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Introduction

Section 18 of the Defence Reform Act 2014 (“the Act”) requires that the Secretary of
State, or an authorised person, and primary contractors have regard to guidance issued
by the SSRO in relation to any of the six steps for determining the contract profit rate for a
qualifying defence contract (QDC) or qualifying sub-contract (QSC). Section 20 of the Act
states that the SSRO must issue guidance about determining whether costs are Allowable
Costs under QDCs and QSCs. The SSRO aims to keep its guidance current and relevant
and consult, as required, with stakeholders to provide additional clarity and certainty for
those involved in single source defence contracting.

The current pricing guidance was published in spring 2018. It includes guidance on:
a. Allowable Costs' (Allowable Costs guidance); and

b. the application of the six-step process to calculate the contract profit rate? (profit rate
guidance).

The SSRO, in consultation with stakeholders, prioritised the following areas where its pricing
guidance would be reviewed in 2018:

the requirements of Allowable Costs (the AAR test);

a

b. research and development costs (R&D);
c. capital servicing adjustment (CSA); and
d

cost risk.
As part of the review, which commenced in April 2018, the SSRO:

a. issued working papers on the first three of the topic areas to the SSRO’s Operational
Working Group whose members are from the Ministry of Defence (MOD), ADS Group
Ltd (ADS) and individual defence contractors;?

b. held group and individual meetings with members of the OWG to discuss the issues
raised by the working papers; and

c. received written responses to the working papers from 13 stakeholders, including the
MOD, ADS, ten contractors and a consultant with expertise in this area.

A summary of the working papers and the feedback provided on these has been published
separately in SSRO (2018) Pricing Guidance Review 2018: Stakeholder Responses to
Working Papers. The SSRO would like to take this opportunity to thank stakeholders for
sharing their views with us. Their input has helped the SSRO to develop the proposals for
revision to its pricing guidance that are contained in this document for public consultation.

The SSRO invites all interested parties to comment on the draft guidance contained

in sections 2 to 5 of this document by 7 December 2018. The proposed timetable for
publication and application of the final guidance is contained in section 6. Our consultation
questions and details of how to respond to the consultation are contained in section 7.

1 SSRO (2018) Allowable Costs Guidance.

2 SSRO (2018) Guidance on the Baseline Profit Rate and its Adjustment 2018/19.

3 The SSRO’s engagement with stakeholders on guidance related to cost risk has been deferred to allow
additional time for the MOD to develop its proposals for legislative change in this area following the
Secretary of State’s review of the legislation completed in December 2017. Details of any proposals for
guidance changes related to cost risk will be published in due course and be the subject of a separate
public consultation.
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2. Requirements of Allowable Costs
(the AAR test)

e

\_

We propose to replace paragraph 2.2 in the current Allowable Costs guidance with the guidance below.
Subsequent paragraphs will be re-numbered.

Key to changes: Text deleted _ -

~

Existing guidance

| Proposed guidance

| Purpose of changes

To more accurately describe
the provisions of Section 20.

To clarify that the legislative
requirements are also
applicable to QSCs.

To note the requirements of
Regulation 20 which places
a duty on contractors to keep
relevant records that may

be used for the purpose of
verifying that a cost is an
Allowable Cost.




Existing guidance
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Proposed guidance

Purpose of changes

To indicate the need for the
parties to take a proportionate
approach in determining

what information is required
to be satisfied that costs

are Allowable and to note
influencing factors.

To note the need for
information to make clear how
the requirements of Allowable
Costs are met.

r

N\

~
We propose to replace paragraphs 3.1 to 3.7 in the current Allowable Costs guidance with the guidance
below.
Key to changes: Text deleted _ _

J

Existing guidance

3.1 Costs are Allowable to

the extent they are Appropriate,
Attributable to the contract and
Reasonable in the circumstances.

Proposed guidance

3.1 Costs are Allowable to
the extent they are appropriate,
attributable to the contract and
reasonable in the circumstances.

Purpose of changes

To ensure consistency with
the wording of the legislation.

