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OVERVIEW OF STRATEGY

Background

The Prudential Code plays a key role in capital finance in local authorities. Local
authorities determine their own programmes for capital investment and the
Prudential Code was developed by CIPFA to support local authorities in taking their
decisions. Local authorities are required by Regulation to have regard to the
Prudential Code when carrying out their duties in England and Wales under Part 1
of the Local Government Act 2003.

The overall aim of the Council, with respect to capital expenditure and investment,
is to achieve council objectives and priorities whilst ensuring that capital plans are
affordable, prudent and sustainable.

Aims and Principles

The Capital Investment Strategy (CIS) provides a framework that allows that
objective to be achieved. It sets out:

what is capital expenditure/investment and why we incur it (section 2);
e the Council’s overall capital objectives, priorities and plans (section 3);

e how the Council’s capital expenditure/investment will be funded/ resourced
(section 4);

e how the Council’s capital expenditure/investment plans will be appraised
(section 5) including the Council’s commercial investment policy (Annexe B1);

e how capital plans will be approved (section 6), monitored and reported upon
(Section 7); and

¢ the skills and knowledge required to deliver the capital plans (section 8).

The CIS should be read in conjunction with the Council’s Treasury Management
Strategy which covers the Council’s treasury investment policy, debt and borrowing
policies and MRP policy. The Council’s debt and MRP policy are directly impacted
by capital plans.

The key principles of the CIS are as follows:

Principle 1 — Focus capital investment on delivery of council objectives and
priorities

We will do this by:

e Being clear on objectives and priorities

e Appraising all investments in the context of objectives/priorities

o Ensuring decision-makers are clear on the positive contribution capital investment
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makes to objectives

Principle 2 — Maximise and promote best use of available funds

We will do this by:

e Bidding for external funds where possible

e Taking advantage of increased freedom and flexibility afforded by the removal of
ring fencing from funding allocations

e Generate funding, where possible, from the rationalisation of existing assets

Principle 3 — Ensure strong governance over decision-making

We will do this by:

e Ensuring that all projects have an officer and lead member sponsor

o Ensuring that proposals demonstrate that a rigorous process of options
appraisal has been followed, requiring evidence of need, cost, risk, outcomes
and methods of financing.

e Ensuring all decisions are approved in line with the Constitution and the CIS

Principle 4 — Ensure plans are affordable, prudent and sustainable

We will do this by:

e Ensuring capital investment decisions do not place additional pressure on
Council Tax or our Medium Term Financial Plan

o Promoting capital investment which allows either invest to save outcomes or
generates a revenue and/or capital return and/or generates additional New
Homes Bonus or Business Rates income

¢ Minimizing borrowing requirements by putting the first call on grants/internal
resources
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CAPITAL EXPENDITURE AND INVESTMENT

Capital expenditure and investment

The Local Government Act 2003, which includes the legislation for the capital finance
system, does not specify what precisely constitutes capital expenditure. Instead it:

o Refers to “expenditure of the authority which fails to be capitalised in
accordance with proper practices”;

e Enables the Secretary of State to prescribe by regulation which local authority
expenditure shall be treated as capital expenditure and which shall not be
treated as capital expenditure; and

e Enables the Secretary of State to prescribe by regulation that the spending of
a particular local authority shall, or shall not, be treated as capital expenditure.

We define capital expenditure/investment as “Expenditure on the acquisition, creation
or enhancement of non-current assets™. Non-current assets include those items of
land, property and plant/equipment which have a useful life of more than one year.

The Council will set a de-minimis limit of £10,000 for expenditure to be considered for
capitalisation. The following categories of expenditure will require capital resources
to fund their purposes:

e The acquisition, reclamation, enhancement or laying out of land exclusive of
roads, buildings or other structures

e The acquisition, construction, preparation, enhancement or replacement of
roads, buildings and other structures

e The acquisition, installation or replacement of movable or immovable plant,
machinery, apparatus, vehicles and vessels

e The making of advances, grants or other financial assistance towards
expenditure or on the acquisition of investments

e The acquisition of share capital or loan capital

e The issue of loan instruments in respect of which not all repayments by the
authority are due within 1 year of issue

e Works to increase substantially the thermal insulation of a building

o Works to increase substantially the extent to which a building can be used by
a disabled or elderly person

e The acquisition of computer software, plus the in-house preparation of it,
provided that the intention is to use the software for at least 1 year

The Council incurs capital expenditure for a number of reasons:

¢ to repair and maintain existing assets e.g. boiler at the Museum
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¢ to deliver on council priorities e.g. Digital Rutland

e to meet statutory requirements/service priorities e.g. issuing disabilities
facilities grants so householders can adapt homes and “stay put”

e to avoid unnecessary revenue costs e.g. investment in roads reducing
reactive repairs

2.1.5 The Councils’ capital expenditure plans are therefore all linked to the Corporate Plan,
priorities and service delivery aims.

