roles and Responsibilities and Price risk for Non HRA PFIs 


Unlike with HRA PFI where the project comprises specified Dwellings as the subject matter of the project, a non HRA PFI may involve a requirement on the Contractor to provide certain numbers of stock of certain mix and types to agreed standards.  As a consequence, it may be down to the Contractor to select the required sites upon which to construct the new Dwellings.  How is the risk of Availability and the nature of sites to be addressed? 


In the circumstances, where a site(s) is not identified for a non HRA PFI project, then the risk of locating and acquiring such a site(s) should lie with the Contractor.  Similarly, risks associated with the ground conditions and topography of the site(s) should also lie with the Contractor.  The risk to the Contractor will be in relation to site(s) value and building costs and also in achieving Availability of the set number of Dwellings by a defined date (and thereby running the risk of liquidated damages or termination should this date not be attained).  The Contractor will be able to mitigate its risks by selecting site(s) in advance of contract signature and probably also obtaining all necessary planning consents etc and undertaking all necessary site(s) and soil surveys to satisfy itself as to the likely potential costs involved.


27.

Non HRA PFI and Residual Value
The Contractor in a non-HRA housing project will acquire a site and construct the Dwellings on that site.  At the end of the Contract, the Dwellings will have a residual value.  To what extent should this residual value impact upon the Unitary Charge?
Any residual value in the Dwellings at the end of a non HRA PFI contract should be reflected in the level of the Unitary Charge.  Whether the Authority transfers a site at full market value or the Contractor acquires the site from a third party at full market value (or where the Authority transfers the site to the Contractor for less than market value pursuant to a relevant ministerial consent), then the anticipated residual value at the end of the contract should be agreed and the Unitary Charge adjusted to reflect that value.  It will then be a matter for the Contractor to take the risk of any fluctuations in that residual value.


28.

Nominations Right "Tail" in non HRA Housing Projects
As indicated previously, the Authority will generally reserve a right to nominate Tenants to the Dwellings in non-HRA projects.  Should the Contractor be able to retain the right to make such nominations at the end of the Contract Period? 
The nomination rights exercised by the Authority during the term of the PFI contract necessarily flow from the Dwellings being made available to the Authority and the Authority paying the requisite amount of the Unitary Charge.  When the contract comes to an end, the Authority and Contractor should fall back upon the nomination arrangements then in place with registered social landlords generally throughout the administrative area of the Authority.


29.

Insurance of Dwellings


Work is being undertaken on this issue in parallel with work on the Housing Procurement Pack and will be the subject of a separate consultation exercise.
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Section 1 - Selection of Preferred Bidder

965. The selection of a Preferred Bidder could be seen as signalling the end of the competitive process.  Since competition is the paramount driver of value for money, great care needs to be taken to ensure that the appointment of Preferred Bidder is not made prematurely, thus precluding other options.  On the other hand, prolonging competition beyond a point that is optimal, merely racks up the costs for both the Local Authority and short-listed Bidders, and reduces the appetite of Bidders for participation in future bidding rounds.

966. Reaching Preferred Bidder is the final stage before financial close.  The window between these two stages is intended to be used to formalise certain details, such as the detailed drafting of certain provisions, finalising and drafting the non-controversial schedules to the Contract, and putting the financial documentation in place, rather than to have substantive negotiation over the essential Contract terms.  The ideal time to nominate a Preferred Bidder is, therefore, when the key commercial issues have been resolved, albeit some of the necessary due diligence/credit committee processes of the funding institutions remain to be completed.

967. The final negotiations should be limited to fixing the final detail of the transaction documentation and satisfying the reasonable requirements of the funders.  Since it is highly undesirable to reopen commercial terms at this late stage, the risk of this should be minimised by insisting that the Preferred Bidder’s funders have indicated their comfort with the risk allocation embodied in their Bid at a stage where there is still the lever of competition.  The Local Authority’s financial advisors should contribute to this process by advising whether the Bidder’s proposals are realistic, and the levels of financial commitment are appropriate. 

968. Anything more, particularly where it involves a major reallocation of the risk transfer previously agreed, or a radical reassessment of the price at which the Bids were placed (either ITN Bids or BaFO), or the introduction of funding institutions without prior involvement hitherto, would usually be indicative of a Preferred Bidder being announced prematurely.

Key Criteria for Selecting a Preferred Bidder

969. Delays post the selection of a Preferred Bidder tend to be as a result of acts or omissions prior to the selection of a Preferred Bidder.  In the Local Authority sector, only a small number of projects have achieved the sort of time-scales for completion of negotiations with a Preferred Bidder outlined earlier in this Procurement Pack.  If the time-scales shown on the indicative Procurement Timetable in this Procurement Pack are to be achieved, there are a number of key criteria that should have been met prior to the selection of Preferred Bidder.  These include the potential Preferred Bidder having:

a) accepted the contractual terms.

b) confirmed access to finance that does not require underwriting by the Local Authority.

c) presented proposals that meets the requirements of the Output Specification.

d) quoted a price that is affordable to the Local Authority.

e) put forward a whole-life solution that demonstrates Best Value.

f) if a consortium, shown that it is a cohesive entity rather than a disparate collection of organisations.

g) submitted a Bid that is able to satisfy the requirements of the ODPM in relation to balance sheet treatment.

970. If these criteria are satisfied, the Local Authority should stand down the other remaining Bidders and (if appropriate) establish a Reserve Bidder.

Acceptance of Contractual Terms

971. Whilst a number of elements of the Contract will always remain to be negotiated between the appointment of the Preferred Bidder and financial close, it is important that the likely Preferred Bidder accepts the key contractual terms that form the basis of the agreement between the parties.  Experience from the housing schemes in operation suggests that areas of greatest controversy in the contractual terms that have the potential to delay deals at a later stage are those stated in Sections 3, 4 and 5 summarised in Section 5 of Part 7.  Further guidance on the form of letter to be sent to a bidder informing them of their appointment as Preferred Bidder can be found at Section 33 of OGC's Standardisation of PFI Contracts 2002.

972. However, the Project Agreement, Payment Mechanism and Output Specification contained in this Procurement Pack reflect OGC’s Standardisation of PFI contracts 2002 (subject to the issues referred to in Sections 3, 4 and 5 of Part 7) and those issues should not be subject to significant negotiation.

973. It is also important that the Local Authority’s assessment and evaluation of the Bids is robust to ensure that:

a) the financing packages proposed by the likely Preferred Bidder are deliverable;

b) the Bidder has involved the debt and equity providers in a review of the contractual terms and proposed risk allocations, and they have accepted those contractual terms;

c) the debt providers have undertaken preliminary due diligence of the contractual documentation and that this is evidenced in the Bid (or BaFO) submitted by the likely Preferred Bidder.

974. Many of the difficulties experienced by Local Authorities of drawn-out periods negotiating with Preferred Bidder are attributable to a failure to tie down contractual documentation in a realistic manner at a sufficiently early stage in the procurement process.  A Preferred Bidder has often been selected prematurely, well before the key commercial terms of the contractual package have been settled, and in some other Local Authority service areas before a draft Contract has been produced.

975. It is recommended that all of the commercial terms in the contractual documentation and Output Specification be fully negotiated and agreed upon before the appointment of a Preferred Bidder.  This should include confirmation from the debt providers that the contractual terms are acceptable.

Confirmed access to finance

976. A Bid cannot be credible without satisfactory assurances of the adequacy of funding.  Prior to the selection of a Preferred Bidder the Local Authority should seek assurances from the funding institutions behind the proposed Preferred Bidder that they would be willing to finance the proposed project.  As part of the Local Authority’s assessment and evaluation of bids, as much information as possible should be gleaned as to:

a) the ‘quality’ of the funding institutions;

b) the financing plan and the preliminary term sheet for the financing facilities to deliver that plan;

c) the security they are likely to seek;

d) their experience of financing PFI/PPP projects; and

e) the proposed method of funding;

977. To enable these conditions to be met, the Local Authority should, as part of the response to the ITN (or BaFO), seek from Bidders preliminary term sheets for the facilities required as part of the financing plan. The deliverability of the financing plan should be an explicit part of the criteria for evaluating bidders proposals, and a matter on which the Local Authority should seek the advice of their financial advisors in order to test the proposals received from the Bidders.

978. Before the appointment of a Preferred Bidder, the Local Authority should require confirmation from the debt providers to the Bidders (likely to be as part of the BaFO), of the following:

979. That the debt providers have reviewed the results of the financial model runs reflecting the results of the commercial proposals agreed between the Local Authority and the Bidder as a basis of the Bidder’s selection as Preferred Bidder, and are satisfied, subject only to final credit approval, that those results are capable of supporting the debt facilities envisaged by the project’s financing plan.

