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PURPOSE

To provide those members charged with Governance with information on the recent
changes to the Prudential Code.

Relevance to the Council's ambitions and priorities:

e Community Objectives — none identified

e Corporate Priorities - to continue to be a well-managed Council providing efficient
services based on identified customer need. To meet the objective within this
priority, of maintaining critical financial management controls, ensuring the authority
provides council tax payers with value for money.

e Other Considerations — none identified.
WHAT IS THE PRUDENTIAL CODE

Key to the current system of capital finance is CIPFA’s Prudential Code. It is a
professional code of practice to support the decisions councils have to make to plan for
capital investment at a local level and encompasses the accompanying requirements of
the statutory Guidance on Local Government Investments as issued by the Secretary of
State (Annex 1).

Councils are required by regulation to have regard to the Prudential Code when carrying
out their duties under Part | of the Local Government Act 2003.

The code applies to all local authorities, including police, fire and other authorities
defined in the enabling primary legislation.
The key objectives of the code are:

e to ensure within a clear framework that capital expenditure plans are affordable,
prudent and sustainable

e that treasury management decisions are taken in accordance with good professional
practice

e that local strategic planning, asset management planning and proper option
appraisal are supported; and

e to provide a clear and transparent framework to ensure accountability.

In order to demonstrate that we have fulfilled the objectives of the Prudential Code, we
are required to prepare, monitor and report on a humber of indicators. These have to be
set annually on a three year basis as a minimum and are designed to support and record
local decision-making, rather than be a means of comparing authorities.

Prior to review of the Prudential Code, the indicators that have to be set and monitored
relate to:

o External Debt (Authorised Limit, Operational Boundary and Actual External Debt)
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e Financing Cost to Net Revenue Stream

e Capital Financing Requirement

e Capital Expenditure

e Impact of Capital Investment Decisions on Council Tax
e Gross Debt and Capital Financing Requirement

e Gross and Net Debt

e Interest Rate Exposures

e  Maturity Structure of Borrowing

e  Principal Sums Invested for Greater than 364 Days

e Formal Adoption of the CIPFA Treasury Management Code of Practice
WHY HAS THE PRUDENTIAL CODE CHANGED?

There have been many changes in Local Government since the production of the initial
Prudential Code, particularly around austerity and commercialism. The potential risks
from both these areas have been recognised as particularly concerning by CIPFA.

When CIPFA were reviewing the Prudential Code last year, they saw that it was
important to ensure that the changes were there to strengthen and improve the existing
framework and that any changes within public sector service delivery and processes
continued to reflect transparency, accountability and good decision making.

The Prudential Code plays a pivotal role in providing assurance that the decisions made
around capital finance have at their heart the principles of:

o Affordability
e  Sustainability
e Prudence

The Code framework aims to be structured in a way that is flexible enough to support
innovation, but to be durable enough to essentially provide assurance for those who
operate within its principles and those who oversee that activity.

WHAT HAS CHANGED WITH THE REVIEW OF THE PRUDENTIAL CODE?

Capital Strategy

Key developments for the new version of the Code include the introduction of more
contextual reporting through the requirement to produce a capital strategy along with
streamlined indicators.

The introduction of a capital strategy allows individual local authorities to give greater
weight to local circumstances and explain their approach to borrowing and investment.
As with many authorities, being a new requirement, this is not a formal strategy that is
currently produced.

However, many of the elements that would be included in such a strategy are already
considered at many of the stages that we currently follow in setting our capital
programme.

The capital strategy must form part of our integrated revenue, capital and balance sheet
planning — so key to the production of our budgets. The strategy must also set out the
long term context in which our capital expenditure and our investment decisions are
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made. As a result there will be links where appropriate from this strategy to our Treasury
Management Strategy.

The strategy must also reflect on risk and reward and the impact on the achievement of
our priorities. The Director of Resources must also report explicitly on deliverability,
affordability and risk associated with the Capital Strategy.

Below is a summary of the main sections that would be anticipated in a Capital Strategy
going forward
o Capital Expenditure
e Governance
e Long term plans
¢ Asset management planning
e Restrictions around funds
o0 Investments and liabilities
e Approach, due diligence, risk appetite
e Governance process for approval and monitoring
¢ Summary of material investments, guarantees and liabilities
o Treasury management
e Governance
e Long term planning including MRP
¢ Risk appetite, key risks and sensitivities
o Skills and knowledge

Our Capital Strategy will be developed over the coming months and brought back to
committee for approval in order to play a role going forward.

