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Changes to the Capital Finance System
Response by London Councils


2 Securitisation
London Councils strongly supports the Government’s enthusiasm to provide a mechanism for securitisation, as we have called for on a number of occasions. 
Raising any form of credit for investment requires a projection of future income with which to make repayments.  At present, if the credit is raised by a local authority, the authority’s revenue budgets bear the risk for the income falling short of projections.  

Securitisation would enable authorities to transfer this risk to a partner at a premium, which could allow projects to go ahead for which effectively underwriting the credit arrangement with their own revenue budgets would be unacceptable.  (For some projects, the current burden of risk on the local authority is appropriate, but this flexibility may facilitate greater investment using alternative financial arrangements.)
However, local authorities are very unlikely to make use of this mechanism unless they can be certain that it is lawful to do so – taking into account all clauses of Section 13 of Local Government Act 2003 - particularly following the experience of the legal challenges to London Authorities Mutual Limited (LAML) and the consequent rulings.  We are concerned that the Government admits to uncertainty on this issue.
We also have concerns that little thought appears to have gone into the delimitation of the future revenue streams, particularly in relation to incidental costs.  This is especially important with the approach the Government are proposing: the sale of the income stream rather than granting a security over it.  

To sell an asset, including an income stream, the seller must establish ownership of it, ensure that sales tax laws are complied with etc.  These could add to the premium associated with transferring risk.  There are also collection costs associated with some income streams and it is not clear whether these would necessarily be incurred by the buyer in the case of a sale.  There may also be issues around the termination of the rights to an income stream, either as part of the contract of sale or by subsequent agreement between the parties.

Once the income stream has been clearly delimited, the position of other creditors must be considered.  Under present circumstances, loans from them are charged indifferently on all the revenues of the authority.  However, under the proposed mechanism, the revenue stream which has been sold would be excluded from this consideration.  It needs to be clear both to the purchaser of the revenue stream and to other creditors that these other creditors do not have a claim on this stream.  Again, this needs to be a clear legal position. (Under current circumstances there would be a concern that this could conflict with the duty to ensure that all securities created by a local authority shall rank equally without any priority.) 
The clarity of the legal framework around such transactions appears likely to be important in ensuring local authorities are considered a good credit risk.  (Applying "but for" and “additionality” principles to the use of this mechanism may also help an authority retain its perceived creditworthiness, as the revenues to which other creditors have access would not then be reduced by the use of the mechanism.) 
This change to regulations is being proposed at a time when at least three major new revenue streams are or soon will be accruing to local authorities: authorities are already in receipt of New Homes Bonus for every additional home built and they will soon be retaining rents from their HRA stock and a share of their business rates.  The consultation does not consider the implications of selling these streams, for example vis-a-vis retaining borrowing against them and facing a potential shortfall.  In particular, changes in government policy relating to these could impact on their value over time.  For example, the Local Government Resource Review considers Tax Increment Financing as borrowing against retained business rates.  This would operate differently according to whether the business rates relating to the TIF project are retained by the local authority or sold to a developer or other third party.  Similarly, housing bodies such as TMOs may be interested in buying rental streams as part of a financing deal to maintain/improve a housing estate.
Finally, one limitation with the proposal for the sale of the revenue stream to generate a capital receipt is that this would not be available for use in an invest-to-save revenue scheme (although this limitation may be sidestepped if an authority is able to correspondingly reduce CERA).

We would like to see evidence that the Government has considered all of these matters and their interplay with the regulations, but we are pleased that they are taking this necessary step towards introducing a useful financing tool.
3 Investments in bonds
London Councils welcomes this proposal as providing additional flexibility for local authorities over their investment strategies.
4 Code of practice on accounting
London Councils is content with this proposal.
5 Best value accounting code
London Councils is content with this proposal.
6 Minimum revenue provision guidance
London Councils welcomes this proposal, to avoid an unnecessary strain on local authorities resulting from HRA reform.
However, we believe that the prudential system already ensures that borrowing is affordable and can be repaid, often on different terms from the simple percentage required by MRP and therefore any requirement for MRP is unnecessary.  It is a particular handicap when there is a delay before a project generates an income stream, e.g. office consolidation.  (It is sometimes presented as a charge for depreciation, but this is inaccurate – depreciation applies to all assets, whether funded from borrowing or not, whereas MRP only applies to debt.)  

London Councils therefore calls for MRP to be replaced with a requirement to make provision for major repairs of all assets and their eventual replacement (so-called “refresh” costs).
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This response sets out the views of London Councils on the proposed changes to the capital finance system.





London Councils represents all 32 London boroughs, the City of London, the Metropolitan Police Authority and the London Fire and Emergency Planning Authority.





We are committed to fighting for more resources for London and getting the best possible deal for London’s 33 councils. We develop policy, lobby government and others, and run a range of services designed to make life better for Londoners.
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