980. That all key aspects of the debt providers’ due diligence process capable of affecting their willingness to enter into the financing have been completed to the debt providers’ satisfaction.  It will be necessary to identify which aspects of the due diligence process have this degree of significance.  To sign-off certain issues, debt providers may require to engage specialist consultants.  In deciding how far the due diligence process should have been completed before a Preferred Bidder is selected, the Local Authority will need to pay attention to the cost of the due diligence process.

981. That the debt providers have reviewed and signed off the Project Agreement, and/or have put forward proposed changes as part of the Variant Bid process.

982. That debt providers have been asked to confirm that, subject to any outstanding aspects of their due diligence programme, they have received ‘in principle’ approval from their credit committees or other internal sanctioning authorities to enter into the financing on the basis contemplated by the financing plan.

983. That a timetable to financial close has been submitted, and agreed with the debt providers.  Confirmation should also be sought from the debt providers regarding the extent of their due diligence programme still remaining to be completed.

984. The Local Authority should not require all debt providers’ due diligence checks to have been completed prior to the selection of a Preferred Bidder.  In most cases, it will be more cost effective if parts of the due diligence work is carried out after the selection of Preferred Bidder.  Bidders are understandably reluctant to commit to the expense of full debt providers’ due diligence until they enjoy the security of Preferred Bidder status, and the Local Authority should not expose Bidders to unnecessary expense before this point.  The Local Authority should include in the ITN Instructions and Guidance to Bidders a statement of its requirements as regards completion of debt providers’ due diligence prior to selection of a Preferred Bidder.  If a BaFO is used, this statement should be repeated in the Invitation to submit a BaFO.  This will enable the process to be discussed and agreed with Bidders, and their debt providers, during the bidding process.  The potential preferred bidder should commit to there being no time or cost consequence to the Authority of due diligence undertaken after confirmation of their status as preferred bidder.

Proposals meet the Output Specification

985. In some respects this is the most obvious criterion to meet.  Bidders are likely to have come up with a variety of solutions to meet the requirements set out in the Output Specification.  The judgement to make before selecting a Preferred Bidder is whether that Bidder offers the most innovative and cost-effective solution to meet the requirements of the Output Specification without the service either being gold-plated at the one extreme, or falling below acceptable standards at the other.

986. If it looks likely that, despite there being a leading Bidder, another Bidder has the scope for refining its Bid to match more closely the Local Authority’s requirements, then the opportunity should be given at the negotiation stage to short-listed Bidders to improve on their earlier Bids within a certain time-scale.  It clearly benefits the Local Authority to take advantage of the existence of competition at this stage and to negotiate and agree as much as possible while there is still more than one Bidder remaining.

Project is Affordable to the Local Authority

987. A Bid may be poor value for money but affordable.  It may be good value for money but nonetheless unaffordable.  Before appointing a Preferred Bidder, the Local Authority will need to be satisfied that the Bid offers Best Value and is affordable.   In this context, affordability means assessing the project cash flows (including the client-side management costs) over the duration of the Contract period, making realistic assumptions regarding Local Authority budgets, indexation, the levels of interest to be earned on any cash balances and including contingency sums where appropriate.

Best Value

988. Using the PFI for housing seeks to deliver a stream of services over the longer term.  In examining Bids, the Local Authority should not seize on, or be unduly repelled by, short-term features unless they affect the Best Value of the project over the life of the Contract.

989. This judgement needs to be made by looking at the whole-service/whole-life solutions offered by the short-listed Bidders.  For example, Bidders may have different solutions to meet the Output Specification, with one choosing to have high up-front capital investment with lower future lifecycle and maintenance requirements, and another having relatively low initial capital investment but with more frequent renewals and refurbishment.  The Local Authority should concern itself with the overall results of the mix under the different approaches, rather than the balance of individual components within it.  The temptation to cherry-pick Bids by comparing and contrasting constituent elements against each other should be avoided.  As long as the approach meets the requirements of the Output Specification and is affordable, the Bid offering Best Value in terms of whole-life costs should be accepted.

Contractor is a Cohesive Entity

990. At the stage of selecting a Preferred Bidder, it is important that the proposed delivery structure is coherent and presents a deliverable project structure.

Accounting Treatment

991. The Local Authority should ensure that the transaction as envisaged with the potential Preferred bidder meets the requirements of ODPM in relation to the Contract being an appropriate "PFI" Contract.

992. An update of assessment of balance sheet treatment RFRSS assessment will need to have been done and the assessment confirmed that that the scheme as structured with the potential Preferred Bidder is still capable of satisfying the requirements of ODPM in respect of accounting treatment.  

Section 2 - Reserve Bidders

993. There is a balance to be struck between premature selection of a Preferred Bidder, thus closing off competition early, and the maintenance of competitive pressure in order to continue to improve value for money for the Local Authority.

994. Bidding for PFI projects can be expensive.  These considerations apply to both Bidders and Local Authorities alike.  

995. From the Bidders’ perspective, it is preferable that the length of the procurement process is kept to the minimum, with the early announcement of a Preferred Bidder so that any further contracting costs are incurred in the knowledge that business has been secured.

996. From the Local Authority’s point of view, especially in the early PFI deals, many key negotiating issues have arisen after the appointment of a Preferred Bidder, providing a potential stumbling block to Contract signature.  Consequently, it is suggested that most of these issues should be resolved before the selection of a Preferred Bidder.  Nonetheless, many Local Authorities believe that their negotiating position during this critical phase would be weakened without an alternative Bidder to hand.

997. A method needs to be in place to balance these countervailing needs.  Prolonging the competitive process by obliging the other short-listed Bidders to keep full bid teams in place, when the reality is that the Local Authority has internally decided on a Preferred Bidder is unfair to the unsuccessful Bidders.  It exacerbates the costs of bidding, it ties up resources that might otherwise have been used to win business elsewhere, and it does not foster the good faith implicit in delivering public private partnerships.

998. Equally, the Local Authority has to have an effective safeguard against the possibility of the essential Contract terms being re-opened by a Preferred Bidder, once freed from competitive pressures.

999. The practice of appointing Reserve Bidders best meets the needs of both Bidders and the Local Authority.  Under such a system, at the same time as the Preferred Bidder is selected, the next favoured Bidder would be invited to be Reserve Bidder.  Reserve Bidder status would mean that should negotiations with the original Preferred Bidder fail to reach financial close, the Local Authority would automatically offer the Reserve Bidder the opportunity for further negotiations.

1000. At the time of being selected, the Preferred Bidder should be informed of the existence of a Reserve Bidder.  The Local Authority should also consider setting key negotiating deadlines for reaching agreement, after which date it would reserve the right to invite the Reserve Bidder to participate.

1001. Local Authorities do, however, need to bear in mind that a Reserve Bidder may be reluctant to incur further significant costs to develop their existing Bids, without a contribution towards such costs.  In such situations, the Local Authority would have to assess whether the costs of the contribution are outweighed by the potential increase in value for money by having the Reserve Bidder develop new proposals.  The Reserve Bidder would also have to weigh the loss from not having costs reimbursed against the potential gains to be had from winning the competition through an enhanced Bid.
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Section 1 – Accounting Treatment of HRA and Non HRA Project

Introduction 

1002. The objective of this part of the procurement pack is to provide practical guidance to Local Authorities on how to address the accounting treatment of housing PFI schemes (both HRA and non HRA).  The aim of this guidance is to promote consistency in the application of the relevant accounting standards, and to reduce the costs incurred by individual Authorities by standardising the approach as far as possible.

1003. ODPM also has a need to ensure that the accounting analysis is considered at the earliest stages of the scheme, in order to provide greater certainty when allocating its capital resources.  If a scheme has a significant risk of being considered ‘on-balance sheet’ then ODPM needs to be aware at approval stage in order to consider the funding implications.

1004. To this end, this guidance also includes an early warning mechanism for Authorities to apply to their schemes to identify those schemes that have a higher risk of being considered on-balance sheet. 

Prudential Accounting Regime

1005. The prudential regime applicable to local authority capital finance as contained in Part 1 of the Local Government Act 2003 came into operation on 1st April 2004.  The control concept of the new regime is to require each local authority to set their own borrowing and credit limit by reference to principles of affordability and prudence contained in the CIPFA Prudential Code.  Subject to powers reserved to the Secretary of State to impose borrowing and credit ceilings where natural economic circumstances so require, there is no longer any direct central Government control over local authority capital expenditure.  Therefore, whilst PFI contracts may still amount to credit arrangements (as defined in Part 1 of the 2003 Act) the cost relates to affordability rather than any borrowing or credit ceiling.  Affordability considerations will [obviously] be assisted by any PFI financial support available from ODPM.