To provide clarity that
Allowable Costs are

those which ‘enable the
performance’ of the contract
(consistent with paragraph 4.5
of the guidance).
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Existing guidance Proposed guidance Purpose of changes

+ To clarify how the parties
should apply the guidance in
determining Allowable Costs.

+ To emphasise the importance
of achieving both of these
objectives when determining
Allowable Costs.

Appropriate Appropriate »  To clarify the intention of the

3.2 Guidance on Appropriate guidance.
costs:

A cost is Appropriate if, b
its character and nature,

3.4 A cost is appropriate if,
by its character,

+ To remove the reference to
‘sufficient justification” which
is dealt with in the proposed
guidance at paragraph 2.4.

- and which can

be supported by sufficient
justification.




Existing guidance

3.3 In order to assess
whether a cost is Appropriate,
consideration should be given to
the following:

a. whether a cost might be
expected to be incurred in the
delivery of the QDC or QSC;

b. whether the cost is suitable
for the purpose of the QDC or
QSC;

c. whether the inclusion of the
cost would withstand public
scrutiny; and

d. whether the inclusion of the
cost is fair and equitable.

Pricing guidance review 2018: Consultation on changes for 2019/20

Proposed guidance

3.5 In order to assess
whether a cost is appropriate,
consideration should be given to
the following:

a. whether a reasonable person,
informed of the facts, would
consider the cost suitable
and necessary to enable the
performance of the contract;
and

b. whether the cost is of a
type that is consistent with
the standards of regularity,
propriety and prudence
expected by Parliament of the
Ministry of Defence.

Purpose of changes

To provide a more explicit
statement of how ‘public
scrutiny’ should be
considered.

To remove consideration of
what is ‘fair and equitable’
which is now addressed in
the proposed guidance at
paragraph 3.3.

Attributable

3.4 Guidance on Attributable
costs:

A cost is Attributable if it is
incurred directly or indirectly for
the fulfilment of the QDC or QSC
in question and it is necessary
to fulfil the requirements of that
contract.

All costs should be incurred by
the contractor and applied to the
QDC or QSC on a basis that is
consistent with the contracting
company’s

overarching cost accounting
practices. The costs should be
costs not recovered in any way
from another contract, whether
past, existing or proposed.

Attributable to the contract

3.6 A cost is attributable to
the contract if it is incurred by the
contractor directly or indirectly to
enable the performance of the
QDC or QSC in question and

is applied to the contract on a
basis that is consistent with the
contractor’s overarching cost
accounting practices or using

a methodology agreed with the
Secretary of State. Costs which
are attributable to the contract
should not be recovered in any
way from another contract,
whether past, existing or
proposed.

To clarify the intention of the
guidance.

To provide clarity that
Allowable Costs are

those which ‘enable the
performance’ of the contract
(consistent with paragraph 4.5
of the extant guidance).

To ensure consistency
with the extant guidance
at paragraph 4.1 on cost
accounting.

5
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Existing guidance

3.5 In order to assess
whether a cost is Attributable,
consideration should be given to
the following:

a. whether the treatment is
consistent with generally
accepted accounting
principles;

" e

c. whether the cost has a causal
relationship with the contract,
in the sense of being required
for its delivery;

d. whether the cost is identifiable;

e.-
f- —

Proposed guidance

3.7 In order to assess
whether a cost is attributable .
, consideration should
be given to the following:

a.

b. whether the cost has a
causal relationship with -
the contract;

Purpose of changes

To clarify the meaning of
‘borne by the contractor’.

To enhance consistency in
the guidance concerning
‘performance of the contract’.

To ensure consistency
with the extant guidance
at paragraph 4.1 on cost
accounting.

To clarify how consideration is
given to recovering costs only
once.

Reasonable

3.6
costs:

Guidance on Reasonable

A cost is Reasonabile if by its
nature it

, Whether
under competitive tendering
conditions or as a single source
contract.

Reasonable

3.8 A cost is reasonable

if it

To clarify the intention of the
guidance.

To change the focus of the
guidance to consistency

with what is considered
reasonable, to ensure that
consideration is given equally
to whether costs are too low
as well as whether they are
too high.

