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SUBJECT: CAPITAL STRATEGY REPORT 2019/20

REPORT BY: CORPORATE DIRECTOR FOR EDUCATION AND CORPORATE
SERVICES

1. PURPOSE OF REPORT

1.1 To submit for consideration prior to its presentation to Council the Capital Strategy report for
2019/20 financial year in accordance with the Prudential Code that was introduced by the
Local Government Act 2003.

1.2 The report cross-references to the report by the Corporate Director of Education and
Corporate Services on Revenue and Capital Budgets [“the budget report”]; and the Treasury
Management Annual Strategy, Capital Finance Prudential Indicators and Minimum Revenue
Provision Policy for 2019/2020, also considered in this meeting.

2. SUMMARY

2.1 The Capital Strategy report is a new requirement for 2019/20 and outlines the principles and
framework at the very high level that shape the Authority’s capital investment proposals. The
principal aim is to deliver an affordable programme of capital programme consistent with the
financial strategy and that contributes to the achievement of the Council’s priorities and
objectives as set out in the Authority’s Corporate Plan; consider associated risks; recognise
financial constraints over the longer term; and represent value for money.

2.2 The Strategy defines at the highest level how the capital programme decision making
identifies the issues and options that influence capital spending, and sets out how the
resources and capital programme will be managed. In addition the Capital Strategy should
comply with the Prudential Code for local authority capital investment introduced through the
Local Government Act 2003. The key objectives of the Code are to ensure that capital
investment plans are affordable, prudent and sustainable.

2.3 The Capital Strategy sets out the framework for capital investment decisions. The strategy for
funding this investment is underpinned by the Prudential Code for Local Authority investment,
which was introduced by The Local Government Act 2003. The Prudential Code has the
following key objectives:

e That capital investment 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 and proper option appraisal are
supported.
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LINKS TO STRATEGY

The report has links to the strategic themes of the Authority, taking into account cross-cutting
issues where relevant. It has specific links to the following documents:

Medium Term Financial Plan

The Capital Strategy is closely linked to the Medium Term Financial Plan (MTFP), primarily
with respect to the affordability of the capital programme.

Treasury Management Strategy

The Treasury Management Strategy links to the Capital Strategy in determining the Authority's
approach to borrowing and investments, including borrowing to fund capital expenditure. The
Treasury Management Strategy is closely related to the Prudential Code and Prudential
Indicators.

The Authority has an integrated Treasury Management Strategy, and has adopted the CIPFA
Code of Practice for Treasury Management in Public Services. The Treasury Management
Strategy deals with borrowing and investment arising as a consequence of all the financial
transactions of the authority, not exclusively those arising from capital spending.

Statement of Accounts

Capital expenditure incurred during the year is reflected in the Balance Sheet of the
Statement of Accounts ensuring stewardship of assets is demonstrated. The accurate
monitoring and recording of capital expenditure ensures that this document is free from
material error. The Statement of Accounts is externally audited at the end of each financial
year to certify that it presents a true and fair view of the financial position of the Authority.

Regulatory Framework of Capital Spend

The Procurement Strategy, along with the Contract Standing Orders and Financial
Regulations, looks at who can be used to supply goods and services to the Authority, and how
these goods and services should best be obtained to secure value for money.

Prudent financial management contributes to the following Well-being Goals within the Well-
being of Future Generations Act (Wales) 2015:-

A prosperous Wales.

A resilient Wales.

A healthier Wales.

A more equal Wales.

A Wales of cohesive communities.

A Wales of vibrant culture and thriving Welsh Language.
A globally responsible Wales.