Adoption of CIPFA’s Treasury Management Code
The new Code has removed the requirement for us to state that we have adopted
CIPFA’s Treasury Management Code.

This is not a change to diminish the gravity of the Treasury Management Code, but more
to reflect that in reality we have no option other than to adopt CIPFA’'s Treasury
Management Code, and so does not need to be specifically stated in any policy.

Principles Apply to Mayors, Combined Authorities and Group Entities
The new Code has made specific reference and given clarification that the principles of
the Prudential Code also apply to Mayors, Combined Authorities and Group Entities.

Requirement to Consider Explicitly Separate Ring-Fenced Funding streams
Where ringfenced resources or separate funds exist, affordability must be considered
only against those resources available to fund borrowing.

Under combined authority arrangements affordability may need to be considered against
combined authority resources and the impact on underlying authorities. Where debt or
guarantees relating to local enterprise partnerships (LEPS), subsidiaries or other
corporate and non-corporate bodies exist, the impact on the council should be
considered.
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Deletion of Council Tax Indicator

Previously the Code required that we forecast the potential impact of our capital
programme decisions on the council tax level. This indicator gave a forecast financial
value per Band D property.

It has been recognised that this does not necessarily link to the decision making
processes taken in setting the council tax level and has therefore been removed from
the Code.

Other Matters
Other changes had been proposed on drafts of the new Prudential Code, however,
these have not been taken forward in to the final version.

It does not include an explicit ban on borrowing for profit-making investment, as had
previously been proposed. However, it is understood that there are likely government
moves to prevent councils using loans to fund out-of-area property investments. There
has recently been growing concern in the Treasury about the scale of council borrowing
to fund commercial investments.

The Code includes the statement that councils “must not borrow more than or in
advance of their needs purely in order to profit from the investment of the extra sums
borrowed”.

The government’s Local Authority Investment Code stipulates that where a local
authority chooses to disregard the Prudential Code and Guidance and borrows or
has borrowed purely to profit from the investment of the extra sums borrowed, the
Treasury Management Strategy should explain:

e Why the local authority has decided not to have regard to this Guidance or to the
Prudential Code in this instance; and

e The local authority’s policies in investing the money borrowed, including
management of the risks, for example, of not achieving the desired profit or
borrowing costs increasing.

The government’s Local Authority Investment Code also states that where a local
authority classifies an investment as contributing to regeneration or local economic
benefit, it should be able to demonstrate that the investment forms part of a project
in its Local Plan.

CONCLUSION

There have been a number of changes to the Prudential Code in this latest review by
CIPFA in order to better reflect the current landscape that we operate in of austerity and
commercialism.

Risk is a key factor under the Code and this is reflected in other moves to ensure
considerations around return on rental yields and borrowing to support such ventures.

The changes to the Prudential Code have other consequential impacts on the CIPFA
Treasury Management Code. These have been reflected in our updated Treasury
Management Strategy and Treasury Management Policies and Practices, as approved
by Policy and Finance Committee at their last meeting on 20 March.

HEAD OF FINANCIAL SERVICES DIRECTOR OF RESOURCES
AA9-18/LO/AC
3 April 2018
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STATUTORY GUIDANCE ON LOCAL GOVERNMENT INVESTMENTS
(3" Edition)

Issued under section 15(1)(a) of the Local Government Act 2003 and effective
for financial years commencing on or after 1 April 2018

POWER UNDER WHICH THE GUIDANCE IS ISSUED

1. The following Guidance is issued by the Secretary of State under section 15(1)(a)
of the Local Government Act 2003. Under that section local authorities are
required to “have regard” to “such guidance as the Secretary of State may issue”.

DEFINITION OF TERMS

2. In this guidance the 2003 Act means the Local Government Act 2003.

3. Local authority has the meaning given in section 23 of the 2003 Act. To the
extent that this guidance applies to parish councils and charter trustees (see
paragraph 11) a reference to a local authority includes those councils and
trustees.

4. 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 or partially to generate a profit; for example, investment property
portfolios. This may therefore include investments that are not managed as part
of normal treasury management processes or under treasury management
delegations.