To reposition the

‘indicators of whether

costs are Reasonable’ as
circumstances to which
consideration may be given
(see new guidance paragraph
3.10).




Existing guidance

3.7 In order to assess
whether a cost is Reasonable,
consideration should be given to
the following:

a.

e. whether the quantum of the
cost is consistent with good
business practice; and

f.  whether the costs deliver
value for money for the UK
taxpayer.
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Proposed guidance

3.9 In order to assess
whether a cost is reasonable in
the circumstances, consideration
should be given to the following:

a.

o

Purpose of changes

To provide a more explicit
statement of how ‘public
scrutiny’ should be
considered.

To clarify how relevant

empirical evidence should be
considered, while noting this
may not always be available.

To provide a more explicit
statement on the application
of benchmarking.

To remove consideration of
‘value for money’ which is now
addressed in the proposed
guidance at paragraph 3.3.

To provide a more explicit
focus on action to achieve
economy and efficiency, which
is easier to demonstrate than
the achievement of value for
money.

To remove consideration of
‘good business practice’ which
is both unduly subjective and
difficult to evidence.

7
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Existing guidance
(See 3.6)

Proposed guidance

a.

are not limited to:

include, but

the level of competitiveness
and/or market testing
undertaken in the supply
chain;

the particular specification
and performance
reqmrements

—
e,

the economic environment;

the statutory provisions
in place at the time of
contracting; and

any alternative options
available, for example, to

justify decisions as to whether

to sub-contract or undertake
work ‘in-house’.

Purpose of changes

To clarify the need to consider
the circumstances of the
case.

To identify some
circumstances which may be
considered.

To clarify that uncertainty may
also include risk and will be
relevant where this affects
costs.

To include consideration
of events which were not
anticipated at the time of
agreement.

To remove consideration of
‘expected benefits’ which

are considered synonymous
with the ‘specification and
performance requirements of
the contract’ (item 3.10b).
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3. Research and development

We propose to replace Part D — Research and development costs in the current Allowable Costs
guidance with the guidance below.

Key to changes: Text deleted Text revised/moved Text added

Existing guidance

| Proposed guidance
(See D.2.3)

| Purpose of changes
» To enhance brevity and clarity.

(See D.2.3)

»  To enhance brevity and
clarity.

o

(See D.3.2)

» To enhance brevity and clarity.
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Existing guidance

b.

Research and development
costs should not be allowed
where there has been no
discernible benefit provided to
the QDC or QSC as a whole
or where sufficient evidence
is not available to support the
research and development
costs.

Proposed guidance

Purpose of changes

To remove the ‘discernible
benefit’ test.

To remove duplication as
information requirements are
dealt with in paragraphs 2.2 to
2.5 of the proposed guidance.

To define terms.

To acknowledge the different
types of research costs that
may be Allowable Costs.

To acknowledge the potential
difficulty in applying the

AAR test to historic indirect
research costs and clarify an
alternative approach to to
determining whether such
costs are Allowable Costs.




Existing guidance
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Proposed guidance

Purpose of changes
* To define terms.

* To acknowledge the different
types of costs that may be
Allowable Costs.

(See D.1.1to D.1.2)

* To acknowledge the potential
different treatment of such
costs and clarify that either
approach may be used to
determine Allowable Costs.

* Tolink to the part of the
guidance where these costs
are discussed.

11
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Existing guidance

c. Inthe case of a product or
service under development,
the nature of which is such
that it will be possible to
ascertain the utilisation of the
product or service developed,
the recovery should be by
direct charge to the product or
service concerned.

d. In the case of private venture
research and development,
the nature of which is such that
it is not possible to ascertain
the utilisation of the product
or service developed, the
costs should be recovered by
a charge to the current total
output of the product or service

group.

D1.3 Development expenditure
that gives rise to an intangible
asset should be attributed to the
relevant product or products of the
contractor. The intangible asset
generated should fulfil the criteria
set out in the relevant accounting
standard and such expenditure
will be charged direct to the
products being developed. The
costs of this research expenditure
would be recovered through the
costs of the relevant products
when they are sold.

