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1. Summary

1.1

1.2

On the 7" November 2018, the report ‘Meeting Housing Need in
Shropshire’ was presented to Cabinet, with the three
recommendations listed below approved.

1) Develop a viable outline business case to address
Shropshire’s unmet housing and development needs.

2) Develop detailed proposals and options for appropriate
arrangements to deliver the outline business case: either
delivery of housing by the Council itself or: to form a company
to undertake this work.

3) Present a report to the 13" December 2018 meeting of Full
Council for decisions to implement the outline business case.

In response, this report and outline business case (with
supporting legal advice) has been produced. It seeks ‘in principle
decisions’ to set up a Council wholly owned Local Housing
Company and provides background information to support
recommendations. This is intended to confirm the specialist legal
and commercial advice received and ensure that Members are
supportive of proposals at this stage before more detailed work is
progressed.
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1.3

1.4

15

1.6

1.7

1.8

1.9

The primary purpose of such a company would be use Council
owned land, and acquire land and property, to develop housing
and wider redevelopment in areas where we see unmet need or
to address local pressures. For example, this may be in the form
of developments for sale, affordable rent, shared ownership,
starter homes, later living or key worker housing.

New development will need to include a portfolio of including both
open market properties for sale and rent. Currently 13% of the
county’s housing stock is classed as affordable / social housing
and 87% private sector housing with approximately 17% privately
rented.

If approved, the intention is to return Cabinet and Council with
more detailed fully costed proposals, a full business case and
business plan. It is at that stage final approval to setup and
register a company will be sought.

The report outlines the background aspects of unmet housing and
development. Detailed analysis of the existing housing stock,
recent new builds, housing demand and the unmet need will form
part of the full business case. A further Council objective, in
addition to addressing unmet housing need, is to provide an
opportunity to generate a financial return.

The legal advice from Trowers and Hamlins (Appendix B p.2
para.2.4), confirms that, should we wish to operate for a
commercial return for open market rents and sales, a company
structure is required. It is important to allow this flexibility, so we
can create a mixed portfolio of development also allowing profit to
be made in some cases and investment to made where
development would otherwise be unviable.

As the market is not delivering the homes we need, the remaining
main option is for the Council is to set-up a company itself to
address this need and work in partnership where possible, to
encourage the market to do the same. Subsequently, this report
recommends and focuses on setting up a Council wholly owned
local housing company. It is important to recognise that
Registered Housing Providers (Housing Associations) are also
developing mixed tenure housing, however this is not countywide
and not at a scale to meet future demand.

The Council owns allocated and unallocated land (within the Local

Plan) primarily in the north and centrally. Development in the
south of the County is likely to require acquisitions.
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1.10

111

1.12

1.13

1.14

1.15

To demonstrate the viability of this proposal at a higher-level, the
Outline Business Case is in accordance with the HM Treasury
Green Book Five Case model and it reviews the Strategic,
Economic, Commercial, Financial and Management case for the
preferred model. At this stage it is based upon 3 potential sites to
demonstrate the model in principle. The intention is for the
Company to begin with, to develop some proof of concept sites.
The Final Business Case will address more detailed issues
including borrowing costs, start-up capital, organisational capacity
etc.

An initial analysis has identified Council owned land suitable for the
development of circa 700 dwellings across 9 sites within the first 5
years and 1,300 plus dwellings across 12 sites from year 5
onwards. Further work on other potential development sites and
the Councils Asset Management Strategy is ongoing.

This would include open market housing owned and managed by
the Company and affordable housing sold / transferred at a fair
market rate to the Housing Revenue Account (HRA) managed by
the Council's arm’s length management organisation (ALMO)
STaR Housing, and possibly to local Registered Providers (housing
associations). As the intention is to over-deliver on affordable
housing planning requirements whenever viably possible, the
expectation is the Company will develop some sites jointly with
other providers.

The full business case will also be based upon detailed
assumptions on housing numbers, percentage of affordable
housing, number of properties retained for open market rent, and
numbers of sales. The financial modelling will also take into
consideration land values, construction costs, potential rents and
house sales. Strategic aims, revenue forecasts, savings, cashflow
and portfolio growth estimations will all be used to assess how best
to viably meet the County’s needs. Savings opportunities to Council
departments such as Adult Social Care and Children’s Services
budgets will be a major factor for consideration.

It is essential that strong cross-party political working shapes the
establishment and operation of the Company. Feedback from
member briefings has already informed proposals, and a
Performance Management Scrutiny Committee Rapid Action Task
and Finish Group for pre-decision scrutiny is being planned, which
will inform the final report.

The remainder of the report contains recommendations and
information to inform and support decisions.
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2. Recommendations

It is agreed:

e In principle that a Council Wholly Owned Local Housing
Company be formed.

e The outline governance and constitutional arrangements for
the Company detailed below are agreed.

e Afull business case, business plan, financing and governance
arrangements be developed by the Executive Director of
Place in consultation with the Portfolio Holder for Planning &
Housing Development; and be brought back for final approval.

REPORT

3. Background

3.1

3.2

3.3

3.4

3.5

Legal advice from Trowers & Hamlins has confirmed Local
Authority Powers automatically enable provision of housing where
there is a statutory duty or for emergency housing. However,
where trade is undertaken for a commercial purpose, then a
company structure is required.

As potential affordable housing grant funding and HRA borrowing
alone are not a viable option to meet Shropshire’s unmet housing
and development needs, a new company is legally required and
proposed, which can operate commercially to support future
development and assist the Authority to be more financially self-
sufficient.

Subsequently, the following report, outline business case
(appendix A) and legal advice (appendix B) detail proposals to
establish in principle a Council wholly owned Local Housing
Company.

The Company’s role will be to acquire, develop and manage
homes, utilising a proactive asset and land management
approach to maximise opportunities. It will help address specific
local housing supply and market deficiencies and generate
income to assist the Council to be more financially self-sufficient
and help fund wider goals and ambitions.

The Company will also seek to address and enable broader
public-sector savings; encourage economic growth, employment
and skills development; promote innovation and development in
housing related technologies and practices; and become a leader
in improving and redefining UK housing provision.
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3.6

3.7

3.8

3.9

3.10

3.11

3.12

Property development will be both market and affordable housing,
with accompanying place shaping, regeneration and community
infrastructure projects. Working with private sector partners and
Private Registered Providers (housing associations); the
Company’s proposal is to support objectives outlined in the
Council’'s Corporate Strategy, Commercial Strategy and those to
be approved in the upcoming Housing Strategy. It is expected that
the Council’'s Arm’s Length Management Organisation (ALMO)
‘STaR Housing’ (managing the Council’'s homes within the HRA)
and other Registered Providers in the county could manage the
affordable homes built and subsequently also qualify to apply for
Homes England grant funding.

Whilst addressing where possible demographic pressures in both
the open market and affordable housing sectors; the Company’s
full business plan will complement any outcomes from the
‘Council Housing Stock Options Review’ to assist in increasing the
amount and quality of affordable housing in the County. There is
a separate stream of work underway exploring the availability of
mortgages for shared ownership housing. This may result in a
further report to Cabinet / Council.

This will include delivering housing to support and empower
independence. For example; younger and older people, disabled
people, wheelchair users, people with a learning disability, people
with a mental health condition, and people with an impairment.

All carried out and in conjunction with other existing housing
programmes, such as the Council's award winning BuyZ2Live
scheme.

A decision on a Company name and branding will be delegated
to the Executive Director of Place in consultation with the Portfolio
Holder for Planning & Housing Development.

Subject to viability tests, it is suggested the Company will, to begin
with, be financed by the Council through a combination of 40%
equity funding and 60% loan arrangements; in strict compliance
with State Aid rules as detailed below. The full business case will
confirm the amounts required and this in turn will inform Council
procedures needed for evaluating this level of investment against
the Council’s Capital and Investment Strategy.

The fundamental principle of the financial modelling is to ensure
that over the lifetime of the business plan, there is no cost to the
Council, the Company provides a good income stream, and
enables major savings to be made to Shropshire Council and
other public-sector budgets.
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3.13

3.14

3.15

3.16

3.17

3.18

Income is expected to be achieved in multiple ways, for example
through possible future dividends from the Company, capital
growth in the value of the property portfolio, a premium for
on-lending from the General Fund, increased Council Tax base
and New Homes Bonus (for as long as it is available). Assessing
the implications for the removal of the so called ‘borrowing cap’
for social housing will form part of this work.

It is also anticipated that several Service Level Agreements /
Contracts with Council Departments and the Council's ALMO
STaR Housing, will be required. Property development will also
provide many other opportunities for additional income streams
as described below.

Councils traditionally have developed housing (primarily) directly
funded by Government borrowing, held by law within the Housing
Revenue Account (HRA). Subsequently they are legally required
to let homes on Secure tenancies at Social and Affordable Rent
levels and bound by public procurement regulations.

Council house building had largely ceased from the 1980s until
recently. During this period, Private Registered Providers
(housing associations) became the main developers of social
housing and evolved to increasingly operate commercially.

Although HRA Reform in 2011 introduced self-financing
principles, enabling long-term asset management and capital
strategy planning over 30 years, many of the constraints and
concerns remain. Examples include Right to Buy and central
government control over rent levels and tenancy types. The
recent removal of the HRA borrowing cap, will however provide
an opportunity to fund part of the planned additional affordable
housing, through joint development. Early financially modelling
suggests that with Homes England funding this could be as many
as 1,000 new affordable homes.

Many councils wishing to have greater place shaping control and
in response to financial pressures, have in recent years sought
an alternative solution by creating Local Housing Companies. In
effect to attempt to take the best operational elements from the
private and public sectors and integrate them. It is currently
estimated that over half of all local authorities have either set up
or are in the process of creating their own Local Housing
Company.
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3.19

3.20

3.21

3.22

3.23

3.24

3.25

3.26

A full business case will develop the strategic case to establish
the Company. In essence, our intent is to address market failure
and increase the availability of affordable rented and for-sale
housing and to develop housing types that the private sector
developers are not building. Underpinning this is the need for a
robust commercial and financial case to ensure that this helps
improve the financial sustainability of the Council.

The Shropshire Strategic Housing Market Assessment (2014) set
out a range of pressures and challenges. Within Shropshire the
ratio of house price to average income is 8.39 and only 50% of
the population can afford private rental values.

The Council’s current social housing waiting list is 5,300 and the
average waiting time for a 3-bed social rented house for those
successful is 13 months.

The Local Plan Review of 2017 identified the need to build 28,750
new homes by 2036. Whilst in 2017/18 1,876 new homes were
built, private sector developers are focussed on profit
maximisation in the 3-5 bed ‘for sale’ market. The evidence is that
the market is not, and will not, build the housing we need to meet
the broad future needs of our communities.

By way of illustration, roughly one third of new household
formation is due to the growth in our older population. By 2030,
Shropshire will comprise of almost 33% people aged over 65.

There is a wealth of research that demonstrates how developing
purpose designed housing promotes longer and more productive
independent living which is better for residents and helps offset
growing pressures in local health and care systems.

Whilst council companies have existed for many years, with
trading powers set out in Section 93 of the Local Government Act
2003, the recent diversification of new companies was prompted
by the General Power of Competence introduced in the Localism
Act 2011.

Whereas councils could previously only trade their existing
activities, this legislation enables a local council to undertake any
commercial activity that an individual or private company can
lawfully undertake, provided this activity is not explicitly ruled out
or constrained for councils by another piece of legislation. This
provides for purely commercial trading in services not provided by
councils before, such as building homes for market sale and rent.
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3.27

3.28

3.29

3.30

3.31

3.32

3.33

There are also wider strategic objectives to support the
establishment of a Local Housing Company.