1006. ODPM provides funding to Authorities for PFI schemes through the mechanism of PFI financial support or "credits".  However, these PFI "credits" can only be provided where a scheme is judged to be off-balance sheet.  [If a scheme is judged to be on-balance sheet, ODPM would need to provide funding to the Authority through issuing a Supplementary Credit Approval (SCA) which it would have to find from its block capital budget.] 

1007. The Local Authority SORP defines proper practices as: 

· ASB Application Note F to FRS 5 ‘Reporting the Substance of Transactions - Private Finance Initiative and other contracts’ (September 1998) (the ‘Application Note’); and

· SSAP 21 Accounting for leases and hire purchase contracts.

1008. The Application Note seeks to determine whether a PFI scheme is, in substance:

· a financing transaction for a property, with an accompanying service contract; or

· the provision of services, in which an underlying property is used.

1009. In June 1999, HM Treasury Taskforce issued Technical Note No. 1 (Revised) ‘How to Account for PFI Transactions’ (the ‘Technical Note) to promote consistency across the public sector when interpreting the Application Note (AN).  The Technical Note does not replace the Application Note, but is complementary to it, providing further guidance in areas where there is scope for variations in interpretation.  The Accounting Standards Board has stated that the Technical Note is ‘not inconsistent’ with the Application Note.  The Technical Note therefore represents ‘best practice’ for the public sector when interpreting the relevant parts of the Application Note. 

1010. The Local Authority SORP provides that the Technical Note is ‘influential’ but not mandatory for LAs.  It is important to note that this guidance supplements the relevant accounting standards, described above, and should be applied in conjunction with them.  In any cases of uncertainty, the accounting standards should be referred to for definitive guidance. 

Project Agreement

1011. The Project Agreement in this Procurement Pack for Housing PFI schemes standardises many aspects of housing schemes, including:

· the overall allocation of risks;

· the separability of the scheme (driven by the payment mechanism, and benchmarking provisions); and

· other factors, for example, the compensation payable on contractor default.

1012. Where Authorities adopt the contract without changes, certain aspects of the accounting analysis will have been addressed already.  This will leave Authorities to assess those factors that are driven entirely by local factors, for example, demand risk, or that are dependent upon the operator’s specific solution, for example, design risk.

1013. This document provides guidance to Authorities, based on the assumption that they adopt the Project Agreement, on approaching the analysis of the local and solution-specific factors.  The principles and methodology in this guidance similarly apply where Authorities adopt alternate contract arrangements to those in the Project Agreement, but in these circumstances Authorities will need to consider, taking advice as necessary, on the resulting implications for the detailed application of the accounting assessment.

Value for Money

1014. As the Technical Note observes, “The objective of PFI procurement is to provide high quality public services that represent value for money for the taxpayer.  It is therefore value for money, and not the accounting treatment, which is the key determinant of whether a project should go ahead or not.  Purchasers should focus on how procurement can achieve risk transfer in a way that optimises value for money and must not transfer risks to the operator at the expense of value for money.” 

Determining the accounting treatment

1015. This document seeks to promote consistency by Authorities in applying the relevant accounting standards to Housing PFI schemes. Ultimately, however, the responsibility for determining the appropriate accounting treatment and the Authorities' annual financial statements, rests entirely with Authorities in consultation with their auditors.

Overview of FRS5 Approach

1016. The first stage in the analysis involves identifying whether any elements of the contract are separable. 
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Separability

1017. This section provides guidance on how to determine whether elements of the contract are separable and should, therefore, be considered further on an individual basis. Separability is examined from the perspective of the separation of services – examining the extent to which the contractual provisions of the Project Agreement may result in the separation of services.

1018. The first stage in the accounting analysis is to determine if any elements of the Contract are separable (i.e. the commercial effect is that individual elements of the PFI payments operate independently from each other).  ‘Operates independently’ means that the elements behave differently and can therefore be separately identified.  Any such separable elements that relate solely to services should be excluded when determining which party has an asset of the property.  Paragraph F10 of the Application Note, which is elaborated upon in the Technical Note, provides that a Contract may be separable in a variety of circumstances, including, but not limited to, the following three situations.

1019. Situation 1 - the contract identifies an element of a payment stream that varies according to the availability of the property itself and another element that varies according to usage or performance of certain services.

1020. Situation 2 - different parts of the contract run for different periods or can be terminated separately. For example, an individual service element can be terminated without affecting the continuation of the rest of the contract. 

1021. Situation 3 - different parts of the contract can be re-negotiated separately. For example, a service element is market tested and some or all of the cost increases or reductions are passed onto the purchaser in such a way that the part of the payment by the purchaser that relates specifically to that service can be identified.

Is the scheme separable under situation 1?

1022. The Project Agreement includes, the indicative payment mechanism during the operational period of the contract, extracted below. If Authorities do not use this payment mechanism, then they will need to seek appropriate advice from their PFI accounting advisors. 

1023. For the purposes of the accounting analysis, we are principally concerned with how the [Base Unitary Charge] is calculated, and the way in which deductions for poor performance or non-availability are applied.  The Unitary Payment does not, therefore, appear to comprise separate payment streams for availability of the property and provision of services, and consequently does not appear to be separable between these two elements.

Is the scheme separable under Situation 2?

1024. There appear to be no provisions in the Project Agreement for partial termination of individual services, for example, as a result of continued poor service performance.

Is the scheme separable under Situation 3?

1025. The Project Agreement provides for the benchmarking of ‘Operational Services’.  Any identified variations in excess of 95% - 105% of the base cost will result in an adjustment to the unitary payment, or in the market testing of those services.  Where market testing is carried out, any price variations will result in an adjustment to the unitary payment, and consequently will be separable.

1026. The Project Agreement does not list the individual services which fall within the benchmarking and market testing provisions, since this may vary between schemes.  If all services are subject to benchmarking or market testing, then they will all be separable.  Once eliminated, this will leave a payment stream that represents payment solely for the property, and SSAP 21 will be applied to determine the accounting treatment, with the likely result of an on-balance sheet treatment for the Authority. 

1027. For the purposes of the FRS 5 analysis, only risks that flow from features of the property are relevant.  For practical purposes, this means that the key services are likely to be the Hard Facilities Management (FM) services – principally lifecycle replacement and building and equipment maintenance (including janitorial services).  Consequently, it is important that, for accounting purposes, that benchmarking and market testing provisions do not cause the Hard FM services to be separable from the payment for the property.  

Indexation

1028. The Unitary Charge is usually indexed to reflect the commercial reality that some of the operator’s costs, relating to services, will increase over the course of the contract.  However, the operator’s capital financing costs represent a large element of its overall costs and will usually be fixed over the life of the contract.

1029. Thus when, for example RPI, is used as an index, VFM considerations usually mitigate against applying the full effect of the indexation to the whole unitary charge.  One solution to this is to split the unitary charge into indexed element unindexed elements, with the latter broadly equivalent to the operator’s annual debt repayment costs.  However, since indexation of payment streams can be seen as a basic form of benchmarking, this can sometimes lead to these two elements being seen as separable under situation 3.

1030. When deciding how indexation should be used within the payment mechanism, Authorities should have regard to the possibility of separation. Possible solutions include:

a) ensuring that annual maintenance and lifecycle costs are included in the unindexed element; or

b) indexing the whole unitary payment by a fraction of RPI.

Determination of Accounting Standards to be applied

1031. Having determined any separable elements, consideration needs to be given as to which accounting standard to apply, as follows: 

Contract components that comprise:
Accounting treatment

Payment for services only
Expense as a revenue cost as incurred

Payment for property and services
Determine in accordance with FRS 5

Payment for property only
Determine in accordance with SSAP 21

FRS5 Approach

1032. The diagram below sets out the formal approach under the Technical Note, the principles of which are consistent with the Application Note. 
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Qualitative Indicators

1033. The Application Note states that in determining which party has an asset of the property, it will not be appropriate to focus on one feature in isolation.  It adds that it will often be useful to consider other factors to assess whether the scheme is, in substance, a financing transaction - for example, an assessment of the Operator’s financing and the extent to which the senior debt will be paid out under all events of Contract default.  The Technical Note expands these considerations into formal qualitative indicators, and provides some further guidance on their assessment:

· Nature of the Operator’s financing.

