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Dear Sir

Accounting advice on the proposed waste management PFI scheme — ‘initial
view’

The purpose of this letter is to set out our inifial views on the likely accounting treatment for Leeds
City Council’s {‘the Council’) (‘the purchaser’) proposed waste management PH scheme.

Our advice is given on the basis of Application Note F to FRS 5 - Reporting the substance of
transactions: Private Finance Initiative and Similar Contracts (the ‘Application Note"), as interpreted
by Treasury Taskforce Technical Note Number 1 (Revised) — *How to Account for PFi '
Transactions’ {the ‘Technical Note').

It is important to note that in the recent Budget the Government announced its intention to adopt
International Financia! Reporting Standards (IFRS) in the public sector with effect from 2008/09.
The Financial Reporting Advisory Body (FRAB) is currently considering the status of the Technical
Note and the impact of the adoption of IFRS by the public sector on the accounting freatment of
PF| Transactions. For IFRS to be adopted by the public sector, it is expected that additional
guidance will be issued by FRAB and the Treasury within the Financial Reporting Manual (FReM)
as there is currently no IFRS that provides specific accounting guidance on the treatment of PFI
transactions from the perspective of the public sector. Any such guidance will then need to be
considered by your external auditors including any specific guidance provided by the Audit
Commission. There is, therefore, an inherent risk that the accounting treatment of the project will
need to be re-assessed in the future to take account of any changes in the accounting rules for
PFI/PPP projects.

At this stage of the procurement process, as noted in Section 2 of the Tachnical Note, it is only
possible to give high-level views based on the expected structure of the proposed scheme. The
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initial views expressed in this letter are based on the description of the proposed scheme set out in
discussions with the Project Team and in the following documents:

= Pricing assumptions/scheme background (version Leeds Waste PFl Pricing assumptions 02
July 07.doc)
= Draft contractual arrangements included in the 4Ps Waste Management Procurement Pack

dated June 2004
At this stage of the procurement process the legal documentation has not yet been drafied.
However, the Council has confirmed that the principles of the standardised waste management

contract will be applied. The 4Ps guidance has been used for the purposes of preparing this initial
view.

We have prepared this letter solely for the Council. If a third party were to obtain a copy without
our prior written consent we would not accept any responsibility for any reliance they might place
on it. We accept, however, that you will need to provide a copy of this letter to your audiiors.
The structure of this letier is as follows:
- separation of the contract
= should SSAP 21 or FRS & be applied?
= application of FRS 5

- summary of approach

- initial assessment

- quantitative indicator

- qualitative indicators

- other indicators

= required accounting for the fransaction

This letter has been prepared at the Outline Business Case stage.
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Separation of the coniract

The first stage of the accounting analysis is to determine if the PFI contract is separable, ie the
commercial effect is that individual elements of the PF! payments operate independently from each
other. “Operate independently” means that the elements behave differently and can therefore be
separately identified. Any such separable elements that relate solely to services shouid 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.

Situation 1 - the contract identifies an element of a payment siream that varies according to
the availability of the property itself and another element that varies according 1o usage or
performance of certain services.

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.

Situation 3 - different parts of the contract can be renegotiated 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.

Distinct properties

When considering the extent to which a contract can be separaled into individual elements, the
Technical Note focuses on separability of services from the property, rather than separability
between properties. Nevertheless, it does state that ‘in some coniracts there may be two or more
distinct properties which need to be assessed separately’.

The scheme involves the construction of a new waste disposal facility to include an energy from
waste (EFW) facility and waste transfer station (WTS). itis expected that these will be jocated on
council-owned land, which will be provided to the operator for nil cost. Capital expenditure is
expected to be in the region of £126 million. The total concession period is expected to be for 28
years, ending in March 2038, with service commencement in April 2014.

