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ITEM 11
SOUTH EAST ENGLAND DEVELOPMENT AGENCY

BOARD MEETING ON 3 FEBRUARY 2005
ITEM 11
FINANCING SEEDA’S PROPERTY PORTFOLIO
Recommendation

The Board is invited to AGREE the steps taken to mitigate the write down impact of the land and property programme and the use of a dormant company to be renamed SEEDA Properties as a land and property owning subsidiary.
Introduction
1. SEEDA’s physical development programme is a major element of our activities, particularly in coastal towns to stimulate regeneration, and in the growth areas of Thames Gateway, Ashford and Milton Keynes/South Midlands as a substantial contribution to the Government’s Sustainable Communities agenda.  Since 1999, we have built up a portfolio of sites, as unlike other RDAs SEEDA inherited little from English Partnerships, with the sole (and large scale) exception of Chatham Maritime.  The purpose of doing so is to help the regeneration programme, but also to generate capital receipts on disposal as part of the Agency’s overall capital programme.   
2. Since the beginning of this financial year, we have been reviewing the options open to SEEDA to manage our property portfolio in a more efficient manner. This has two separate aspects.  First, how to lever in additional resources especially from the private sector to finance SEEDA’s physical development programme, given that the annual budget from the single pot is about £38m. Second, how to mitigate the impact of financing land and property development arising from recent changes to accounting practices required by the NAO. 

Background
3. A systematic forward programme of handling each of the sites in the SEEDA property portfolio has been carried out, whether very large such as Chatham Maritime, or small such as residual plots on a rural industrial estate in New Romney, Kent.  For each individual site we have a year by year strategy, to enable us to anticipate the expenditure we propose on each site to carry out remediation, site improvement etc leading to disposal to a development partner, or outright sale, as appropriate.  This enables us to forecast the demands on the capital programme, in order to deal effectively with the existing portfolio, before we consider fresh acquisitions.  The portfolio, which in total runs to about £100 million, is dynamic, ie we are disposing of sites and premises, at the same time as we are adding new sites.  
4. In parallel, we now have an established estate management plan, to ensure the proper management of each site in the portfolio in terms of basic maintenance pending site works, improvements, etc.  Most importantly, we have a lettings strategy to secure revenue where appropriate, for example temporary car parking, open storage or similar short term uses which do not compromise the remediation and development strategy set out above.  Our objective is to ensure that as much as possible of the site remediation programme on a site by site basis can be financed from revenue income earned from these short term lettings.
Accounting for Development Assets
5. One of the major issues which confronts SEEDA and indeed all RDAs is the requirement to write down site development activities to the current account.  This arises when, for example, we acquire a site for £2m, spend £1m on clean up, remediation, putting in basic infrastructure and the like, yet the open market value of the site on disposal is less than the aggregate of our expenditure, say £2.5 m.  In circumstances such as this, the capital expenditure is not only incurred as provided for in the capital programme, but is in addition the net loss (in this case £0.5m) is charged to the Agency’s current account, which given the extreme pressure on revenue, is a considerable extra burden.  We already provide for an element of these unavoidable write downs occurring from land development, together with other non-cash costs such as holding costs, in the annual budget:  £4m in the current year, and for each of the next 3 years of the corporate plan.  
6. Discussions have taken place in recent months with ODPM, Treasury and NAO in order to ensure the most effective regime we can for the write down issue as part of our accounting practices.   This is a major issue for us to handle, in terms of the long term impact on our property portfolio, and more particularly how we actually move it onward to disposal.  The simplest thing for us would be to do nothing in terms of site improvement and development, where carrying out remediation costs leads us to an eventual disposal sum which is less than our total expenditures.  But of course that is exactly the reason RDAs and English Partnerships are involved in land and property development, particularly brownfield land remediation, in the first place.

7. This problem has become particularly acute during the last six months, with the regeneration of Betteshanger Colliery, Kent.  SEEDA will invest nearly £7 million during the current financial year which will raise open market value only marginally, resulting in an unexpected write down for SEEDA to absorb this year of approximately £6.5 million.  An immediate solution is therefore needed, and urgent discussions are in train with DTI, ODPM, NAO and English Partnerships.