New homes, property developments, refurbishments, progression
of stalled developments, office conversions, all support economic
growth, with immediate employment and the longer term
associated benefits for local businesses by providing a larger
percentage of workers to live in the county.

Investment in new homes has a multiplier effect in the local
economy, with residents working in local businesses and
spending in local shops and on local services. It also provides an
opportunity to adopt key worker policies to encourage key
workers in health, education, social care and other public services
to remain or move to the County.

A commercial company can respond quickly and directly to
demographic trends from an increasing population and an
ongoing long-term shift towards smaller households.

Development can target where the market is under-performing or
failing to provide sufficient housing supply to meet demand. The
local context is evidenced from the sub-regional Strategic
Housing Market Assessment which summarises projected levels
of housing need and demand, including the required mix between
property sizes, bedroom numbers, tenure types and rent levels
versus incomes.

Overall, the establishment of a Local Housing Company presents
an opportunity to support wider Council goals and aims, whilst in
the process, to become more financially self-sufficient.

This assessment is informed by the original scoping work carried
out, research from other Local Housing Companies, and
specialist advice from Savills and Trowers & Hamlins.

4. Financial Implications

4.1
41.1

4.1.2

Finance

The outline business case (appendix A) is (as will be the full
business case) predicated on the Company to begin with, being
fully financed through the Council’s General Fund (subject to the
Council's Treasury Strategy and Prudential Indicators).

The Council can access funding from various sources including
the Public Works Loan Board (PWLB) through the UK Debt
Management Office. The Council is then able to on-lend capital
funding to the Company.
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4.1.3

4.1.4

4.1.5

4.1.6

4.1.7

4.2

4.3

4.4

4.5

The full financial implications for the Council’s General Fund and
required investment will be considered more fully once the full
business case has been developed.

Early indicative financial modelling for the Company has been
carried out by specialist consultants Savills. For illustration and
simplicity this has been based upon delivery across three
developments, totalling 160 properties. It should be noted that the
outline business case currently considers the direct return from
developing properties and does not highlight potential overheads
arising from running a Company. These will be examined in more
detail in the full business case, where informed projections of
gross and net returns will be considered.

A full business case to inform the business plan will be completed
and carried out in conjunction with a review of the Council’s land
and property assets with the assistance of Savills.

Projections of potential savings to other Council budgets will be
intrinsic in business planning.

Company funding is in two parts. The first part is in the form of
equity for shares in the Company. The second and larger portion,
as an interest payable loan from the Council.

It is not possible to finance the Company completely through a
loan as HMRC may challenge it to be a non-commercial
arrangement and a way to charge unnecessary excessive interest
payments to avoid a tax liability.

Taxation
The tax and VAT implications will be assessed by qualified
specialist consultants.

Corporation tax
Corporation taxation will be calculated in line with current
Government Taxation Policy on revenue surpluses and sales.

VAT
The new Company will register for VAT.

Stamp Duty Land Tax (SDLT)

As the Council is a local authority, group relief should be available
on the purchase of land from the Council. This means that no
SDLT should be chargeable from Council owned land. Due
diligence will be undertaken to ensure that the conditions for
SDLT group relief applies.
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4.6

4.7
4.7.1

4.7.2

Equity & Loan Arrangements

The business plan will confirm agreed borrowing arrangements
and amounts. It is expected this will be a split between 40% equity
and 60% loan.

Financial Impact on the General Fund
The General Fund will primarily potentially receive six different
types of income from the Company.

). Loan Interest

The Council will finance the Company with an appropriate rate
determined. The rate will need to be commercial to ensure State
Aid provisions are not triggered, but also not excessive.

II). Capital Growth
From the Property Portfolio.

[I1). Dividends
The Company’s profits may be made available for distribution to
the Council as the sole shareholder.

IV). Increased Council Tax base.
V). New Homes Bonus.

VI). Other.

Potential income generating opportunities from provision of
products and services. Examples include, lettings and estate
agency; home improvement and property maintenance; energy
and microgrids; construction; technology; insurance; and financial
services, such as equity loans / mortgages.

The Council is currently researching and assessing these
business opportunities and on how best to maximise receipt from
s106 and Community Infrastructure Levy (CIL) funds, for the
benefit of local communities.

5. Risk Assessment and Opportunities Appraisal

5.1

5.2

The key risk associated with the establishment of a Local Housing
Company is the significant on-loan funding from the General
Fund. However, this is expected to be fully mitigated with detailed
financial modelling and business planning.

The Company is being set up to ensure there is no overall cost to

the Council, and will generate profits and savings as outlined
above.
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5.3

5.4

A full risk assessment appraisal is being carried out as part of the
business case and business planning.

Our proposal is to develop the outline business case into a full
business case. This will again be to HM Treasury Green Book
Standards and will outline our strategic, commercial, financial,
economic and management cases for the establishment of a
company.

6. Additional Information

6.1.1

6.1.2

6.1.3

6.2
6.2.1

Advice & Consultation

The Council has sought advice from property specialists Savills
and law firm Trowers & Hamlins. Both organisations have detailed
knowledge and experience of Shropshire. They are currently
assisting with the ‘Council Housing Stock Options Review’ and
have advised many other councils on the formation and
management of Local Housing Companies. Officers have also
researched, met and spoken to other councils who have already
established or are setting up their own companies.

Within their recommendations, Trowers & Hamlins have advised,
Members will need to evidence that they have taken reasonable
steps to discharge their fiduciary duty when considering:

). Whether the business case for the Local Housing Company is
viable.

I1). The risks and rewards of investing / lending.

ll1). The wider (possibly alternative) interests of local tax payers
(e.g. what else could the money have been spent on / the risk it
will have to increase council tax).

To support and evidence this, an outline business case (appendix
A) has been developed and a full business case and business
plan (again assisted by Savills and Trowers & Hamlins) will be
written and brought back to inform the final decision on whether
to establish a company.

Company structure and Governance Arrangements

Trowers & Hamlins have advised that a company limited by
shares (CLS) is the most appropriate vehicle for the Housing
Company for the following reasons.
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6.2.2

6.2.3

6.2.4

6.2.5

6.3
6.3.1

6.3.2

). A CLS is the most common corporate vehicle used in England
for profit distributing bodies and is a very tried and tested model.

II). The CLS model is a typical form of commercial vehicle
established with a view to making a profit.

[I1). The ability for the Council to invest in the company by way of
share equity as well as loan debt.

The Company will be set up in accordance with the Companies
Act 2006, including the appointment to the Board of the Company.
The Memorandum and Articles of Association and any other
documentation required will be written under professional
advisement from Savills and Trowers & Hamlins. The Council will
hold 100% of the shares in the Company and have full ownership.
This provides the Council with full control.

The Council and Company will ensure that appropriate
governance arrangements (with further detailed advice from
Trowers and Hamlins) are put in place to enable the Council, as
the sole shareholder to set and oversee the strategic direction of
the Company whilst allowing the Directors of the Company
discretion to carry out the operational management effectively,
efficiently and with clear targets and milestones.

This will require a clear decision-making framework to ensure the
Council as sole shareholder makes the appropriate decisions
reserved for them; and give sufficient authority to the Directors to
make decisions in relation to the day to day activities of the
Company.

Governance arrangements must ensure accountability whilst not
hindering operational activity.

Proposed Governance Structure

To provide the strategic direction and oversight of the Company,
a 9 person politically balanced Shareholder Committee of
Members will be established including Chair and Vice Chair roles.

The second tier of governance will cover the day to day
operational matters of the Company and be the responsibility of
the Company’s Directors. It is proposed that the Executive
Director of Place, Executive Director of Adult Services & Housing,
Head of Business Enterprise & Commercial Services, and
Housing Development Manager are appointed as Directors, with
one chosen as the Managing Director of the Company. In
addition, to ensure good governance, 2 independent
Non-Executive Directors be recruited to bring wider experience to
the board. A total of 6 Directors.
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6.3.3

6.3.4

6.3.5

6.3.6

6.4

Directors of the Company will be subject to the provisions of the
Companies Act 2006 regarding duties and obligations of
Directors. Any actions against the Company will stay with the
Company and there would be no recourse to the Council or
individual directors, save in certain defined cases for example,
fraudulent or wrongful trading. Additionally, the Directors will be
indemnified by the Company for personal liability except in the
cases of unlawful actions or fraudulent or wrongful trading.

The establishment of a Shareholders Agreement between the
shareholders and the Housing Company, will set out the
parameters the Company must operate within and ultimately
provide the Council with control over the Company.

This structure avoids any potential conflict of interest for Members
between their role as an elected Member of the Council and the
day to day operational management of the Company. However,
Members still control the Company at a strategic level with
Officers tasked with managing the Company within an agreed
framework and through delegated authority. Wider governance
structures required within the Council will be considered with
proposals, diagrams and responsibilities detailed within the final
report to Full Council.

In addition to the Directors, the Company will need to be
appropriately staffed as it grows. It is anticipated that where
advantageous, some support services will be contracted out.
Where provided by Council staff (and re-charged to the
Company), it will need to be evidenced that all costs of utilising
Council staff are recovered and that there is no actual or hidden
subsidy to avoid challenge that the Council is providing State Aid.

Documentation Required

The following documentation will be required to complete the
establishment of the Company and governance arrangements. All
will be produced with the advice of Savills and Trowers & Hamlins.

). Memorandum of Association and Articles, the governing
document for the Company.

II). Shareholder Agreement, to regulate how the Company is to
be governed.

[I1). Shareholder Committee Terms of Reference.
IV). Updated Constitution.

V). A dynamic business plan.
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6.5
6.5.1

6.5.2

6.6

6.7

6.8

6.9
6.9.1

VI). Loan Agreements, setting out the details of the funding
arrangements between the Council and the Housing Company
and how they are drawn down.

VII). Individual site development business cases.
VIII). Operational policies.

Development Identification & Assessment

The Council is carrying out a series of extensive reviews of
Council owned land and assets, along with potential opportunities
from within The One Public Estate Programme.

The identification and selection of early developments is being
carried out with the advice of Savills and Trowers & Hamlins. The
intention is to prioritise and begin with a small number of
developments.

Site Acquisitions & Disposals

Careful consideration will need to be given to the transfer of any
land held by the Council to the Company. In particular, the
requirements of s123 of the Local Government Act 1972 (in
relation to land held in the Council's General Fund) and s32/43 of
the Housing Act 1985 (in relation to land held in the Council's
HRA) will need to be met. As above site-specific advice will be
taken for each development assessment.

Property Management

The Company will need to provide housing management and
property maintenance services to its portfolio. To begin, it is
expected that the Company will utilise the services of the
Council's Housing Department, Property Services Group (PSG)
and ALMO STaR Housing, with all costs re-charged and
transparent. Specialist external support will be used as
necessary.

Procurement

The Company will not be subject to the Public Contracts
Regulations 2015, as it will be set up as a commercial company
with operational independence as described above.

State Aid Compliance

If the Council is acting in a way that a private lender and / or
investor would not act in similar circumstances in a market
economy, for example by providing a loan on uncommercial terms
and at an uncommercial interest rate, and / or was making an
equity investment on the terms and for the return which a private
investor would not do, then such activity could constitute unlawful
State Aid within the meaning of Article 107 of the Treaty on
Function of European Union (TFEU.)
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7.

6.9.2

6.9.3

6.9.4

As such, when the Council establishes the detailed loan
arrangements with the Company it will need to ensure that an
analysis of the relevant risk in relation to the loan is undertaken
and confirm that the interest rate applied is consistent with that
which a private lender would require in the same circumstances
and that the non-financial element of the loan complies with the
terms and conditions which a private lender is likely to require, so
not to constitute unlawful State Aid.