THE REPORT

Corporate Priorities

Underlying the capital strategy is the recognition that the financial resources available to meet
corporate and departmental priorities are constrained in the current economic climate.
Therefore the Authority must rely more on internal resources and seek ways in which
investment decisions can be no less than self-sustaining or generate positive returns both in
terms of meeting corporate objectives and producing revenue savings.
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The Authority’s corporate priorities and well-being objectives are set out in its Corporate Plan,
which is published on the Council’s website:

https://www.caerphilly.gov.uk/CaerphillyDocs/Council-and-democracy/Corporate Plan 2018-
2023.aspx

Capital Expenditure and Financing

Capital expenditure is defined as costs incurred by the Authority in acquiring new property,
plant and equipment (PPE); or costs incurred by enhancing existing PPE asset base. Capital
expenditure can also be incurred in instances where the asset is owned by a third party but
the Authority has provided the third party with a loan or grant. In such instances the
expenditure is recorded as if incurred directly by the Authority.

In accordance accounting definitions, expenditure can be capitalised when it relates to:

e The acquisition or creation of a new fixed asset- capitalisation will depend on the creation
of rights to future economic benefits controlled by the Authority;

¢ The enhancement of an existing fixed asset- capitalisation will depend on the works
substantially increasing the value of the asset, extending its useful life or increasing its use
in service provision.

The Authority has a de-minimus limit for capital expenditure of £10,000. Capital expenditure
that is below this de-minimus limit, irrespective of meeting the definition set out in paragraph
4.2.2, is charged to a revenue budget.

The Authority’s core capital programme is approved by Council annually as part of the Budget
Report, and is funded from the General Capital Grant and Supported Borrowing Approvals.
Both of these funding streams are confirmed annually by Welsh government as part of the
Local Government Finance Settlement.

The Authority’s three year core capital programme from 2019/20 is summarised below:

poprove | 2080 | 0| o

Budget
£000s £000s £000s £000s
Council Fund 13,652 10,075 9,995 9,995
:sgosg:ﬁ Revenue 55,801 46,972 20,000 10,000
TOTAL 69,453 57,047 29,995 19,995

Table 1: Prudential Indicator: Estimates of Capital Expenditure

Further details of the 2019/20 — 2021/22 core capital programme and the funding of the
programme can be found in the Budget Report.

In addition to the core capital budget that is approved by Full Council, the Authority’s capital
programme is also funded from slippage (previous years unspent capital budget that is carried
forward); external grants and contributions; section 106 funding; and virement of revenue
budgets (revenue contribution to capital outlay {RCCO}).

The Housing Revenue Account (HRA) is a ring-fenced account which ensures that council
housing does not get subsidised, or is itself subsidised, by other local services. HRA capital
expenditure is therefore recorded separately, and includes the renovation of existing council
stock to a Welsh Housing Quality Standard by 2020.
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4.2.9 Governance: the core capital budget is approved annually by Full Council as part of the
revenue budget setting process. All other capital projects / capital works that do not form part
of the core capital programme will require a cabinet report prior to commencement of the
capital scheme. Capital projects / works that require to be funded by prudential borrowing will
need a decision by full Council. The Cabinet report will need to include the following:

A link to Corporate Priorities and how the capital project would seek to fulfil such priorities;
Full option appraisal of the project to demonstrate value for money;

That capital investment plans are affordable, prudent and sustainable;

Where prudential borrowing is considered that treasury management decisions are taken
in accordance with good professional practice;

e That local strategic planning and asset management plans are supported.

4.2.10 All capital expenditure must be financed, either from external sources (government grants and
other contributions); the Authority’s own resources (revenue contribution, reserves and capital
receipts); or debt (borrowing {supported and unsupported}; leasing; and Private Finance
Initiative).

4.2.11 Debt (including leases) is source of finance that is used to fund a capital scheme. However,
debt is repayable over time. The Authority sets aside a Minimum Revenue Provision (MRP)
every year for the repayment of existing debt. MRP forms part of the debt management
budget and is monitored by Corporate Finance. As part of the annual Treasury Management
Strategy, which is approved by Full Council in February (along with the Revenue Budget and
the Capital Programme), a MRP statement is presented as an appendix to the Strategy
annually, and sets out the MRP Policy that is to be adopted by the Authority at the start of the
new financial year. The full MRP statement is set out in Appendix 8 of the Treasury
Management Annual Strategy.