3 THE COUNCIL’S CAPITAL PLANS

3.1 There are three key drivers of the Council’s capital plans:
e Strategic aims and priorities
e Asset management requirements
e Commercialisation

3.2 Aims and priorities

3.2.1 The vision for Rutland is that “Rutland is a great place to live, learn, work, play and
visit”. This vision is supported by the following strategic aims:

e Delivering sustainable growth in our County supported by appropriate —
housing, employment, learning opportunities & supporting infrastructure
(including other Public Services).

o Safequarding the most vulnerable and support the health and well-being
needs of our community

e Plan and support future population and economic growth in Rutland to allow
our businesses, individuals, families and communities in reaching their full

potential

e Ensuring we have a balanced Medium Term Financial Plan based on
delivering the best possible value for the Rutland pound

3.2.2 These aims translate into a number of key relevant priorities:

¢ Ensuring there are adequate school places supported by appropriate transport
and modern infrastructure

e Continue to maintain our road network as cost effectively as possible
e Review the Council’s property portfolio to ensure we are making best use of

our assets — this will include our Libraries, Rutland County Museum, Catmose,
Oakham Enterprise Park and all other properties
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3.2.3

3.3

3.3.1

3.3.2

3.3.3

3.34

3.3.5

e Work with Health colleagues to create Health and Social Care Hub for Rutland
providing enhanced medical facilities and services for the Rutland Community

e Develop infrastructure to support growth in population

e Ensure our Market Towns are vibrant and attractive to both residents and
visitors

e Drive efficiencies in back office support through improved use of technology
These priorities are a key driver for capital expenditure.
Asset Management requirements

The Council owns a small amount of land and property assets that make an important
and positive contribution to achieving corporate objectives. The quality, condition,
suitability and sustainability of our operational assets have a direct bearing on the
quality and deliverability of front line services. It is therefore extremely important that
these assets continue to be managed in a proactive and efficient way.

As at 31st March 2018, the Council had 54 ‘Operational Assets’ including 29
‘Operational assets with buildings’, including primary and secondary schools. These
are the assets that the council uses for service delivery purposes.

In addition, the Council has a range of Non-Operational assets; the assets within this
category could be surplus, vacant or awaiting for disposal. The total number of ‘Non-
Operational Assets’ at 31st March 2018 was 4.

The Council’s aim is to manage the council’s land and property assets effectively by
providing:

¢ buildings that are fit for purpose, sustainable, providing access for all, meeting
service needs and community expectations

e assets that support economic and environmental regeneration of Rutland

¢ real estate management, generating income, underpinning corporate priorities
and delivering value for money.

The Council does have some assets that generate income and a positive return on
the MTFP albeit none of these assets are run solely for commercial reasons. The
table overleaf shows the contribution made by these assets.

Based on Historical Cost
Capital cost Return
Asset GBV Net returns 17/18 (%)
£000 £000
OEP £3,367 £219 6
Pit Lane £489 £39 8
Ashwell Business Units £637 £8 1
Residential garages £382 £11 3
No 7 Church Passage £63 £4 6
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3.3.6 The Council’'s Asset Management Plan (AMP) is being updated but the key asset

3.3.7

3.4
3.4.1

3.4.2

3.4.3

3.4.4

management priorities are to:

e rationalise the current portfolio and to dispose of surplus assets where
possible;

e help deliver sustainable social, environmental and economic outcomes for
local communities;

¢ reduce running costs and maximise income; and
e ensure all assets meet health and safety and other regulatory requirements.

Cabinet recently approved a capital project to determine future property
maintenance requirements on Council owned assets.

Commercialisation

In its efficiency plan (Report 151/2016) approved by Council, the Council noted that
one of its strategies for reducing the gap in the MTFP was to make better use of
assets/capital resources.

Continued reductions in Government funding and reduced investment income from
traditional Treasury Management investments are still anticipated, reinforcing the
need for the Council to maximise income from other sources or reduce costs where
appropriate to support delivery of services.

The Council acknowledges there are risks involved in investing in commercial
investments and, in line with the revised Prudential Code and Treasury
Management Code, has developed a framework for the appraisal of commercial
investment projects (set out in this Strategy) that will allow these risks to be
identified, assessed and minimised as far as possible.

To date the Council has made no investments under this policy.
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RESOURCING STRATEGY

Financial context

Whilst the aims and priorities of the Council will shape decisions around capital
expenditure, there is recognition that the financial resources available to meet
priorities are constrained in the current economic and political climate. The context
for capital expenditure decisions is as follows:

e The Council does have capital resources and expects to receive more
resources in the future (from Government, existing s106 agreements and CIL)

e The Council has limited capital assets which it could sell and use receipts to
reinvest

e The Council expects housing growth — as set out in the Local Plan — and this
growth will yield CIL which can be used to invest in infrastructure

e The Council is currently servicing debt of c£22m which has to be repaid in the
future

e The Council’'s MTFP shows a funding gap for 2020/21 and continues to grow
beyond. At present, the Council is working to close the gap. Any additional
capital expenditure which is not funded through capital resources will increase
this gap unless that expenditure delivers revenue savings or income.

In light of the above context, it is imperative that capital expenditure plans are
affordable, prudent and sustainable. Given the Counci's MTFP position, the
Council’s aim is to minimise any impact on the Councils General Fund. Typically,
the most expensive option for financing capital expenditure is externally borrowing
so the Council will do what it can to avoid that unless that borrowing yields income
or deliver savings beyond the cost of borrowing. This is a key objective for the
Council.