· Termination for Operator default.

· Who determines the nature of the property?

Nature of the Operator’s Financing

1034. The Application Note provides that all aspects of the Operator’s financing arrangements should be taken into account, and notes that a very high level of gearing is an indicator that the property is an asset of the Local Authority.  The Application Note does not give any indication as to what level of gearing would indicate a financing arrangement, other than to say that a ‘significant level of equity’ is an indicator that the property is an asset of the Operator, but without defining significant.  The Technical Note also does not add any further guidance in this area.

1035. However, experience of PFI schemes and their accounting analyses suggests that where bank financing (i.e. debt and debt-like instruments) represents greater than 90% of total financing, it would generally be considered as an indicator of a financing arrangement.  However, there are no hard-and-fast rules, and judgements need to be carefully exercised.

1036. The private sector typically delivers Housing PFI schemes through a non-recourse financing structure using a Special Purpose Vehicle (SPV).  There are many and varied combinations of capital financing in PFI schemes.  The table below considers common scenarios, but these will not always apply, and professional judgement will often be needed to assess the levels of bank financing and equity (i.e. equity and equity-like instruments) in each scheme. 

Type of finance
Who provides?
Payment committed annually?
Funding provider has direct influence over the SPV operations?
Order of payment in the event of SPV liquidation.

Senior Debt


Third party, usually a bank
Usually – principal and interest
Not usually
Usually immediately after SPV preferential creditors

Bond Finance
Bond issued, often with monoline insurance underwriter.
Usually - principal and interest
Not usually
Usually immediately after SPV preferential creditors

Mezzanine debt


Often the senior debt lender, or where bond finance, the bond insurance provider
Yes, but usually only to the extent that senior debt or bond cover ratios are maintained.
Not usually
Usually a preferential creditor after senior debt or bondholders.

Subordinated debt


Usually the private sector parties to the transaction – the SPV equity holders.
Yes, but only to the extent that both senior debt/bond and mezzanine debt cover ratios are maintained.


Usually, if equity holders are providing the sub-debt.
Usually an unsecured creditor, of equal rank with other unsecured creditors.

Occasionally, subordinated to all other creditors.



Equity


Usually the private sector parties to the transaction.
No but can pay dividends although usually only to the extent that all debt cover ratios are maintained.
Yes
Remaining funds after payment of all creditors.

1037. Mezzanine debt and subordinated debt are commonly described as either debt or ‘quasi-equity’.  Where these types of financing are included in a scheme, it is necessary to consider their nature in order to determine whether they are debt or equity-like in nature.  Table above describes three characteristics of each component that can be used – whether annual payments are made, the level of control that the provider has over the SPV operations, and the preferential status of the component in the event of SPV liquidation.

1038. Generally, if a component has a preferential status in terms of annual payment and redemption, then this is an indicator that it is more akin to debt than equity.  Similarly, if the provider has no executive control or voting rights over management decisions, this is also an indicator that it is debt, rather than equity-like in nature.

1039. On this basis, it can be seen that mezzanine debt is usually debt, rather than equity-like in nature. Subordinated debt is more problematic, and a key test can be the preferential status on SPV liquidation.  If the debt is subordinated to all other creditors, including unsecured creditors, then this is an indicator of an equity-like instrument.

1040. Where a high level of gearing provides evidence to suggest a financing transaction, it is necessary to examine whether there are any financial guarantees from one, or more, of the parent companies over the liabilities of the SPV.  This seeks to establish whether or not the parent companies’ financial liabilities are merely restricted to the level of equity and quasi-equity.  Very often parent companies will provide performance guarantees over, for example, the construction of the property, or the provision of FM services.  The former are not relevant for this purpose as they relate to the construction phase, while the latter may only be relevant insofar as they relate to hard FM services.  Parent company guarantees over the financial liabilities of the SPV provide evidence that overrides the non-recourse assumption of the arrangement by extending the parent companies’ financial risk beyond the level of equity and/or subdebt.  However, if an SPV has a high level of gearing, and there are no financial guarantees from the parent companies then this is an indicator of a financing transaction. 

1041. Although not an accounting issue, where there are no guarantees in place and little equity in the SPV, this should prompt the Authority to question the extent to which the SPV can, in reality, bear the commercial risks of the scheme, and whether ultimately those risks may come back to the Authority.

Termination for Operator Default

1042. The Application Note states that where a Contract is terminated early and the senior debt financing will be fully paid out by the Local Authority under all events of default, including Operator default, this is an indication that the scheme is a financing arrangement. 

1043. The Project Agreement sets out the compensation payable in the event of operator default whereby the Authority has the option to re-tender the provision of services or to require an expert determination of the value of the remaining contract.

1044. If the Authority chooses to re-tender, the objective will be to enter into a new contract with the Compliant Tenderer who offers the highest lump sum capital payment (representing the bid from the new contractor to take over the property and contractual commitments in return for the future income stream from the Authority).  The Authority will then pay to the contractor the Adjusted Highest Compliant Tender Price.

1045. If the Authority chooses not to re-tender the contract, an expert determination of the contract value will be sought. The compensation payable to the contractor will be the Adjusted Estimated Fair Value:

1046. The compensation payable will, therefore, be based on the market value of the unexpired term of the remainder of the contract – measured by a competitive tender exercise or by an expert determination.  Since this arrangement provides no guarantee that the bank financing will be fully paid out this indicator would provide contributory evidence that the property is an asset of the operator.

Who determines the nature of the Property?

1047. This indicator is effectively identical to the assessment of which party bears design risk for the quantitative analysis. In most cases, where the operator has bid against an output-based specification, then it will be responsible for determining the nature of the property, and this indicator will provide evidence that the property is an asset of the operator.

Quantitative Analysis of the Risks

1048. Under the general principles of FRS 5, whichever party has the greatest access to the benefits of the property, and exposure to the risks inherent in those benefits, should recognise an asset of the property.  In other words, the accounting treatment follows the commercial allocation of the risks.  This should be determined by examining the extent to which each party bears potential variations in property profits or losses. 

1049. The Application Note highlights that a range of factors will be relevant in determining the extent of property profits and losses and it will be necessary to look at the overall effect of these factors when taken together.  It further notes that any potential variations that relate purely to a service should be ignored.  The principle here is to distinguish potential variations in costs and revenues that flow from features of the property from those that do not. 

1050. The Application Note also notes that greater weight should be given to those features that are more likely to have a commercial effect in practice.  Where there is no genuine possibility of a particular scenario it should be ignored.  In applying this, the Application Note highlights that it is necessary to consider both the probability of any future profit variation arising from a property factor, and its likely financial effect.

Initial analysis of the risks

1051. The first stage of the analysis is to undertake an initial assessment of the risks.  If it were obvious from this assessment which party bears the majority of the risks, then no further work would need to be done.

1052. Whilst other approaches to assessing the risks may be equally valid, ODPM is promoting the approach set out in this document in order to ensure consistency and to aid evaluation.  Based solely on the Project Agreement, the risks appear to be allocated as follows:

Risk/Principal Factor
Borne by the Authority
Borne by the Operator

Demand risk
X


Third party revenues

X

Design risk

X

Penalties for under-performance or non-availability

X

Potential changes in relevant costs

X

Obsolescence

X

Residual value risk
X


1053. From this indicative analysis, it is not clear which party bears the majority, by value, of the risks, and further analysis will, therefore, generally be required.

1054. Demand risk is, arguably, the most important risk in Housing PFI schemes, since it will usually be borne by the Authority and is often seen as difficult to quantify.  This section describes how to meaningfully assess.

1055. The AN defines demand risk as ‘the risk that demand for the property will be greater or less than predicted or expected.

1056. Schedule 4 of the Project Agreement sets out the payment mechanism and provides for the Authority to make a fixed payment for the property regardless of usage.  Demand risk is therefore likely to be borne by the Authority since it will pay a fixed amount to the operator regardless of whether, or not, the property is used.  Similarly, the operator is guaranteed a fixed payment (subject to availability and performance) regardless of usage. The significance of this risk will depend on the likely variation in numbers over the contract term.

Design risk (including obsolescence)

1057. The Application Note highlights that where the operator has significant discretion over how to fulfil the PFI contract and makes the key decisions on what property is built and how it is operated, bearing the consequent costs and risks, this is an indication that the property is the operator’s asset.

1058. The operator should provide a design solution to meet the Authority’s output specification, and accept responsibility for all construction and annual costs incurred as a consequence. In such circumstances, the operator will bear design risk. This is further supported by the clauses dealing with maintenance and latent defects.