State Aid will need to be continually kept under review to ensure
that the support from the Council is able to continue to be
provided throughout the loan period.

It is also important that any services provided by the Council to
the Company are provided at commercial terms, as
uncommercial terms could also constitute unlawful State Aid.

Workshops & Consultation

7.1

7.2

7.3

No formal consultation is required. However, workshops,
meetings and briefings are ongoing with Cabinet and Members.

Strong cross-party political working is considered essential to
development of proposals and future operation of the Company.
A Performance Management Scrutiny Committee Rapid Action
Task and Finish Group has been established to inform the final
report and recommendations.

A full communications strategy will be implemented for
engagement with wider stakeholders, businesses and
communities.

List of Background Papers (This MUST be completed for all reports, but does

not include items containing exempt or confidential information)

Cabinet Member (Portfolio Holder) Clir. Robert Macey

Local Member All

Appendix

(A) Local Housing Company Outline Business Case

(B) Legal Advice
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Introduction

This Outline Business Case (OBC) has been prepared in relation to proposals to
create a Local Housing Company (LHC) to help address Shropshire’s unmet housing
and development needs.

The OBC has been prepared using the principles of HM Treasury Green Book Five
Cases Model. These are that the business case in support of a new policy, new
strategy, new programme or new project must evidence:

e That the intervention is supported by a compelling case for change that
provides holistic fit with other parts of the organisation and public sector — the
“strategic case”;

e That the intervention represents best public value — the “economic case”;

e That the proposed Deal is attractive to the market place, can be procured and
is commercially viable — the “commercial case”;

e That the proposed spend is affordable — the “financial case’;

e That what is required from all parties is achievable — “the management case”.

As a part of the OBC, the options for alternative ways of addressing the needs have
been examined, including the delivery of housing by the Council itself.

1. Strategic case

Shropshire housing market

The Local Plan Review of 2017 identified the need to build 28,750 new homes by
2036. Whilst in 2017/18 1,876 new homes were built, private sector developers are
focussed on profit maximisation in the 3-5 bed ‘for sale’ market. The evidence is that
the market is not, and will not, build the housing needed to meet the broad future needs
of communities.

By way of illustration, roughly one third of new household formation is due to the
growth in older population. By 2030, Shropshire will comprise of almost 33% people
aged over 65. There is a wealth of research that demonstrates how developing
purpose designed housing promotes longer and more productive independent living
which is better for residents and helps offset growing pressures in local health and
care systems.

Local Authority led property development can target where the market is
under-performing or failing to provide sufficient housing supply to meet demand. The
local context can be evidenced from the sub-regional Strategic Housing Market
Assessment which summarises projected levels of housing need and demand,
including the required mix between property sizes, bedroom numbers, tenure types
and rent levels versus incomes.
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Research conducted by the Smith Institute carried out in 2017 discovered that in
excess of 150 council owned local housing companies were in existence and that they
expected there to be over 200 by 2020.

As well as helping to meet housing need in Shropshire, Council intervention in the
market is likely to increase overall economic activity, supporting the delivery of
investment in new homes. This has a multiplier effect in the local economy, with
residents working in local businesses and spending in local shops and on local
services. It also provides an opportunity to adopt key worker policies to encourage key
workers in health, education, social care and other public services to remain or move
to the county.

The Council’s primary aim is to address market failure, increase the availability of
affordable rented and for-sale housing and to develop housing types that the private
sector developers are not building.

Fit with other Council objectives and priorities

The quality of housing greatly affects the health and wellbeing of residents. Inadequate
housing can cause many preventable diseases and injuries, including respiratory
diseases such as asthma and bronchitis, nervous system and cardiovascular diseases
and cancer.

Over 25,000 people die each year in the UK because of living in cold temperatures
and much of this is due to living in poorly heated homes. Living in cold homes can
worsen arthritis and increase risk of falls and other accidents through stiffening and
tightening of the joints. It can also have a detrimental impact on mental health.
Overcrowded homes can contribute to mental stress and reduce general wellbeing.
Poor housing is estimated to cost the NHS at least £2.5 billion a year in treating people
with ilinesses directly linked to living in cold, damp and dangerous homes.

As an example, research by colleagues in the Council’s Adult Services reveals that a
Shropshire resident who is over 80 years of age, who lives alone and in a thermally
inefficient house has an 80% chance of being admitted to hospital within the next 12
months.

The link between housing and healthcare costs is now well established, with sizeable
savings achievable in the costs of hospital beds and residential care through the
provision of suitable housing. This would be likely to include delivering housing to
support and empower independence. For example; younger and older people,
disabled people, wheelchair users, people with a learning disability, people with a
mental health condition, and people with an impairment.
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Examples of types of housing which may help to address the needs of Shropshire
include:

» Housing for Health / Social Care Clients - Step-Down Beds
* More Affordable Housing (to buy, rent or shared ownership)
+ Later Living

+ Key Worker Housing in Proximity to Workplace

* Housing to support potential growth in Student Numbers

+ Starter homes

In addition to new housing being brought forward on green, vacant or re-designated
land we recognise the opportunity to redevelop and repurpose abandoned, derelict or
long term vacant properties. For example, this could be a long-term empty former
public house on the high street of a small market town which has the potential for
housing development on the upper floors and commercial or community use on the
ground floor.
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2. Economic case

The likely benefits of the delivery of more housing of the right type to address
Shropshire’s housing and development needs are outlined above.

Having established that the market is not delivering, and that intervention in the market
by the Council in the delivery of new housing is likely to provide benefits, the next
guestion is — what options exist to generate these benefits?

Council delivery without a separate vehicle

The Council commissioned a report from Savills and Trowers & Hamlins, which set
out the key financial and legal issues to consider, to inform the development of a
business case for a new housing company / vehicle. This report examined the financial
and legal issues around the option of delivery by the Council without a separate
vehicle.

From a purely financial point of view a new vehicle would present several other
financial, accounting and commercial benefits, and greater ability to generate a
revenue return for the Council, but also does attract corporation tax on any declared
operational profits. In the case of retaining ownership of properties for rental, then the
use of a separate vehicle would be recommended as it eliminates a number of financial
risks. Such capacities do exist within the Council’'s ALMO (STAR Housing) and could
be secured through a simple management arrangement.

The legal advice from Trowers & Hamlins, considers whether it would be possible to
undertake the activities of development or property investment itself, without the use
of a separate vehicle. This concludes that if the Council relies on Section 1 of the
Localism Act 2011 (“the general power of competence”) to undertake an activity for “a
commercial purpose”, it must do this through a company. Whilst the Council could
seek to undertake development itself using different powers, this approach would carry
a number of legal risks, and be far more burdensome in terms of administration such
that it would hinder its ability to act efficiently in addressing housing market needs.

As a result, based on their understanding of the circumstances of the Council, Savills
have recommended that a separate vehicle is created.

New vehicle options

Options for the ownership, structure and control of a new vehicle range from a simple
wholly owned Council Company through to complex structures involving multiple
vehicles with interlinked ownership and funding arrangements.
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In simple terms, the options for ownership (and control) of a vehicle are:

=  Wholly owned by the Council
= Partly owned by the Council
= No Council ownership

For property investment activity, a wholly owned Company is by far the most common
model being pursued by local authorities, as it allows both control and retention of the
long-term value of the housing. For property development, there can be a stronger
case for third party involvement, either through contractual arrangements or as part
owner in a vehicle. The 2017 research conducted by the Smith Institute revealed that
the vast majority of the circa 150 existing LHC’s are set up as ‘for profit’ organisations.

In the case of a partly owned Company (in practice a joint venture), an element of
control would be ceded to a third party, who would also look to secure a return on its
investment, in line with its risk exposure. Whilst the introduction of third party capital
would involve some spreading of risk, this would lower the return achievable by the
Council. A joint venture option would almost certainly be more complex and costly to
deliver.

Form of vehicle
If the new vehicle is established as a wholly owned vehicle, subject to the legal power
used by the Council, the vehicle could be established as either:

= Company limited by shares (CLS)

=  Company limited by guarantee (CLG)
= Limited liability partnership (LLP)

= Community Benefit Society (CBS)

A decision on the form of the vehicle would need to take account of a number of issues,
such as the costs and complexity of each option, and the future flexibilities they will
provide.

The legal advice to this OBC and concludes that based on the circumstances of the
Council, their recommendation is that the LHC be established as a Company limited
by shares (CLS), as a direct subsidiary of the Council.

A CLS is by far the most common commercial form of Company. It is well known and
recognised in the market, and is the option typically pursued by local authorities. There
is also the advantage that a CLS wholly owned by the Council would be exempt from
Stamp Duty Land Tax (SDLT) on any property transfers between it and the Council.

A CLG is nearly always set up as a not for profit vehicle, and unlike a CLS does not
have the same commercial flexibility, i.e. it is not a Company that can be sold through
its shares and without property transfer complications.
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Unlike a Company which is a separate tax paying entity, an LLP is “tax transparent”,
meaning that the tax treatment of the LLP follows the tax treatment of its members.
This would have the advantage of preserving the Council’s favourable tax position for
any commercial activity undertaken by the LLP, with a result that (unlike a Company)
there would be no corporation tax liability on any of the LLP’s profits.

However, an LLP must also be established with at least two members - meaning an
LLP cannot be a wholly owned vehicle. There a number of potential legal obstacles to
the Council setting up an LLP, not limited to the fact that the Council would be unable
to use an LLP if it were acting in accordance with its General Power of Competence
for a commercial purpose.

A CBS could be used and is a corporate vehicle for the purposes of satisfying the
restrictions attached to using the General Power of Competence. However, a CBS is
a vehicle that must be established for the community benefit and is restricted in respect
of profit distribution and therefore is unlikely to be suitable for the Council's objectives
at this stage.
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3. Commercial case

There are a number of legal considerations in the business case for a new vehicle. A
high-level summary is set out below and should be read in conjunction with Trowers
& Hamlins' detailed legal report.

Establishing a local housing company

The Council has the ability to establish a Local Housing Company to both develop new
housing on land acquired or owned by the Council, for sale or rent. The Council may
utilise Section 1 of the Localism Act 2011 to do so - using the "General Power of
Competence”. If the Council is using this power for a commercial purpose, then it can
only exercise this power using a company - but it is not precluded from using one
otherwise.

Development

Once the vehicle had been established, the Council would need to consider its powers
in relation to disposing of land to the vehicle, whether this is General Fund or Housing
Revenue Account. The Council would also need to consider how it can fund the vehicle
to undertake development, which is likely to be by way of on-lending funds.

It should be noted that the Council has powers to undertake development itself, for
example it may rely on Section 2 of the Local Authorities (Land) Act 1963 (the 1963
Act) to erect any building and construct or carry out works on land. However, this
power may only be used where the development of buildings/works is objectively for
the benefit or improvement of the Council's area (and not - for example - simply to
provide a financial return to the Council).

Whilst the Council is potentially able to develop itself, the Council needs to be mindful
of the fact that it would need to ensure that it was acting in accordance with its powers
for each development.

Rental properties for investment purposes

The LHC, if established, could also provide properties for rental purpose with any
surplus being returned to the Council by way of dividend. The LHC would not be
restricted in the types of tenancies that it provided.

If the Council were to hold properties itself for rent the tenancies would have limited
flexibility as they would automatically be secure tenancies in accordance with Section
80 of the Housing Act 1985.

