
Business Case 

for

 the Establishment of a Local Authority Trading Company

[image: image1.jpg]Gateshead

Council




May 2009

Contents

Overview/Executive Summary

page 1

Objectives




page 1

Governance




page 2

Investment and Resources Required
page 3


Initial Set Up Costs


Ongoing Company Costs


Resources

Risk Management



page 4

Appendices 

Appendix 1
Service to be offered by the trading company

Appendix 2
Potential Customers, Markets and projected turnover
Appendix 3
Financial Model

Appendix 4
Risk Assessment

Overview/Executive summary

Gateshead has changed significantly over the last 25 years and we have a list of impressive achievements.  Vision 2030 has a clear aspiration to make Gateshead the best place to live, work and visit.  The Gateshead Strategic Partnership is delivering interventions which are based upon the 6 Big Ideas:

· City of Gateshead

· Gateshead goes Global

· Creative Gateshead

· Sustainable Gateshead

· Active and Healthy Gateshead

· Gateshead Volunteers

However, Vision 2030 is now entering the next phase of implementation and the delivery of excellent services: services which are open to creativity and innovation.  To tackle the challenges we face we must be ambitious, aspirational and bold. 

This document sets out the business case for the establishment of a trading company.  The company would be wholly owned by the Council.  Once set up, it will be flexible to allow any services of the Council to trade for profit, where appropriate, on the completion of a robust business case.  
Initially it is intended that Development & Enterprise, Design and Local Environmental Services, Construction Services will use the trading company to offer services to the private sector.

Initially the company would be a “reactive” organisation, developing in an organic way based upon the existing business opportunities outlined in Appendix 2.  It will develop to be “proactive” and seek out new markets and opportunities.  This model of trading company will allow both approaches to be accommodated equally well.

Objectives

The objectives of a Gateshead local authority trading company are:

· To sell, at a profit, the services currently offered by the Council, to other public bodies and private organisations.  The income generated could be invested in council initiatives.

· To provide a vehicle that will allow the organisation to trade with the private sector.  This will maximise the use of resources and ultimately contribute to the Council’s efficiency agenda.

· To participate fully within the Building Schools for the Future (BSF), Local Education Partnership and BridgingNewcastle Gateshead Joint Venture.

· To be flexible to take advantage of training opportunities that may arise for all Council services.

· To stretch and motivate staff within the Council, by providing experience of working in a commercial context..

· To enhance the work being done on alternative business models.

· To improve service provision through developing skills and learning from other organisations.

· To reinforce in-house services and ensure that the current expertise is maintained and kept up to date.  

· To increase the profile of the Council.

· To provide a more balanced workload throughout the year.

· To future-proof the Council’s service delivery.

Governance Arrangements

The power now afforded under the Local Government Act 2003 will enable authorities to trade with private sector bodies and persons for profit.  In doing so local authorities will be able to create an entrepreneurial climate in which to introduce new service delivery options and business opportunities.  Local authorities will need to set up a trading company under part V of the Local Government Act 1989 to take advantage of these new trading opportunities. The power is only available to top 3 category performers in the Audit Commissions CPA assessment (excellent, good and fair) and is part of the freedoms and flexibility agenda that government has agreed. 
Employees from the Council’s services will be seconded in to the trading company as and when required to carry out individual projects or tasks.  

The company’s framework and governance arrangements will permit activities or services to be “bolted on” if required, following a robust business case being produced.

The services which will initially be offered through the trading company are listed in Appendix 1

Potential customers and markets identified by the trading company are listed in Appendix 2

Investment and Resources Required

These can be summarised in the following areas:

Initial Set up costs

It is the intention that the company will not initially employ its own staff or acquire its own assets: it will second these from the Council on the basis of full cost recovery; the initial set up costs will therefore be low.

Initial legal costs for setting up the trading company are as follows:

· Company incorporation: dealing with the formation of the company, the change of name, appointments of new officers etc.  Review and comment upon the draft governance arrangements and ensure that the company's constitution and board authorities are consistent with those arrangements: £1,500. 
· Business Case review: £500.  

External auditors will have to be procured prior to submitting the accounts for the first year’s trading.  The associated cost for the provision of audit services is likely to be in the region of £6,000.