Proposed guidance

Purpose of changes

To clarify the treatment of
these costs.

To remove references

to a contractor’s internal
accounting practice, which we
do not seek to dictate.

D1.4 Due to the timeframes
that research and development
programmes can span, there

may be circumstances where the
parties may agree to carry forward
a decision on whether costs are
Allowable to a future date.

To revert to the requirement in
the Regulations to determine
Allowable Costs at the time

of agreement, during the
contract, or after the contract
completion date.




Existing guidance

D1.5  Abortive research and
development expenditure should
be treated in the same way as any
other research and development
expenditure and may be an
Allowable Cost.
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Proposed guidance
D.3 Other matters

D.3.1 Abortive research or
development expenditure should
be treated in the same way as any
other research and development
expenditure and may be an
Allowable Cost.

Purpose of changes

To explain the basis of this
guidance.

To explain how the parties can
assess whether the level of
abortive work is reasonable.

(See D.1.2a) D.3.2 Costs should only be + To reiterate this guidance
recovered once. Any costs because the potentially
recovered as a direct cost of complex nature of allocation
any contract should not also be and apportionment of
allocated and apportioned as an research and development to
indirect cost. different contracts and cost

recovery groups mean it is
more likely a mistake may be
made.

D1.6  Any benefits or credits (See E.4.2) » To remove this requirement

gained by contractors through

the taxation system as a result

of research and development
expenditure should be offset
against Allowable Costs. This can
include tax reductions or cash
offsets that reduce the tax liability.
The costs associated with making
such claims should generally be
Allowable.

and broaden the guidance
to refer to grants and credits
more generally in a different
section.

13
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We propose to replace Part E.4 in the current Allowable Costs guidance with the guidance below.

This is not part of the specific research and development guidance, but the change is introduced here
because previous specific guidance on benefits and credits gained by contractors through the taxation
system as a result of research and development expenditure have been merged with the current

guidance on refunds, penalties and notional transactions.

Key to changes: Text deleted Text revised/moved Text added

Existing guidance

E.4 Refunds, penalties and
notional transactions

Proposed guidance
E.4

tl
notional transactions and
penalties

Purpose of changes

To broaden the guidance to
address reimbursement more
generally.

To change the existing
requirement to offset credits
or benefits gained through the
taxation system as a result of
research and development
expenditure.

To broaden the guidance to
address grants and credits
more generally.

E.4.2 Notional transactions are
generally not Allowable.

E.4.3 Notional transactions are
generally not Allowable

To be consistent with other
guidance.

E4.3  Civil penalties and
fines, are not Allowable

To provide clarification.
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4. Capital servicing adjustment:
Allowable Costs guidance

We propose to replace Part G.2 — Financing costs in the current Allowable Costs guidance with the

guidance below.

Key to changes: Text deleted Text revised/moved Text added

Existing guidance

G2.1  Any costs associated with
the raising of capital will generally
not be Allowable. The step 6
capital servicing adjustment

is intended to compensate for
servicing of capital and the SSRO
would not expect these to form
part of the Allowable Costs.

The SSRO publishes separate
guidance on how the step 6
capital servicing adjustment
ensures the contractor receives
an appropriate and reasonable
return on the fixed and working
capital they employ in delivering
QDCs or QSCs.

Proposed guidance

G.2.1 Costs associated with the
raising and servicing of capital
are not Allowable Costs. The
approach to calculating the step
6 capital servicing adjustment
compensates for these costs.
The SSRO publishes separate
guidance on how the step 6
capital servicing adjustment
ensures the contractor receives
an appropriate and reasonable
return on the fixed and working
capital they employ to enable the
performance of a QDC or QSC.

Purpose of changes

To enhance brevity and clarity.

To align the guidance to
specific words and phrases
used in the Act, Regulations,
and elsewhere in the
guidance.

15
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5. Capital servicing adjustment: Profit
rate guidance

We propose to replace sections 17 to 23 in the current profit rate guidance with the guidance below.

Subsequent paragraphs will be re-numbered.