5. For the avoidance of doubt, the definition of an investment also covers loans
made by a local authority to one of its wholly-owned companies or associates, to
a joint venture, or to a third party. The term does not include pension funds or
trust fund investments, which are subject to separate regulatory regimes and
therefore are not covered by this guidance.

6. A credit rating agency is one of the following three companies:
e Standard and Poor’s;
e Moody’s Investors Service Ltd; and
e Fitch Ratings Ltd.

7. For the purposes of this guidance a loan is a written or oral agreement where a
local authority temporarily transfers cash to a third party, joint venture, subsidiary
or associate who promises to return it according to the terms of the agreement,
normally with interest. This definition does not include a loan to another local
authority, which is classified as a specified investment.



8. The Treasury Management Code means the statutory code of practice issued
by CIPFA: “Treasury Management in the Public Services: Code of Practice and
Cross-Sectoral Guidance Notes, 2017 Edition”.

9. The Prudential Code means the statutory code of practice, issued by CIPFA:
“The Prudential Code for Capital Finance in Local Authorities, 2017 Edition”.

10.The Capital Strategy is the strategy required by the updates to the Prudential
Code and Treasury Management Code.

APPLICATION
Effective date

11.This guidance applies for financial years commencing on or after 1 April 2018. It
supersedes all previous editions of the Statutory Guidance on Local Authority
Investments.

12. Strategies presented to Council or equivalent before 1 April 2018 but relating to
2018-19 and future financial years do not need to include all of the additional
disclosures required by this edition of the guidance should it not prove practical or
cost effective to do so. If a local authority chooses not to include the new
disclosures in its 2018-19 Strategy, it must include the disclosures in full in the
first Strategy presented to full Council or equivalent after 1 April 2018.

Local authorities

13. This guidance applies to all local authorities in England.

14.This guidance applies to parish councils and charter trustees, providing their total
investments exceed or are expected to exceed £100,000 at any time during the
financial year. Where a parish council or charter trustee expects its total
investments to be between £10,000 and £100,000, it is encouraged to adopt the
principles in this guidance.

KEY PRINCIPLES
Transparency and democratic accountability

15.For each financial year, a local authority should prepare at least one Investment
Strategy (“the Strategy”). The Strategy should contain the disclosures and
reporting requirements specified in this guidance.

16. The Strategy should be approved by the full council. For authorities without a full
Council, the Strategy should be approved at the closest equivalent level. The



Secretary of State recommends that the Strategy should be presented for
approval prior to the start of the financial year.

17.Where a local authority proposes to make a material change to its Strategy
during the year a revised Strategy should be presented to full council or
equivalent for approval before the change is implemented.

18.The Strategy should be publicly available on a local authority’s website. Where a
parish council or charter trustee does not maintain its own website, they should
post a public notice detailing how local residents can obtain a copy of the
Strategy, free of charge.

19.Where a local authority prepares a Capital Strategy in line with the requirements
of the Prudential Code, a Treasury Management Strategy in line with the
requirements of the Treasury Management Code, or any other publicly available
document, the disclosures required to be included in the Strategy can be
published in those documents instead of in the Strategy.

Contribution

20.Investments made by local authorities can be classified into one of two main
categories:
¢ Investments held for treasury management purposes; and
e Other investments.

21.Where local authorities hold treasury management investments, they should
apply the principles set out in the Treasury Management Code. They should
disclose that the contribution that these investments make to the objectives of the
local authority is to support effective treasury management activities. The only
other element of this Guidance that applies to treasury management investments
is the requirement to prioritise Security, Liquidity and Yield in that order of
importance.

22.Local authorities should disclose the contribution that all other investments make
towards the service delivery objectives and/or place making role of that local
authority. It is for each local authority to define the types of contribution that
investments can make and a single investment can make more than one type of
contribution.

Use of indicators

23.The Strategy should include quantitative indicators that allow Councillors and the
public to assess a local authority’s total risk exposure as a result of its investment
decisions. This should include how investments are funded and the rate of return



received. Where investment decisions are funded by borrowing the indicators
used should reflect the additional debt servicing costs taken on.

24 . Local authorities should consider the most appropriate indicators to use, given
their risk appetite and capital and investment strategies. Whilst this guidance
does not prescribe specific indicators or thresholds, the indicators used should be
consistent from year to year and should be presented in a way that allows elected
members and the general public to understand a local authorities’ total risk
exposure from treasury management and other types of investment.