Other set up costs for insurance, taxation advice, auditors fees, finance fees for setting up the accounting arrangements, ICT, accommodation etc are expected to be relatively small as they will follow existing models used for the Gateshead Housing Company.  These will be considered further in service level agreements.

It is anticipated that the total set up costs will not exceed £25,000.

Ongoing Company Costs

Appendix 2 “Potential Customers and Markets”, details markets already identified as £8m in 09/10; a cautious estimate of this could produce a turnover of £0.5m in the first year of trading and a target profit of 5%. Typically profit levels on construction projects, of a similar type & size likely to be undertaken by the company, range from 2% to 7.5%. The mid-point of this range is considered a positive and realistic expectation for the company over its first three years of trading.

A working capital is not considered necessary as the company will use the same bank account as the Council.  

Other costs associated with business development and running costs of the company will be provided through the surplus generated from trading activities. 

Insurance and/or bonds are likely to be required for professional indemnity or as a guarantee: it is assumed that this will be equivalent to 1 month’s trading income: (i.e.£50,000).

The financial model is detailed in Appendix 3.

Resources

Given the current economic downturn a cautious approach to turnover and growth has been adopted. It is anticipated that, from a low starting point, turnover will increase steadily to reach £2million by the end of 2011/12. This will allow steady controlled growth.

This initial level of turnover expected is relatively small compared with the current turnover in Design and Construction Services. At this level the workload will be managed with existing resources. 

The growth of the company will coincide with the reducing workload of Construction Services due to the winding-down of the Decent Homes Programme, which is due to complete in 2011/12.

As the company grows and workload and turnover increases any peaks will be resourced using consultants, sub-contractors and/or agency workers.

Risk Management

An assessment of the risk facing the company, initially in the Design and Construction Services, has been prepared and is detailed in Appendix 4.

The company will generally adopt the Council’s financial, operational, management and audit policies and will therefore employ quality management procedures these will ensure that risks are managed effectively and do not overexpose the company to external risks.  
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 Appendix 1

Services to be offered by the Trading Company

Initially the trading company is aiming to provide services that are currently offered by Design and Construction Operations i.e.

Full range of professional design and construction:

· Project Management

· Architectural Design 

· CDM

· BREEAM

· Urban Design

· 3D Visualisation

· Graphic Design

· Landscape design

· Electrical and Mechanical Service Design

· Structural Design

· Cost Consultancy including Quantity Surveying Service

· New Build

· Refurbishment

· Design & Build schemes

· Repairs & Maintenance

· Housing Improvements

· Highways & Street Lighting

· Additional specialist services; Conservation design, Client Design Advisor, qualified DQI advisor, sustainability and energy advice
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Appendix 2

Conservative estimate of likely trading figures based on the potential opportunities

 Potential Customers/Markets

09/10

10/11

11/12

£ '000

£ '000

£ '000

Willmot 

Dixon

BaaF

Birtley Leisure 

Centre Refurb

2,200

   

 

Felling Pool Highway 

& Drainage Works

330

    

 

Blaydon Pool 

Highway & Drainage 

Works

583

      

 

Dunston Leisure 

Centre Refurb

550

    

 

3,520

  

 

Other work              

say

275

      

 

550

    

 

550

    

 

Inspired 

Spaces/ 

Carillion

Building Schools for 

the Future

Thomas Hepburn 

Highway & Drainage 

Works      say

330

      

 

Heworth Grange 

Highway & Drainage 

Works      say

330

    

 

Small schemes but 

above £100k 

exclusivity level say

275

      

 

550

    

 

550

    

 

South Tyneside           

say

110

      

 

110

    

 

110

    

 

Other Carillion            

say

550

      

 

550

    

 

550

    

 

BNG

Demolition

880

      

 

253

    

 

550

    

 

Block Improvement/ 

Environmental 

Works/ New Build

2,640

   

 

3,410

  

 

1,100

  

 

Total 

Opportunities

7,843

  

 

6,633

 

6,930

 



Appendix 3
Financial Model

Context for Trading
Trading with a wider range of bodies should help to increase the scope for partnership working, however, the Council will need to be prudent, in particular, about putting council tax payers’ money at risk. The financial objective of the trading company will be to make a profit which would be available to the Council to use as it sees fit. Any financial assistance, in cash or in kind, given by the Council should be for a limited period against the expected returns later. Any assistance should therefore be provided under a formal agreement with the company (para 65 CLG guidance).