Key to changes: Text deleted Text revised/moved Text added

Existing guidance

17. Basis of capital
servicing adjustment

17.1  Section 17(2) of the Act,
and Regulation 11(7), set out
the requirement for the capital
servicing adjustment:

“Take the amount resulting from
step 5 and add to or subtract from
it an agreed amount (“the capital
servicing adjustment”), so as to
ensure that the primary contractor
receives an appropriate and
reasonable return on the fixed
and working capital employed

by the primary contractor for

the purposes of enabling the
primary contractor to perform the
contract.”

Proposed guidance

17 Basis of the capital
servicing adjustment

17.1  Section 17(2) of the Act,
and Regulation 11(7), set out
the requirement for the capital
servicing adjustment:

“Take the amount resulting from
step 5 and add to or subtract from
it an agreed amount (“the capital
servicing adjustment”), so as to
ensure that the primary contractor
receives an appropriate and
reasonable return on the fixed
and working capital employed

by the primary contractor for

the purposes of enabling the
primary contractor to perform the
contract.”

Purpose of changes

17.2  Regulation 11(8) requires
that: “In agreeing the capital
servicing adjustment, the primary
contractor and the Secretary of
State:

a. must have regard to the capital
servicing rates in force at the
time of the agreement;

b. must not apply any adjustment
in respect to any costs of
the fixed and working capital
employed by the primary
contractor which are Allowable
Costs under the contract; and

C. may use an average fixed
and working capital for any
business unit which is likely
to be performing the primary
contractor’s obligations under
the contract.”

17.2  Regulation 11(8) requires
that: “In agreeing the capital
servicing adjustment, the primary
contractor and the Secretary of
State:

a. must have regard to the capital
servicing rates in force at the
time of the agreement;

b. must not apply any adjustment
in respect to any costs of
the fixed and working capital
employed by the primary
contractor which are Allowable
Costs under the contract; and

€. may use an average fixed
and working capital for any
business unit which is likely
to be performing the primary
contractor’s obligations under
the contract.”




Existing guidance
18 Importance of Step 6

adjustment
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| Proposed guidance
(See 17.5)

| Purpose of changes

To enhance brevity and clarity.

To clarify that the legislative
requirements are also
applicable to QSCs.

18.2  The three capital
servicing rates published by the
Secretary of State that are in force
for the financial year commencing
1 April - are:

Fixed capital X

Positive working capital X

Negative working capital X

17.4  The three capital
servicing rates published by the
Secretary of State that are in force
for the financial year commencing
1 April - are:

Fixed capital X

Positive working capital X

Negative working capital X

18.3  To determine this
appropriate and reasonable
return, the MOD and contractors
must have regard to these rates.

To enhance brevity and clarity.

17



18

Pricing guidance review 2018: Consultation on changes for 2019/20

Existing guidance
(See 18.1)

Proposed guidance

17.5 In the calculation of the
baseline profit rate (Step 1) the
comparator company data is
adjusted to remove the effect of
capital servicing and so sets a
baseline upon which Step 6 can
be applied for a contract. This
process is set out in SSRO (2018)
Single Source Baseline Profit
Rate, Capital Servicing Rates and
Funding Adjustment Methodology.

Purpose of changes
* To enhance brevity and clarity.

19. Calculating the capital
servicing adjustment

19.1  The Capital Servicing
Adjustment (CSA) calculation
requires input of three pieces of
data that are likely to be held by
the prime contractor and their
group sub-contractors and not the
MOD - the fixed capital, working
capital and cost of production.
The prime contractor should
propose the CSA adjustment to
the MOD, supported by the facts,
assumptions and calculations
relied upon; the MOD should
scrutinise those matters and
request any further information
required to agree the final
adjustment.

18 Calculating the capital
servicing adjustment

+ To enhance brevity and clarity.

19.2  The calculation is
structured around the above-
mentioned three elements of
capital servicing used when
fulfilling a qualifying defence
contract, or qualifying sub-
contract, - fixed capital and
working capital (positive and
negative). These elements of
capital cost when combined are
classified in this guidance as
being ‘capital employed’.

+ To remove duplication.