4.2.12 The Authority’'s cumulative outstanding amount of debt finance is measured by the capital
financing requirement (CFR). This increases with new debt-financed capital expenditure and
reduces with MRP and capital receipts used to replace debt. The Authority’s estimated CFR is
set out in Appendix 6 of Treasury Management Annual Strategy.

4.3 Asset management

4.3.1 Asset management is about using assets (property, plant & equipment) to deliver value and
achieve the organisation’s business objectives. To ensure that capital assets continue to be
of long-term use, the Authority has an asset management strategy in place.

4.3.2 The Authority’s asset management strategy can be found on its website:

https://www.caerphilly.gov.uk/My-Council/Strateqies,-plans-and-policies/Corporate-strategies,-
plans-and-policies/Corporate-Asset-Management-Strateqy

4.3.3 As at 31st March 2018 the Authority’s fixed assets (property, plant and equipment) had a net
book value of £1,317m. The net book valuation is an accounting valuation and which does not
translate to market value. Further details can be found in Note 23 to the Authority’s 2017/18
Statement of Accounts:

https://www.caerphilly.gov.uk/CaerphillyDocs/Council-and-democracy/StatementofAccounts-
31-03-18.aspx

4.3.4 Asset disposals: When a capital asset is no longer needed, it may be sold so that the
proceeds, known as capital receipts, can be spent on acquiring new assets; enhancing the
existing asset base; or to repay debt.

4.3.5 Whilst the Authority is intending to dispose of land and building in the future, a change in the
law means that any future sale proceeds will need to take in to affect a drainage assessment.
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https://www.caerphilly.gov.uk/CaerphillyDocs/Council-and-democracy/StatementofAccounts-31-03-18.aspx
https://www.caerphilly.gov.uk/CaerphillyDocs/Council-and-democracy/StatementofAccounts-31-03-18.aspx
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This has arisen as a result of the Welsh Minister for Environment signing off a
Commencement Order that brings Schedule 3 of the Flood and Water Management Act 2010
into force in Wales.

From 7th January 2019, all proposed new developments in Wales must include Sustainable
Drainage Systems (SuDS). These must comply with the Welsh Ministers’ Standards and
signed off by the SuDS Approving Body (SAB). The current voluntary standards will become
mandatory at the same time. SuDS aim to manage rainfall in a way similar to natural
processes, making use of the landscape and natural vegetation to control the flow and volume
of surface water. SuDS can deliver multiple benefits including:

flood risk reduction;

improved water quality;

opportunities for habitat creation;

enhanced biodiversity;

Supporting well-being through bringing people closer to green and blue community
spaces.

Each site could have a different SuDS solution, which depends on the site specifics and
topography. Each scheme would need to be considered by the authority at the planning stage
and for the SuDS to be approved and adopted. Since the SuDS are site specific it is not
possible to forecast a receipt with any degree of accuracy.

Capital receipts: As of 1% April 2018, Welsh Government issued a capitalisation directive that
allows Welsh Authorities to use capital receipts to fund revenue expenditure incurred as a
result of transforming service delivery; cutting back services to generate savings; or investing
in economic growth projects that are designed to reduce revenue costs or pressures over
time. The use of capital receipts to fund such expenditure is permitted until 31 March 2022.

A summary of the Capitalisation Directive issued by the Welsh Government that the Authority
can adopt for the Flexible Use of Capital Receipts is detailed in Appendix 1. At present there
are no plans to utilise the current capital receipts reserve to fund transformation expenditure.

Governance: If in the future the Authority decided to utilise the Capital Receipts Directive to
fund revenue expenditure a Cabinet decision will be required. The cabinet report will need to
demonstrate:

A robust business case with a full option appraisal;

Identification of actual capital receipts received that are uncommitted,;
An analysis of what the capital receipt could have been used for;
Value for money.