Financial Model
The Council must recover the full cost of any accommodation, goods, services, staff or anything it supplies to the company in pursuance of any agreement or arrangement to facilitate the power to trade. The Council will need to establish a robust methodology to demonstrate full cost recovery. In determining full cost recovery, the Council will use the principles as set out in the Chartered Institute of Public Finance and Accountancy’s (CIPFA) Best Value Accounting Code of Practice.

The Prudential Regime

The Council is required to have regard to CIPFA’s Prudential Code for Capital Finance in making determinations on how much it can afford to borrow and the prudential indicators will need to be mindful of the impact of trading activities which they have set up a company for. 

The balance sheet used for the preparation of the indicators required by the code is the Council’s own balance sheet. The capital expenditure or borrowing of companies in which the Council has an interest should not be included within these indicators. Although prudential indicators do not operate on a group basis, this could be subject to change under future guidance of the prudential code.

Regulatory requirements

The company will need to comply with all the regulatory requirements of the Companies Act 1985 and additionally with the regulatory regime for local authority companies under the Local Government and Housing Act 1989. The company will need to charge VAT and will be liable for Corporation Tax on its profits. 

Standing orders and Financial Regulations

The company will be expected to comply with the Council’s standing orders and financial regulations.

Accounting and Banking Arrangements

The company will not have a separate bank account from the outset, but all transactions will be posted through the Gateshead Council’s bank account. The Council has run the same model for the Gateshead Housing Company very successfully for a number of years and accounting arrangements for the company will follow a similar model. This model will prevent cash flow implications and avoid the requirement for a working capital balance when the company begins trading.

The company will use the Council’s financial ledger. The accounting structure will ensure that all income, expenditure and VAT can be allocated to the company by use of appropriate transaction types and coding structures. The use of transaction types will enable the company to have its own stationery for purchase orders and invoices and will facilitate the submission of the company’s VAT returns.

Interest on balances held by the company will be calculated on an annual basis.

The company will be responsible for providing its accounts and tax returns in the appropriate format within set deadlines.

The company will be responsible for the engagement of an external auditor.

Set Up Costs

The costs of setting up the company are estimated to be no more than £25,000 and include external legal and financial advice and insurance costs. 
Charging Policy

The charging policy will be specific to each type of contract and will be dependant on the type of services that are being provided.

Financial Risks

Financial risks have been assessed and are detailed in the risk assessment in Appendix 3.

Appendix 4

Risk Assessment

A comprehensive legislative, contractual, financial and operational risk assessment has been undertaken to ensure that all risks and uncertainties affecting the Council’s and the Trading Company’s position are identified.  The key strategic risks to be considered in setting up the trading company are as follows:-

	
	Risk
	Likelihood
	Impact
	Risk Management

	1
	Failure to set up trading arrangement in strict compliance with legislation


	Low
	Medium
	External legal advice on governance arrangements.

	2
	Failure to follow the statutory guidance on the trading power issued by the DCLG (actual guidance is ODPM)


	Low
	Medium
	Legal & Corporate included in the setting up of the company. 

	3
	Using trading powers where there is a statutory obligation to provide them


	Low
	Low
	Every new service to trade via the company to list services in their Business Case and to consider statutory obligations.

	4
	Failure to trade through a company


	Low
	Low
	Every new service to trade via the company to list services in their Business Case and to consider statutory obligations.

	5
	Possibility of trading ultra vires


	Low
	Low
	Every new service to trade via the company to list services in their Business Case and to consider statutory obligations.

	6
	Failure to adhere to EU procurement rules


	Low
	Medium
	Robust procurement procedures to be employed, amendments to the Council’s Procurement Handbook to include a section on EU procurement rules as they apply to the trading company.

	7
	Possibility of challenge to state aid – full cost recovery


	Low
	Low
	Issue of State Aid is outside the scope of the company. Comply with the Best Value Accounting Code of Practise on full cost recovery.

