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NLWA Note 

The attached Comparison of Funding Options report is an addendum to an earlier report on PB/PFI analysis produced by Ernst & Young as financial advisers to the Authority.  This addendum and the earlier report have both been included in the appendices to the OBC. The figures used in the addendum report were based on modeled figures at the time the report was drafted.  Since then refinements to the figures have been made in the final modeling.  In particular, the PFI revenue support figure of £522m in the addendum report has reduced to £501m in the OBC, based on the premise that the Authority is not seeking to apply for PFI credits for the refurbishment and development of HWRC sites.  This does not alter the conclusion of the report, which is that PFI would still appear to be the superior option, even after the refinement of the figures, compared to the Authority taking on a PB Authority Lender or PB Authority as Direct Funder role.
Private and confidential
	Tim Judson

Director of Procurement

North London Waste Authority

c/o Camden Town Hall

Argyle Street

London

WC1H 9NG


	12 September 2008


The UK firm Ernst & Young LLP is a limited liability partnership registered in England and Wales with registered number OC300001 and is a member firm of Ernst & Young Global Limited. A list of members’ names is available for inspection at 1 More London Place, London SE1 2AF, the firm’s principal place of business and registered office.

Dear Tim

Comparison of Procurement Options: Addendum
In accordance with the terms of our engagement letter we have prepared this addendum to our report in relation to the procurement by North London Waste Authority (‘the Authority’) of its waste management contract. This report should be read in conjunction with our report “Comparison of Funding Options”, 17 July 2008.
Purpose of our report and restrictions on its use

This report was prepared on your instructions solely for the purpose of the Authority and should not be relied upon for any other purpose.  Because others may seek to use it for different purposes, this report should not be quoted, referred to or shown to any other parties unless so required by court order or a regulatory authority, without our prior consent in writing. In carrying out our work and preparing our report, we have worked solely on the instructions of the Authority and for the Authority’s purposes.

Our report may not have considered issues relevant to any third parties. Any use such third parties may choose to make of our report is entirely at their own risk and we shall have no responsibility whatsoever in relation to any such use. This report should not be provided to any third parties without our prior approval and without them recognising in writing that we assume no responsibility or liability whatsoever to them in respect of the contents of our deliverables. 

Scope of our work

Our work in connection with this assignment has been to undertake an update to the quantitative assessment contained in our report of the 17 July 2008, taking account of the changes to the structure and content of the PFI Reference Project made between 17 July 2008 and the 12 September 2008 September 2008.  In conducting our analysis we have used technical data provided by Ramboll AEA as reflected in Ernst & Young’s draft shadow tariff models dated 3 September 2008. We have examined the following funding options:

· Private finance provided under the Private Finance Initiative (‘PFI’); and
· Public finance provided by the Authority under Prudential Borrowing (‘PB’) structures.
If you receive any request under the Freedom of Information Act 2000 for disclosure of any information which includes information provided by us to you, please notify us upon receipt of such request and prior to any such disclosure.
If you would like to clarify any aspect of this report or discuss other related matters then please do not hesitate to contact us.

Yours faithfully
Yours faithfully

Ernst & Young LLP
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1. Quantitative Assessment of Funding Options
1.1 Introduction

The North London Waste Authority (the Authority) has asked Ernst & Young to consider different funding routes available to the Authority for its procurement of residual waste infrastructure.  On 17 July 2008 Ernst & Young provided a report examining on a qualitative and quantitative basis the costs and risks to the Authority associated with the use of private finance through PFI and public finance under a number of potential Prudential Borrowing structures.  Subsequent to this report a number of changes have been made to the Authority’s Reference Project, including, but not necessarily limited to:

· The finalisation of the technical solution underpinning the Reference Project on the basis of MBT / SRF technology, including AD, MRF and HWRC costs as opposed to the EfW with partial CHP only solution utilised in the original analysis; 
· The subdivision of the Reference Project into separate Waste Services and Fuel Use contracts; and
· An update to the predicted costs of private finance on the basis of new information relating to terms being offered in the current market becoming available. It should be noted that as at 12 September 2008 the volatility in the debt markets means that there is considerable uncertainty as to likely future senior debt terms, and the analysis set out below should be judged in this context.
Whilst the qualitative analysis and conclusions reached in the 17 July report remain unaltered, with these amendments to the Reference Project the Authority has requested that the quantitative analysis be updated to reflect these changes.  