Available resources

There are a range of potential funding sources which can be generated locally either
by the Council itself or in partnership with others. The Council continues to seek
new levels of external investment to match against its capital programme, this may
be additional capital receipts from asset sales or contributions from other external
bodies.

The Council currently holds a number of resources that are not allocated to a capital
project and also expects to receive other resources over the next 5 years.

The table overleaf shows the estimated income that is likely to be received over the
next 5 years.
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Est T
Closin Income | Income | Income | Income otal
9 Expected
balance | 2019/20 | 2020/21 | 2021/22 | 2022/23 Income
31/03/19
£000 £000 £000 £000 £000 £000
Total Grant (2,872) | (2,593) | (2,358) | (2,214) | (2,214) (12,251)
Section 106 (2,554) (208) (208) (121) (50) (3,141)
Capital Receipts 0 (50) (50) (50) (50) (200)
CIL (1,032) (536) (696) (696) (750) (3,710)
Oakham North
Agreement (2,634) (551) 0 0 0 (3,185)
Prudential
Borrowing 0 (200) 0 0 0 (200)
Total (9,092) | (4,138)| (3,312) | (3,081) | (3,064) (22,687)

4.2.4 The Council has a number of options currently available for funding capital projects,

including;

Government Grants - Capital resources from Central Government can be split
into two categories:

a) Non-ring fenced — resources which are delivered through grant that can be
utilised on any project (albeit that there may be an expectation of use for a
specific purpose). This now encompasses the vast majority of Government
funding and the Council will initially allocate these resources to a general
pool from which prioritised schemes can be financed.

b) Ring-fenced — resources which are ring-fenced to particular areas and
therefore have restricted uses.

Non-Government Contributions - Where there is a requirement to make an
application to an external agency to receive external funding, which could also
commit Council resources as matched funding to any bid for external
resources.

Prudential Borrowing - Councils can borrow money to pay for capital assets.
This can take the form of the Council running down its own cash balances or
undertaking a loan from another organisation such as Public Works Loan
Board (PWLB) but there may be restrictions imposed by the Treasury on what
loans can be used for.

Capital Receipts — Capital Receipts come from the sale of the Council’s
assets. Where the sale of an asset leads to the requirement to repay grant,
the capital receipt will be utilised for this purpose. Once this liability has been
established and provided for, capital receipts will be available to support the
capital programme as a corporate resource. Where the asset has been funded
from prudential borrowing a review will be undertaken to determine whether
the most cost effective option is to utilise the receipt to repay debt, considering
the balance sheet position of the authority.

Revenue Contributions - Councils are free to make a contribution from their
revenue budget to fund capital schemes - this is known as direct revenue
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4.3
4.3.1

5.1
5.11

51.2

financing. There are no limits on this. Funding from revenue means the
Council gets one-off revenue “hit” to the value of the contribution / asset.

e Section 106 / Community Infrastructure Levy (CIL) — Use of section 106 / CIL
funds from planning developments can be used for capital or revenue. As the
purpose of these receipts is to invest in infrastructure to support development
then they tend to be used for capital purposes.

e Oakham North agreement — The Council has an agreement with a developer
in lieu of receiving S106/CIL. This funding can be used for capital or revenue
but has been earmarked for capital purposes.

Existing and indicative capital investment plans and funding

The Council’s capital expenditure plans can be found in the Revenue and Capital
Budget 2019/20 and Medium Term Financial Plan (04/2019). Plans include already
approved projects or recurring projects such as investment in highways, disabled
facilities grants etc.

CAPITAL INVESTMENT APPRAISAL

Types of capital investment

The definition of an investment covers all of the financial assets of a local authority
as well as other non-financial assets that the organisation holds primarily to
generate financial returns, such as investment property portfolios. This Strategy
deals with non-financial assets only. Financial assets investments are covered in
the Treasury Management Strategy.

There are various different types of capital investment projects. The Council has
categorised them, in line with CIPFA guidance, as follows:

Type Example(s) How we will appraise
Commercial Buying a hotel Commercial
investments project N Investment Policy
where the primary Acquiring land for (Annexe A1)

objective is to “make a | development
financial surplus for the _
organisation” and Buying a rental property
where capital

expenditure would
meet the test of an
“‘investment asset”
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6.1
6.1.1

6.1.2

6.2
6.2.1

6.2.2

6.2.3

Type Example(s) How we will appraise

Service investments | Development of business Capital programme
are those made clearly | park within County pro-forma as required
and explicitly in the by Financial Procedure

course of the provision, | Moving out of Council office | Rules (para 5.6)
and for the purposes, | to another site

of operational services o .
Provision of office space for

start-up businesses within
County

Replacing a boiler

Expanding an existing
school

Building new SEN provision

Giving disabled facilities
grant so people can “stay
put”

GOVERNANCE AND DECISION-MAKING

Strategy

The Prudential Code sets out a clear governance procedure for the setting and
revising of a capital strategy and prudential indicators i.e. this should be done by the
same body that takes the decisions for the local authority’s budget —i.e. Full Council.