19.3  The total value of capital
employed is then assessed in
conjunction with the total cost

of production in order to apply a
rate of capital servicing (by way
of a ratio) that is proportionate to
the level of capital employed and
used in the cost of production for
a qualifying defence contract or
qualifying sub-contract.

18.1  This guidance sets out
the approach that should be
followed to calculate the capital
servicing adjustment using a ratio
of capital employed to the total
cost of production (CP:CE ratio) of
a relevant unit of business which
is likely to be performing the
contractor’s obligations under the
contract (the “CSA calculation”).

» To enhance clarity of the
purpose and intent of the
guidance.




Existing guidance

19.4  The capital servicing
rates published by the Secretary
of State are then applied to
determine the capital servicing
adjustment to be used in Step 6
of the calculation of the contract
profit rate.
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| Proposed guidance

| Purpose of changes

To remove duplication.

To enhance brevity and clarity.

To clearly link this guidance to
the Allowable Cost guidance
on financing costs.

To explain the rationale for the
guidance.

19
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Existing guidance

20 Calculation of capital
employed

a subsidiary company,
division or site location. The

contractor should apply the most

relevant unit of their business
based upon their professional
judgement.

20.2 If cannot
reasonably be isolated then, in
exceptional circumstances,
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| Proposed guidance

a
subsidiary company, division,

or site location, and is selected
based upon professional

judgement. If
cannot reasonably be isolated

| Purpose of changes

To include a term understood
by contractors through their
other reporting.

To remove the requirement
to only use the information
of the business as a

whole in exceptional
circumstances because

it might be reasonable to
use the contracting entity’s
information if it is sufficiently
focussed.

19 Calculation of capital
employed

(See 20.3)

To set out a general definition.

To explain how capital
employed is estimated from
the total of all capital invested.

To set out a general definition
in accounting terms to ensure
consistency.

To ensure consistency
between both calculations.




Existing guidance

.2.
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| Proposed guidance

| Purpose of changes

To set out the definition of
the required adjustments with
more clarity.

To explain why these
adjustments are being made.

To update the guidance to
reflect accounting terms.

To remove very rare
situations.

To re-align the guidance more
clearly around three classes
of adjustment.

21
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Existing guidance | Proposed guidance | Purpose of changes
(See 19.2) + To enhance brevity and clarity.
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Existing guidance | Proposed guidance | Purpose of changes

(See 19.2) + To enhance brevity and clarity.

o




24

Pricing guidance review 2018: Consultation on changes for 2019/20

Existing guidance

| Proposed guidance
(See 19.2)

| Purpose of changes

To enhance brevity and clarity.
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Existing guidance | Proposed guidance | Purpose of changes

(See 19.3) + To move the explanation of
how to average the figures to
the start of the guidance.

* To allow for a specific
situation where cash is held
in a pooling arrangement with
other group companies.

To allow the information

to be adjusted for unusual
events where this will make
a significant difference to the
final result.

.

21. Fixed and working 20 Fixed and working *  To improve clarity.
capital capital
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Existing guidance

21.2  Adequate justification
should be provided to support
the calculation of both fixed and
working capital.

| Proposed guidance

20.2  Adequate justification
should be provided to support
the calculation of both fixed and
working capital.

| Purpose of changes

22, Calculation of cost of
production
221  The information required

for the calculation of cost of
production is derived from the
information supplied during the
course of the assessment of
cost recovery rate claims, such
as the financial or management
accounts. It will normally include
all of the material, labour and
overhead costs of the business
unit subject to adjustment for
certain items outlined in the
paragraphs below.

To remove the requirement
to use specific sources for
information

Among other items, it
should include:

a. direct costs; and

b. indirect costs, with the
exception of those items set
out below.

21 Calculation of cost of
production

To set out a general definition
in accounting terms to ensure
consistency.

To ensure that both
calculations are made on the
same basis.

To explain why information
may need to be annualised.