In conducting our analysis we have used technical data provided by Ramboll AEA as reflected in Ernst & Young’s draft shadow tariff models dated 3 September 2008 developed for the purposes of predicting the costs of utilising private finance.  It should be noted that the technical inputs to these models, and hence the results generated may be subject to further refinement in the course of finalising the OBC.
1.2 Overview

The analysis below considers the nominal cost of the Waste Services and Fuel Use contracts under three different funding scenarios: 

· PFI: Modelling with an 82.9% gearing for the fuel use model and 82.3% gearing for the waste services model;

· PB: Authority as Lender models with 84.9% gearing for the fuel use model and 85% gearing for the waste services model; and

· PB: Authority as Direct Funder models (both 100% geared).

A detailed description of these funding scenarios and underpinning assumptions may be found in the 17 July report. The analysis in this section focuses only on the scope of the two PFI contracts and does not consider the costs of delivering the wider waste management functions of the Authority, or take account of non-household waste recharges.  As such, whilst providing an indication of the potential cost of the residual treatment project, the analysis does not provide a full affordability analysis that would be required as part of an Outline Business Case.

It should be noted that, as in the case of the 17 July report, for the Prudential Borrowing funding options it has been assumed that the SPC will be able to claim Capital Allowances on the fixed asset. Should the Authority decide to proceed with Prudential Borrowing as its preferred option we recommend that the Authority undertakes an analysis of the potential structures that could be implemented under Prudential Borrowing and commissions a tax review of those structures to assess the tax implications of those structures.

1.3 Financial Modelling Assumptions

1.3.1 PFI

Full model assumptions for the PFI model are summarised at Appendix A.  Capital and operating cost assumptions have been sourced from Ramboll AEA. The rates used in this addendum for the PFI option have been updated subsequent to the 17 July report on the basis of new information relating to terms being offered in the current market becoming available.  For the purposes of the analysis contained in this addendum, the rate used to represent underlying LIBOR is 5.37%, which is 4.87% (the underlying 20 year sterling swap rate as at 11.08.08 plus a 0.5% buffer.  When the credit spread and MLAs (0.12%), and the senior debt margins (1.20% during construction and 1.25% to 1.30% during operations) are added the total private sector debt cost rises to 6.69% during construction and 6.74% to 6.79% during operation.
The PFI scenario assumes revenue support stemming from PFI Credits of £522 million over the term of the project for both the Waste Services and the Fuel Use contract (£303m and £219m respectively). This equates to an annual revenue support grant of £19.171m receivable from the start of full operations.
It should be noted that as of 12 September 2008, further refinements to underlying costs and financing assumptions may be made prior to the finalisation of the Outline Business Case.

1.3.2 Prudential Borrowing

Underlying capital and operating cost assumptions are the same as those used for assessing the PFI option, above. Senior debt has been replaced with bond finance provided by the public sector.  Funding terms have been assumed as being interest charged at 5.2% per annum, which is based upon a PWLB rate for a 25 year annuity of 4.7% (PWLB website 7 September) plus a plus a 0.5 % buffer.  No arrangement fees or additional funder margins have been assumed.

1.4 Results

The analysis below suggests that, from the point of view of the Authority, the revenue received from Central Government in the form of PFI credit revenue support is likely to offset the incremental costs of PFI.

Table 4.1: Summary costs for each funding structure

	Cash flows, whole life / nominal
	PFI

	PB Authority as Lender
	PB Authority as Direct Funder

	
	£m
	£m
	£m

	Fuel Use Contract
	953
	893
	764

	Waste Services Contract
	2,496
	2,408
	2,388

	Total
	3,449
	3,301
	3,152

	Revenue support grant
	(522)
	
	

	Net Cost to the Authority
	2,927
	3,301
	3,151


Excluding the impact of PFI credits, the PB structures present a range of options, each of which appear to have cost advantages over a private finance structure.  In the Authority as Lender structure the cheaper cost of finance available from the public sector is reflected in the lower Unitary Charge by £148m (4.5%) across both contracts.

The Authority as Direct Funder excludes all private sector equity return requirements, which would suggest a heavily diluted risk transfer.  This is considerably cheaper than the PFI option by £297m
 (9.5%) across both contracts.
However, the analysis above suggests that the PFI revenue support received from Central Government derived from the receipt of PFI credits (£522m) is likely to offset the incremental costs of PFI
.  Given this, from the point of view of the Authority, PFI would appear to be the superior option, in that it represents the option with lowest cost to the Authority and lowest likely retained risk.

