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Return On Capital Employed (ROCE) Uplift – April 2009
Background


The value assigned to a property in the Care Funding Calculator (CFC) is a combination of Land Registry data which gives the average value of types of property by district, research into what consistutes an ‘average’ property, and the final impact of increased or decreased number of bedrooms.

Additional research determined that the average property size for a detached property is 4 bedrooms with a percentage variation for properties with more or fewer bedrooms. The average property size for a semi-detached, terraced, flat or maisonette property is 3 bedrooms with a percentage allowance made for properties with more or fewer bedrooms.

An ROCE rate of 13% has been applied.  This rate is applied to the value of the property as defined above.  This is a blended rate based on an assumption that the provider organisation will have financed the purchase of the property though a combination of 20% commercial investment and 80% mortgage, a requirement for an 8% return.  This methodology was recommended following research commissioned from the University of West England (UWE).  

A weighting has been applied to Land Registry data on which the ROCE is calculated of 55% of average for cost group 1, 60% of average for cost groups 2,3 and 4.   This decision is based on 2 factors:

I. research with providers whose median stated costs for ‘mortgage’ or ‘rent’ plus ‘profit’ was usually lower than the amounts indicated by the Care Funding Calculator using random test locations.

II. an expectation that providers of services will seek cost-effective properties in an area form which they deliver services.  These properties are likely to be below average value compared to the district as a whole.

There is a significant amount of variation in the land registry data.  This is partly due to using the mean as a measure of average rather than the median.  The mean gets pulled down by outliers in the data and when a number of transactions in the local authority area is fairly small, the pulls can be quite marked.  Another contributing factor might be that the V2 data is from 2006 so the variance is a result of two years of housing market activity in an excitable market.  
The ROCE is divided equally between the number of service users in the home.

ROCE replaces the elements of ‘profit’, ‘mortgage’ and ‘rent’ where these have been used in other costing models.

April 2009 – Outline of Issues Considered
The ROCE in the Launch Version of the CFC used 2006 Land Registry data.  The April 2009 version of the tool used 2008 data.

There is a significant amount of variation in the data sets.  This is partly due to way that Land Registry data is calculated, using the mean as a measure.   Another contributing factor is that the Launch data is from 2006 so the variance is a result of two years of housing market activity.


House prices started to drop in the spring of 2008 and the land registry data available covers the two years leading up to this time. Information from Nationwide shows that house price inflation was strong right up until this time. In fact even though RPI in March 2009 was zero, it was 5% in the autumn of 2008. According to the Halifax index, house prices rose by 8.3% in 2006 and 9.4% in 2007. By the end of 2008 they had fallen by 7.9% but the land registry data is only capturing the first three months of that year.
To apply the methodology in the same way as previously agreed for the Launch Version would have led to huge inconsistencies in the % increase for authorities, ranging from 48% to -38%.  
Decision Process

An Exception Report went to the CFC Project Board and the Project Manager’s Recommendation was agreed.
Appendix 1

Action Taken

This resulted in the following uplifts regionally:-
	RCE
	LR Ave Detached Property Price (£)
	LR Ave Semi-det Property Price (£)
	LR Ave Terraced Property Price (£)
	LR Ave Flat/Mais Property Price (£)

	East
	10.49%
	6.59%
	7.00%
	4.99%

	East Midlands
	4.65%
	2.87%
	2.49%
	-0.14%

	London
	17.72%
	19.82%
	17.58%
	15.52%

	North East
	6.37%
	3.14%
	5.73%
	5.08%

	North West
	5.28%
	4.17%
	7.76%
	0.73%

	South East
	11.22%
	7.78%
	8.35%
	7.49%

	South West
	7.33%
	6.13%
	5.49%
	5.83%

	West Midlands
	3.99%
	2.54%
	3.09%
	3.15%

	Yorkshire and Humberside
	6.33%
	3.75%
	6.22%
	2.50%

	Wales
	5.22%
	2.53%
	2.82%
	5.13%


These uplifts have been applied regionally to the ROCE figures within the launch version.


Application recommendation to purchasers 

It should be noted that this uplift informs the range of the recommended price and should still be used as a starting point for negotiation.

The Care Funding Calculator Project recommends using the 2009 Version of the tool for all negotiations taking place as part of the review process from April 2009 to March 2010.  


ROCE 2010

In reaction to the current market, the CFC project will be commissioning further research into the methodology used to calculate the ROCE.  This will be considered for the 2010 Version of the tool.
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Appendix 1

20th March 2009

Exception Report 4
Purpose of Document

An exception report is produced when costs and or time/scales for an approved Stage Plan are forecast to exceed the tolerance levels set.  It is sent by the Project Manager in order to appraise the Project Board of the adverse situation.

Description of Deviation from Stage

V3 of the Care Funding Calculator is due to be available in April 2009 with uplifts applied.  

There is a significant amount of variation in the land registry data.  This is partly due to using the mean as a measure of average rather than the median.  The mean gets pulled down by outliers in the data and when a number of transactions in the local authority area is fairly small, the pulls can be quite marked.  Another contributing factor might be that the V2 data is from 2006 so the variance is a result of two years of housing market activity in an excitable market.  


To apply the methodology in the same way is going to lead to huge inconsistencies in the % increase for authorities, ranging from 48% to -38%.  

Consequences of the Deviation

Applying the current methodology may result in:-


1. The methodology being further challenged (this is an area that some providers are requesting further consideration) 

2. Support from providers being adversely affected in areas where there is a decrease in ROCE

3. Large variances in overall recommended contract price in V2 and V3, making it difficult to manage LA contacts

Available Options

Option 1

· Apply current methodology

Option 2

· Use a blanket uplift for all authorities


Option 3
· Aggregate the local authorities into the Government Office Regions and calculate average growth rate for each. 

Effect of Option 1

Business Case

This option will follow the current methodology previously agreed.

Risks
Risk that the reputation of the tool will be negatively affected due to lack of consistency in uplifts and large variations in revised contract price recommendations.

Project Tolerances
Project may not deliver anticipated outcomes with lower take-up

Project timescale unaffected

Project budget unaffected


Stage Tolerances
Delivery to time-frames unaffected
Stage budget unaffected 

Effect of Option 2

Business Case
Blanket approach will avoid inconsistency in uplift costs.

Risks
Take-up of the tool nationally may be adversely affected if regional variations not applied.

Project Tolerances
Project take-up may be affected.
Project time-scales not affected.

Project budget not affected.

Stage Tolerances
Stage time-scales not affected.
Stage budget not affected.

Effect of Option 3

Business Case
Take up of tool nationally is reliant on national variations.  This option partially follows current methodology previously agreed.

Risks
Cross-regional placements may mean that authorities will be applying different uplifts across their portfolio.
There is more manual work required to do this as the property data is not currently sorted into regions.
This approach has not been formally consulted on.

Project Tolerances
Project take-up unlikely to be affected.

Project time-scales unlikely to be affected.

Project budget wil be affected if further consultancy days required (awaiting confirmation*).

Stage Tolerances
Stage time-scales may be affected if further consultancy days required (awaiting confirmation*)
Stage budget will be affected if further consultancy days required (awaiting confirmation*) 

* It is not anticipated that more than 1 extra day will be required 


Project Manager’s Recommendation
On balance, although option 3 has an effect on the stage, the overall risks of option 1 and 2 are a higher risk to the long term effectiveness of the project.  


Therefore it is recommended that Option 3 is agreed as it is likely to deliver better outcomes for the project in terms of overall outcomes.  

It is noted that this is likely to be an on-going issue and will require more detailed consideration for April 2010.
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