Set up and governance arrangements

The company will be set up in accordance with the Companies Act 2006, including the
appointment to the Board of the company. The Memorandum and Articles of
Association and any other documentation required will be written under professional
advisement from Savills and Trowers & Hamlins. The Council will hold 100% of the
shares in the Company and have full ownership. This provides the Council with full
control.
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The Council and Company will ensure that appropriate governance arrangements are
put in place to enable the Council, as the sole shareholder to set and oversee the
strategic direction of the company whilst allowing the Directors of the company
discretion to carry out the operational management effectively, efficiently and with
clear targets and milestones. This will require a clear decision-making framework to
ensure the Council as sole shareholder makes the appropriate decisions reserved for
them; and give sufficient authority to the Directors to make decisions in relation to the
day to day activities of the company.

Costs to establish the company are minimal. Ongoing operating costs will be
determined by its ambition and scope of development.

It should be noted that establishment of the company in itself, does not create risks or
commit the Council / LHC to undertake any development projects.
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4. Financial case

The Council owns allocated and unallocated land (within the Local Plan) primarily in
the north and centrally. Development in the south is likely to require acquisitions.

Analysis suggests, that depending upon future scope and ambition for the Company,
development of 700 dwellings across 9 sites is possible in the first 5 years and 1,300
plus dwellings across 12 sites from year 5 onwards, just on Council owned land.
Further work on other potential development sites is ongoing.

This OBC has been prepared to consider the establishment of a LHC to help address
Shropshire’s unmet housing and development needs. Once established, the intention
would be for the LHC to undertake a number of housing development projects. It is
important to note that the balance of affordable housing to market housing built will
affect potential income generation, as will the scale of any building programme on
revenue costs for staffing and support services. However, these should be considered
alongside the wider benefits.

The full business case will be based upon detailed assumptions on housing numbers,
percentage of affordable housing, number of properties retained for open market rent,
and numbers of sales. The financial modelling will also take into consideration land
values, construction costs, potential rents and house sales.

Strategic aims, revenue forecasts, savings, cashflow and portfolio growth estimations
will all be used to assess how best to viably meet the County’s needs. Savings
opportunities to Council departments such as Adult Social Care and Children’s
Services budgets will be a major factor for consideration.

Whilst these potential development projects are not the subject of this OBC, financial
illustrations of 3 such projects have been prepared to examine whether and how they
could be undertaken within the LHC, and what the financial implications for both the
LHC and Council would be.
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Development illustrations

To illustrate the financial implications of a housing development project on both the
LHC and the Council, 3 examples of development projects have been prepared, in
Ellesmere, Oswestry and Shrewsbury areas, based on the following property values:

Ellesmere Sale £000
4 bed 320
3 bed 260
2 bed 200
1 bed 160
Oswestry Sale £000
4 bed 280
3 bed 220
2 bed 175
Shrewsbury Sale £000
4 bed 465
3 bed 370
2 bed 260

In each case, the working assumption is:

e Land is bought by the LHC from the Council

e LHC procures contractors / developers to develop out the sites, and suitable
professional services to support the process

e Development and the sale of properties is over a 2 ¥z year period

e LHC is funded entirely by the Council, repaying all funding from sales

e LHC pays a commercial rate of interest on funding provided to it
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The table below summarises the forecast financial impact of the developments on the

LHC.
Ellesmere Oswestry Shrewsbury
Properties developed
Private 54 45 40
Affordable 6 5 10
60 50 50
Property types 1and 2 bed 2,3and 4 2,3and 4
apartments bed houses bed houses
Financial summary £000 £000 £000
Sales receipts 10,260 10,240 15,301
Development costs -7,200 -7,000 -8,000
Land cost -1,200 -1,250 -4,000
Profit before interest and tax 1,860 1,990 3,301
Interest -404 -397 -691
1,456 1,593 2,610
Tax -291 -319 -522
Profit after tax 1,165 1,275 2,088
Peak funding requirement 5,397 5,309 8,437

It should be noted that these forecasts are based on a number of high level
assumptions regarding the likely development costs and values of properties on typical
sites in these areas. The financial forecasts have been prepared to illustrate the likely
financial implications of undertaking such projects through the LHC. It is anticipated
that any decision to proceed with a particular project will be subject to a separate
development appraisal, financial assessment and decision-making process.

In each case, the profit before tax represents some 15% of sales, which is at the low
end of market norms, and reflects the fact that the mix of properties developed is not
aimed solely at maximising profit.

For each project, it is assumed that the LHC pays for the land up front, immediately
starts to develop and that sales proceeds start to be received a year later. This leads
to a peak funding requirement for the LHC for each project, which is slightly below the
total delivery costs, and which is then repaid fully out of sales.
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From the perspective of the Council, it is assumed that funding required by the LHC
(in excess of the land receipt) is borrowed on a short-term basis (repaid from sales),
leading to an interest cost. However, this is more than covered by the interest receipt
from the LHC, and in addition the Council receives the profit after tax by way of a
dividend receipt.

Ellesmere Oswestry Shrewsbury

Council financial impact

Land receipt 1,200 1,250 4,000
Short term borrowing 4,197 4,059 4,437
Peak LHC fundign requirement 5,397 5,309 8,437
Interest receipt 404 397 691
Interest cost -130 -123 -106

274 273 586

Dividend receipt 1,165 1,275 2,088
Total revenue 1,713 1,821 3,259

In summary, each project is forecast to deliver a revenue return for the Council which
is over and above the land value receipt.

Retention of properties to rent

The financial illustrations above are based on development of properties for sale —
either private sales, or affordable sales to an RP. As an alternative, some of the
properties which would have been sold privately could be retained for rent by the LHC.

Such a decision would provide the Council with an option to make an additional
financial return in a number of different ways, such as:

e A regular direct revenue return from the rental income generated by the
properties.

e Based on the future capital growth of the properties, either a revenue or capital
return, or re-investment into future property development/investment.

e Anindirect revenue return through development and letting of properties which
would produce revenue savings to existing Council budgets such as Adult
Services.

Options for securing a return in these ways are illustrated below. These are based on
the assumption that 20 properties which would otherwise have been sold privately for
£250,000 each (i.e. a total receipt of £5m) are instead “sold” by the LHC development
business to the LHC property investment business for £56m, with the LHC borrowing
£5m from the Council.
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Direct revenue return

Based on a typical gross rental yield of 4%, each of the £250,000 properties could be
let at a rent of £10,000 pa, or £833 per month. Setting aside 20% of this (£2,000 pa)
for the cost of managing and maintaining the properties, each property would generate
£8,000 pa in net rental income — a total of £160,000 in the first year.

This would firstly be used to pay interest on the £5m borrowed by the LHC to buy the
properties (3% finance cost assumed), with the surplus available to be paid to the
Council as a dividend. Over time, as rental income increased by inflation the net profit
each year would increase. The overall financial impact on the LHC is:

Financial return 10 Year
£000 Year 1 total
Gross rent 200 2,190
Costs -40 -438
Net rental income 160 1,752
Finance cost 150 1,500
Profit 10 252

This profit shown above, is over and above the finance cost which the LHC pays to
the Council of £150,000 pa.

Capital growth

As well as generating a direct revenue return from the rental income, as with any other
property investment business, the LHC would also benefit from the capital growth of
its properties. Based on average growth in value of 2.0% pa, the £5m property portfolio
would be worth £6.095m after 10 years. The Council / LHC would have the option to
realise this growth in value at any time, to repay loans to the Council and / or invest in
additional properties.

The table below summarises the additional returns which would be generated by a
property investment business over 10 years, based on the above assumptions (note
that corporation tax has been ignored for these illustrations, but in practice it would
probably lead to a reduction in the additional returns.)

Develop for | Retain for
£000 return
sale rent
Sales receipt 5,000 5,000
10year revenue receipt 252
10 year capital growth 1,095
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This shows that with the rental yield assumptions outlined above, retaining properties
for rental would create a viable property rental and investment business plan, allowing
the Council (through the LHC) to cover its additional loan finance costs, to benefit from
additional dividends and from longer term capital growth.

Indirect revenue returns

The illustrations above, take no account of any additional financial returns which may
arise to the Council, from savings in its existing budgets such as Adult Services.
However, by controlling the nature of any properties developed, the Council / LHC has
the opportunity to direct investment into properties which could meet needs unmet by
the market, and provide additional savings — for example, housing which keeps
individuals out of residential care for a period of time.

LHC funding arrangements

Whilst it may be possible to source funding for the LHC from third party providers, the
working assumption is that the Council provides funding for the LHC. This is the option
which is being pursued by almost all local authorities setting up new housing
companies, largely based on simplicity and value for money, and the flexibility it
provides to return surpluses to the Council as revenue.

Funding structure and costs

The overriding principle which lies behind decisions on development and investment
projects carried out by the LHC is that they need to be viable and generate a return in
the context of the Council’s cost of funding. Within this, it needs to be recognised that:

= The LHC is a separate legal entity which needs to operate with a financially
viable business plan

= The Council will need to have a sound business case for investing in and
lending to the LHC and, at worst, cover its revenue costs of funding

= The funding arrangements between the Council and LHC will need to be set up
so that they satisfy HMRC and state aid concerns (see below and legal
appendix)

The funding arrangements will need to take account of each of these issues.

State aid and HMRC

As a lender, the Council can properly charge interest on its loan funding to the LHC,
in accordance with the terms of its funding agreement. This provides a convenient and
tax efficient way of generating a revenue return for the Council. However, there are
two main constraints on the nature and terms of the funding arrangement, and
underlying interest payments:

Page 15 of 17



= State aid — If it is considered that the Council is providing funding on terms
which are considered to give it an unfair advantage over competition (for
example if interest charges are unduly low), then a state aid challenge is
possible.

= HMRC - Interest payments made by the LHC are likely to be tax deductible in
the LHC, and not taxable in the Council. However, as the LHC is controlled by
the Council, then the terms of its funding will need to satisfy HMRC that the
interest charges are not unduly high.

To address both state aid and HMRC issues, the way in which the LHC is funded by
the Council will need to reflect a normal commercial arrangement, with the Council
acting in a way in which a private lender and / or investor would in similar
circumstances in a market economy.

Under the market economy investor (or lender) principle, if the Council is acting in a
way that a private lender and / or investor would in similar circumstances in a market
economy then the Council's investment is considered a market activity and not state
aid. For example, if the Council provided a loan on commercial terms and at a
commercial interest rate, properly taking into account risks and / or made an equity
investment on terms and for the return which a private investor would do, then such
activity would not constitute unlawful state aid. Similarly, funding arrangements which
reflect those of a normal commercial arrangement are likely to provide protection from
any HMRC challenge.

Whilst there are a number of variations, in most cases the simplest way to address
this issue is for funding to be provided from the Council to the LHC as a combination
of equity and debt:

Equity — investment (by shareholders) in the share capital of the LHC. There is no
automatic right to any interest or financial return. In the event that the LHC has
sufficient profits, the payment of a dividend to the shareholders could be made.

Debt — loans to the LHC, on which interest would be paid under the terms of the loan
agreement.

Whilst the reality is that the Council is borrowing to lend to the LHC (and receiving a
margin on its lending), for state aid and HMRC reasons the funding would be classed
as a mix of equity and debt. There are now a number of reasonably well-established
principles, and examples at other local authorities of such state aid compliant funding
arrangements.
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5. Management case

Many councils wishing to have greater place shaping control, and in response to
financial pressures, have in recent years sought an alternative solution by creating
Local Housing Companies. In effect to attempt to take the best operational elements
from the private and public sectors and integrate them. It is currently estimated that
over half of all local authorities have either set up or are in the process of creating their
own Local Housing Company.

Whilst council companies have existed for many years, with trading powers set out in
Section 93 of the Local Government Act 2003, the recent diversification of new
companies was prompted by the General Power of Competence introduced in the
Localism Act 2011.

