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1. Executive summary

This report has been written by a group of indepanh@eople’s deputies in
response to Billet d’Etat IX of 2009 — Treasury &¥®urces Department:
Capital Prioritisation, which is due to be debadéthe June meeting of the
States of Deliberation.

We appreciate the work of Treasury & Resourcebanpreparation of its
States Report, and we agree with much of its conteparticular, we are very
supportive of the improved process of capital piigation introduced by the
department.

However, we strongly disagree with Treasury & Reses’ recommended
funding model for the programme of capital investine

This report outlines the case for two alternativeding models essentially
based on three principles:

 limiting any exposure to borrowing;

* maintaining the policy that borrowing should be sidered only against
capital projects with a secure, associated incamarms; and

« providing future States, and the island generalith a more sustainable
fiscal legacy.

Against these criteria, we believe that there amapelling reasons to support
our more disciplined alternative funding proposals.

Our first and preferred funding model (Model A) kites external borrowing
in its entirety. A loan requirement of £83milliorowld be provided in full by
internal borrowing (i.e. from the States Treaswuny)l allocated exclusively
against the solid waste treatment plant, the inctsora which would be set to
repay the internal borrowing in full.

Our second funding model (Model B) proposes bomgwi113million
externally, considerably less than the amount regended by Treasury &
Resources. This loan would be allocated strictirag the solid waste
treatment plant and part of the airport pavemesttalilitation project, and
only income arising from those projects would bedu® repay the loan.

It has been the policy of the States for the pasiecades to borrow only
against projects with an associated income straaththen only sparingly, and
almost always internally. Our funding models arasistent with this feature of



the island’s historically prudent approach to thenagement of public
finances.

In 2007, the States resolved to invest £20milliengnnum in capital
expenditure. Implicit in Treasury & Resources’ npi@tation of that States
Resolution is the assumption of annual appropmatiopom general revenue to
the capital reserve account of £20million (at 208Ries).

However, Treasury & Resources’ proposals for fugdims round of
investment in capital projects would require a sah$al proportion of these
annual appropriations to be redirected into a sgkund established to repay
the principal and interest on £175million of extdrdebt which the department
wishes to raise by issuing States of Guernsey bonds

Under the department’s proposals, £10million per yeould be absorbed by
the sinking fund set up to repay the debt. Theyenpats would be made out
of funds which would otherwise be allocated to fayessential capital
projects of the future.

As the department’s States Report makes cleartat@ppenditure of future
States would be limited to amounts significantljolethe island’s long-run
average, unless annual appropriations from genevahue to the capital
reserve were substantially increased or the Stetdsrtook additional
borrowing, albeit that the latter would then creasten heavier repayment
commitments.

Our funding models do not require any part of tA@rfillion annual
appropriations to the capital reserve to be absbblyaepayments on
borrowing. These annual appropriations would remaamlable to fund capital
projects of the future.

In total, our funding models would make availalderte next four States no
less than £106million and up to £145million morarthhe funding model
proposed by Treasury & Resources.

The other sources of funding in our models areattditional 2008 operating
surplus, agreed appropriations to the capital veseom 2009 to 2013 or 2014,
and other income which Treasury & Resources expediscrue to the capital
reserve during the term of this States.

Our funding models are inherently less risky, mame&dent and more
sustainable. We submit these proposals as a méasudepragmatic ‘Guernsey
solution’ to a ‘Guernsey problem’.



The contents of this report shall form the basisarhposite amendments to be
proposed against the department’s propositionsneaitlon pages 680 and 681
of Billet d’Etat IX.

For clarification, the sources of funding in ourdets are outlined below. The
total estimated cost of the priority one projest€301million.

Model A
£m
Balance of capital reserve at®3ecember 2008 42
Appropriations 2009-14 (incl.) 150
2008 operating surplus 22
Other income to capital reserve by 2012 15
Int. borrowing (solid waste) 83
Additional income from Guernsey Airport 8
Total available for capital investment 320
Model B
£m
Balance of capital reserve at®3ecember 2008 42
Appropriations 2009-13 (incl.) 122
2008 operating surplus 22
Other income to capital reserve by 2012 22

Ext. borrowing (solid waste and part of airport) 311
(Less interest on bonds transferred to sink fund)5) (

Total available for capital investment 316



2. Introduction

The Treasury & Resources Department has establet@tdproved framework
to enable the States to undertake a more thoramegbrdinated process of
planning and prioritising major capital projects.

In general, States members and departments afgplkeave welcomed the
improved process, which is an example of wheradlaed’s unique consensus
or collegiate political model is perfectly capabfeproviding effective and
cohesive government in respect of major items @€po

Although this report challenges Treasury & Resaosiriending proposals, we
wish to make it clear that we support the capitargisation process. We wish
to place on record our view that the departmentlgipal board and officers
have led the States through a transparent andugbrnorocess.