1059. The accounting treatment is determined with regard to the risks associated with the property during the operational period of the contract. The Application Note highlights that construction risk is not generally relevant because such risk normally has no impact during the property’s operational life. ODPM would not expect Authorities to include construction-related risks in their accounting analyses.

Residual Value risk

1060. Residual value risk is the risk that the actual residual value of the property at the end of the contract will be different from that expected. This risk is more significant where the length of the PFI contract is significantly shorter than the expected economic life of the property.

1061. ‘Standardisation of PFI Contracts’ issued by HM Treasury PFI Taskforce notes that where a property has no alternative use, the operator will seek to generate its expected return over the life of the contract and there is no realistic prospect of transferring residual value risk.  Housing would normally be considered as a property with no alternative use, and therefore residual value risk should normally lie with the Authority.

1062. The Project Agreement provides that, on contract expiry, the operator shall either assign its interest in the Head Lease to an assignee notified by the Authority, or shall surrender its interest in the Head Lease to the Authority without compensation. 

1063. The Technical Note provides that for specialised properties, such as housing schemes, where there is no ready market, residual value risk should be calculated by reference to Depreciated Replacement Cost (DRC).  The risk should, then be calculated by reference to variations in the DRC due to changes in real prices over the life of the contract which, in practice, means modelling a measure of movements in construction indices against movements in RPI over the contract period.

Third party revenue risk 

1064. Third party revenues, where present, should be modelled.  Risk ranges should reflect possible variations in third party income and can take into account assumptions concerning expected growth as a consequence of improvements to the property.

1065. Where the contract provides for third party income above a certain level to be shared, the Authority will bear an element of the upside revenue risk.

Penalties for under-performance and non-availability

1066. Most PFI schemes include penalty regimes that provide for deductions to be made to the Unitary Charge where the property is unavailable or where services fall below agreed standards.  The Project Agreement provides frameworks for penalty regimes for, respectively, poor-performance of services and unavailability of the property.

1067. When assessing the level of likely deductions to be applied, a realistic view should be taken, based on the following factors:

· Likelihood of failures: If the operator’s design solution is particularly innovative, for example, through the use of new construction techniques or materials, problems could arise during the operational period, leading to deductions.  However, if the design is straightforward and the construction uses standard techniques and materials then this is less likely to lead to operational problems and financial deductions;

· Rectification periods: If the rectification periods are generous then the operator could resolve problems sufficiently quickly to avoid significant penalties;

· What is the likely level of deductions?  There are two general approaches to considering the expected level of deductions:  Either consider individual failures and calculate the actual financial deductions that would occur through the deduction regime, or take a holistic view of the likely level of annual deductions to the Unitary Charge for all relevant failures.  Although the first approach is technically a ‘purer’ method, in practice the latter approach is generally used and considered sufficiently accurate for the purpose. Typically these are modelled as percentage deductions applied to the Unitary Charge. It is important to remember that the relevant Unitary Charge should be used for this i.e. excluding any separable elements and non-relevant services.

1068. When using the holistic approach, however, care must be taken when considering the estimated level of deductions and a ‘common sense’ view needs to be applied.  For example, consider the following triangular distribution of annual deductions as a percentage of the Unitary Charge:


Minimum
 
0%


Most Likely

5%


Maximum

10%

1069. Whilst, at first glance, this may not seem unreasonable, a ‘most likely’ deduction of 5% implies that the operator will generally bear a 5% deduction every year for the life of the contract. However, a 5% deduction typically represents significant problems in most deduction regimes, such that if they persist, penalty escalation mechanisms are likely to substantially increase the deduction and could then trigger the contract default mechanisms. 

Potential changes in relevant costs

1070. This is the risk that relevant costs will vary in a different manner to that expected. The relevant costs are those annual costs that are considered for design risk purposes, namely, lifecycle replacement and annual maintenance.

1071. The Technical Note observes that “Who bears this risk will depend upon whether or not the price variations can be passed onto the purchaser. If the unitary payment is fixed or varies in relation to a general inflation index the risk is borne by the operator. If the unitary payment varies with specific indices to reflect actual costs of the operator then the pricing risk is borne by the purchaser.”

1072. In the Project Agreement, the Base Unitary Charge consists of an Indexed Element and an Un-Indexed Element. The Indexed Element will be indexed each year in line with Retail Prices Index.

1073. The risk of potential changes in relevant costs lies, therefore, with the operator, and should be modelled by reference to likely changes in the relevant cost streams against likely increases in RPI.

Factors Not Capable of Meaningful Quantification

1074. As noted previously, where a quantitative analysis is undertaken, it should only include those risks that are capable of meaningful quantification. Consideration needs to be given, therefore, to those risks that cannot be meaningfully quantified and the impact that they might otherwise have on the results of the quantitative analysis.

1075. The approach to assessing the potential impact of these ‘unquantifiable’ risks on the overall judgement involves considering whether or not such risks provide substantive evidence to suggest that the conclusions drawn from the quantitative risk analysis and the qualitative indicators should be overturned. In particular, the Technical Note states that “the potential impact of these risks on the overall judgement will need to be carefully considered and properly justified”.

1076. Typically the risks considered here are those that might result in changes to the property e.g. changes in general and sector-specific legislation and inadequacies in the output specification, together with those that might create ‘big-bang’ changes in demand.

The Overall Judgement

1077. In forming the overall judgement, it is necessary to consider all three elements – the results of the quantitative indicator, the qualitative indicators and the unquantifiable risks together. This is an area where professional judgement must be applied, and cannot be done in a mechanistic way. The decision tree below, however, provides a useful mechanism for reaching a decision, but is provided for assistance only. 
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What do we do if our scheme is assessed as on-balance sheet?

1078. The scheme is likely to be on-balance sheet if demand risk is sufficiently significant to outweigh other risks. This is likely to be inherent to the scheme.  If generic risk ranges have been used for areas such as design, one option is to revisit these for robustness. Two issues need to be borne in mind when taking this course of action:

· Any risk ranges must be balanced, consistent with the underlying commercial rationale and supported by appropriate evidence.  The Authority must therefore ensure that it does not simply choose, or ask its consultants to provide, ranges that will result in an off-balance sheet view; and

· It is possible that further consideration might result in ranges that generate a stronger on-balance sheet view.

1079. Other, more radical, options surround the risks borne by the Authority, i.e. demand and residual value risk. However, these options are likely to have implications in respect of value for money or housing quality and thus should not be considered without due care or ODPM approval. Risks must never be transferred at the expense of Value for Money.

Section 2 - The Final Business Case

1080. ODPM will require a Final Business Case (FBC) to be prepared as Preferred Bidder negotiations are concluded   This will form the basis of the ODPM final approval for the scheme and, assuming that the FBC is approved, allow the ODPM to award the Promissory Note for the PFI Credit for the project.

1081. The FBC may also be a useful way of reporting to members the position on the negotiated Contract, and therefore the means of seeking member approval to the subsequent award of the Contract.  In most cases Contract signature is likely to follow shortly after the approval of the FBC by members and the ODPM.  

1082. Local Authorities will however have their own reporting and decision making structures for the final approval of a project before the Contract can be signed and will need to determine how the preparation of the FBC should be organised alongside other arrangements for member reporting.

1083. This guidance sets out a suggested approach to the structure of the FBC and is based on that used by a number of Local Authority PFI schemes now in operation.  If Local Authorities have developed their own reporting structure for an FBC (perhaps in other service areas), they will need to determine the most appropriate structure for developing the FBC for the housing scheme.  Also included in the detailed guidance below are key questions in each area of the FBC which it may be useful to use to structure the individual sections.

1084. Local Authorities will also need to determine if the FBC is to become a public document, and if so to determine how any commercially sensitive information included in the FBC should be identified and subsequently removed from the public document (following member and ODPM approval).

1085. In summary, the FBC should provide documentary evidence as to how the negotiated Contract has met the objectives and key criteria developed for the scheme at the time of preparing the OBC, and any subsequent amendments to those objectives and key criteria made during the procurement process.

1086. Further guidance on completing a Full Business Case can be found on the 4ps website (http://www.4ps.gov.uk/).

Executive Summary

1087. This section of the FBC should provide a short summary of the key issues included in the detailed sections of the FBC.  The aim should be to keep this to a maximum of two to three sides and to ensure that all of the pertinent issues relating to the PFI Contract are addressed.