Appendix A Financial Model Assumptions
The key assumptions used as part of the quantitative assessment are set out below.

Table 1: Timing and economic assumptions for the waste services contract
	Description
	Assumption

	Construction start
	1 April 2011



	Operation start
	1 January 2015



	Operation end date
	31 March 2042



	Base date for costs
	1 April 2008



	Unitary charge inflation (where appropriate)
	2.5% per annum



	CapEx inflation
	5% per annum (as per technical advisor)



	OpEx inflation 
	2.5% per annum



	Electricity price inflation 
	2.5% per annum



	Landfill Gate Fee inflation
	2.5% per annum



	Landfill Tax inflation
	1.25% per annum post 2011



	Underlying LIBOR rate inflation
	4.87% + 0.50% ‘buffer’ = 5.37% An interest rate “buffer” of 0.50% has been included for prudence as interest rate risk is typically borne by the Authority (i.e. total underlying interest rate assumed is 5.37%).




Table 2: PFI financing assumptions for the waste services contract
	Description
	Assumption

	Gearing (senior debt : equity ratio)
	82.23 : 17.77 

	
	Equity (pinpoint)
	0.01%


	
	Equity (subordinated debt)
	17.76%



	Senior debt terms
	Credit spread
	0.10%
`

	
	Arrangement Fee
	1.0%


	
	Commitment Fee
	0.50%


	
	Mandatory Liquid Assets (MLAs)
	0.02%


	
	Construction margin
	1.20%



	
	Operations margins
	1.25 to 1.30% 


	
	Debt Service Cover Ratio (DSCR)
	1.275 minimum


	
	Debt Repayment Period
	23 years (two year debt ‘tail’)


	
	Subordinated debt coupon
	12.50%


Table 3: Timing and economic assumptions for the fuel use contract
	Description
	Assumption

	Construction start
	1 April 2011



	Operation start
	1 January 2015



	Operation end date
	31 March 2042



	Base date for costs
	1 April 2008


	Unitary charge inflation (where appropriate)
	2.5% per annum


	CapEx inflation
	5% per annum (as per technical advisor)


	OpEx inflation 
	2.5% per annum


	Electricity price inflation 
	2.5% per annum


	Landfill Gate Fee inflation
	2.5% per annum


	Landfill Tax inflation
	1.25% per annum post 2011


	Underlying LIBOR rate inflation
	4.87% + 0.50% ‘buffer’ = 5.37% An interest rate “buffer” of 0.50% has been included for prudence as interest rate risk is typically borne by the Authority (ie, total underlying interest rate assumed is 5.37%).




Table 4: PFI financing assumptions for the fuel use contract
	Description
	Assumption

	Gearing (senior debt : equity ratio)
	82.23 : 17.77 

	
	Equity (pinpoint)
	0.01%


	
	Equity (subordinated debt)
	17.76%



	Senior debt terms
	Credit spread
	0.10%
`

	
	Arrangement Fee
	1.0%


	
	Commitment Fee
	0.50%


	
	Mandatory Liquid Assets (MLAs)
	0.02%


	
	Construction margin
	1.20%



	
	Operations margins
	1.25 to 1.30% 


	
	Debt Service Cover Ratio (DSCR)
	1.275 minimum


	
	Debt Repayment Period
	23 years (two year debt ‘tail’)


	
	Subordinated debt coupon
	12.50%


Table 3: Financing assumptions: Authority as Lender model
	Description
	Assumption

	Gearing (Loan : equity ratio)
	85:15 


	Debt
	Reference Gilt rate
	4.7% plus 0.5% buffer




Table 4: Financing assumptions:  Authority as Direct Funder model 
	Description
	Assumption

	Gearing (Loan : equity ratio)
	100% 


	Debt
	Reference Gilt rate
	4.7% plus 0.5% buffer
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� Given the absence of precedent within the market for this model, a number of assumptions have necessarily been made in this scenario in respect of risk transfer and pricing, and as such the results presented here should be treated as indicative.


� On the basis of the analysis conducted, the net costs of the Waste Services and Fuel Use contracts through PFI are predicted to be £215 million and £159 million lower, respectively than through the Authority as Lender model  and £195 million and £30 million, respectively lower than through the Authority as Direct Funder model. 