The Chief Finance Officer is responsible for ensuring that all matters required to be
taken into account are reported to the decision-making body for consideration.

Capital expenditure/investment decisions

The Prudential Code states that decisions around capital expenditure, investment
and borrowing should align with the processes established for the setting and
revising of the budget.

The Financial Procedure Rules (FPR) set out clear procedures for the approval of
capital expenditure, including:

e approval of the capital programme — Full Council (FPRs para 5.5)

e additions/changes to the capital programme — Cabinet/Council (FPRs para
5.7)

e borrowing — Full Council (FPRs 5.5 — 5.7) with borrowing sourced by Chief
Finance Officer.

In approving projects, Cabinet/Council may establish a vehicle (working group,
Page 12 of 31



6.2.4

6.3
6.3.1

6.3.2

71
7.1.1

7.1.2

7.1.3

7.2
7.2.1

panel, or board etc) to oversee the allocation of funds or completion of projects (e.g.
an amount set aside for Sports grants could be allocated by a working group with
delegated authority). In taking this decision, Members will consider risks and any
other relevant factors.

The programme of meeting sets out the dates of Cabinet and Council meetings.
Should the Council require decisions to be made quickly to respond to opportunities
then the Constitution includes provision for emergency meetings.

Performance reporting

Progress against delivery of the Capital Strategy/Programme will be reported
quarterly in Finance Reports.

Performance against the prudential indicators and other indicators (set out in

Section 7) will be reported mid-year in the Treasury Mid-Year report and Annual
report.

PERFORMANCE MONITORING AND INDICATORS

Prudential Code requirements

The Prudential Code requires Councils to think about six things when it agrees its
capital programme:

e Service objectives — are spending plans consistent with our aims and plans?

e Stewardship of assets — is capital investment being made on new assets at
the cost of maintaining existing assets?

¢ Value for money — do benefits outweigh the cost?

e Prudence and sustainability — can the Council afford the borrowing now and
in the future?

o Affordability — what are the implications for council tax?

Practicality — can the Council deliver the programme?

Councils need to prove that they are complying with the Code and this is done
through a series of prudential indicators that are set locally and approved at the
same time the Council sets its budget for the following year.

These indicators are included in the Treasury Management Strategy but are based
on the capital plans derived in accordance with this Strategy.

Commercial Investment portfolio

Indicators to be used for the commercial investment portfolio are covered in
Commercial Investment Policy.
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8.1.3

8.2

8.2.1

8.3
8.3.1

SKILLS AND KNOWLEDGE

In-house resources

The successful implementation of the Capital Investment Strategy necessitates the
availability of people with the necessary experience of:

e developing capital projects

e acquiring and selling properties

e commissioning partners to deliver the capital programme
e managing properties as a landlord

e sourcing suitable opportunities that match the criteria set under the adopted
strategy.

The Council currently has in place a team in the Places Directorate which manages
the current operational and non-operational asset portfolio. This team comprises:

e Head of Property Services
e Operations Manager
e Building Surveyors, Inspectors and Estate Officers

The Director has been given responsibility to lead on the commercial investment
strategy on a day to day basis.

Externally available resources

The Council also makes use of external advice in developing projects or undertaking
due diligence including external valuers, property condition experts, market
appraisers etc. Other advice will be commissioned as and when required.

Members

Members are familiar with the budget process and approve the Treasury
Management Strategy and Budget. Any additional training requirements will be
discussed with the Scrutiny Commission.
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ANNEX A1 - COMMERCIAL INVESTMENT POLICY

1.

1.1

1.2

1.3

1.4

2.1

BACKGROUND

The core function of the Council is to deliver statutory and other services to local
residents. Reductions in government funding and reduced investment income
from traditional Treasury Management investments, as detailed in the Medium
Term Financial Plan (MTFP), reinforce the need for the Council to make better
use of its available assets (land/property/cash) to deliver a financial return which
will reduce the MTFP gap and allow the Council to meet the costs of service
delivery. This can be achieved from investing in capital assets (property or other
assets) to generate revenue income thereby reducing net costs or avoiding costs
in the MTFP.

Under this policy, the Council may:
e purchase tenanted property and carry out landlord functions;
e build or develop property to be let to interested parties;
e acquire land to be develop or make available for development;
e undertake any other investments for which it has legal powers.

Activity aimed at “making money” is not without risk. The House of Commons
‘Committee of Public Accounts” undertook a review of the “Financial
sustainability of local authorities” (published November 2016). It looked into the
increasing commercial activity of local authorities and warned that authorities
must understand the risks involved. CIPFA has, since that review, advised that
a policy on non-treasury investments should be put in place that sets out a
framework for investments and commercial activities. CIPFA is due to release
guidance in late 2018 that will advise councils against becoming too dependent
on commercial income, taking out too much debt relative to net service
expenditure and taking on debt to finance commercial investments.

Investments made in property funds, share capital, fixed term deposit,
government bonds are classified as treasury investments and are not covered
as part of this policy.