25.Where a local authority has entered into a long term investment or has taken out
long term debt to finance an investment the indicators used should allow
Councillors and the general public to assess the risks and opportunities of the
investment over both its payback period and over the repayment period of any
debt taken out.

Security, Liquidity and Yield

26.A prudent investment policy will have two underlying objectives:
e Security — protecting the capital sum invested from loss; and
e Liquidity — ensuring the funds invested are available for expenditure when
needed.

27.The generation of yield is distinct from these prudential objectives. However, this
does not mean that local authorities are recommended to ignore potential
revenues. Once proper levels of security and liquidity are determined, it will then
be reasonable to consider what yield can be obtained consistent with these
priorities.

28.When entering into treasury management investments, local authorities should
consider security, liquidity and yield in that order of importance.

29.When entering into other types of investments local authorities should consider
the balance between security, liquidity and yield based on their risk appetite and
the contribution(s) of that investment activity.

Security

Financial Investments

30.Financial investments can fall into one of three categories:
e Specified investments;
e Loans; and
e Other Non-specified investments.

Specified Investments




31.An investment is a specified investment if all of the following apply:

e The investment is denominated in sterling and any payments or
repayments in the respect of the investment are payable only in sterling.

e The investment is not a long term investment. This means that the local
authority has contractual right to repayment within 12 months, either
because that is the expiry term of the investment or through a non-
conditional option.

e The making of the investment is not defined as capital expenditure by
virtue of Regulation 25(1)(d) of the Local Authorities (Capital Finance and
Accounting) (England) Regulations 2003 [as amended)].

e The investment is made with a body or in an investment scheme described
as high quality (see paragraph 33 or with one of the following bodies:

i. The United Kingdom Government;
ii. Alocal authority in England or Wales (as defined in section 23 of
the 2003 Act) or a similar body in Scotland or Northern Ireland; or
iii. A parish council or community council.

32.For the purposes of paragraph 32 the Strategy should define high credit quality.
Where this definition incorporates ratings provided by credit rating agencies
paragraph 42 is relevant.

Loans

33.A local authority may choose to make loans to local enterprises, local charities,
wholly owned companies and joint ventures as part of a wider strategy for local
economic growth even though those loans may not all be seen as prudent if
adopting a narrow definition of prioritising security and liquidity.

34.Local authorities can make such loans whilst continuing to have regard to this
guidance if they can demonstrate in their Strategy that:

e Total financial exposure to these type of loans is proportionate;

e They have used an allowed “expected credit loss” model for loans and
receivables as set out in International Financial Reporting Standard (IFRS)
9 Financial Instruments as adopted by proper practices to measure the
credit risk of their loan portfolio;

e They have appropriate credit control arrangements to recover overdue
repayments in place; and

e The local authority has formally agreed the total level of loans by type that
it is willing to make and their total loan book is within their self-assessed
limit.

Non-specified investments




35. A non-specified investment is any financial investment that is not a loan and does
not meet the criteria to be treated as a specified investment.

36.For non-specified investments (i.e. those not meeting the criteria in paragraph
31), the Strategy should:

e Set out procedures for determining which categories of investments may
be prudently used (and where these procedures involve the use of credit
ratings, paragraph 32 is relevant).

¢ Identify which categories of investments have been defined as suitable for
use.

e State the upper limits for the maximum amounts both individually and
cumulatively that may be held in each identified category and for the
overall amount held in non-specified investments and confirm that
investments made have remained within those limits.

Non-financial investments

37.As defined in paragraph 4 of this guidance non-financial investments are non-
financial assets that the organisation holds primarily or partially to generate a
profit. Where a local authority holds a non-financial investment, it will normally
have a physical asset that can be realised to recoup the capital invested. Local
authorities should consider whether the asset retains sufficient value to provide
security of investment using the fair value model in International Accounting
Standard 40: Investment Property as adapted by proper practices.

38.Where the fair value of non-financial investments is sufficient to provide security
against loss, the Strategy should include a statement that a fair value
assessment has been made within the past twelve months, and that the
underlying assets provide security for capital investment.

39.Where the fair value of non-financial investments is no longer sufficient to provide
security against loss, the Strategy should provide detail of the mitigating actions
that the local authority is taking or proposes to take to protect the capital
invested.