Whereas councils could previously only trade their existing activities, this legislation
enables a local council to undertake any commercial activity that an individual or
private company can lawfully undertake, provided this activity is not explicitly ruled out
or constrained for councils by another piece of legislation. This provides for purely
commercial trading in services not previously provided by councils, such as building
homes for market sale and rent.

Savills and Trowers & Hamlins have, in the past few years, been involved in the
establishment of more than 50 local authority housing companies. Whilst many of the
issues which arise were new several years ago, they have now been successfully
addressed by these and many other local authorities, so that the risks of not being
able to set up a LHC to provide benefits to the Council are now very low.
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Appendix B

Shropshire Council

Legal Considerations - Local Housing Company

1

11

1.2

1.3

14

21

2.2

2.3

Introduction

This note is prepared in connection with the legal issues surrounding the establishment of
a local housing company (LHC). The Council objectives include supporting new
development activity and providing an opportunity to generate a financial return, over an
initial 5 year development programme.

There are two key activities that the Council wishes for the LHC to undertake:

1.2.1 development of new housing on land acquired or owned by the Council, for sale
or rent; and
1.2.2 property investment and rental.

Whilst the Council is primarily considering its options in relation to establishing a LHC and
how it can utilise the benefits of using a Council owned vehicle to undertake these
activities, it is important that the Council considers its ability to undertake the activities
itself and the advantages and disadvantages doing so.

It should be noted from the outset that we have based our advice on the assumption that
the Council will, at this stage, be establishing the LHC as a wholly owned vehicle.

Power to establish a LHC

Section 1 of the Localism Act 2011 (the 2011 Act) provides local authorities with the
power to do anything that an individual may do, subject to a number of limitations. This is
referred to as the "general power of competence”. The general power of competence is
often characterised as a free-standing power and a local authority may exercise the
general power of competence for its own purpose, for a commercial purpose and/or for the
benefit of others.

In exercising this power, a local authority is still subject to its general duties (such as the
fiduciary duties it owes to its rate and local tax payers — please see paragraph 5 below)
and to the public law requirements to exercise the general power of competence for a
proper purpose.

Section 2 of the 2011 Act limits the exercise of the new general power where it ‘overlaps'
with a power which predates it. This includes the Council's power to trade under Section
95 of the Local Government Act 2003 (the 2003 Act). Even if the Council were to rely on
the general power of competence it would be prudent for it to comply with the
requirements and limitations to which Section 95 is subject. These are set out in
Regulation 2 of the Local Government (Best Value Authorities) (Power to Trade) (England)
Order 2009 (the 2009 Order) which requires a business case to be prepared and
approved by the Council before a company starts trading. The 2009 Order also provides
that the Council must recover the costs of accommodation, goods, services, staff or any
other thing that it supplies to a company to facilitate its power to trade.
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2.4

2.5

2.6

2.7

2.8

29

2.10

2.11

Section 4 of the 2011 Act requires that, where a local authority exercises the general
power of competence for a commercial purpose, it must do this through a company. The
Council's stated purpose is to deliver market rent homes and deliver a commercial return
to the Council.

Whilst there is no definition of a "commercial purpose" in the 2011 Act, taking the ordinary
meaning of the phrase the Council's intention — to provide for an opportunity to generate a
financial return — is likely to be a commercial purpose. Therefore, the Council's
establishment of the LHC to take this commercial purpose forward would comply with
Section 4 of the 2011 Act. Please do note that, whilst the Council would be required to use
a company if it was using the general power of competence for a commercial purpose, it is
not precluded from using a company otherwise.

Reviewing both the power in the 2009 Order and the 2011 Act, we would recommend that
the Council uses the general power of competence under Section 1 of 2011 Act if it
decides to establish an LHC. The Council's proposal for the development of properties
through a company will amount to the use of the general power of competence for a
commercial purpose and therefore the establishment of the LHC will meet the
requirements of Section 4 of the 2011 Act.

As a commercial vehicle, the LHC could possibly also, be regarded as a trading vehicle
and therefore it would be prudent in our view for the Council to comply with the provisions
of the 2009 Order by preparing for approval by the Council a business case in advance of
setting up the LHC.

As stated above, the Council will be required to justify that the LHC is being established for
a proper purpose and the proposed commercial nature of the operation of the LHC wiill
assist the Council with its justification for developing the LHC. It would, in our view, be an
improper purpose if the Council was establishing the LHC as a means to provide 'social
rented' housing of the type being developed and provided within the Council's HRA, and is
doing so to avoid the RTB applying to any tenancies granted by the LHC (please see
paragraph 9 below). Developing affordable housing only where required by planning
conditions, to be transferred to the Council's HRA or an RP, would, however, further
evidence its commercial purpose.

Ensuring that the Council has a clear rationale is also important in the light of the concerns
that were expressed in the Ministerial Statement issued in March 2015 by the then
Housing Minister about the establishment of local housing companies in particular
circumstances. The Ministerial Statement provided, amongst other things, that the
Government would not support the establishment of local housing companies where such
companies are established for the purposes of avoiding the RTB or avoiding the HRA
borrowing restrictions imposed by Government.

The Ministerial Statement reinforces the need for the Council to be clear as to its rationale
for establishing the LHC at all times, ensuring that there is clear evidence of this
throughout the decision making process.

The Housing White Paper, published on 7 February 2017, to some extent echoes the
statements of the then Housing Minister stating:

"we want to see tenants that local authorities place in new affordable properties offered
equivalent terms to those in council housing, including a right to buy."
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2.12

2.13

2.14

2.15

3.1

3.2

3.3

3.4

This is arguably not a policy shift from the March 2015 Ministerial statement but the
wording contained within the White Paper specifically references "a" right to buy as
opposed to "the" Right to Buy and is stated to be a Government expectation only. The
Government has confirmed that it will not be consulting on this point, nor is there any
suggestion that it will be seeking to impose any legislative changes in this regard.
Therefore, without a statutory requirement, and provided the establishment of the LHC
cannot be struck down as an ultra vires act of the Council (of which we know no relevant
precedent), the properties developed by the LHC would not be subject to the statutory
RTB.

We would also note that the White Paper “welcomes” innovative models to provide more
housing by local authorities and specifically references local housing companies and joint
venture models. This is positive as it is a clear statement of support by the Government.

The Council will need to be mindful of the above considerations when justifying its use of
powers as we have described above.

Please do note that if in the future the Council were to consider delivering affordable
housing then it would need to review and manage any vires/powers risks.

Section 12 of the 2003 Act - Investment Power

To the extent that other powers are needed to establish the LHC (which we do not believe
they are), the Council also has a power to invest under Section 12 of the 2003 Act. We
refer to this power for completeness, as it may be available to the Council if it is able to
satisfy itself that the development or acquisition of properties and/or the provision of debt
and/or equity into the LHC for those purposes amounts to an investment rather than a
commercial purpose.

Under Section 12 of the 2003 Act a local authority may invest:
"(@)  for any purpose relevant to its functions under any enactment; or
(b) for the purposes of the prudent management of its financial affairs."

Section 15 of the 2003 Act goes on to provide that, before exercising the power to invest,
the Council must have regard to Guidance issued by the Secretary of State. This is set out
in the Department for Communities and Local Government's "Guidance on Local
Government Investments” published on 11 March 2010 (the CLG Guidance). The Council
should also consider related Guidance published by CIPFA under "Treasury Management
in the Public Services: Code of Practice and Cross Sectorial Guidance Notes" (the CIPFA
Guidance) and "The Prudential Code for Capital Finance in Local Authorities" (the
Prudential Code). The CLG Guidance requires the Council to consider security, liquidity
and yield (in that order).

If the Council were to rely on Section 12 of the 2003 Act as a source of statutory power,
the Council's Chief Finance Officer will need to be satisfied that the investment is in
accordance with the Council's current investment strategy. Given the breadth of the
general power of competence we do not believe it is necessary for the Council to rely on
the investment power for the establishment of the LHC.
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4.2

4.3

4.4

4.5

4.6

4.7

4.8

Structure of the LHC

As stated within the introduction, for the purposes of this report we have assumed that the
LHC will be wholly owned by the Council, and therefore it could take the form of a
company limited by shares (CLS) or a company limited by guarantee (CLG). For the
purposes of Section 4 of the 2011 Act, a Community Benefit Society (CBS) is also a
corporate vehicle which is included within definition of "company". However, given that a
CBS must be established for a community benefit and is restricted in respect of profit
distribution we have discounted its applicability for the Council's proposals.

If the Council uses the general power of competence for a commercial purpose, requiring
the use of a company in accordance with Section 4 of the 2011 Act the use of a limited
liability partnership (LLP) is not permissible. An LLP also requires at least two members
and could not be used as a wholly owned vehicle.

In the light of this and as the Council wishes to establish a company in the most efficient
way we have discounted the use of an LLP for these purposes. We focus on the key
elements of a CLG and CLS below:

CLG

A CLG is a company where the general members do not hold shares, but instead each
member undertakes to pay a nominal figure (typically £1) in the event of the company
becoming insolvent. If the LHC is to be a wholly-owned subsidiary (as envisaged) the
Council would initially be the sole member; but a CLG can have many members, and
different categories of members with different voting rights. Changing from a single
member company to one with many members is also simple.

However, unless it is charitable (which would not be appropriate for the Council's purposes
as it would limit the Company's activities so that it could not, develop housing for market
rent and/or sale), a CLG does not offer Stamp Duty Land Tax (SDLT) advantages which
may be available for a CLS (see paragraph 4.7 below). It is also impossible to capitalise
a CLG with equity.

CLS

A CLS is the type of company with which most people are familiar. The corporate structure
is tried and tested and is underpinned by an established body of law and practice. A CLS
is appropriate for companies being used for commercial purposes such as trade and
investment and is a typical form of commercial vehicle established with a view to making a
profit (unlike a CLG model which will generally be a non-profit distributing model). This
means to the extent that an LHC generated a surplus that surplus could be repatriated to
the Council by way of a dividend payment.

The CLS model has the advantage that it can potentially claim group relief for SDLT
purposes if the land is transferred from the Council to the LHC. Group relief is available if
75% of the paid up share capital in the company is held by the Council - as would will be
the case if the Council is the sole shareholder owning all of the paid up shares.

In terms of overall control and also financial and tax planning, the structure of a CLS
provides considerable flexibility through the creation of different types of share and loan
capital. It is also simple to admit equity shareholders if the Council wishes to make the
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4.9

4.10

51

5.2

5.3

5.4

5.5

LHC a joint venture vehicle in the future, possibly to introduce a developer partner or
perhaps with the aim of taking the LHC off the Council's balance sheet at a later date.

The CLS model also lends itself more easily to meeting the test that it is a body with an
industrial and commercial character and thus not being ‘caught' by European procurement
rules (please see paragraph 11 below).

In the light of the above and subject to the financial and tax advice from Sauvills, from a
legal perspective we advise that a CLS is the most appropriate form of vehicle for the
LHC.

Fiduciary Duties

When considering the establishment of a company, the Council must be mindful of its
fiduciary duties. The Council's fiduciary duties can be briefly summarised as acting as a
trustee of Council tax and public sector income on behalf of its rate and tax payers. The
Council in effect holds money but does not own it; it spends money on behalf of its
business rate and council tax payers. The Council's fiduciary duty also includes it acting in
a "business-like manner".