1088. This section of the FBC can also usefully include a succinct description of the negotiated project.  The Executive Summary of the FBC might for example include appropriate commentary on the following issues:

The Contractor

Term of the Contract

1089. The nature of the investment included in the contract and an overview of the impact on the Housing included in the project in terms of new or replacement facilities

1090. The fit of the project with other Local Authority policies and strategies

1091. The quality of the service delivery arrangements and negotiated approach against that envisaged in the Reference Project and OBC

1092. A summary of the performance standards and performance targets agreed with the Contractor, including where appropriate how these fit with any statutory targets.

Project Objectives

Key Questions

Does the final scheme meet the objectives set at the outset?

Is the scheme essentially that prioritised by ODPM at the outset?

Does the scheme reflect the preferred option identified at the OBC stage?

Have significant changes been notified and approved by ODPM?

1093. The OBC will have included a series of aims and objectives for the project, and ideally the same aims and objectives will have been used throughout the procurement process, such as in the Information Pack, Output Specification and ITN.  The model documentation included in this Procurement Pack assumes that this would be the case and wherever possible there is appropriate cross-referencing to facilitate this approach.

1094. The FBC should set out how the proposals in the negotiated Contract meet the objectives developed as part of the OBC, and if there are departures from those objectives the reasons for the departure.  If the objectives have been developed further since the OBC was approved by members (and the PRG if appropriate), or if new requirements have come to light during the procurement of the project, such as successor standards to those envisaged at the time the OBC was prepared, for example in terms of design or space standards or the housing provision required based on revised NOR projections, appropriate commentary should be included in the FBC on each issue.

Financial Issues and Affordability

Key questions

Does the project continue to offer Value for Money?

What percentage Value for Money has been achieved against the PSC?

What non-financial benefits have been achieved?

Has the PSC been agreed?

Does the PSC include lifecycle costs and the cost of risks to be transferred to the private sector and reflect the same level of service as the bids?

Is the project affordable?

1095. This section of the FBC could usefully set out the negotiated position on each of the following topics:

· Value for money – an estimate of the value for money savings anticipated from procuring the service through a PFI arrangement would have been included in the OBC.  This should be updated with out-turn costs of the PFI scheme.  In addition, if there have been material changes to the assumptions used in determining the PSC at the OBC stage, appropriate commentary should be included on these and an updated PSC calculated and included in the FBC.

· CPA and Best Value – a description of how the project fit’s with the Local Authority’s CPA and Best Value strategy for the service, and how Best Value will be measured throughout the term of the Contract

· Affordability – the Local Authority will have made an assessment of the affordability of the project at the OBC stage.  This computation should be updated using out-turn figures for the negotiated PFI Contract.  Commentary should be included on how any material changes since the OBC was prepared are to be dealt with.

1096. Supporting schedules (not necessarily detailed financial models) for each of the above might usefully be included as appendices to the FBC.

Stakeholder Consultation and Approval

Key questions

How has the consultation process been carried out to ensure that stakeholders are committed to the project?

How will consultation continue to be used throughout the contract period?

Have elected Members formally approved the signing of the contract, or approved delegation to sign?

1097. The FBC can usefully outline how the relevant stakeholders have been consulted throughout the procurement of the project.  This commentary might usefully refer to each of the following:

· Internal Stakeholders – outlining how the project has been developed by the procurement board, in consultation with members, the strategic/stakeholder board, relevant departments and other internal stakeholders

· Residents and Staff – outlining how the local residents and relevant staff have been consulted throughout the process.

1098. The FBC could also usefully explain how the consultation arrangements are to continue throughout the term of the Contract.

1099. It is also important in the FBC to set out the process by which the contract will be signed including the approval delegated by elected Members to officers to sign the contract on the Authority’s behalf.

Procurement Process and Competition

Key questions

How competitive was the process in terms of the number and quality of bidders?

How did bids compare to reference project and benchmarks?

What key issues arose at each stage in the procurement process and how were these resolved?

What were the key determining factors in selecting the preferred bidder chosen?

Was a reserve bidder maintained through the negotiations with the preferred bidder?

1100. The FBC should include a summary of the competitive process followed to ultimately select the Contractor and the decisions taken at each stage of the procurement process.  As a minimum, it is suggested that appropriate commentary be included in the FBC in respect of the following stages:

· Pre-Qualification and short-listing

· The Invitation to Negotiate Bidding stage

· Best and Final Offers (if used)

· Selection of Preferred Bidder (and Reserve Bidder where appropriate)

· Negotiations to financial close.

Risk Allocation and Accounting Treatment

Key questions

How has risk been allocated between the Authority and the private sector?

Have the requirements of FRS 5 been met to demonstrate an off-balance sheet transaction from the Local authority perspective?

Has the external auditor reviewed the accounting opinion?

1101. A section should be included in the FBC summarising the negotiated position as regards the allocation of key risks inherent in the project.  In particular, there should be appropriate commentary on those areas where there has been departure from the risk allocation position envisaged at the time the OBC was prepared.  

1102. As noted in Section 1 of this Part 9, the Local Authority will need to determine if the transaction will meet the requirements of for off balance sheet treatment.  The FBC should include a statement on the position as regards the risk transfer test and consequent accounting treatment.  The FBC should also include copies, as appendices to the FBC, of the relevant opinions on the risk transfer test prepared by the Local Authority’s chief financial officer and external auditor.

Contract and Payment Mechanism

Key Questions

Has the Authority confirmed that the contract complies with published guidance (general and housing specific)? 

Have any variations from the published guidance been cleared through ODPM and PUK?

Are variations supported by being able to demonstrate VFM?

Does the Payment mechanism provide for sufficient penalties and deductions for non-availability and non-performance of the various contract elements?

Does the contract allow for the periodic market-testing or benchmarking of services?

1103. The FBC should include a summary of the key contractual issues negotiated as part of the PFI Contract and set out, probably in the form of a table as an appendix to the FBC, of any derogations or departures from the Standardisation of PFI Contracts and the reasons for those departures.  The legal advisors to the project should be responsible for preparing such a table.  The table should be approved by the project director and with the Local Authority’s monitoring officer.

1104. The ODPM will also request a copy of the negotiated PFI Contract to be submitted with the FBC.

1105. Commentary should also be included in this section of the FBC on pertinent aspects of the payment mechanism agreed with the Contractor, such as key components of the payment mechanism, and how the performance of the Contractor will be monitored.

1106. Commentary might also usefully be included in this section of the FBC on the key commercial issues specific to the  project.  This might include commentary on the following:

· Benchmarking

· Variations

· The position agreed on the treatment of taxation

· The anticipated third party revenues included, or anticipated in the Contract

· The proposals included in the Contract as regards any revenue sharing arrangements.

Costs and Cost reduction

Key Questions

What efforts have been made to reduce the costs of the project?

Is it proposed to transfer any assets to the private sector?

What is the corresponding effect on the unitary charge?

What is the impact of any third party revenue on the unitary charge?

Is there any other form of ODPM funding being made available to the project?

1107. There is an expectation that public sector procurement processes will seek to reduce costs without compromising the quality of the project as originally conceived.

1108. Authorities will need to set out how they have sought to minimise costs, for example, through:

· Transfer or sale of surplus assets

· Use of any third party revenues

· Availability of any other funding to offset charges

Statutory Processes 

Key Questions

What statutory processes are required and which party is responsible for them?

Has the necessary planning permission been obtained?

If not when is it likely to be obtained?

Has the Authority confirmed that there are no playing field disposal, voluntary aided or other land issues that need to be addressed to allow the project to progress?

1109. The Authority will need to confirm that the necessary statutory approvals have been obtained or are in the process of being obtained which will allow the project to progress. 

Local Authority Certificates

1110. The 4ps have produced A Guide to the Local Government (Contracts) Act 1997 – A Practical Guide to the Provisions and their Effect.  It is important that Local Authorities make appropriate provisions for completing the Local Authority certificates, particularly since these may be a ‘condition precedent’ in the Contract.  It is suggested that Local Authorities and their legal advisors review the 4ps guide as part of developing the Project Agreement and subsequently as part of the final negotiations to ensure that the relevant steps are taken.

1111. Model Local Authority Certificates are attached in Model 16 (Local Government Contracts Act – Project Agreement) and Model 17 (Local Government Contracts Act – Lenders Direct Agreement).
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Section 1 - Achieving Operational Start

Introduction

1112. The following section deals with the practical processes involved following the signature of the Project Agreement through to the Operational Phase of the Project and thereafter. 