Due to the nature of the contract, similarity of risk profiles and on grounds of materiality, for the
purposes of this analysis we propose {o undertake one analysis for the overall scheme.
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Situation 1

The contract is not expected to be separable under Situation 1. Whilst the payment mechanism is
currently in its early stages of drafting, it is expected that there will be a single payment for both the
services and capital elements of the scheme, with the whole unitary charge at risk to deductions for
non-availability and/or poor performance. Part 8, Section 1 of the 4Ps procurement pack states
that the payment mechanism should be drafted in such a way that the contract is not separable.

Situation 2

The project is not separable under Situation 2 as it is expected that no parts of the project will run
for different periods and no service can be terminated without terminating the entire project.

Situation 3

it is anticipated that only specified Operational Services, if applicable, will be subject to
benchmarking and market testing, with no Hard FM services to be subject io benchmarking or
market testing. Therefore, it is expected that the contract wilt not be separable under Situation 3.

S
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Should SSAP 21 or FRS 5 be applied?
Once any separable elements have been excluded, paragraph F7 of the Application Note states
that PFl contracts can be classed into one of the following categories:

(A) those where the only remaining elements are payments for the property. This will be akinto a
jease and SSAP 21 “accounting for leases and hire purchase contracts (interpreted in the light of
the ERS 5) should be applied.

(B) other contracts {ie where the remaining elements include some services). These contracts will
fali directly within the FRS 5 rather than SSAP 21.

The contract is expected to fall under category (B) since no Hard FM services are expected to be
separable.

()
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Application of FRS 5

Summary of approach

Our approach, which is consistent with the principles set out in paragraphs 4.3 to 4.5 of the
Technical Note, is illustrated below:

Is it obvious, after an imitial

assessment of the risks of the Yes R No further work
transaction, which party has an required
asset of the property?

l,No

Further work required which involves weighing up all relevant indicators

(a) Qualitative indicators | |(b) Quantitative indicator | | (c) Other indicators

= Who determines the Undertake a risk analysis Those risks, if any, which
nature of the property? for those risks which are are not capable of

= Termination for operator | |capable of meaningful meaningful quantification
default quantification for inclusion in (a) due to

= Nature of operator’s the level of uncertainty
financing surrounding them

v ' !

Form a final judgement on the accounting treatment based on (a), (b) and (c)

(6)
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Initial assessment
We set out in the table below our understanding of the risks that are expecled to be borne by each

party to the contract:

Risk Borne by the Council Borne by Operator
Demand risk v v

Third party income v v

Design risk Ve
Penalties for non-availability and under v
performance

Potential changes in relevant costs v
Residual value v

It is not obvious from the table above which party has an asset of the property. Therefore a full
quantitative analysis is likely to be required at the preferred bidder stage.

7
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Quantitative indicator

Background

The Technical Note requires a quantitative risk analysis to be performed which evaluates the
potential variations in property profits (costs and revenues that flow from features of the property)
for the Council and the operator. The party which has the greatest proportion of the combined
variations will provide a quantitative indicator of which party has an asset of the property.

The principal factors which may give rise to potential variations in property profits are:

a demand risk;

- third party income;

» who determines the nature of the property;
- penalties for non-availability and underperformance;
= potential changes in relevant costs; and

. the arrangements at the end of the contract and residual value risk.

The quantification of risks for each party to the contract requires an awareness of the likely
variations in the relevant costs and revenues, based on the solution of the preferred bidder to meet
the Council's requirements, over the life of the contract. This process inevitably requires the use of
assumptions, since there is fittle accumulated data relating to the long-term impact of such risks. To
obtain a realistic and robust estimate for each of the risks under scrutiny we believe the best
approach is to hold risk workshops, involving technical advisers and key staff from the Council,
together with a constructive challenge process. Further details of our stepwise methodology for
undertaking the quantitative risk analysis are provided in Appendix B.

We would normally expect to perform this analysis when preferred bidder has been selected.
However, we have produced a commentary below on each risk and its likely impact. The initial
assessment has been undertaken on an expected coniract term of 24 years.