40.Where a local authority recognises a loss in the fair value of a non-financial
investment as part of the year end accounts preparation and audit process, an
updated Strategy should be presented to full council detailing the impact of the
loss on the security of investments and any revenue consequences arising
therefrom.

Risk Assessment

41.The Strategy should state the local authority’s approach to assessing risk of loss
before entering into and whilst holding an investment, making clear in particular:



e How it has assessed the market that it is/will be competing in, the nature
and level of competition, how it thinks that the market/customer needs will
evolve over time, barriers to entry and exit and any ongoing investment
requirements.

e Whether and, if so how, a local authority uses external advisors be they
treasury management advisors, property investment advisors or any other
relevant persons.

e How the local authority monitors and maintains the quality of advice
provided by external advisors.

e To what extent, if at all, any risk assessment is based on credit ratings
issued by credit ratings agencies.

e Where credit ratings are used, how frequently they are monitored and the
procedures for taking action if credit ratings change.

e What other sources of information are used to assess and monitor risk.

Liquidity

42.For financial investments that are not treasury management investments or loans

the Strategy should set out the procedures for determining the maximum periods
for which funds may prudently be committed and state what those maximum
periods are and how the local authority will stay within its stated investment limits.

43.For non-financial investments the Strategy should set out the procedures for

ensuring that the funds can be accessed when they are needed, for example to
repay capital borrowed. It should also state the local authority’s view of the
liquidity of the investments that it holds, recognising that assets can take a
considerable period to sell in certain market conditions. Where local authorities
hold non-financial investment portfolios they can choose to assess liquidity by
class of asset or at a portfolio level if appropriate.

Proportionality

44.Where a local authority is or plans to become dependent on profit generating

investment activity to achieve a balanced revenue budget, the Strategy should
detail the extent to which funding expenditure to meet the service delivery
objectives and/or place making role of that local authority is dependent on
achieving the expected net profit. In addition, the Strategy should detail the local
authority’s contingency plans should it fail to achieve the expected net profit.

45.The assessment of dependence on profit generating investments and borrowing

capacity allocated to funding these should be disclosed as a minimum over the
life-cycle of the Medium Term Financial Plan. However, an assessment of longer
term risks and opportunities is recommended.

Borrowing in advance of need



46. Authorities must not borrow more than or in advance of their needs purely in
order to profit from the investment of the extra sums borrowed.

47.Where a local authority chooses to disregard the Prudential Code and this
Guidance and borrows or has borrowed purely to profit from the investment of the
extra sums borrowed the Strategy should explain:
e Why the local authority has decided not to have regard to this Guidance or
to the Prudential Code in this instance; and
e The local authority’s policies in investing the money borrowed, including
management of the risks, for example, of not achieving the desired profit
or borrowing costs increasing.

Capacity, skills and culture

48.The Strategy should disclose the steps taken to ensure that those elected
members and statutory officers involved in the investments decision making
process have appropriate capacity, skills and information to enable them to take
informed decisions as to whether to enter into a specific investment, to assess
individual assessments in the context of the strategic objectives and risk profile of
the local authority and to enable them to understand how the quantum of these
decisions have changed the overall risk exposure of the local authority.

49.The Strategy should disclose the steps taken to ensure that those negotiating
commercial deals are aware of the core principles of the prudential framework
and of the regulatory regime within which local authorities operate.

50.Where appropriate the Strategy should comment on the corporate governance
arrangements that have been put in place to ensure accountability, responsibility
and authority for decision making on investment activities within the context of the
local authority’s corporate values.



ANNEX A — INFORMAL COMMENTARY ON THE STATUTORY GUIDANCE ON
LOCAL GOVERNMENT INVESTMENTS

Power under which this Guidance is issued [paragraph 1]

1. The Local Government Act 2003, section 15(1), requires a local authority "...to
have regard (a) to such guidance as the Secretary of State may issue, and (b) to
such other guidance as the Secretary of State may by regulations specify...".

2. The guidance on investments in the main part of this document is issued under
section 15(1) of the 2003 Act and authorities are therefore required to have
regard to it. This part (Annex A) contains an informal commentary (“the
commentary”) on the Statutory Guidance.