Existing guidance

22.3 It should exclude:

a. capital expenditure;

b. the cost of raising and

servicing loan capital;

c. distribution of profits;

. notional transactions;

. costs related to assets
excluded from capital
employed;

discounts allowed on external
sales;

. any loss arising from either an
excess or deductible provision
of a purchased insurance that
arises from a MOD claim;

. the cost of premiums and
payments for insurance which
cover:

i. that element of
consequential loss
insurance that relates to
loss of profit; and

ii. the contractor’s own
defects in materials or
workmanship incident
to the normal course of
construction, such as the
costs to repair defects in
materials or workmanship,
and for breach of contract.

compensation payments of an
abnormal nature to the extent
that they are excluded from
overheads;

lump sum additions to pension
schemes to the extent that
they are excluded from
overheads;

. subscriptions and donations of
a political or charitable nature;

credits, grants or refunds
deducted from overheads; and

. any other costs not considered
Allowable under the guidance
published by the SSRO.
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Proposed guidance

21.3
should generally be excluded from
the general definition of Operating
revenue less Operating profit/loss:

a.

The following items

the cost of raising and
servicing capital;

costs related to items
excluded from capital
employed; and

costs generally not relevant
for single source MOD
contracting.

Purpose of changes

To enhance brevity and clarity.

27
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Existing guidance
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Proposed guidance

Purpose of changes

» To ensure that the cost of
production calculation is
consistent with the capital
employed calculation.

23. Calculation of capital
servicing adjustment

23.1 Having followed the
processes outlined above, the
information available should then
be sufficient to allow the four
computations to be completed.

* To enhance brevity and clarity.

23.2 Appendix C to this document
sets out a worked example of

the calculations required having
determined the key information.

* To remove duplication.

Computation 1

Determine Ratio of Capital
Employed to Cost of Production

Computation 1

Determine ratio of capital
employed to cost of production

Fixed Capital Value
Plus

Working Capital Value (positive
or negative)

EQUALS
Total Capital Employed

Divide into
Cost of Production

EQUALS

Cost of Production as a
Proportion of Capital Employed
(CP:CE)

Fixed capital value
Plus
Working capital value

EQUALS
Capital employed
Divide into

Cost of production

EQUALS

Cost of production as a
proportion of capital employed
(CP:CE)




Existing guidance

Computation 2

Determine the individual
proportions of Total Capital
Employed

Fixed Capital Value

Divided by
Total Capital Employed
EQUALS

Fixed Capital as a proportion of
Capital Employed

Working Capital Value (positive
or negative)

Divided by
Total Capital Employed

EQUALS

Working Capital as a proportion
of Capital Employed

Pricing guidance review 2018: Consultation on changes for 2019/20

| Proposed guidance

Computation 2

Determine the individual
proportions of capital employed

Fixed capital value

Divided by
Capital employed
EQUALS

Fixed capital as a proportion of
capital employed

Working capital value

Divided by
Capital employed
EQUALS

Working capital as a proportion
of capital employed

Purpose of changes

Computation 3

Apply Capital Servicing Rates

Computation 3

Apply capital servicing rates

Fixed Capital as a proportion
of Capital Employed

Multiplied by
Fixed Capital Servicing Rate
PLUS

Fixed capital as a proportion
of capital employed

Multiplied by
Fixed capital servicing rate

PLUS

Working Capital (positive) as a
proportion of Capital Employed

Multiplied by

Positive Working Capital
Servicing Rate

OR (if Working Capital is
negative)

Working Capital (negative) as a
proportion of Capital Employed

Multiplied by

Negative Working Capital
Servicing Rate

EQUALS

Working capital (positive) as a
proportion of capital employed

Multiplied by

Positive working capital
servicing rate

OR (if Working capital is
negative)

Working capital (negative) as a
proportion of capital employed

Multiplied by

Negative working capital
servicing rate

EQUALS

Capital Servicing Rate*

Capital servicing rate®

4 The Capital Servicing Rate can
be positive or negative.

positive or negative.