Mitigation of the impact of write downs

8. No single solution will fit all circumstances, but for the future there are several alternatives to both maintain a physical development programme, and minimise the impact on the current account:

· Finance by Grant

9. If there is an appropriate and willing partner, such as a University or Local Authority we could fund acquisition of the land and subsequent works by the way of grant.  Control or project management, and claw back of future capital receipts would be handled by way of an appropriate funding agreement. Currently, such entities do not suffer the same double impact as us but we need to be continually aware that this may change.

Acquire through an Associate Company
10. If there are a number of parties involved, particularly including the private sector, then we can seek to acquire the properties in an associate company, which we do not control and in which we preferably have less than a 20% holding. Ownership below the 20% level allows us to avoid consolidating the loss in our balance sheet.

11. A shareholders agreement between the parties, combined with appropriately structured loan or funding agreements, could ensure that SEEDA’s strategic goals are protected and that claw back of future benefit could be achieved.  

12. There should be a strong preference for using cash flow benefits which will flow from  projects and investments to secure additional funding through private sector debt.

Acquire in  a Subsidiary

13. As a short term expedient, it may be appropriate for SEEDA to acquire land through a subsidiary company.  The success of this strategy rests on whether the accounting requirements mean we would have to consolidate the assets and recognise losses.

14. This is unlikely to be a long term solution since, at some stage, the Treasury/NAO will probably seek to capture the activities of subsidiaries fully within the main operations of SEEDA.
Valuation Methodology

15. The approach here is to carry out our annual valuation in a way which minimises the short term write downs arising from development work on individual sites.
Prioritise projects with lower write down risk

16. The obvious difficulty is that we will choose projects for their financial attractiveness not our overall strategy.  However, as part of the analysis and appraisal of projects to be pursued, we specifically recognise the scope of the full impact on SEEDA’s ability to support its whole programme.

Use of Capital Proceeds

17. From financial year 2005/6 we can not only retain capital receipts, but can use at least part of them for either capital or revenue purposes.  This would enable the existing portfolio to support new projects, subject to the strategic decision that it constituted the best use for the funds.

SEEDA Properties
18. We are looking very closely at how can reduce the write down impact by moving our current property holdings into companies.  The objective is not to avoid disclosure of the companies that we run, more to have the most efficient management of our property assets.  Even the joint venture we have Countryside Properties for Chatham Maritime which hitherto has been essentially off the balance sheet, will be fully included in the consolidated accounts from now on.  
19. As Members know, we have now established a company for Hastings (Hastings and Bexhill Renaissance Limited trading as Sea Space) with Dti approval.  This enables us to transfer SEEDA financed land holdings in Hastings into the new company which will enable the write down problem to be substantially reduced, or eliminated.  This is because it is intended to demonstrate to NAO that SEEDA does not control this company, provided our interest in it is kept to below 20%.
20. We are also considering setting up BLAT, the Brownfield Assembly Trust as a stand alone company, largely because if we proceed with a financial contribution from English Partnerships, it will give us a financial basis which can then be used to secure external borrowing.

21. The opportunity to set up a company with the possibility of moving some of SEEDA’s property portfolio off the main balance sheet arises through using one of the dormant Chatham Maritime companies inherited from English Partnerships when we were formed.  This is a wholly SEEDA owned company which has extremely wide powers within its Memorandum and Articles, with an ability to trade and borrow, and is in principle already DTI approved, as it was established and came to us as part of our inheritance.  It has never operated, but we have kept it alive through having two SEEDA Directors (David Tucker and Paul Hudson) and filing an annual return.
22. The proposal is that we should activate this company, renamed ‘SEEDA Properties’, as a wholly owned SEEDA subsidiary, with Directors drawn from the staff, with the intention of enabling us to reduce the problem of write down as set out above, and to structure future activities to enable us to borrow against the property asset portfolio.  An immediate transfer could be Betteshanger Colliery.  However, the actual potential of this approach is being researched with NAO, particularly to determine the accounting benefits to SEEDA.
23. In the meantime, SEEDA has taken the following action:

· Appointed accountants to act for the company to ensure it is equipped to commencing trading and is registered for VAT;

· Requested a risk assessment and legal advice for the Directors of SEEDA Properties to ensure that the corporate, financial, legal and personal obligations and responsibilities are clearly understood and, where necessary, mitigated;

· Sought confirmation from DTI, ODPM and the NAO that this action is within RDA accounting, regulatory and operating guidelines;
· Instructed Solicitors to prepare a conveyance of the freehold title of Betteshanger (and other properties as required) to Chatham Maritime Limited immediately, prior to changing the name of the company.
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