In practice the Council, in making its decisions concerning the formation of the LHC and
the provisions of services, investments and loans it provides to it (and any similar
activities) needs on each occasion to act efficiently and only undertake funding (and
related decisions) after proper consideration of the risks and rewards of it doing so. The
Court of Appeal in one of the leading cases in this area of law stipulated that local
authorities' fiduciary duties extended not only to a consideration of risk and cost but also
whether a local authority's involvement in a transaction is proportionate and properly
balanced against the anticipated benefit as well as the wider interests of its local tax
payers.

Taking its fiduciary duties into consideration, the Council will want to ensure that it is
maximising the chance of success of the LHC and achieving an appropriate return for any
risk it takes, whilst minimising the risk and potential cost to it if the LHC became insolvent
and/or defaulted on any loan(s).

In the light of the above, Members will need to evidence that they have taken reasonable
steps to discharge this fiduciary duty when considering:

54.1 whether the business case for the LHC is viable,
5.4.2 the risks and rewards of investing/lending; and
5.4.3 the wider (possibly alternative) interests of local tax payers (e.g. what else could

the money have been spent on / the risk it will have to increase council tax?).

and we would recommend that any reports to Cabinet approving the establishment of the
LHC (and or for any loans made to it) reference the Members' consideration of the above.

The Council's fiduciary duties should be considered throughout the "life" of the LHC and
post-incorporation decision making will need to be clearly evidenced.
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6.2

6.3

6.4

6.5

Disposals of Land

Housing Revenue Account (HRA) Land

The Council has the power to transfer land held in the HRA, on either a freehold or
leasehold basis, in accordance with section 32 of the Housing Act 1985 (the 1985 Act).
The use of the section 32 power is conditional upon obtaining the prior consent of the
Secretary of State. There are some general consents which are currently contained in the
"General Housing Consents 2013" (the General Consent). General Consent A3.2
provides that a "local authority may dispose of vacant land". "Vacant" is defined in the
General Consent as being land on which:

6.1.1 No dwelling-houses have been built; or

6.1.2 Where dwelling-houses have been built, such dwelling-houses have been
demolished or are no longer capable of human habitation and are due to be
demolished.

The Council is therefore able to transfer vacant HRA land to the LHC for any price.
However, if the price is less than market value then that would amount to the provision of
financial assistance and/or gratuitous benefit for the purposes of Section 25 of the Local
Government Act 1988 (please see paragraph 7 below).

In relation to the disposal of land with dwellings on it, General Consent A3.1.1 provides
that a local authority may, subject to paragraph A3.1.2, dispose of land for consideration
equal to its market value. Paragraph A3.1.2 provides that the General Consent to dispose
of land for a consideration equal to its market value does not apply to:

6.3.1 A disposal of land which is subject to a secure, introductory or demoted tenancy
to occupy from the local authority to a landlord who is not another local
authority;

6.3.2 A disposal of land that falls within Consent D (The General Consent for the

Disposal of Reversionary Interests of Houses and Flats 2013); or
6.3.3 A disposal of land to a body in which the local authority owns an interest except:
@) Where the local authority has no HRA,; or

(b) In the case of a local authority with a HRA (like the Council), the first five
disposals in a financial year.

"Disposal” is defined to include "a conveyance of a freehold interest" or "the grant of a
lease of any duration”. Therefore, where the land is not vacant (as defined) the Council is
limited to five disposals per financial year at market value to the LHC.

General Fund Land

The Council may also consider transferring land from its General Fund to the LHC. Section
123 of the Local Government Act 1972 provides the Council with the power to dispose of
land held by it in the General Fund in any manner that it wishes; the restriction on this
being that, except with consent from the Secretary of State, the Council shall not dispose
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6.6

6.7

6.8

7.1

7.2

of land (otherwise than by way of a short tenancy), for consideration less than the best that
can reasonably be obtained.

If a Council disposes of a property at an "under-value" it requires the consent of the
Secretary of State (except for limited circumstances such as short term leases). In any
event, there would be State Aid concerns if the Council were to sell land to the LHC at an
"under-value" (see paragraph 10 for full consideration of State Aid). In particular, these
State Aid concerns would arise in connection with the LHC operating the business of
providing homes at market rent or for market sale as is proposed.

The Council may rely on circular 06/03 Local Government Act 1972 the General Disposal
Consent (England) 2003 — disposal of land for less than best consideration that can be
reasonably achieved (the General Disposal Consent) which sets out the circumstances
in which the Secretary of State pre-approves/pre-consents to the disposal of General Fund
land at an under-value. To utilise this General Disposal Consent, the "under-value" (in
relation to a disposal) must not exceed £2 million and the Council's purpose in making
such a disposal must be to contribute to the economic social and environmental well-being
of the authority's area and/or its residents. The Council would need to verify the market
value of the land in question through a qualified independent surveyor. Please do note that
State Aid requirements also require that the Council would need to obtain such a valuation
prior to entering into any negotiation with the LHC on a sale price.

Please do note that the LHC would not be subject to any statutory restrictions on the
disposal of property or land.

Council's power to provide funding to the LHC for privately let housing

The Council also has the power (in accordance with Section 24 of the Local Government
Act 1988 (the 1988 Act)) to provide any person with financial assistance for the purposes
of, or in connection with, the acquisition, construction, conversion, rehabilitation,
improvement, maintenance or management (whether by that person or by another) of any
property which is or is intended to be privately let housing accommodation (as defined in
the 1988 Act which would include property to be let by the Company). To 'make a grant or
loan' or ‘acquire share capital' are both included within the definition of financial assistance
within Section 24 of the 1988 Act. Also, any under value land transfers (please see
paragraph 6 above) and the provision of funding more generally (such as initial set up
costs and/or overdraft facilities) are likely to fall within this provision. To the extent
therefore that the Council's financial support to the LHC is connected with privately let
housing then the power under Section 24 of the 1988 Act is available.

Section 25 of the 1988 Act provides that the power in Section 24 of the 1988 Act may only
be exercised in accordance with consent of the Secretary of State. The Secretary of State
has issued general consent under Section 25 of the 1988 Act — The General Consents
under section 25 of the Local Government Act 1988 (Local Authority assistance for
privately let housing) 2010 (the General Consents). General Consent C of the General
Consents provides that a local authority may provide any person with any financial
assistance (other than the disposal of an interest in land or property) for the purposes of or
in connection with the matters in Section 24 of the 1988 Act. Accordingly this provides the
Council with the power to invest monies in the LHC whether by way of loan or share equity
if such investment is in connection with privately let housing. However, the Council could
not rely on General Consent C for the transfer of land at an under-value.
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7.4

7.5

7.6

8.1

8.2

The Council could rely on General Consent AA of the General Consents which allows
HRA land to be transferred at an undervalue for development as housing accommodation
- but the disposal must be on terms that require the land to be used as privately let
housing. In anticipation of the possible future use of HRA land we rehearse the relevant
conditions attached to the General Consent below:

7.3.1 any housing accommodation on the land when the disposal is completed is
vacant or due for demolition;

7.3.2 the disposal is by way of a transfer of freehold or a lease of no less than 99
years;
7.3.3 the terms of the disposal require the development of any housing

accommodation to be completed within three years of the disposal;

7.3.4 the local authority is not under any agreement or other arrangement made on or
before the disposal entitted to manage or maintain any other housing
accommaodation to be developed on the land.

There are other General Consents issued under Section 25 of 1988 Act which support the
provision of disposal of land to RPs, but given that the LHC is not proposed to be
established as a RP we have not considered those consents further.

Please do note that the provisions of sections 24 and 25 of the 1988 Act only apply in
relation to the provision of financial support for rented accommodation. In relation to
funding made available for other purposes, such as market sale, the Council is not
restricted by the constraints in Section 24 of the 1988 Act. Of course this also means that
it cannot rely on the express power in that section. The Council could instead exercise its
general power of competence on the basis that it is lawful for an individual to lend and/or
invest subject to the reasonable exercise of the general power of competence, we are not
aware of any pre-existing limitations which would prevent it from doing so in connection
with sale activities.

In order to avoid the requirement to obtain specific consent under Section 25 of the 1988
Act (and to ensure that State Aid requirements are met), the Council would likely need to
obtain valuation advice to enable it to satisfy itself that the disposals of any land to the
LHC would be at a consideration that is the best that can reasonably be obtained. If a
Section 25 General Consent is used it will override the need for the Council to obtain
consent under Section 32 of the 1985 Act or Section 123 of the 1972 Act.

Borrowing and on-lending

The Council will need to consider how it will be funding the LHC. The Council should
ensure that any proposed funding for the LHC is within its strategic budgets and there will
need to be co-ordination between the Company's business plan and budget process.

Section 1 of the 2003 Act gives the Council power to borrow for any of its functions and for
the prudent management of its financial affairs. A "function" can include the general power
of competence. As it is unlawful for the Council to borrow to on-lend to the LHC to fund
revenue expenditure, the Council must be mindful of this when establishing the LHC.
Therefore the Council has power to borrow money for the purpose of making such funding
available to the LHC, so long as this is only to fund capital expenditure.

8 RZC.53104.3



8.3

8.4

8.5

8.6

8.7

9.1

9.2

Regulation 25 of the Local Authorities (Capital Finance and Accounting) (England)
Regulations 2003 (SI 2003/3146) stipulates the circumstances in which a loan made by a
local authority to a third party (such as the Company) is treated as capital expenditure.

In effect, Regulation 25 imposes a comparative test. If, instead of making a loan to the
LHC, the Council:

8.4.1 would use that money for the same purpose as the LHC would (under the loan);
and
8.4.2 a council would treat this as capital expenditure in accordance with proper

accountancy practice;
then the loan qualifies as capital expenditure.

When providing market loans a local authority is required to act as a notional market
lender (often referred to as MEIP or the Market Economy Investor/Lender Principle)
(please see paragraph 10) and not as a public authority. Her Majesty's Revenue &
Customs (HMRC) also require that commercial loans between two connected parties —
such as the Council and the LHC - are given on the same financial arms-length terms as
might apply to a loan made between two unconnected parties (e.g. a bank and the
Company).

In order to rely on the MEIP the Council should seek independent commercial/financial
advice confirming that the proposed loan agreement is being made on commercial terms
and a notional market economy operator would consider acting in the same way. This is
important as it will provide evidence that the Council's arrangements do qualify as MEIP

Most local authorities proceeding down the route of establishing property/housing
companies opt to borrow from the Public Works Loan Board (PWLB) (now, in effect, the
Debt Management Office (DMO)) and then on-lend to their subsidiary companies. It is
likely that the requirements of Section 1 of the 2003 Act will be met but the Section 151
Officer/Finance Director will need to be satisfied about compliance with the Prudential
Code and State Aid.

Governance

Determining and implementing governance arrangements for the LHC at both shareholder
and director level is a crucial matter for the Council. Practice varies between other local
authorities who have implemented similar initiatives and governance arrangements can be
varied, incorporating a mix of officers, Councillors and external advisors/directors (e.g.
independent non-executives who may have particular business skills and expertise).

A company's main decision making body is its Board of Directors (the Board). As sole
shareholder the Council should ensure it has the right to appoint and dismiss directors and
restrict the right of the Board to appoint additional directors. This can be achieved through
the Company's Articles of Association and a Shareholder's Agreement (please see
paragraphs 9.11 - 9.14 below).
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9.4
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Who should be Directors?

When appointing any director the Council should consider the general statutory duties of
directors as set out in chapter 2 of part 10 of the Companies Act 2006 (the 2006 Act).
These duties must be complied with in respect of all matters, but they are not exhaustive
nor can they be contracted out of. The duties are as follows:

9.3.1 The duty to act within powers;

9.3.2 The duty to promote the success of the company;

9.3.3 The duty to exercise independent judgment;

9.34 The duty to exercise reasonable care, skill and diligence;
9.35 The duty to avoid conflicts of interest;

9.3.6 The duty not to accept benefits from third parties; and
9.3.7 The duty to declare an interest in proposed transaction or arrangement.