Quantifiable risks - Council

Residual value

The assets are expected 1o revert to the Council for nil consideration at the end of the contract.
Therefore, residual value risk will be borne by the Council as it bears the risk that the facilities may
be worth more or less than expected at the outset of the contract. This risk is expected to be of low
o moderate significance over the course of the contract given the limited remaining useful
econoric lives of the facilities on expiry.
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Quantifiable risks — Shared

Demand risk

Although the payment mechanism is not yet drafted, it is likely that demand risk will be shared as
the payments will be partially volume-related, with a fixed availabifity element. The degree to which
demand risk is shared will be determined by the relative level of expected/potential volumes
compared to the volume bandings and thresholds used. The aliocation and significance of demand
risk is likely fo be vital in determining the overall outcome of the balance sheet treatment.

Third party revenues

It is not yet known what the arrangements will be in relation to the sharing of third party income,
which will arise from the sale of electricity generated from the EFW plant and the processing of
waste from other parfies, subject to there being surplus capacity in the facilities.

Quantifiable risks - Operator

Design

Failure of design against initial requirements

The operator will be responsible for carrying out the design in order that it meets the requirements
of the output specification. However, it is noted that any risks materialising during the construction
phase are not applicable to this assessment. Given the nature of the assets, which will use
existing technology, this risk is not expected to be significant.

Variations in maintenance and works costs

The operator wili be responsible for all maintenance and lifecycle expenditure and therefore bear
the risk that maintenance and lifecycle costs will vary from budget. This will include latent defect
risk associated with the facilities. This risk is considered to be significant.

Penalties for non-availability and underperformance

The operator will be incentivised to maintain and ensure the continuity of the waste management
provision as the unitary charge will be subject to deductions, which will be set out in the payment
mechanism. These will be in refation to both the availability of the facilities and the level of success
that the operator has in achieving operational targets, for example recycling. The operator bears
the risk of the unitary charge received being lower than expected, alihough this is not considered to
be significant.

Potential changes in relevant costs

The unitary charge is expected to be linked to RPL. Therefore, the operator bears the risk that their
underlying property costs will vary ata different rate to RP1. This risk is potentially significant.

©)
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Qualitative indicators

The qualitative indicators, noted in paragraph 4.11 of the Technical Note, that need to be
considered when forming a view on the accounting treatment are set out in Appendix A.

Our initial views on these three indicators are noted below:

Termination for operator default

The Technical Note provides that in the event of termination for operator default, if there is no
guarantee that the bank financing will be fully paid out by the purchaser, then this will give an
indicator that the property is an asset of the operator.

in the event of termination for operator defaulit it is expected that the Project Agreement will follow
standard PF! arrangements that will provide for compensation to be calculated under either of the
following basis;

a) re-tendering
b) no re-tendering

The re-tendering procedure is akin to market value compensation. The no re-tendering procedure
will be based on establishing the Estimated Fair Value of the contract. Both procedures will be
subject to a range of deductions/adjustments as is appropriate.

As there will be no guarantee under either option that the debt finance is fully paid out, this
qualitative indicator is likely to provide contributory evidence fo support an off balance sheet
opinion for the Council.

Nature of operator’s financing

The Technical Note provides that all aspects of the operator’s financing arrangements should be
taken into account and that a very high level of gearing is an indicator that the property is an asset
of the purchaser.

Rather than focusing exclusively on the gearing ratio in the special purpose vehicle (SPY), it is
therefore necessary to undertake a wider evaluation of the financing arrangements on the private
sector side. This accords with paragraph 4.6 of the Technical Note which indicates that the private
sector should be regarded as a single entity.