1113. The following matters are detailed:

· Design Development

· Housing Management and Management Services Mobilisation and TUPE Transfer

· Initial and Interim Service Periods

· Refurbishment Construction Monitoring and the Independent Certifier

· Decant and Handover Provisions

· The Operational Project Board

· Performance Monitoring during the Operational Phase

· Variations During the Construction and Operational Phase

· Benchmarking and Market Testing

Design Development

1114. For Non HRA PFI – designs will be agreed and detailed planning consent obtained by the PFI Contractor who will then implement.  

1115. For HRA PFI - will have a delivery plan setting out how the PFI Contractor will deliver refurbishment works.  Changes will require consent.  New build will be as for non HRA PFI above.

Housing Management and Maintenance Services Mobilisation and TUPE Transfer

1116. The majority of housing PFI projects which incorporate refurbishment will seek to transfer the delivery of Housing Management and Maintenance “soft” FM services shortly after signature of the Project Agreement, allowing the Contractor a short period to undertake the necessary organisation to appoint and mobilise staff and sub-contractors.

1117. “Soft” FM services are non-construction related services such as management, cleaning and maintenance of common parts. Similarly the provision of reactive, cyclical and preventative maintenance to the fabric of the building (namely emergency repairs, servicing and life-cycle replacement) is referred to as the “hard” FM services. 

1118. For those projects which comprise entirely of new build accommodation (both HRA and Non HRA), there is the option of commencing the delivery of these “soft” FM services solely on completion of the construction of the new build accommodation, or (probably for HRA new build only) to undertake the provision of the “soft” services in the existing accommodation prior to the transfer into the new building.

1119. Authorities may wish to consult with potential bidders on the start date of the provision of “hard” FM service by the Contractor.  Most housing HRA projects commence "hard" FM Services immediately (or after a brief mobilisation period) although with reduced availability standards.

1120. The advantages and disadvantages of the options will have been considered early in the project, preferably as part of the preparation of the OBC, and decisions on the scope of the contract made before ITN stage.

1121. Whenever “soft” FM services commence under the contract there will be the issue of mobilisation of the services by the Contractor.

1122. After the usually intense negotiations which occur between the parties in the run up to contract signature, the ethos of partnership between the parties has been known to become strained.  The planning processes involved in effecting mobilisation and design development should result in the rebuilding of partnership relations and trust between the Authority and the Contractor, which should lead to a successful project.   

Mobilisation

TUPE Transfers and Staff Appointments

1123. Aside from the legal requirements relating to TUPE transfers, there will be a number of procedures to work through.  Although the majority of the work and the responsibilities will lie with the Contractor, the Local Authority should be monitoring the progress of the transfer of staff to the Contractor and their Sub Contractors.

1124. The Local Authority do have an ongoing responsibility under the regulations relating to consultation with their direct employees who are to transfer to the Contractor or their sub-contractors, which should be included within an overall programme.   Reference should also be made to the ODPM Circular 03/2003 relating to the Code of Practice on Workforce Matters in Local Authority Service Contracts which outlines obligations on the Contractor for transferring employees and the observation of TUPE requirements and pension requirements for transferring employees.

1125. Early discussion with members of staff and unions will aid the smooth transfer of staff both during the preparation of the OBC and thereafter at an early stage following contract signature, so that staff members who will potentially be affected by the transfer are kept informed of progress and developments and most importantly of programme.

1126. In most cases the Contractor will need to appoint key staff members to deliver services, particularly key housing management and maintenance staff.  The Contractor’s representatives and Authority’s representatives will be meeting at various levels and frequencies, daily, weekly, monthly and annually throughout the duration of the contract.  The success of a contract will be assisted through the development of relationships between the key Contractor personnel and both Authority Officers, other housing staff, and as such involvement in appointments will aid these relationships.

Helpdesk set up

1127. In order to deliver any services, the help desk and the help desk software will need to be operational.  To achieve this for each housing scheme, the following actions will need to have been completed.

1128. Without the help desk running, the Contractor may be able to operate services, but is unlikely to be able to operate the contract itself.  The set up of the help desk therefore needs to be one of the requirements required to be “signed off” by any Independent Certifier and/or Authority prior to the ready for use certificate being issued.

Other Service Issues

ICT Provision

1129. Thought should be given as to how the arrangements with IT will work.  The Authority will have existing IT Systems used in the provision of the service.  The Contractor will need to be able to rely on these in the provision of the Services.  The Contractor's housing manager may also have housing IT Systems of its own and as such interface issues will need to be addressed as part of the mobilisation arrangements.

Timing of Transfer of Operations

Initial and Interim Service Provisions

1130. As detailed earlier (Section 3 of Part 7), where the Contractor is required to deliver services to existing dwellings prior to any subsequent construction and refurbishment works, the payment mechanism together with the availability and performance standards need to reflect the level and standard of services that the Contractor is required to and indeed able to undertake.

1131. These standards will have been drafted at ITN and negotiated with the Preferred Bidder to come to a “value for money” solution

1132. Where existing dwellings are being significantly refurbished and potentially remodelled there is likely to be a number of decants into temporary accommodation.  Again the level and standards of availability and performance standards that need to apply to this temporary accommodation need to be considered.  It is unlikely that full services can be provided in such temporary accommodation.  The Authority needs to consider the range of services, together with the level of services and associated costs, which are to be provided in respect of this accommodation. 

Refurbishment and Construction Monitoring and the Independent Certifier 

1133. The role of the Independent Certifier is to certify that refurbishment and construction works have been completed such that dwellings are capable of meeting the Output Specification and can be occupied by tenants such that services can be provided.  The certificate issued is referred to as Certificate of Availability.  The role has been developed to avoid conflict at handover over the issue of whether a dwelling is able to be handed over to the Authority.  The role is also present to reduce the professional fees that would otherwise arise through the appointment of both an Authority and Contractor Representative.

1134. The Independent Certifier is generally appointed jointly by the Authority and the Contractor and owes a duty of care to both parties to act impartially. In most cases the role is delivered in tandem with an appointment of the advisor to the funder to ensure that the funder’s interests are protected throughout the Construction phase.  The role to the funder is to equally satisfy them that the construction design and build or refurbishment complies with the contract provisions of the Output Specification and the Contractor's Proposals. This will involve scrutiny of (in the case of new build) the construction drawings and documents, and the standards of workmanship.

1135. The Independent Certifier will therefore receive a copy of all construction and/or refurbishment documents and will attend the site regularly during construction and/or refurbishment to check on progress and quality.  The Independent Certifier’s role however is not to relieve the Contractor of their responsibilities under the contract in terms of meeting the Output Specification requirements, and in most cases, the Independent Certifier will rely on the professional opinion of the construction sub-contractor and the design team to demonstrate compliance.  The Independent Certifier will generally not, for example, check that floor loadings have been calculated correctly.  Similarly they will not generally undertake a thorough check for compliance with Building Regulations other than seeking confirmation that such approval has been achieved or by commenting otherwise on matters that they have noted do not comply on the drawings, or on site.  The Certifier will generally undertake a full “snagging” of the building prior to handover.  

1136. It may be in certain projects that self certification by the Contractor with sample checkings is a better protocol and value for money approach than the appointment of an Independent Certifier.  Further discussion relating to certification and the risks involved in such a process can be found in sections 4 and 5. 

Authority’s Representative

1137. Authorities have in a number of cases sought to undertake their own monitoring or overview of the works, in addition to the role of the Independent Certifier.  This has been delivered utilising either in-house resources or through a further appointment of the technical advisor appointed during the earlier procurement phase.

1138. The Authority can often be heavily involved during the construction and/or refurbishment phase, both through works (and where appropriate design) development and through attendance at monthly progress review meetings with the Contractor.  Considering some additional monitoring of construction itself (although at a lesser level of detail than the Independent Certifier) should not be such a large addition to the workload, even if this involves simply taking a walk around the site on a monthly basis and commenting to the Contractor on observations made.

1139. The Authority’s Representative can also ensure that the Independent Certifier is undertaking their role diligently and that the deliverables required under the contract and Output Specification are implemented as required.

Snagging

1140. Prior to the handover of new or refurbished dwellings, the issue of snagging will arise.  Snagging should relate to minor defaults, generally to finishes in the dwellings, which are of such a minor nature that they do not affect the operation of the building.  As  new construction settles down and dries out, further items may arise, such as cracking to plaster finishes, loosening of fittings etc.  The extent to which the dwellings are free from snags will depend on the materials used, workmanship and the levels of acceptance of finishing standards applied by the Independent Certifier .

1141. In many cases the amount of time taken for the construction sub-contractor to resolve snagging items has been a cause of irritation to the Authority.  The Authority needs to be clear on its acceptance or otherwise of such items and how they are to be treated.