The Council should be particularly mindful of the duty to avoid conflicts of interest. This
duty applies to all conflicts, actual and potential, between the interests of the directors and
the Council as sole shareholder. There will inevitably be scenarios where conflicts of
interest arise because of particular roles of a director of the LHC. These scenarios may not
always be clear cut, but examples may include the Council making a decision:

9.4.1 to lend money to and / or transfer land to the LHC;
9.4.2 in favour of a third party and to the detriment of the LHC; or
9.4.3 on planning policy and land development.

An officer of the Council, in their capacity as a director of the LHC, may find it difficult to
undertake a decision making role in these circumstances. Directors should ensure that
they are alive to the fact that conflicts are likely to arise, declare them as required, and
ensure that, when they are acting as a director, they act in the best interests of the LHC.

It should be noted that in most circumstances the interests of the Council and the LHC wiill
be aligned as the Council will be the Company's sole shareholder, and both organisations
will want to achieve similar objectives. The risk of a conflict of interest on a day to day
basis will therefore be limited.

The Council should note that, whilst directors of a company are generally not personally
liable for the debts of the LHC, a director may be personally liable if the LHC got into
financial difficulty and the director was involved in wrongful or fraudulent trading. To avoid
both fraudulent trading and wrongful trading directors must remain sufficiently informed as
to the financial situation of the LHC at all times so that they are able to form a view as to
whether there is or is not a reasonable prospect of avoiding insolvent winding up. In
addition to this, whilst it is extremely unlikely to be a cause of concern for the LHC due the
nature of its business, directors can be personally liable under the common law offence of
manslaughter by gross negligence if they are the "directing mind" of the company and can
also be criminally liable under health and safety legislation. A company can be liable under
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9.9

9.10

9.11

9.12

9.13

the Corporate Manslaughter and Corporate Homicide Act 2007 but individuals cannot be
guilty of the main offence, nor aiding, abetting, counselling or procuring the commission of
corporate manslaughter.

The LHC may not exempt a director from any liability for negligence, default, breach of
duty or breach of trust in relation to the LHC. However, the Council may indemnify the
director against defence costs, or costs incurred in an application that the director makes
to the court for relief, provided that the director repays the costs if he is unsuccessful and,
in practice a shareholder might be the most likely party to bring an action i.e. the Council.

Unconnected Directors

A number of Councils have chosen to appoint persons who are unconnected to it (not
being members or officers), to fulfil non-executive roles. Part of their rationale has been to
harness the skills and experience of persons who have operated similar businesses. Non-
Executive directors generally are appointed for a number of set days which reduces the
costs of remunerating them.

If the Council opted for this route it would retain the right (under the Company's Articles of
Association and any Shareholder Agreement) to dismiss and appoint the company's
directors as it sees fit.

Shareholder role

We would also recommend that the Council and the LHC enter into Shareholder
Agreement. The primary purpose of a Shareholder Agreement is to regulate the
relationship between the Council and the LHC. Ordinarily other than where legislation
and/or articles of association reserve decisions for shareholders the Board of a company
is its main decision making body, and is free to act as it thinks is in the best interests of the
LHC. Ordinarily this would, for instance, include issuing shares to third parties (which no
doubt the Council would want to control) or borrowing (which would impact on the
Council's own prudential borrowing limit).

In the private sector a company would, in practice, have "informal arrangements" to
ensure that its directors complied with the requirements and strategy of that business'
owners. As a public body the Council is hampered in adopting an informal approach.
Instead it should seek a codified governance model for the LHC which will both support a
business minded approach and protect its own interests.

A Shareholder Agreement should seek to support this approach by stipulating that the
Company's Board is responsible for running the LHC. However such an agreement would
likely provide the Council, as the sole shareholder, with a number of reserved rights:

9.13.1 Issuing new share capital the Council could lose control of the LHC if shares
were issued to other parties;

9.13.2 Borrowing — the Company's borrowing forms part of the Council's group debts
and it is therefore likely to want to know and approve its debt levels;

9.13.3 Information provision — shareholders are not legally entitled to detailed financial
and operational information (though Council owned companies are required to
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9.14

9.13.4

9.135

9.13.6

disclose more information than those with private owners) and as sole
shareholder the Council is likely to want access to this;

Business Plan approval — if the Council is to borrow to fund the

development/expansion of the LHC then it needs to know the likely future
demand to ensure this is included within the budget approved by full Council;

Good governance — the Council is likely to want the directors to comply with

private sector good governance standards (including procurement/value for
money) and it will want to approve any commercial arrangements between the
LHC and its directors;

Controlled Company requirements — as a local authority controlled company the

businesses will be restricted in respect of political and certain other activity. The
Council is likely to want to enshrine this.

Below is an indicative decision making matrix, which provides an example of the decisions
that can be made at board level or at shareholder level within a housing company. The
precise details of the shareholders agreement will be developed in due course.

Customer issues

make any amendments to any Lettings v
Policy and Sales Policy;

implement the Rent Policy; v

implement the Debt Recovery Policy; v

Business issues

Approve any business other than as v
contemplated by the Business Plan;

Engage in business contemplated by the v v
Business Plan (including acquisition of
property that fits with an agreed Financial
Model);

Approve any contract with a value in v
excess of £[tba];

Approve any arrangement, contract or 4
transaction outside the normal course of
its business or otherwise than on arm's
length terms.
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9.15

10

101

10.2

Close down any business operation, or v
dispose of any material asset unless in
each case such closure or disposal is
expressly contemplated by the Business

Plan;

Acquire any land with a value in excess v
of £[tba];

Approve acquisition of any land or v

property outside of the Council's
administrative area

Make any amendments to the Financial v
Model;
Adopt or amend housing company's v

Remuneration Policy;

Adopt or amend housing company's v
annual Business Plan.

The Council may also consider appointing a Shareholder Committee to exercise its role as
sole shareholder. This type of arrangement is entirely within the Council's gift and provides
a great degree of flexibility in relation to the role of elected members - members could sit
on the shareholder committee, as opposed to the board, providing them with oversight of
the Company's actions whilst being removed from the "day to day" decision making and
limiting the risk of a conflict of interest.

State Aid

If the Council provides financial assistance to the LHC by way of providing below market
rate funding or transferring land at an under-value, then this may constitute State Aid.

The legal requirements of State Aid and what will constitute as State Aid is set out in the
Treaty of the Functioning of the European Union (TFEU). Article 107 (1) TFEU confirms
that the following aspects must be present for State Aid to exist:

10.2.1 amount to a grant of public money or a transfer of public resources;
10.2.2 favour certain undertakings (selective element);
10.2.3 which distort of threaten to distort competition in the European Union; and

10.2.4 affect trade between the Member States of the European Union.
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10.4

10.5
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10.7

10.8
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111

11.2

Both financial payments to the LHC and the transfer of property to the LHC can be caught
by the State Aid provisions and therefore funding arrangements between the Council and
the LHC must be correctly structured so that State Aid, as defined above, does not arise.
The structure of any financial arrangement between the Council and the LHC will be
required to be in a manner which is permitted under the TFEU and European Directives,
European Commission communications and decisions from the European Court of Justice.

There are provisions for which the funding could fall outside of the State Aid definition
where the Council is acting in a way that a private lender and/or investor would in similar
circumstances in a market economy — this is known as the Market Economy Investor
Principle (MEIP).

The terms of a MEIP compliant loan must be commercial in nature and contain provisions
which a private lender would require (clauses on regular payment, default, security over
assets and similar terms); have a commercial interest rate which properly reflects the risk
and security, and other factors which a private/commercial lender would take into account
in calculating an appropriate interest rate.

We would recommend that once the exact type of funding is decided by the Council, an
independent report which analyses the relevant risk in relation to the loan is obtained and
it is confirmed that that the interest rate applied is consistent with that which a private
lender would require in the same circumstances and that the non-financial element of the
loan complies with the terms and conditions which a private lender is likely to require.

The Council also has the option to invest money into the LHC as equity (i.e. subscription to
share capital) either instead of providing it with a loan and/or as mixed equity/debt funding
and the evidence which the Council would require in connection with any equity
investment mirrors that which is required for a loan.

There is an exemption to State Aid for service of a general economic interest and
therefore if the properties are developed or acquired for letting as social/affordable or
intermediate housing. We understand however that at present this is not the Council's
intention for the proposed LHC. The Council must therefore ensure that any funding or
assets transferred are MEIP compliant, being that it is commercial in nature and containing
provisions that a private lender would require.

Procurement

The LHC will not be subject to the Public Contracts Regulations 2015 (the 2015
Regulations) if it does not fall within the definition of a 'body governed by public law.'

A body governed by public law means bodies that have all of the following characteristics:

11.2.1 They are established for the specific purpose of meeting needs in the general
interest, not having an industrial or commercial character;

11.2.2 They have a legal personality; and
11.2.3 They have any of the following characteristics:

@ they are financed, for the most part, by the State, regional or local
authorities, or by other bodies governed by public law;
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11.3

114

115

11.6

12

121

12.2

13

13.1

13.2

13.3

(b) they are subject to management supervision by those authorities or
bodies; or

© they have an administrative, managerial or supervisory board, more
than half of whose members are appointed by the State, regional or
local authorities, or by other bodies governed by public law;

As such the point here is to determine whether the LHC is a "body governed by public law"
for the purposes of the 2015 Regulations and for this analysis the LHC must have a
"commercial character" if it is to not be governed by the 2015 Regulations.

The LHC cannot be said to have a "commercial character" unless it is free to operate as a
commercial company would do so and without significant intrusive Council controls.

If the Council concludes that it requires "real” control over the LHC, it is likely to be
classified a "body governed by public law" and if this is the case then the LHC would be
subject to the EU procurement requirements.

If the LHC were not subject to the EU procurement requirements then it can procure
services as it sees fit.

Contracts with the Council

A service level agreement (SLA) or other contract may be needed to govern the
arrangements between the Council as parent and the LHC as its subsidiary. In particular,
this will provide for those services which may need to be provided by the Council to the
LHC. In the absence of employees (which the Council is not envisaging having at present)
the LHC will be dependent on the Council not only for officers or employees but also for
back office and specialist support, usually including financial and IT arrangements.

These contractual provisions need to be sufficiently detailed to allow the LHC to operate
commercially and, within limits, independently of the Council; but they must also enable
the Council to recover its costs. Of course, any SLA would need to be compliant with State
Aid requirements (see above).

Tenancies

The LHC would not grant secure tenancies since it would not "satisfy" the so-called
landlord condition for the purpose of section 80 of the Housing Act 1985 (the 1985 Act).
Any tenants would not therefore have the statutory RTB. Tenants of the LHC would hold
assured tenancies under the Housing Act 1988 and we anticipate that it will let units on
assured short-hold tenancies (ASTS).

A key feature of an AST is that the landlord has the right to regain possession of the
property at the end of the fixed term as long as the landlord gives two months' notice. The
tenancy must be for a minimum of six months but the LHC may set the term such length
as it (and the Council as shareholder) considers appropriate. Please note that any deposit
taken in connection with an AST must be protected in a Government-approved tenancy
deposit scheme.

It is common for ASTs to be let on a fixed term of up to two years. This will allow the
landlord to remain competitive in the market and provide tenants with flexibility. An
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additional positive feature is that the LHC will, as landlord, have the right to regain
possession of the property at the end of the fixed term provided that they provide the
tenant with two months' notice.

Any deposit that the LHC takes from a tenant for an AST must be protected in a tenancy
protection scheme that is Government approved.