OBJECTIVES

CIPFA recommends that the security and liquidity of investments should take
priority over yield. This is reflected in policy objectives below and is reflected in
the Council’s approach. The Council’s objectives are to:

e acquire investments that provide long term investment in line with
corporate objectives re; commercialism

=t R
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3.1
3.2

3.3

3.4

3.5

3.6

e maximise return whilst minimising risk through prudential management
processes as described in this document

e prioritise investments that yield optimal revenue streams and stable
income to reduce the Council’s financial gap

e protect capital invested

FUNDING

An initial fund of £10m has been set aside for investments.

The Council has access to various funding sources — government grants, CIL,
s106, revenue and borrowing. The underlying assumption of this policy is that
commercial investments will be funded from Prudential Borrowing (£5m external
borrowing and £5m from existing funds). The Council’s borrowing strategy
(approved as part of the Treasury management strategy) allows the Council “to
borrow to fund a scheme that will reduce the Council’s ongoing revenue costs in
future years or avoid increased costs in future years”.

The rationale for the use of borrowing is that:

e Some funds received are ring-fenced so must be used for an agreed
purpose

e CIL and s106 must be used to mitigate the infrastructure needs arising
from development

e Government grants will be reserved primarily for service investments,
corporate priorities, statutory requirements and/or asset management
requirements

e The Council does not hold and is not expecting significant capital
receipts from the sale of assets

Fundamentally, if the Council was to tie up resources to deliver commercial
investments it may compromise its ability to deliver on service and other
corporate objectives hence the strategy to use borrowing.

While borrowing say from PWLB is relatively low cost, it should be noted that
investments funded through external borrowing will incur a greater cost than
using balances and this will need to be considered as part of the rate of return
calculation.

With a £10m investment, the Council will aim to surpass the rate of interest
currently achieved on its balances and generate net income which will contribute
towards the MTFP gap and help the Council sustain the current level of service
delivery (Indicative figures used in table overleaf).

Page 16 of 31



£000

Investment Gap at 2021/22

Net return | % Revised gap
£000 £000

£10m £1,500

£500 5 1,000

3.7 On the basis that funding is undertaken through Prudential borrowing, the impact
would be as follows assuming a net rate of return of 5%. Should investments
yield no return then the maximum loss is estimated at £600k pa.

Impact on revenue budget

£

Comment

Interest costs

300,000

Based on existing rates of 1%.
Rates are expected to increase
over time. If external borrowing is
undertaken then interest costs will
be incurred.

Minimum Revenue Provision
(MRP)

200,000

Represents the cost of borrowing
over a 50 year period. There is no
MRP cost if existing resources
are used

Net income from investments

(£1,000,000)

Gross yield less running costs

generated

MTFP benefit (£500,000) | Represents 5% on initial
investment
MTFP loss if no income £600,000 Assumes interest and MRP costs

plus 10% residual costs for
maintaining assets (and no
assets sold)

4. APPROACH/SCOPE

4.1 The Policy adopted should reflect a suitable balance between the risks inherent
in the types of assets to be acquired/developed or projects to be undertaken and
the financial rewards obtainable from those investments, limiting such risks

appropriately.

4.2 Whilst each investment will be subject to a business case driven by a risk
assessment tool (this is detailed in Annexe A5), the Council will ensure that the
investment portfolio being acquired/developed will be diversified in order to
spread risks via a balanced portfolio, such diversification principally being across
geographical location, sectors and the type of assets held.

4.3 The key aspects of the Council’'s approach will be as follows:

e R
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5.1

5.2

Capital investments to be appraised in line with criteria set out in
Section 6;

Capital investments that do not meet agreed criteria must be submitted
to Full Council for approval;

Capital investments to be approved in line with arrangements set out in
Section 7;

The investment portfolio is separate from the Council’s operational
asset portfolio and will be subject to annual review (i.e. to determine
whether performance can be improved or whether investments should
be sold or other action taken and any risks associated with each
investment)

The limit on any particular investment will be £3m. Any investments
above this value, including any that take the total investment above
£10m, will require Full Council approval.

Investment activity will be delivered in Rutland or in neighbouring
authorities where Rutland residents will benefit.

Legal basis of all investments to be verified as part of the approval
process as per Section 5.

In assessing the merits of an investment, Officers will specifically
exclude investments that involve the following activities:

a) Animal exploitation

b) Armaments and nuclear weapons production or sale
c) Environmentally damaging practices

d) Gambling

e) Human Rights Abuse / Oppressive regimes

LEGAL

The Council can make funds available for investments. The Council has the
power to invest for the purpose of the prudent management of its financial affairs
under the Local Government Act 2003.

In applying this policy, the Council is relying on the following legal powers:

Section 120 of the Local Government Act 1972 gives councils the
power to acquire property by agreement for the purpose of any of its
functions or for the benefit, improvement or development of the area.
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5.3

5.4

5.5

6.1

6.2
6.3

6.4

6.5

e Section 1 of the Localism Act 2011, known as the general power of
competence, enables a local authority to do anything that an individual
generally may do (subject to prohibitions, restrictions, and limitations in
existing statute which are not applicable in the circumstances set out in
the report). Further, that power enables the authority to do it anywhere
in the United Kingdom or elsewhere, for a commercial purpose or
otherwise for a charge, or without charge, and to do it for, or otherwise
than for, the benefit of the authority, its area or persons resident or
present in its area.