Treasury Management

The Chartered Institute of Public Finance & Accountancy defines treasury management as
“The management of the organisation’s borrowing; investments and cash flows; its banking;
money market and capital market transactions; the effective control of the risks associated
with those activities; and the pursuit of optimum performance consistent with those risks”.

Surplus cash is invested until required, while a shortage of cash will be met by borrowing, to
avoid excessive credit balances or overdrafts in the bank current account. Investment
balances tend to be high at the start of the financial year as revenue income is received
before it is spent, but reduce in the long-term as capital expenditure is incurred before being
financed.

Due to decisions taken in the past, the Authority currently has £284.5m nominal debt
outstanding as at 31 March 2018, at an average interest rate of 4.61% and £104.5m nominal
treasury investments at an average rate of 0.75%.


https://gov.wales/topics/environmentcountryside/epq/flooding/drainage/?lang=en
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The Annual Treasury Management Strategy is approved by Full Council every February, and
sets out the Authority’s Borrowing Strategy; Investment Strategy; and respective prudential
indicators.

Investments for Service Purposes

The Authority provides capital grants to local businesses for the purpose of economic
regeneration (Commercial and Industrial Grant- 2018/19 capital budget of £50k). Such grants
are awarded on application and criteria basis. On a separate basis, Community Regeneration
Fund (CRF) capital grants are also awarded to the voluntary sector (2018/19 capital budget of
£99k). The CRF grants are awarded by a grants panel that meets at least three times a year.

Governance: Decisions to award local businesses and the voluntary sector capital grants are
undertaken by the relevant service manager in consultation with the Head of Service. The
Community Regeneration Fund grant applications are assessed by the Community
Regeneration Fund Panel that includes the Cabinet Member for Regeneration. The final
decision to award is undertaken by the Head of Regeneration and Planning. In either case the
award decision is posted on the intranet.

The decision to make a loan or to purchase share capital will be referred to the Head of
Finance, who will in turn make a recommendation to Cabinet and Full Council once an
appraisal exercise has been undertaken. The decision to award will need to be funded from
the capital programme and will be subject to a robust business case in the first instance.

Commercial Activities

A number of local authorities in England are investing in commercial property, either via a
fund manager or direct purchase of property in order to generate enhanced treasury returns
above the rate of inflation. The returns generated from this type of investments are supporting
revenue budgets in an environment when central government revenue support funding is
declining year on year.

At present the Authority does not invest in commercial property either directly (through
property acquisitions) or indirectly (through a fund manager). Due to the uncertainty around
austerity and Brexit, this type of investment is considered to be significantly risky. However,
the Authority would like to keep its options open for future investment in property and other
commercial investments.

In the event of the Authority purchasing a commercial investment, the Authority may seek to
finance the purchase through prudential borrowing. In any such case the Authority will prepare
a detail report for Council that includes a full option appraisal and risk assessment of the
investment. The report will highlight the rationale for the commercial investment.

With financial return being the main objective, the Authority accepts higher risk on commercial
investment than with treasury investments. The principal risk exposures include a decline in
the property market; volatility in the capital value of property; capital being tied up in the
medium/ long-term horizon and active management of properties when purchased directly
rather than purchasing the property through a fund manager. In order that commercial
investments remain proportionate to the size of the authority, these are subject to an overall
maximum investment limit of £20m.

In recognition of the risks stipulated in the above paragraph, the Authority will adopt a policy
whereby 50% of the annual income generated will be ring fenced in an earmarked reserve to
offset in any fall in capital values or capital income; or fund any other associated cost. The
remaining 50% of the annual income generated will be made available to the Authority to
support frontline services and enabling the Authority to achieve a balanced budget. Periodic
reviews will take place at least once a year to review this policy. The Head of Corporate
Finance would recommend changes to the policy, if appropriate, at any time by way of a
report to Cabinet.
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Governance: Treasury management decisions on commercial investments are made in
accordance with the approved Treasury management Strategy. Non treasury investments will
be referred to the Head of Finance and the Corporate Management Team to undertake, with
further referral to Cabinet and Full Council for the final decision. Monitoring of the commercial
investment will be included within the treasury management monitoring reports (or other
Council reports) that are presented to the Policy and Resources Committee.