Interaction with propriety controls on local authority companies

Part V of the Local Government Act 1989 together with the Local Authorities (Companies)
Order 1990 (the Companies Order) imposes a number of statutory requirements on
companies which are controlled or influenced by local authorities. On the basis that the
LHC will be wholly owned by the Council and its directors will also be appointed by the
authority then the LHC will under this legislation be classified as a non-arm's length
controlled company.

The Companies Order includes the provisions that the Council should be mindful of:

14.2.1 The LHC will need to ensure that its business documentation states that it is
controlled by the Council and states the full name of the LHC, including the
word "limited". This includes all business letters, notices, advertisements and
other official publications including email and websites, bills, invoices and
receipts

14.2.2 If Councillors are appointed as directors they cannot be paid remuneration in
excess of the greatest amount which would be payable by the Council in
respect of a comparable duty performed on behalf of the Council.

14.2.3 The LHC will be required to provide any member of the Council any information
about its affairs as that member requests which is reasonably required for them
to properly discharge their duties (other than where this would be in breach of
legislation or another legal obligation).

14.2.4 Minutes of general meetings (not board meetings) of the LHC must also be
made available for inspection by the public.

14.2.5 The same restrictions on publishing political materials as apply to the Council
will apply to the LHC.

The Freedom of Information Act 2000 (FOIA) will also apply to the LHC which means that
it will be obliged to adopt a "publication scheme" which commits the LHC to making
available information which falls into categories identified by the Information
Commissioner, such as key organisational, financial and policy information. In addition,
members of the public may request access to recorded information held by the LHC
(provided it is not exempt) under FOIA in the same way as they may from the Council.

Could the Council undertake the activities itself?

As these are two distinct types of activities we have separated out the Council's powers
into 2 parts - the Council as developer and the Council as portfolio holder. Whilst it is our
view that the Council would most likely seek to undertake the activities via the LHC, for
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completeness the Council should consider its ability to undertake these itself and what the
implications of doing so would be.

The Council as a developer

The first consideration for the Council would be whether it has the capacity to undertake
development itself and what the implications of doing so would be. For example the
Council is a "body governed by public law" and therefore would be required to comply with
the 2015 Regulations when appointing third party developers (and others). Hand in hand
with this, the Council would be taking on all of the risk of development, as opposed to
having a degree of ring-fencing by using an LHC.

If the Council were minded to undertake development itself it is able to do so using a
number of different powers.

The first power that the Council could consider is Section 2 of the Local Authorities (Land)
Act 1963 (the 1963 Act). This power gives the council the power to erect any building and
construct or carry out works on land and may only be used where the development of
buildings/works is for the benefit or improvement of [that local authority's] area. From a
practical point of view, if the council can evidence that the construction of housing will
benefit its area by increasing housing supply (and/or other reasons) then it is arguable that
the council could rely upon the 1963 Act.

In considering the use of this power the council should reflect upon the judgement of the
LAML caset which addressed the use of well-being powerz. To an extent the well-being
powers criteria of promoting or improving the well-being of their areas is analogous to the
requirement under the 1963 Act for a council to undertake development to benefit or
improve its area. In LAML LJ Pill stated, "I do not consider that Parliament was giving a
carte blanche to make arrangements...or the identification of some advantage, or potential
advantage, to the local authority’s financial position™.

As officers may be aware the well-being power enabled local authorities (subject to a
number of restrictions) to undertake activities if this promoted or improved the economic,
social or environmental well-being of their areas. Brent Council (together with other
authorities) formed an SPV with the intention that those authorities would share insurance
risks and make financial savings. In the LAML case the Court of Appeal decided that
saving money for the local authorities, though indirectly advantageous to residents, did not
in itself improve or promote the economic, social or environmental well-being of those local
authorities' areas. Brent Council was found to have misapplied the law and consequently
acted ultra vires.

Applying the court's judgement in practical terms means that if Council is to rely upon the
1963 Act to develop homes and other buildings within the county, its primary purpose must
be to benefit or improve its area rather than generating an income. This does not mean
that the Council has to be oblivious to the economics of the proposal as it has general

! Brent LBC v Risk Management And London Authorities v Harrow LBC - [2009] EWCA Civ 490
2 Section 2 Local Government Act 2000
3 Ibid — paragraph 177 of the Court of Appeal Judgement
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fiduciary duties* to its tax payers which includes that it should act in a business-like
manners. However, there is subtle if legally substantive difference between the Council:

15.7.1 undertaking an activity to improve/benefit its area and to comply with its
fiduciary duties also ensure that activity is properly recompensed ; and

15.7.2 undertaking that that activity for the primary purpose of a financial return even if
incidentally it may also benefit its area.

It would also be necessary for the Council to consider each proposed development to
confirm that each development did benefit or improve the County.

The 1963 Act offers the Council a legitimate power to undertake developments which are
envisaged. However, the Council will have to be clear that each development will benefit
its area and that is purpose to deliver that benefit. Further, the Council should be minded
that there is a risk that a hostile party could judicially challenge the arrangements on the
grounds that what the Council is actually undertaking is development for a its own financial
reasons rather than the benefit of its area. In that eventuality, the Court would carefully
examine the Council's activities and the evidence of its reasoning to determine whether
the Council's purposes and objectives had been constructed as a sham to
disguise/sidestep the commercial purpose restrictions under the general power and/or
compliance with the 1963 Act.

An alternative power is Section 9 of the 1985 Act. Section 9(1) Housing Act 1985 creates a
very clear power for a local authority to build housing ("A local housing authority may
provide housing accommodation— (a) by erecting houses, or converting buildings into
houses, on land acquired by them for the purposes of this Part, or (b) by acquiring
houses"). It must be doing so in order to ‘provide housing accommodation'. Case law has
indicated that "housing” does not necessarily mean "social housing". As previously
advised, Section 32 of Housing Act 1985 provides the power to dispose of HRA land and
land here includes the dwellings built on it. The argument can therefore be made that you
have the power to build houses on HRA land in Section 9(1) and you have in Section 32
the power to sell them — and the Council could utilise these powers to build for sale.

As set out in paragraph 6.1 above, a disposal under Section 32 requires consent, and
there are extensive general consents including one for sales at market value. You should
note that in the past DCLG has sometimes withdrawn or changed consents at little or no
notice and this is a risk factor.

If the Council wished to use its Section 9 power we would expect a legal analysis to be
undertaken when the Council was clear as to its intentions. It is also important to note that
building for sale on HRA land is not common (although anecdotally we believe it has taken
place) and most local authorities that we know of who want to build for sale have taken the
decision to do it through a company using the General Power of Competence. If you
therefore decide to use the Section 9(1) power you need to know that you would be
unusual in doing so.

An alternative approach would be to appropriate HRA land to the general fund by
appropriating for planning purposes. You might decide to appropriate to escape the

“See paragraph 3.27 (below)
5 Prescott v Birmingham Corporations [1955] (Ch 210)
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complexities of the HRA powers — or because you want to deal with third party rights such
as rights of light and rights of way where appropriation enables development to take place
without fear of injunctions although those whose rights are affected by the appropriation do
of course receive financial compensation. See further our answer below.

Of course, if development is undertaken in the HRA then any Capital Receipt received
must be dealt with in the usual way in accordance with the Local Authorities (Capital
Finance and Accounting) (England) Regulations 2003.

Finally, the Council could seek to rely upon Section 1 of the 2011 Act, as set out above.
However, this option also contains a degree of risk and the Council could only use this
power if its purpose was not commercial — otherwise it would have to use a company to do
S0 in any event (see above).

In relation to all of the powers identified above, for each development, the Council would
be required to consider its purpose and to document properly its objectives for that
development. The Council should also consider the risk of a hostile party, whether a local
resident or a business, at some point challenging the Council. In that eventuality, the
Court would carefully examine the Council's activities, evidence of its reasoning to
determine whether the Council's purpose and objective had been constructed as a sham
to disguise/sidestep the commercial purpose restrictions under the general power.

The Council as portfolio holder

Whether developed by the Council directly or by a LHC, the properties being utilised for
investment (e.g. the rental properties) can also be held by the Council for housing
purposes. There are, however, a number of implications if the Council were to hold
housing stock themselves and we have set out the key considerations below.

Any tenancies that the Council grants will (assuming no grounds exist to exclude security
of tenure) automatically become a secure tenancy. This is because the Council would
satisfy the landlord condition contained within Section 80 of 1985 Act and the tenants
would ostensibly satisfy the tenant condition in Section 81 of the 1985 Act (unless any of
the exceptions to security set out in Schedule 1 of the 1985 Act apply). Additionally,
irrespective of whether the housing stock is transferred subject to tenancy, any future
general needs tenancies would automatically be secure tenancies.

Section 118 of the 1985 Act provides that a secure tenant will also have the statutory Right
to Buy (RTB). Therefore tenants that become secure tenants, or new tenants following the
transfer of the housing stock, will have the statutory RTB unless any of the exceptions to
the RTB apply (set out in Schedule 5 to the Housing Act 1985).

Section 74 of the Local Government and Housing Act 1989 provides a duty on local
authorities to keep a Housing Revenue Account (HRA) of the sums credited or debited in
relation to Part 2 of the Housing Act 1985 (the provision of housing accommodation as per
section 9 above). This essentially means that if section 9 is relied upon to develop
accommodation then it must be accounted for in the Council's HRA (and the HRA debt
cap and associated constraints would apply).

Whilst the establishment of an LHC, and any rental portfolio being held within the LHC, is
likely to be desirable due to the above, the Council needs to be mindful that this cannot be
the primary rationale for doing so — please see paragraphs 2.8 - 2.15 above- the Council's
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rationale for establishing a company for the purposes identified needs to be thoroughly
thought through and objectively justified as an appropriate use of power.

Of course, if the Council were to be the portfolio holder of properties it would receive all of
the rental income directly as opposed to receiving this "via" the LHC. The Council would
also retain complete control over the properties, which may be attractive to the Council
from a presentational perspective.

Summary of Advantages and Disadvantages

We have set out below the key advantages and disadvantages to the Council undertaking
the development and becoming portfolio holder for any properties, and the same for the
Council establishing an LHC to undertake these activities.

Undertaking the activities within the Council

Advantages

16.2.1 The Council retains full control of all developments and its portfolio;
Disadvantages

16.2.2 The Council would need to consider whether it has the requisite capacity to
undertake the developments and / or manage an additional property portfolio.

16.2.3 There is no flexibility to the type of tenancies that can be provided as any
tenancy provided by the Council would automatically be a Secure Tenancy;

16.2.4 The Council's ability to dispose of any properties is limited and subject to
statutory restrictions

16.2.5 The Council would be "taking" all of the risk of the developments;

16.2.6 The Council would need be restricted by the 2015 Regulations and would need
to undertake (depending on value) a procurement exercise to appoint
developers.

Undertaking the activities via an LHC
Advantages
16.3.1 Surplus could be repatriated to the Council by way of a dividend payment.

16.3.2 If there was a clear strategy on the part of the Council at the outset that the
assets would only be held for a particular time and would be disposed of in the
foreseeable future then the process for disposal is likely to be less onerous than
if these were held by the Council.

16.3.3 The LHC will be unrestricted as to the types of tenancies that it offers - whether
these are at a market or sub-market rate — providing a wide range of flexibility.

16.3.4 The LHC will be, if were not established as a body governed by public law, able
to contract with third parties as a commercial body would.
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16.3.5 There is a limited element of development risk being ring-fenced.
Disadvantages

16.3.6 The Council may feel that it loses a certain level of control over the
developments and the portfolio if land or property is transferred to the
ownership of the LHC.

Trowers & Hamlins LLP
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