The strategy proposes new investment acquisitions inside of Rutland if the
supply or quality of investments. In accordance with the Localism Act 2011 the
Council has the power to acquire property or land investments outside the county
boundaries.

MHCLG issued guidance under section 15(1)(a) of the Local Government Act
2003 and effective for financial years commencing on or after 1 April 2018 stating
that borrowing solely to invest in a yield bearing opportunity is borrowing in
advance of need and not allowable. The Council’s policy is to invest in Rutland
so is never solely about yield returns given the additional benefits that will accrue.

As part of the evaluation of any potential capital investment, Officers must
understand and present the legal basis for decisions prior to approval.

APPRAISING POTENTIAL INVESTMENTS - CRITERIA
AND MINIMUM REQUIREMENTS (BUSINESS CASE AND
RISK ASSESSMENT)

An investment appraisal tool has been developed to facilitate an assessment of
potential investments and derive a financial business case and risk assessment.
The tool has been developed around the most likely type of investments —
purchase of land/properties but can be tailored for other types as required.

Investments must generally pass two tests which are inextricably linked:

Yield test - Investments must demonstrate the best use of Council money: this
is to be measured typically by generating a suitable rate of return (net
savings/income) of at least the Bank of England base rate plus 5%.

The rate of return takes into account the gross yield/revenue/savings generated
and deducts relevant costs (including capital financing and borrowing costs) to
arrive at net income/savings.

The Council achieves less than 1% on its treasury investments e.g. cash
deposits. Therefore, the net return from any commercial investment should
exceed the comparable investment returns available on cash deposits and be
sufficiently greater to allow for any difference in risk between the two forms of
investment, hence a target of Bank of England base rate plus 5%.
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6.6

6.7

6.8

6.9

7.1

7.2

7.3

Whilst rate of return is the primary measure of whether an investment is viable,
other factors that will be considered include:

e Payback - the period over which the initial outlay will be recouped. The
shorter the payback the more attractive the investment.

e Expected date of positive net return - whilst an investment can have a
rate of return over the life of an asset, it may not yield a positive net
return in the early years. Given the MTFP objectives of reducing net
costs, it is desirable for investments to generate a “surplus” sooner
rather than later

e Capital appreciation - investments in assets may lead to a significant
increase in asset value thereby making an investment attractive even if
the rate of return is less than the target.

Risk test — investments must not expose the Council to an inappropriate level of
risk and in particular the security and liquidity risks must be adequately managed
as a priority.

Asset/property related investments invariably carry risks that treasury
investments do not in relation to the property itself or the economy (e.g. risk that
the Council will not get its investment back, that the rate of return is not
guaranteed, that the Council will be faced with unknown costs and that asset
values will decrease rather than increase).

The typical risks are shown in Annexe A2 with a description of how they are
assessed through the investment tool. The tool sets a “pass” mark of 40%. In
order to complete the tests, various pieces of information will be needed as noted
in Annexe A4. A summary version of the investment appraisal tool is included in
Annexe AS.

GOVERNANCE

Full Council agrees the Capital Strategy including this Commercial Investment
Policy.

The Policy framework includes:
e A maximum fund of £10m investments;
¢ A framework for appraising investments; and
e A framework for decision-making.

A typical timetable for the purchase of commercial property could be a two to
three weeks marketing period, followed by a week for submission of offers and
confirmation by the seller of the preferred buyer and preparation of Heads of
Terms, followed by a 4-6 weeks’ period for due diligence investigations by the
buyer and the buyer's solicitor prior to exchange of binding unconditional
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7.4

contracts on the purchase. Completion would usually follow within a further four
weeks. Annexe A3 details a typical process.

It is therefore proposed that the following decision making process be agreed:

The Chief Executive may enter discussions regarding prospective
acquisitions without formally committing the Council to any agreement

The maximum purchase/project commitment of the Council will not
exceed £10m and no single project will exceed £3m

Each development project or property being considered would be
assessed the Head of Property Services in conjunction with Finance
and the Lead Director

A Business case, including all costs, the risk assessment and
recommendation to be prepared by Head of Property Services and
Director presented to SMT prior to formal consideration by Members

Business case to be reviewed by Cabinet and/or Council in
accordance with existing Finance Procedure Rules.

7.5 For acquisitions:

8.

8.1

When a recommendation is accepted, a formal offer will be confirmed
by Head of Property Services; property placed under offer, solicitors
instructed and due diligence carried out.

Head of Property Services advises Board of results of due diligence
and, if satisfactory, final approval for sale/purchase given by the Board.

Head of Property Services advised of decision and, if appropriate,
contracts exchange.

For properties sold at Auction, Head of Property Services
recommendation will take into consideration the “information pack”
provided by the sellers.

For development projects, Head of Property Services will proceed to
commission works.

Cabinet will be advised of developments or progress as part of the
Finance quarterly update.