5 The capital servicing rate can be
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Existing guidance
Computation 4

Calculate the Capital Servicing
Adjustment for Step 6

Proposed guidance

Computation 4

Calculate the capital servicing
adjustment for Step 6

Capital Servicing Rate
Divided by
Cost of Production as a
proportion of Capital Employed
(CP:CE)

EQUALS

Capital servicing rate
Divided by
Cost of production as a
proportion of capital employed
(CP:CE)

EQUALS

Capital Servicing Adjustment
to be used in Step 6 of CPR

Capital servicing adjustment to
be used in Step 6 of CPR

Purpose of changes




6.1

6.2

6.3

6.4

6.5
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Application of the revised guidance

Following due consideration of any points raised in response to this public consultation, and
approval by the SSRO’s Regulatory Committee, the SSRO intends to publish a summary of
consultation responses and its revised guidance on the topics covered herein by 31 January
2019. This will allow stakeholders time to raise awareness of guidance changes with
relevant staff and amend, where considered necessary, any of their policies or procedures
prior to application of the guidance.

The SSRO proposes that the revised guidance will apply to all new qualifying defence
contracts or qualifying sub-contracts entered into or amended on or after 1 April 2019.

The proposed timetable for concluding guidance changes for 2019/20 on the topics in this
consultation is summarised below.

Activity | Organisation | Date
Submission of responses to consultation Stakeholders 7 Dec 2018
ConS|der.consu!tat|on responses and SSRO Dec 2018 to Jan 2019
prepare final guidance

SSRO Regulat_ory Commlttee reviews SSRO 23 Jan 2019
and approves final guidance

Publication of consultation response

summary and new guidance (revised SSRO 31 Jan 2019
sections)

Awareness raising SSRO and stakeholders Feb to Mar 2019
Application of new guidance Stakeholders 1 Apr 2019

The SSRO welcomes views on the proposed timetable for publication and application of the
revised guidance on these topics as part of this consultation.

The timing of the publication and application of any changes to the SSRO’s guidance related
to cost risk will be considered as part of a separate consultation.

31



32

Pricing guidance review 2018: Consultation on changes for 2019/20

7.

71

7.2

7.3

7.4

7.5

7.6

7.7

Consultation questions

The SSRO invites stakeholder views, together with supporting evidence where appropriate,
on the following consultation questions:

Do the proposed revisions make the guidance more or less clear?
Will the proposed revisions make the guidance more or less easy to apply?

c. Are there any material issues in the topic areas covered in this consultation that have
not been adequately addressed in the proposed guidance changes?

d. Do you have any concerns regarding the proposed publication and application dates of
the revised guidance?

e. What, if any, aspects of the SSRO’s pricing guidance should the SSRO prioritise for
review in 20197

A consultation response form containing these questions has been published alongside
this consultation document on the SSRO’s website (https://www.gov.uk/government/
consultations/pricing-guidance-review-2018-consultation-on-changes-for-201920).

Completed response forms should be sent:

a. by email to consultations@ssro.gov.uk (preferred); or
b. by postto SSRO, Finlaison House, 15-17 Furnival Street, London, EC4A 1AB.

Responses to the consultation should be received by 7 December 2018. Responses
received after this date will not be taken into account in finalising the guidance for 2019/20
but will inform subsequent consideration of guidance changes.

The SSRO also welcomes the opportunity to meet with stakeholders to discuss the
proposals during the consultation period. If you wish to arrange such a meeting, please

contact us at the earliest opportunity via consultations@ssro.gov.uk.

In the interests of transparency for all stakeholders, the SSRO’s preferred practice is to
publish responses to its consultations, in full or in summary form. Respondents are asked
to confirm in the response form whether they consent to their response being published and
to the attribution of comments made. Where consent is not provided comments will only be
published in an anonymised form.

Stakeholders’ attention is drawn to the following SSRO policy statements, available on its
website,* setting out how it handles the confidential, commercially sensitive and personal
information it receives and how it meets its obligations under the Defence Reform Act 2014,
the Freedom of Information Act 2000, the General Data Protection Regulation and the Data
Protection Act 2018.

a. The Single Source Regulations Office: Handling of Commercially Sensitive Information;
and

b. The Single Source Regulations Office: Our Personal Information Charter.

4 https://www.gov.uk/government/organisations/single-source-requlations-office/about/personal-

information-charter
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