It is too early to assess the bidders’ proposed financing arrangements. However, a typical and
acceptable debifequity struciure is set out below:

(10)
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Equity/Subordinated debt 15% - 12.5%
Senior debt 85% - 87.5%
100%

This example above shows funding to be split between equity and subordinated debt of 12.5% -
15% of total finance and senior debt of 87.5% - 85%. This relatively high level of risk capital
indicates that the SPV itself has capacity to take on significant risk. The SPV gearing, however, is
only a partial indicator of the private sector's capacity 1o take on risk since the parties standing
behind the SPV and their willingness to take on project risks are also relevant and should be
considered. The Council's current assumptions suggest a senior debt level of 85%, which is
consistent with the above. :

As noted in the Technical Note this is a one sided test since the level of equity funding should not
be used as an indicator of whether or not the property is an asset of the operator. This is because
the operator may require that level of equity to match the service risk it has accepted under the
contract.

Who determines the nature of the property
In assessing this qualitative factor, the following aspects should be considered:

= whether the procurement process involves tendering against a genuine output specification
with bidders having freedom to develop their own design proposals;

- whether the purchaser assumes responsibility, at any stage in the procurement process or
during the contract, for those aspects of the functioning of the property which were originally
described in the output specification;

u whether, at any stage, the purchaser prescribes, in all or in part, how the property should be
designed, built or operated; and

- which party bears the cost implications of the key design and operating risks associated with
the properiy.

An output specification will be provided in the contract. The output specification will allow genuine
freedom to bidders and makes clear that the operator is responsible for all aspects of design and
implementation.

(1n
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Other indicators

The Technical Note requires that the results of the quantitative risk analysis to be viewed together
with the three qualitative factors plus those risks which are not considered to be capable of
meaningful quantification. The risks which, in our view, fall into this category are noted below:

Operator Council

Changes in legislation Changes in legislation

Public policy changes impaciing demand risk

Our approach to assessing the potential impact of these “unquantifiable risks™ on the overall
judgement will be to consider whether or not such risks provided 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”.

Operator

Changes in legisiation

The operator is expected to bear the risk in relation to the additional operating costs arising from a
General Change in Law and a share of the additional capital costs arising from a General Change
in Law.

This risk cannot be meaningfully quantified in isolation as there is no relevant historical data to
accurately assess the probability of occurrence and no reliable basis for assessing the potential
cost. The significance can be assessed in comparison with the legistation risk borne by the
purchaser.

Purchaser

Changes in legislation

The purchaser is expected to bear the risk in relation to capital and operating costs arising from
Qualifying Changes in Law, and a share of any additional capital expenditure arising from a
General Change in Law. The share of risk taken by the Council is deemed to be lower than that
held by the operator given that there is a very low likelihood of legislation imposing substantial
additional capital and operational costs only on PFl waste management projects.

Public Policy changes impacting on demand risk

The potential impact of this unquantifiable aspect of demand risk is considered small, as there is no
history of sudden major changes in government policy resulting in reduced demand for council-
provided waste management services.

(12)
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Required accounting

This letter has sought to set out our initial high-level views on the accounting treatment of the PFI
scheme based upon the expected siructure of the contract. A more detailed analysis will be carried
out at the preferred bidder stage which will include if necessary a detailed quantifative analysis of
relevant risks. Until such fime as this detailed quantitative analysis has been camed out and the
contract terms finalised, it is not possible to provide a definitive view of the recommended
accouniing freatment. However, the preliminary consideration of property risks carried to date and,
in particular, the assessment that demand and third party income risk is likely o be shared,
suggests that an off balance sheet treatment from the Council's perspective is achievable under
the currently applicable financial standards.

The accounting treatment suggested in this letter will normally apply throughout the life of the
contract and should not be revisited each year as the risks crystallise after contract signature. The
accounting freaiment, however, would need to be reviewed if there was a substantive change fo
the contract (i.e. a re-negotiation), a change in the accounting standards covering the transaction
or other grounds for questioning the accuracy of the accounting treatment (e.g. a fundamental error
in the original assumptions).

If you wish to discuss any aspect of this letter or require further help or advice, please do not
hesitate to contact Jon Ritchie (0191 2328493).