STAFFING

The successful implementation of the proposal necessitates the availability of
people with the necessary experience of acquiring and selling properties,
developing capital projects and managing properties in order to source suitable
opportunities that match the criteria set under the policy.

Page 21 of 31



8.2 The Director for Places, supported by the Property and Finance team, will lead

8.3

9.2

9.3

the day to day delivery of the Policy including:
e Sourcing new opportunities;

e Undertaking an evaluation and developing a business case for
investment;

e Presenting opportunities for approval; and

e Undertaking a review and risk assessment of the portfolio and advising
on any changes.

The Council will also make use of external advice including external valuers,

property condition experts, market appraisers etc. Other advice will be
commissioned as and when required.

PERFORMANCE INDICATORS

Any analysis of the portfolio is in the context of the need to increase net revenue
income to the Council. Indicators will therefore include:

e annual income for each asset/portfolio
e netyield (£ and %) for each asset/portfolio

e capital value (e.g. fair value) and liquidity assessment of each
asset/portfolio

e expected v actual payback for each asset/portfolio
¢ risk assessment of each asset/portfolio
Ongoing review will consider:

e any measures required to improve performance and to
protect/enhance existing assets

e the strategy for acquiring new assets
¢ whether changes need to be made including disposals.
Changes to poor performing assets will either improve performance or release

reserves (through sales) for reuse to invest in other held assets or for acquiring
new assets.
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ANNEX A2 - TYPICAL INVESTMENT RISKS AND HOW THEY
CAN BE MITIGATED

Risk How Details Residual
addressed risk
through risk score
assessment

Council SECURITY OF | Council will aim to buy tenanted | Low

purchases or INCOME properties or will require a pre-

develops property let agreement in the event that it

that cannot be develops properties for let

leased

Council SECURITY OF | Council will undertake due Low

purchases a INCOME/ diligence around tenants. It will

tenanted property | LOCATION also try and acquire properties

but tenant leaves | AND SECTOR/ | that are flexible (i.e. not
THE bespoke) and in locations where
PROPERTY there is demand

Tenants default SECURITY OF | Provisions built into leases (as Low

on payments INCOME with OEP) to provide protection

Rent deposits considered as
appropriate. Parent company
guarantees may also be sought
if applicable.

Rental income SECURITY OF | For tenanted properties, Council | Medium

dips in light of CAPITAL will review lease length, rent

market conditions review clauses etc to

understand what protection is
built in.

For new developments or new
lets, financial assessment to
reflect the risk of lower rents

Value of capital LOCATION Council is not exempt from the Medium

investment AND SECTOR/ | impact of the wider economy but

reduces because | SECURITY OF | a) will commission market

of market CAPITAL appraisal information b) will

conditions consider the location and sector

and c) aims to hold assets for
the long term so that it can “ride”
out short term market impacts

Council PROPERTY Property condition survey Low

purchases RISK undertaken by qualified

property requiring surveyors as part of due

substantial diligence and costs can be

repairs and factored into financial

maintenance

assessment.
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Risk

How
addressed
through risk
assessment

Details

Residual
risk
score

Council will seek to agree a Full
Repairing and Insuring (FRI)
lease where appropriate -

a lease which imposes full
repairing and insuring
obligations on the tenant,
relieving the landlord from all
liability for the cost of insurance
and repairs.
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ANNEX A3 - SUMMARY OF THE PROCESS FOR PROPERTY

ACQUISITIONS AND DEVELOPMENT

Property Acquisition

Acquisition of Property

Heads of Terms

Opportunity Identified

Appraisal with Investment Tool

Conditional Offer

Price Negotiation

Terms Negotiation

Agreement of Conditional Offer

Agree Heads of Terms

e Approval of Business
Case by Cabinet if
under £1m

e Approval of Business
Case by Council if over
£1m or over allocation
of £10m

e Approval by Council if
Investment fund
allocation of £10m
exceeded.

Pre-Contract

Instruct Legal

Due Diligence which will include:

e Title Searches

Security of Covenant

Market Assessment/demand
Asset Condition

Future Liabilities and Costs
Access Issues

Appraisal with Investment Tool

This is a final check to
ensure taking into account
anything identified during
due diligence that the
acquisition complies with
the requirements of the
investment policy

Finalise Legal Agreement and
obtain any necessary approvals

Commitment to Purchase

Contract Pay a deposit if required
Exchange

Pre-Completion | Finalise drawdown of funds
Completion Transfer Funds

Assume Liability for the asset

Activate the necessary Insurances

Post Completion

Land Registry

Portfolio Management
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Advanced Let — Council Owned Land

Heads of Terms

Opportunity Identified

Appraisal with Investment Tool

Conditional Offer

Price Negotiation

Terms Negotiation

Agreement of Conditional Offer

Agree Heads of Terms

Initial design work undertaken to
inform the cost of the project. This
will include design works and all
statutory approvals

e Approval of Business
Case by Cabinet if
under £1m

e Approval of Business
Case by Council if
over £1m or over
allocation of £10m

e Approval by Council if
Investment fund
allocation of £10m
exceeded.