1142. The recommended solution to this problem is to attach to the list of snagging items produced at handover agreed dates by which the snags will be resolved, such that after the expiry of these dates the snags will be treated as performance failures without the additional benefit of further rectification periods.  Any further snags that appear can be treated in the same way with dates for remedy applied, with a long stop date of the six months for all snags to be resolved. 

Decant and Handover Provisions

1143. The issues have been outlined in sections 4 and 5 of Part 7.

The Operational Project Board 

1144. An Operational Project Board should be established to include representatives of both the Contractor and the Authority and should be considered as a high level forum to consider the operation of the contract, and address any issues relating to the project and particular areas of poor or indeed good performance.

1145. The Board should generally be set up following the commencement of operational services and should meet on a regular basis to review the operation of the contract.  The Project Board should also be seen as the first point of contact for the resolution of any serious issues that have arisen between the representatives of the Authority and the Contractor at operating level, prior to the issues escalating to the dispute resolution mechanism.

1146. During the first year of the contract the parties should be prepared for the Board to meet monthly if necessary.  After this first year meetings can generally be less frequent. 

Monitoring Contractor Performance

1147. Throughout the operation of the contract, the performance of the Contractor can be measured through the quantum of deductions under the payment mechanism.  However this can be a crude measure of the overall performance of the contract and the Authority may wish to consider other more sensitive measures to monitor performance.

1148. In order to fully assess the Contractor’s performance, the Authority should therefore request the Contractor to provide statistics relating to all availability and performance failures whether or not these have been rectified within the required period or have raised deductions.

1149. The Contractor should also be required to undertake resident feedback (in terms of customer surveys).  This will allow the quality of contract performance to be better measured rather than the strict compliance provided by the operation of the payment mechanism.

1150. Performance reporting should be such that performance against each service and potentially each subcontractor can be measured.  

1151. Performance monitoring should be approached as a method by which the Contractor is able to demonstrate continuous improvement over the duration of the contract.  It should not be seen as a mechanism to further penalise the Contractor financially. Nevertheless such monitoring can be a contractual requirement.

1152. The Authority should also be mindful of the information that it will require the Contractor to provide to fulfil its own reporting responsibilities.  

1153. The Authority will have audit rights also under the contract to apply its own criteria to performance monitoring although the frequency of such audits is likely to be limited to restrict potential disruption to the Contractor’s service delivery.

Role of Tenants in Performance Monitoring 

1154. The  main  stakeholder  in any housing scheme are the people who are living and/or  going  to  live in the new or refurbished dwellings the tenants and,  for  HRA PFI schemes, any lessees. They are more intense users of the assets, and  use  them for longer continuous period of time, than users of other  services  subject  to  PFI.  They also have been encouraged by both authorities  and  central  government  to  become  more  involved  in  the monitoring  and  operation  of  public housing services. Their views on the proposal should  have been taken into account in the OBC and  they should have been fully involved in the procurement process.

1155. Authorities  will  wish  involvement in subsequent contract management post procurement  to  reflect  their  prevailing tenant and lessee participation arrangements  and build on the local or estate based performance monitoring already  in  place.  This  will  benefit  from  their  involvement  in  the procurement  process as residents will have contributed to the finalisation of the key indicators
Achieving Acceptable Performance

1156. Experience has shown that consistent monitoring and application of the payment mechanism and contract provisions from the start of service delivery assists the overall level of performance achieved by the Contractor.  The levels of implementation of compliance with the property management and service performance standards required and enforced by the Authority in the first few months of service delivery will set the standard for the contract in subsequent years.  Providing dispensation to the Contractor in the name of partnership has rarely encouraged the Contractor to improve its service delivery standards to the required level demanded in the Output Specification.

1157. Although principles of partnership and understanding are very laudable qualities, failure to apply the contract terms is likely to result in a lower level of service becoming acceptable, which will be very difficult to raise thereafter. 

The Authority Team

1158. Continuity of the Authority team from negotiation through to construction and/or refurbishment monitoring and subsequent operation of the contract is crucial, at least in the first year of service delivery.  Similarly continuity of the Contractors team through particularly preferred bidder negotiations, the construction phase and/or refurbishment and the first years of the operational phase is equally desirable. Indeed the proposals of bidders as to the management of the transitional phase from construction through to operation may have been amongst the criteria applied to selection of preferred bidder.

1159. In drafting the ITN requirements it is important for the Authority to consider the size of the team it will require to operate and monitor the contract.  Such resources will include day to day management and liaison with the Contractor at various levels, agreement and calculation of the monthly unitary payment including applicable deductions, annual monitoring of finances taking into account indexation of the unitary charge, and performance monitoring of the contract as discussed above.

1160. From time to time, the Authority is also likely to require specialist advice such as legal advice on the contract operation and disputes, whether this be from an internal or external source.

1161. Planning of resource for this ongoing role and the financial implications should be considered at an early stage in the contract and the costs of providing the team should be considered as expenditure and commitment in the same manner that the unitary charge will be. 

1162. Continuity planning of Authority resource will also need to be considered, since the contract will operate for a period in excess of twenty years.

1163. Clear definition of roles and responsibilities in the Authority team will also need to be achieved, since response times to contract provisions are often minimal and need a reactive response. 

1164. Some Authorities have sought to procure contract operation guides and manuals from their advisors which detail how to deal with the more common and serious actions, responsibilities and events that are likely to occur during the operation of the contract.  Programmes of key events throughout the operation of the contract are also useful as planning aides, such as benchmarking dates and final handback survey dates.

Variations During the Construction and Operational Phase

1165. Throughout the operation of the contract both during construction and/or refurbishment and operation phases, variations will inevitably be required.

1166. During the construction and/or refurbishment phase, clarity will be required as to what constitutes a variation and what is simply considered to be part the works.

1167. The financial treatment of variations needs to be considered at any stage.  Variations in PFI projects are much more complicated to enact than in traditional procurement routes, such that variations requiring capital expenditure need also to consider the financial impact on life cycle and servicing costs and additional service delivery costs.  Added to this will be the need to revisit and revise the project financial model, the issue as to whether the variation is deemed to affect the perceived level of risk in the project, any required amendments to the Project Agreement and potentially the need to seek additional funding from the funder to meet the capital expenditure requirements.  All of these matters can add significant additional cost and overheads to the variation request over and above what would be expected under a more traditional procurement process.

1168. The Authority should be aware that it may also be liable for the costs of preparing estimates for the variation whether or not they decide to enter into the variation.

1169. In some instances, an Authority has sought to procure the variation through the payment of a single lump sum to the Contractor to include lifecycle and other operating costs required in the future at the time of completion of the variation works rather than undertaking an adjustment to the financial model.

1170. Variations are a necessary part of the evolution of the building and service over the contract however and will need to be considered at some point during the contract period.

Pricing of variations

1171. Concern has been raised in the past with regard to the competitiveness that can be applied to the pricing of variations, because the Contractor is seen to have a monopoly on the price it can demand for variations.  This has been dissipated in some contracts through the Contractor being required to seek competitive quotes in the market prior to the work being accepted and undertaken.  The Authority should remember that the Contractor is unlikely to be the same entity as the original construction sub-contractor, whose prime intent of winning the contract would have taken precedence over a desire to generate profits through the pricing of future variations.  Bidders have therefore generally accepted the premise that the Contractor should be required to seek a competitive price for variations.  

1172. As mentioned previously in Sections 4 and 5 of Part 7 the withdrawal of dwellings during this contract term (whether pursuant to the statutory rights to buy or otherwise should be covered by a distinct methology giving rise for the quantum of any as format to the unitory charge rather than through a variation  

Benchmarking and Market Testing

1173. The periods for benchmarking and market testing will be stated in the Project Agreement.  The benchmarking mechanism is there to allow the Contractor to adjust remuneration for the delivery of housing management “soft services” under the contract in line with market conditions and prices for those services which are otherwise subject to indexation (generally calculated in accordance with RPI) of part of the unitary charge.

1174. The Authority should be aware of the benchmarking dates detailed in the contract.  Although it will be for the Contractor to invoke the benchmarking provisions and subsequently undertake the benchmarking process, the response and acceptance periods detailed under the contract are finite.  The Authority should therefore similarly be preparing its own view on the current market position so that it is ready to respond to any requests for increases or decreases in the unitary charge by the Contractor.  The Authority should also be aware of the financial implications that any benchmarked adjustment might have on available funds.

1175. As detailed above, the Authority may require additional in-house or external resources during these periods and the costs of such should be considered as part of the overall operating resources and costs that the Authority will expend in the operation of the contract. 
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