The Authority will seek expert independent and external advice whenever a commercial
investment opportunity arises prior to investing. Legal advice will also be sought from within
the Authority, and where necessary externally.

Revenue Budget Implications

Although capital expenditure is not charged directly to the revenue budget, interest payable on
loans and MRP repayments are charged to revenue, offset by any investment income
receivable. The net annual charge is known as financing costs; this is compared to the net
revenue stream i.e. the amount funded from Council Tax, business rates and general
government grants.

Further details on the revenue implications of capital expenditure are set in Appendix 6 of the
Treasury Management Annual Strategy, Capital Finance Prudential Indicators and Minimum
Revenue Provision Policy for 2019/2020 report.

Knowledge and Skills

The Council employs professionally qualified and experienced staff in senior positions with
responsibility for making capital expenditure, borrowing and investment decisions.

Where Council staff does not have the knowledge and skills required, use is made of external
advisers and consultants that are specialists in their field. The Authority currently employs
Arlingclose Limited as treasury management advisers. This approach is more cost effective
than employing such staff directly, and ensures that the Authority has access to knowledge
and skills commensurate with its risk appetite.

Training: Key relevant staff will undertake training as and when opportunities arise or
whenever there are changes in regulations. The contract for Treasury Consultancy Services
includes requirements for Member and Officer training to be provided during any year.
Officers will look to schedule treasury management training for Members for autumn 2019.
Further Member training will be undertaken as and when required.

WELL-BEING OF FUTURE GENERATIONS

The establishment of a capital strategy is a key element of effective financial management
and risk management of the Authority’s resources, which assists the achievement of the Well-
being Goals within the Well-being of Future Generations Act (Wales) 2015.

EQUALITIES IMPLICATIONS

An Equality Impact Assessment has been undertaken with respect to 2019/20 borrowing
requirement. A one off budgetary saving of £500k will be generated from the debt
management budget by way of deferring 2019/20 borrowing requirement to 2020/21 financial
year. The budget is held by Corporate Finance and used to service new planned debt.



7. FINANCIAL IMPLICATIONS

7.1 There are no financial implications arising from this report.

8. PERSONNEL IMPLICATIONS

8.1 There are no direct personnel implications arising from this report.

9. CONSULTATIONS

9.1 No external consultation is required for the purposes of the report. However, advice has been
sought from the Authority’s current Treasury Management Adviser.

10. RECOMMENDATIONS

10.1 That the annual Capital Strategy Report be considered and noted by the Policy and
Resources Scrutiny Committee prior to Council approval.

11. REASONS FOR THE RECOMMENDATIONS

11.1 The Annual Capital Strategy report is a requirement of the CIPFA’s Prudential Code (2017
edition).

11.2 The Prudential Code was first introduced through the Local Government Act 2003. 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.

12. STATUTORY POWER

12.1 Local Government Act 1972.

Authors: Nadeem Akhtar — Group Accountant -Treasury Management & Capital

E-mail: Akhtan@caerphilly.gov.uk Tel: 01443 863313
Consultees: Nicole Scammell — Head of Corporate Finance and Section 151 Officer

Stephen Harris - Interim Head of Business Improvement Services & Deputy S151
Officer

Andrew Southcombe — Finance Manager, Corporate Finance

Robert Tranter — Head of Legal Services & Monitoring Officer

Corporate Management Team (CMT)

Clir Barbara Jones- Deputy Leader and Cabinet Member for Finance, Performance
and Governance
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APPENDIX 1

Appendix 1: Flexible Use of Capital Receipts Policy

Legislation

The Local Government Act 2003 (“the Act”), 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...”. and section 24 of the Act states “In its
application to Wales, ...for any reference to the Secretary of State there were substituted a
reference to the Welsh Ministers.”