3. Two codes of practice issued by the Chartered Institute of Public Finance and
Accountancy (CIPFA) contain investment guidance which complements the
MHCLG guidance. These publications are:

e Treasury Management in the Public Services: Code of Practice and Cross-
Sectoral Guidance Notes
e The Prudential Code for Capital Finance in Local Authorities

4. Local authorities are required to have regard to the current editions of the CIPFA
codes by regulations 2 and 24 of the Local Authorities (Capital Finance and
Accounting) (England) Regulations 2003 [S| 3146] as amended.

Objectives in updating the Guidance

5. The 2" edition of this Guidance, which was issued in 2010, reflected concerns
raised by the CLG and Treasury Select committees as part of their enquiries into
the financial crash of 2007-8. The key areas of focus were:

e The practice of investing for yield, especially in Icelandic Banks;
e The need for transparent investment strategies; and
e The use of Treasury Management advisors.

6. The changes made to the 3" edition of this Guidance reflect changes in patterns
of local authority behaviour. Some local authorities are investing in non-financial
assets, with the primary aim of generating profit. Others are entering into very
long term investments or providing loans to local enterprises or third sector
entities as part of regeneration or economic growth projects that are in line with
their wider role for regeneration and place making.



7. In addition, the National Audit Office and the Public Accounts Committee have
raised a number of concerns about local authority behaviour that this guidance
aims to address. These are:

e Local authorities are exposing themselves to too much financial risk
through borrowing and investment decisions;

e There is not enough transparency to understand the exposure that local
authorities have as a result of borrowing and investment decisions; and

e Members do not always have sufficient expertise to understand the
complex transactions that they have ultimate responsibility for approving.

Effective Date [paragraphs 11-12]

8. This Guidance applies from 1 April 2018. It supersedes all previous editions of
the Guidance.

9. The Guidance requires local authorities to produce a number of additional
disclosures. Many local authorities already produce these as part of internal
reporting and risk management procedures. However, if these disclosures are
not currently produced, then local authorities do not need to prepare them in full
for Strategies presented to full Council or equivalent before 1 April 2018. Those
local authorities who do not include the required disclosures in their 2018-19
strategies, should present them for approval the first time the relevant Strategy is
updated or superseded.

Local Authorities [paragraphs 12-13]

10.This Guidance applies to all local authorities, who hold or during the next financial
year intend to hold financial or non-financial investments, solely or in part to
generate revenue income.

11.1t applies to parish councils whose investments exceed the thresholds set out in
paragraph 14. The decision to lower the financial threshold for parish councils
has been taken in recognition that some parishes have begun to engage in
commercial ventures. As parish councils tend to be fairly small and to obtain a
greater percentage of their funding directly from council tax payers than other
types of local authority, it is right that they demonstrate that they have carefully
considered the expertise that they need to manage the risks arising from their
strategy.

Transparency and democratic accountability [paragraphs 15-19]

12.The Government believes that local authorities need to be better at explaining
“‘why” not just “what” they are doing with their investment activity. That means
that the sector needs to demonstrate more transparency and openness and to



make it easier for informed observers to understand how good governance and
democratic accountability have been exercised.

13. The additional disclosures required by the Guidance should be included in a
single document presented to full Council or the equivalent. Although the
Guidance refers to an Investment Strategy, providing that all of the disclosures
are easy for interested parties to find and are in or linked from a single document,
a separate Strategy does not need to be prepared. The Strategy should be
updated at least annually.

14.Subiject to the provisions in paragraph 35 and 36 of the commentary, local
authorities can exclude specific non-financial investments from the required
disclosures on grounds of commercial confidentiality. The Government expects
that non-disclosure on grounds of commercial confidentiality will be an
exceptional circumstance. A local authority should only determine that it would
breach commercial confidentiality to include an investment in the disclosures on
receipt of appropriate professional advice, using the same criteria as would be
used to exclude the public from a Council meeting. Local authorities should
reassess whether the commercial confidentiality test is met every time a new
Strategy is presented to full Council or the equivalent.

15.Under Regulation 17 of the The Local Authorities (Executive Arrangements)
(Meetings and Access to Information) (England) Regulations 2012 as amended
overview and scrutiny committee members have right of access to any
confidential information relating to any decision by any committee or any member
of the executive of their council. Nothing in this Guidance has the power to
override this regulation.

16. Assets that generate revenue income solely through fees and charges for
discretionary services levied under Section 93 of the Local Government Act 2003
should not be classified as non-financial investments for this purpose.