Pre-Contract

Instruct Legal

Due Diligence which will include:

e Security of Covenant
Assessment/demand

e Future Liabilities and Costs

Appraisal with Investment Tool

This is a final check to
ensure taking into account
anything identified during
due diligence that the
outcome complies with
the requirements of the
investment policy

Finalise Legal Agreement and
obtain any necessary approvals

Agreement to lease finalised and
approvals obtained (this will include
the lease when all parties comply
with the conditions imposed by the
agreement to lease).

Commitment to Lease

Agreement to
Lease
Exchange

Other party pay deposit and transfer
funds to RCC

Completion

Completion of
agreement to
lease

RCC undertakes works as required
by the agreement to lease, Future
tenants undertakes works as
required by Agreement to lease

Development
works

This will consist of ‘on-site’
construction works by RCC and/or

commence Tenant
Completion of When works required by the
the lease agreement to lease are completed

by both parties the lease is
completed
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Speculative Development

Justification

Opportunity Identified

Appraisal with Investment Tool

Market Assessment

Active marketing

Initial design work undertaken to
inform the cost of the project. This
will include design works and all
statutory approvals

Appraisal with Investment Tool

Approval of Business
Case by Cabinet if
under £1m

Approval of Business
Case by Council if over
£1m or over allocation
of £10m

Approval by Council if
Investment fund
allocation of £10m
exceeded.

Physical
Delivery

Works contracted and physically
delivered.
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ANNEX A4 - INFORMATION NEEDED

Summary
Outcome of review of lease conditions/clauses etc

Property condition survey
Tenant due diligence
Market appraisal
Valuation

Details for cost purposes

Cost of investment

Acquisition cost (land/buildings)

Stamp duty/other levys

Solicitors/legal fees

Other costs

Development costs (e.g. refurbishment, construction)

Income
e Rental
e Other income e.g. service charges
e Sales
e Demand

Running costs

Utilities (gas/electric/water)
Business rates

Staffing

Repairs and maintenance
Insurances

Security

Rent/lease costs

Building/Land

Valuation

Age/useful life

Building condition information
Maintenance profile
Remediation costs

Lease agreement

Clawback clauses
Land/building restrictions
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ANNEX A5 - FINANCIAL AND RISK ASSESSMENT

Criteria Metrics Detail Value
Cost of Capital cost of investment (initial outlay £67,000.00
Investment | and any further outlay required)
Measurement Gross Yield | Average income per annum £7,700.00
of Costs Average running costs including capital £1,670.00
I financing costs per annum
nvestment - .
Performance Savings Annual savings generated through
investment (savings may be cost already
in MTFP or not included e.g. investment
necessary to avoid cost)
Year in Year by which the investment will yield a 1
surplus positive MTFP impact i.e a surplus
Payback Year by which any capital outlay will be 12
period recouped
Net yield Average net income/saving per annum £6,030.00
Rate of Return % 9%
Pass or Fail? Pass
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Risk Description Investment Risk Indicators
Category and
weighting
Security of The income (or revenue High | No existing tenant or income source,
Income savings) which are likely to | Risk | savings not secured, no obvious
be generated by the market or demand, high turnover or
50% investment is the most tenant, lease lengths likely to be short,
important element. The tenants financial standing unstable,
security of the income will void risk is high, management
be governed by lots of supervision is intense, limited capacity
factors — lease for rent increases/reviews, break
length/terms, rent review, clauses frequent
quality of tenants,
demand, vacancy risk, Low | Savings guaranteed and quantifiable,
management cost etc Risk | existing tenant or tenants, high
demand, low turnover of tenants, long
leases, good quality tenant with secure
financial standing, void risk is low,
limited management supervisions,
lease obligations not onerous, rent
reviews built in, limited break clauses.
Location of The investment should be | High | Undesirable area with limited growth
sector in an area which is Risk | potential, niche sector
economically buoyant and
15% has the potential for
sustainable financial and
economic growth. The Low | Economically buoyant area and sector
quality of the location may | Risk
depend on the sector.
Office space in Oakham
may score higher than
office space in Lyddington
for example
The The tenure, age and High | Old building, high risk of repairs, high
Property/Asset | construction of a building Risk | potential for obsolescence, inefficient
should be considered and high cost, not adaptable for
20% including the potential for alternative use if needed
alternative use,
obsolescence, Low | New or modern building, low
requirement for Risk | maintenance, well designed, flexible

repairs/improvements. On
the whole a modern, well
constructed, energy
efficient building with
flexibility will score more. If
the Council buys
leasehold then fewer
covenants are preferable

space for alternative uses
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Risk Description Investment Risk Indicators
Category and
weighting
Security of An assessment should be | High | Value of Property / investment is likely
Capital made on the security of Risk | to decrease
capital and the scope for
/Scope for capital appreciation in
capital respect of the investment.
appreciation | Properties worth far more
than their current value in . —
15% X years time (e.g. a Low | Value of Property / investment is likely
Risk | to increase

reversionary investment)
will score higher than one
likely to be worth less than
their current value

A large print version of this document is available
on request

N W

Rutland
County Council

Rutland County Council
Catmose, Oakham, Rutland LE15 6HP

01572 722 577
enquiries@rutland.gov.uk
www.rutland.gov.uk
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