Yours faithfully

PricewaterhouseCoopers LLP

(13)
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Qualitative indicators

The qualitative indicators that should be considered when forming a view on the accounting
treatment are set out in the following table:

Feature

Indications that the property
is an asset of the purchaser

Indications that the property
is an asset of the operator

Termination for operator
default {AN,F50}

The AN states that:

“a financing arrangement
would be indicated where, in
the event that the contract is
ferminated early, the bank
financing will be fully paid out
by the purchaser under all
events of default, including
operator default”.

There is no guarantee that the
bank financing will be fully paid
out by the Purchaser.

Nature of operator's financing
{AN,F50)

The AN states that:

“an assessment of the
operator’s financing
arrangements (all aspects
should be taken into account
eg the use of senior or
subordinated debt and the
presence of any guarantees)
may indicate a level of debt
funding that could be credible
only if another party stood
behind the operator”.

This means that very high
fevels of gearing are an
indicator that insufficient nsk
has been transferred and that
the property is an asset of the
purchaser.

The level of equity funding
should not be used as an
indicator that the property is an
asset of the operator, because
the operator may require that
leve! of equity to match the
service risk it has accepted
under the contract. There is
therefore a one sided test.




Feature

Indications that the property
is an asset of the purchaser

Indications that the property
is an asset of the operator

Who determines the nature of
the property (AN,F35 & 36}

The AN states that:

“the purchaser determines the
key features of the property
and how it is to be operated,
bearing the cost implications of
any changes to the method of
operation. The purchaser may
determine the key features of
the property explicitly by
agreeing them as terms of the
PFI contract or, for example,
through a contractual
acceptance provision at the
end of the construction phase.
Alternatively, the purchaser
may implicitly determine the
key features of the property.
For example, a contract for a
road may specify that the road
will revert to the purchaserin a
predefined state after a
relatively short period: this may
have the effect that the
operator has little discretion
over the standard of road to
build in the first instance or
how it is maintained

“subsequently”.

For the avoidance of doubt:

The fact that the key features
of the property are recorded in
the PFI contract, which is
agreed by the purchaser, does
not necessarily mean that the
purchaser has determined
those key features.

The AN provides that:

“the operator has significant
and ongoing discretion over
how to fulfil the PF contract
and makes the key decisions
on what property is built and
how it is operaied, bearing the
consequent costs and risks.
Eor example, this would be the
case if the operator is free to
redesign the property
extensively during the term of
the contract {perhaps even o
scrap the original property and
build a replacement), in the
hope of reducing its costs.
Similarty, in a PFl contract fo
design, build and operate a
road, the operator may have
complete discretion over that
balance between the quality of
the original road build and the
consequent level of
maintenance costs”.

As noted in paragraph 4.40 the
operator may have the
freedom io make design
changes during the
construction period that, whilst
not being necessary to meset
the contract requirements, are
made in the expectation of
reducing {or avoiding an
increase in) expecied
operating and life cycle costs.




Feature

Indications that the property
is an asset of the purchaser

Indications that the property
is an asset of the operator

In practice, prior to service
commencement, the operator
may be required to
demonstrate to the purchaser
that the arrangements put in
place will meet the output
specification. Acceptance of
the service by the purchaser
{based as far as possible on
service commencement based
fests), without any ‘approval’ of
the means of delivery of the
service will not, in most cases,
mean that the purchaser
determines the key features of

the properiy.
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Stepwise methodology for quantitative risk analysis
The process by which we will perform the quantitative risk analysis is illustrated below:

Workshops

Risk quantification

Modelling

l

Conclusion




Workshops
The purpose of the workshops is to:

x Ensure there is a common understanding of the work to be done.

] Ensure that the risk analyst(s) have a proper understanding of the contract, and in particular
of those aspects of the contract that will determine who bears the various risks.