17.1f disclosures are already produced in another document that is publicly available
then a local authority can provide a link to the disclosures from the Strategy
rather than reproducing them. The exception is disclosures contained in the
Statutory Accounts, which do not meet the requirements of this Strategy. This is
because local authority statutory accounts can be complex and difficult for users
who are not familiar with local government accounting to understand and
statutory accounts are prepared to a higher level of materiality than local
authorities should use for internal risk management.

Contribution [paragraphs 20-22]

18.Local authorities may have several different objectives, when deciding to acquire
an asset. If an asset is not solely held for yield, then a local authority may have a
different risk appetite or be willing to accept a lower return than it otherwise
would.



19.Each local authority should determine how it categorises different types of

contribution, and each investment can have more than one type of contribution.
A non-exhaustive list of types of contribution include:

e Yield/profit

¢ Regeneration

e Economic benefit/business rates growth

e Responding to local market failure

e Treasury management

20.Where a local authority classifies an investment as contributing to regeneration or
local economic benefit, it should be able to demonstrate that the investment
forms part of a project in its Local Plan.

Use of indicators [paragraphs 23-25]

21.Local authorities should present a range of indicators to allow members and other
interested parties to understand the total exposure from borrowing and
investment decisions. The indicators should cover both the local authority’s
current position and the expected position assuming all planned investments for
the following year are completed. The indicators do not need to take account of
Treasury Management investments unless these are expected to be held for
more than 12 months.

22.The Guidance requires local authorities to develop quantitative indicators that
allow Councillors and the public to assess a local authority’s total risk exposure
as a result of its investment decisions. We recommend that, the indicators in the
table below are used. Where local authorities have a different risk appetite or
different expectation of returns depending on the contribution(s) each type of
investment makes, they should consider presenting the indicators, classified by
type of contribution or risk appetite.



Debt to net service
expenditure (NSE) ratio

Gross debt as a percentage of net service
expenditure, where net service expenditure is a
proxy for the size and financial strength of a
local authority.

Commercial income to
NSE ratio

Dependence on non-fees and charges income to
deliver core services. Fees and charges should
be netted off gross service expenditure to
calculate NSE.

Investment cover ratio

The total net income from property investments,
compared to the interest expense.

Loan to value ratio

The amount of debt compared to the total asset
value.

Target income returns

Net revenue income compared to equity. This is
a measure of achievement of the portfolio of
properties.

Benchmarking of returns

As a measure against other investments and
against other council’s property portfolios.

Gross and net income

The income received from the investment
portfolio at a gross level and net level (less
costs) over time.

Operating costs

The trend in operating costs of the non-financial
investment portfolio over time, as the portfolio
of non-financial investments expands.

Vacancy levels and
Tenant exposures for non-
financial investments

Monitoring vacancy levels (voids) ensure the
property portfolio is being managed (including
marketing and tenant relations) to ensure the
portfolio is productive as possible.

23.Where appropriate, local authorities should consider including targets or limits set
by members alongside the outturn. Where there has been a significant change in
year on year performance against any of the indicators presented local
authorities should include an explanation in the Strategy.

24 .Local authorities can choose to present additional indicators in the Strategy
should they believe that it would enhance understandability and transparency to

do so.

Security, liquidity and vield [paragraphs 26-29]

25.For treasury management and other financial investments local authorities should
continue to prioritise SECURITY, LIQUIDITY and YIELD in that order of

importance.




26. Whilst consideration of security and liquidity is important for loans and non-
financial investments, the relative balance between objectives may be different
depending on the nature and objectives in making a specific investment.

Security and liquidity

Loans [paragraphs 33 — 34, 40]

27.Loans to joint ventures, local SMEs or third sector bodies, and wholly owned
companies fall within the scope of the Guidance. When considering security and
liquidity of loans local authorities should set limits for their total exposure and
apply the expected loss model in line with the requirements of IFRS 9 Financial
Instruments.

Non-financial investments [paragraphs 37-40, 43]

28.Where a local authority has a non-financial investment, it will have an asset that
can be realised to recoup the sums invested. Therefore, the Guidance requires
local authorities to consider security by reference to the value of the asset relative
to purchase price and to set out the plans to recoup the investment if realising the
asset would not recoup the sums invested. In the period immediately after
purchase, it is normal for the directly attributable costs of purchasing an non-
financial investment to be greater than the realisable value of the asset. In this
scenario, all the Strategy needs to disclose is how long the local authority
expects it to take for the increase in asset values to provide security for the sums
invested and the assumptions underpinning that expectation.