In December 2017, the Secretary of State announced, the continuation of the capital receipts
flexibility programme for a further three years, to give local authorities in England the continued
freedom to use capital receipts from the sale of their own asset (excluding Right to Buy receipts)
to help fund the revenue costs of transformation projects and release savings. These powers
have been exercised under sections 16(2)(b) and 20 of the Local Government Act 2003 (the Act).
This will cover expenditure incurred from 1* April 2016 up to 31 March 2022, and relates to
expenditure incurred as a result of service transformation that reduces costs and generate
savings.

In Further exercise of Welsh Minister's powers under section 20 of the Act, the continuation of the
capital receipts flexibility programme will also be extended to Welsh local authorities within the
meaning of section 9 of the Act and regulations made under that section (part 3 SlI
2003/3239{W319}).

Application

The direction makes it clear that local authorities cannot borrow to finance the revenue costs of
service reform. Local authorities can only use capital receipts from the disposal of property plant
and equipment assets received in the years in which this flexibility is offered.

Capital receipts generated from the sale of Council houses Right to Buy scheme are excluded.

Welsh Ministers believe that individual authorities and groups of authorities are best placed to
decide which projects will be most effective for their areas. The key criterion to use when deciding
whether expenditure can be funded by the capital receipts flexibility is that it is forecast to
generate ongoing savings or reduce revenue costs or pressures over the longer term to an
authority, or several authorities, and/or to another public body.

The Capitalisation Directive for the Flexible Use of Capital receipts applies from 1* April 2016 to
31° March 2022,

Accountability & Transparency

A disclosure note will be included in the Statement of Accounts in the relevant year detailing the
individual projects that have been funded or part funded through capital receipts flexibility.

As a minimum, the disclosure note should list each project that made use of the capital receipts
flexibility, ensuring that it details the split of up-front funding for each project between capital
receipts and other sources, and that on a project-by-project basis, setting out the expected
savings and/or benefits of investment.

Qualifying Expenditure

Qualifying expenditure is expenditure on any project that is designed to generate ongoing
revenue savings in the delivery of public services and/or transform service delivery in a way that
reduces costs or demand for services in future years for the Authority or any of the delivery
partners. This includes investment which supports economic growth projects which are also
designed to reduce revenue costs or pressures over the longer term.



e The set up and implementation costs of any new processes or arrangements can be classified as
gualifying expenditure. The ongoing revenue costs of the new processes or arrangements cannot
be classified as qualifying expenditure.

Examples of Qualifying Expenditure

o There are a wide range of projects that could generate qualifying expenditure and the list below is
not prescriptive. Examples of projects include:

o Preparatory work necessary to support local authority mergers as part of the programme
to reform local government in Wales;

e Sharing back-office and administrative services with one or more other council or public
sector body;

¢ Investment in service reform feasibility work, e.g. setting up pilot schemes;

e Collaboration between local authorities and central government to free up land for
economic use;

e Funding the cost of service reconfiguration, restructuring or rationalisation (staff or non-
staff), where this leads to ongoing efficiency savings or service transformation;

e Sharing Chief Executives, management teams or staffing structures;

e Driving a digital approach to the delivery of more efficient public services and how the
public interacts with constituent authorities where possible;

e Aggregating procurement on common goods and services where possible, either as part
of local arrangements or using the National Procurement Service, Crown Commercial
Services or other central purchasing bodies which operate in accordance with the Wales
Procurement Policy Statement;

¢ Improving systems and processes to tackle fraud and corruption in line with the Local
Government Fraud and Corruption Strategy — this could include an element of staff
training;

e Setting up alternative delivery models to deliver services more efficiently and bring in
revenue (for example, through selling services to others); and

e Integrating public facing services across two or more public sector bodies (for example
children’s social care, trading standards) to generate savings or to transform service
delivery.

e Investment which supports economic growth projects which are also designed to reduce
revenue costs or pressures over the longer term, across one or more local authorities
and/or other public sector bodies.