= Create a comprehensive ii;;t of relevant risks, using the list of factors in the Application Note
[F22] as a guide.

it follows that a range of people needs to be involved. Typically, in addition to the risk analyst(s},
this will include the following staff from the purchaser:

- project manager;
. experienced operational staff; and
- experts in design/construction and building engineering/maintenance

The output from this stage is a risk register. This is simply a list of risks, showing a description of
each risk, who bears it and an indication of which risks are relevant to the accounting analysis. A
rough estimate of the financial impact may also be included in the risk register. If all significant risks
are borne by one party, then it may be possible to stop here, as the accounting treatment will be
obvious. However, this will rarely be the case.

Risk quantification -

The purpose of this stage is to estimate the likelihood of each risk occurring, and the impact if it
does occur. In some cases, historic data can be used to give estimates of the likelihood and
impact. in others, expert opinion will be the only realistic source of data. The risk quantification is
done jointly by the risk analyst and appropriate staff from the purchaser and can take the form of
workshops or interviews, depending on how many people need to be involved for each area of risk.

The likelihood and impact of risks are usually expressed in statistical terms, using probability
distributions. A discussion of the different ways of doing this is beyond the scope of this letler.
However, the output of the process is a description of the likelihood and impact of each risk, in
effect being an extension to the risk register.



For example:

Risk area Risk Quantification

Demand risk Demand risk Average demand over the life of the contract is
likely to fall in & range anywhere between 90%
and 120% of the base case.

Design risk Change in There is a 5% probability that such changes will
specific oceur during the life of the contract. if so, the
legislation cost of the resulting design changes will be an

average of £2 million.

Lete.. e I

Risks with a low likelihood of occurrence and a low impact if they do occur, are usually left
unquantified as they are unlikely to have any material effect on the overall quantitative analysis.
The essential requirements to be determined for each significant risk are as follows:

= probability of occurrence

] range of possible financial impacts, fogether with appropriate probability distribution. For
example ‘triangular, ‘normal’ or ‘skewed".

It is critically important that, for each major risk to be modelled, the process for establishing the
three requirements noted above is as rigorous as possible. This means that:

- judgement on impact, probability and range should be made on advice from appropriate
technica! experts and supported by independently developed evidence

] each decision is challenged by people with appropriate experiise.
This will apply in particular fo those risks which have a large potential impact but are viewed as

likely to have little commercial effect in practice, as the probability of occurrence is low. Demand
risk affecting the public sector is an important risk in this category.




Modelling
The purpose of the modeliing exercise is to determine where the balance of relevant risk lies. The
need for a modelling approach is indicated in paragraph F49 of the Application Note, which states

that:

“in determining whether each party has an asset of the property, it will not be appropriate to focus
on one feature in isolation. Rather, the combined effect of all relevant factors should be considered
for a range of reasonably possible scenarios, with greater weight being given to those oufcomes
that are more likely fo occur in practice.”

In our experience, PFi contracts are sufficiently complex that the best way 1o evaluate the
"combined effect of all relevant factors™ is using a staiistical sampling technique called Monte-Carlo
Simulation. This technique is applied to a risk model, into which information on the gquantification of
each sk has been entered.

A Monie. Carlo Simulation randomly creates, in effect, hundreds or thousands of scenarnios. Each
scenario represents a different possible outcome of the contract, in terms of the outcome of each of
the risks. Over the whole set of scenarios, a picture is built up of the range of possible overall
outcomes, in terms of the NPV of relevant costs and revenues to each party. The higher the range
of possible outcomes, the higher the risk borne by the party concerned.

The range of possible cutcomes can be described in several ways. The simpiest is to look at the
range of NPVs, ignoring the lowest and highest 5% of outcomes. For example, after running 1000
scenarios in a Monte Carlo Simulation, the results might be as follows:

Example Operator Purchaser
Lower limit {5%) £61 million (£10 million)
Upper limit {85%) £123 million £11 million
Hence range of NPVs £62 million £21 million
Conclusion

The relative share of risk borne by the operator is therefore £62 million out of £83 million, or 74%.
In this case the guantitative risk analysis could provide evidence to support that the operator has
an asset of the property