29.Non-financial investments are by their nature illiquid. However, this does not
mean that the local authority does not need to plan for realising a part of its non-
financial investment portfolio, for example to repay debt. The liquidity of the non-
financial investment portfolio should be considered over the repayment period of
any debt taken out to acquire assets, which could be very long term. Given
current trends such as the scale and pace of technology driven change, there is
no guarantee that non-financial investments will continue to deliver value over
their lifetime. To manage this risk, local authorities need to have plans to realise
the capital tied up in non-financial investments if required. In addition, the
Strategy should consider the trade-offs between accepting capital loss and
refinancing debt incurring additional debt servicing costs by doing so, if
appropriate.

Proportionality [paragraphs 44-45]

30.Local authorities need to consider the long term sustainability risk implicit in
becoming too dependent on commercial income or in taking out too much debt
relative to net service expenditure.



31.In addition, whilst under statute, local authority debt is secured on the revenues
of that authority, in practice, there is no realistic prospect of the revenues of any
local authority being sufficient to pay back debt equating to many multiples of the
sum of NNDR and Council Tax Income, without a pervasive and long term impact
on service delivery. Itis unclear whether local authorities who have adopted a
debt financed commercial investment strategy have realistic plans to manage
failure. Whilst the Government recognises the importance of local authorities
taking on debt to enhance service provision, irrespective of the source of finance,
it does not believe that it should do the same for commercial investments.

32.For this reason, the Guidance introduces a new requirement that in every local
authority, full council or its nearest equivalent, sets limits that cannot be
exceeded for gross debt compared to net service expenditure, and for
commercial income as a percentage of net service expenditure.

33.If a local authority has exceeded these limits through investments taken out prior
to the introduction of this Guidance, it does not need to dispose of investments
currently held. However, authorities who have exceeded their self-assessed
limits should not enter into any further investments, irrespective of how these are
financed, other than short term investments required for efficient treasury
management.

Borrowing in advance of need [paragraphs 46-47]

34.The Prudential Code, issued by CIPFA has always contained a statement that
local authorities should not borrow more than, or in advance of their needs purely
in order to profit from the investment of the extra sums borrowed. The purpose of
repeating that statement in this Guidance is to make it clear that it extends to
borrowing taken on to finance the acquisition of non-financial as well as financial
investments.

35. Local authorities can still finance the acquisition of financial on non financial
investments from capital receipts generated from the sale of surplus assets.
However, they should not repurpose receipts allocated to the acquisition of
assets that contribute to service delivery to fund the purchase of investments,
solely to avoid the requirements against borrowing in advance of need.

36. If exceptionally a local authority, chooses not to have regard to the provision on
borrowing to fund investment activity the Guidance requires them to explain, in
their Strategy, the rationale for this decision.

37.The purpose of this disclosure is to allow external auditors, tax payers and other
interested parties to understand why the local authority has chosen to disregard



the Guidance, and to hold the authority to account should they believe there is
not sufficient reason for doing so.

Capacity, Skills and Culture [paragraphs 48-50]

38.In the Public Accounts Committee report of 18 November 2016", members raised
concerns that, locally elected members may not always have the background and
expertise to understand the risks associated with the decisions that they are
being asked to make. For this reason the Guidance extends the requirements on
capacity and skills to members and any statutory officers involved in or
responsible for signing off on investment decisions.

39.Members do not necessarily need formal training in understanding investment
risks to satisfy the requirements of the Guidance. Depending on their level of
expertise a presentation setting out the risks and opportunities of an investment
strategy/specific investment in terms a layman would understand, may be
sufficient to meet the new requirements.

40.The Government is aware that many local authorities have brought in outside
expertise to identify and negotiate investment opportunities. Whilst this can be
an effective method of risk management, it is important that those negotiating
deals understand that they are not operating in a purely commercial environment
and that the prime purpose of a local authority is to deliver statutory services to
local residents. Therefore, the Strategy should comment on how they have been
made aware of this.

! hitps://www.parliament.uk/business/committees/committees-a-z/commons-select/public-accounts-
committee/inquiries/parliament-2015/financial-sustainability-local-authorities-16-17/
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