	8
	Consequences of Gateshead’s CPA category falling below “fair”


	Low
	Low
	Governance procedures to include an exit strategy.

	9
	Failure to include suitable “break clauses” in contracts, where appropriate, should Gateshead’s CPA category fall below “fair”


	Low
	Medium
	Robust contract and governance arrangements.  All contracts to be entered in to will be checked out by legal first.  

	10
	Possibility of conflicts of interest for members / officers acting as board members or directors of the company


	Low
	Medium
	Members and officers will be governed by Gateshead’s Code of Conduct and as a minimum will include the mandatory provisions of the model code of conduct, issued by ODPM.

	11
	Failure to arrange adequate insurance cover for the Company's liabilities and assets.

	Low
	High
	Ensure insurance broker is kept up to date with the set up and operation of the company including any new areas of trading the company becomes involved in.  Regularly review insurance cover and before accepting any order/contract.

	12
	Consequences of proposed investment decisions – impact on Prudential borrowing


	Low
	Low
	The council is required to have regard to CIPFA’s Prudential Code for Capital Finance with regard to borrowing decisions. Prudential indicators currently do not operate on a group basis but this could be subject to future guidance of the prudential code

	13
	Failure to comply with taxation laws – corporation tax and VAT


	Low
	Medium
	Advice to be sought from a consultant with taxation planning expertise.

	14
	Consideration of potential TUPE implications


	Low
	Low
	Initially this is not a concern but will be reviewed regularly.

	15
	Risks relating to Council’s reputation and public perception of its efficiency and effectiveness in the event of trading companies failure


	Low
	Medium
	Risk assessment regularly reviewed

	16
	Failure of company to be Competitive


	Medium
	Low
	Continue to benchmark fees and costs.

	17
	Consequences of adverse financial impact on general fund and hence taxpayer


	Low
	Low
	Robust contract and governance arrangements i.e. contract monitoring, budget monitoring, contract administration procedures

	18
	Conflict of interest over workload priorities of council projects and company projects


	Low
	Low
	Effective resource planning meetings, use of agency/contract staff and subcontractors.

	19
	Company credit rating


	Low
	Low
	Council could act a guarantor and insurance could be purchased to mitigate this.

	20
	Inability to meet tendering PQQ’s


	Low
	Low
	The company will generally adopt the council’s policies and protocols.

	21
	Challenge from council’s auditors re financial model and group accounts


	Low
	Low
	A similar financial model has worked for the Gateshead Housing Company for a number of years. The accounting structure will ensure that all transactions applicable to the company can be identified using transaction types and coding structures.

As part of the closedown process, the council is required to undertake an assessment of its relationships with related entities to determine whether group accounts are necessary. The process for this is outlined in CIPFA/LASAAC Code of Practice on Local Authority Accounting - A Statement of Recommended Practice (SORP).

	22
	Lack of capacity to manage additional work
	Low
	Low
	Performance management to increase productivity and careful programming to ensure only accepting work where resources are available. Continue to use agency staff and subcontractors to manage peaks.

	23
	Contractual disputes
	Low
	Medium
	Legal to check all contracts before they are entered in to, staff trained in dispute resolution and contract administration.
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Trading Levels

		Potential Customers, Markets and projected turnover												Appendix 2

		Conservative estimate of likely trading figures based on the potential opportunities

		Potential Customers/Markets				09/10		10/11		11/12

						£ '000		£ '000		£ '000

		Willmot Dixon		BaaF

				Birtley Leisure Centre Refurb		2,200

				Felling Pool Highway & Drainage Works				330

				Blaydon Pool Highway & Drainage Works		583

				Dunston Leisure Centre Refurb				550		3,520

				Other work              say		275		550		550

		Inspired Spaces/ Carillion		Building Schools for the Future

				Thomas Hepburn Highway & Drainage Works      say		330

				Heworth Grange Highway & Drainage Works      say				330

				Small schemes but above £100k exclusivity level say		275		550		550

				South Tyneside           say		110		110		110

				Other Carillion            say		550		550		550

		BNG		Demolition		880		253		550

				Block Improvement/ Environmental Works/ New Build		2,640		3,410		1,100

		Total Opportunities				7,843		6,633		6,930

		Target Turnover                    say				500		1,000		1,500
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