The States agreed in December 2008 that the capitaitisation debate would
take place in March 2009. Treasury & Resourceslkiagreed early in
February to circulate its States Report severakwearlier than the official
release date in order to provide members with @efii time to consider such a
major item of policy.

However, at the request of Policy Council, the depant announced in mid-
February that the capital prioritisation debate Mdae deferred, in order that
Policy Council could present proposals to estaldistover-arching fiscal
framework at the April meeting of the States ofiDedation.

Following announcement of the deferral of the depateasury & Resources’
States Report was made available to members ord@yés March.

The authors of this report first met as a groupjmdépendent members on
Friday 13" March to discuss concerns in respect of TreasuRe&ources’
proposed funding model for capital projects. A setmeeting was held on
Wednesday 18March.

We wrote to members and departments on Wednesdayagh to advise of
our intention'...to present for consideration an independent rémdrich shall
include alternative proposals relating to the Sgafescal framework and
programme of investment in capital projects’.

The Minister of Treasury & Resources, Deputy ClsaRarkinson, wrote to
members on 23March reiterating that his board was very happgfter the
assistance of its officers in the preparation oéadments. Deputy Parkinson’s
letter included the following paragrapgham grateful to Deputy Fallaize and
those colleagues he is working with for giving rapartment advance notice of



their intentions to consider amending our proposalhe approach taken by
Deputy Fallaize is a very open one and is to bernended.’

States members will be aware that an earlier versi@ur alternative

proposals was outlined in a report circulated imilAgvhen it was expected that
the capital prioritisation debate would take plac®ay. In the event, the
debate was deferred again — until June — afterstirga& Resources announced
that financial information contained within its &8s Report was inadvertently
misleading.

The department’s error had a material effect onooiginal proposals, which
would have involved paying for this phase of cdpitaestment by using funds
available to the capital reserve and internallymoimg from the general
revenue cash pool up to £113million to be allocateidtly against revenue-
generating projects.

Following the department’s error, we have revisa#ather possible funding
options, and we are pleased to present these ptiagmmaposals as viable
alternatives to the recommendations of Treasurye&drrces. This report is
based on the updated financial information maddaiMa by Treasury &
Resources.

While we are disappointed that we can no longep@se our original funding
model, we are confident that our revised propostiés less risk, and are more
prudent and more sustainable that the departmimiting recommendations.
We believe that they are capable of appealinga@atmnsensus view of the
Assembly when the matter of funding capital investiris debated later this
month.

The proposals contained within this report havenhestten after considerable
research and deliberation by the five members whagsges appear on the front
cover, and after discussion with several othereStatembers. We wish to
place on record our thanks for the very useful irgfwther deputies, which
helped to shape our thoughts during the formulaticthese funding models.

Throughout this process we have remained mindftih®heed for any
substantial amendments against such a major itgolimy to be well-
researched and coherent.

The technical advice of officers at Treasury & Reses has been invaluable,
and we should like to extend our thanks to them.



3. States capital expenditure (up to 2008)

The past decade or so has seen a period of unpraeedcapital expenditure
on the island’s infrastructure and public servi&sccessive States have spent
around £350million on major capital projects sig@é@0, and during these
years capital expenditure has been far above ldnedis long-run average.

The origins of this programme of unprecedentedtabpkpenditure were
multifarious, including: historical underinvestmemtnfrastructure
necessitating a period of ‘catch-up’; the ever@asing expectations of the
community; and the availability of significant buetgurpluses generated by
the island’s successful economic performance dduaul to the early 1980s.

The table below details capital expenditure inyibars 1966, 1971, 1976 and
1981, and then in every year thereafter. In lingh\8tates accounting practices,
the table excludes any capital expenditure relaidde ports, which was
funded from the ports holding account.
Year Capital spend (£) Capital spend
(2008 values) (£)

1966 403,000 6,726,935
1971 2,208,000 28,143,129
1976 2,667,000 15,684,157
1981 4,184,000 13,706,994
1982 5,039,000 15,547,785
1983 7,388,000 21,809,481
1984 9,634,000 26,593,409
1985 10,826,000 28,181,201
1986 8,563,000 21,429,537
1987 12,205,000 28,880,078
1988 10,508,000 23,208,632
1989 14,614,000 29,413,659
1990 22,213,000 40,747,252
1991 28,843,000 50,149,630
1992 17,350,000 29,223,432
1993 8,057,000 13,393,726
1994 8,042,000 13,055,648
1995 8,978,000 14,064,218
1996 6,805,000 10,374,233
1997 10,278,000 14,967,819
1998 8,664,000 12,221,404
1999 10,390,000 14,308,512
2000 13,897,000 18,426,509
2001 34,965,000 45,505,570



Year Capital spend (£) Capital spend
(2008 values) (£)

2002 32,820,000 40,918,644
2003 51,107,000 61,336,719
2004 44,365,000 50,779,196
2005 50,181,000 55,589,511
2006 41,752,000 44,306,038
2007 48,990,000 49,556,948
2008 57,647,000 57,647,000

Excluding the ports, the average annual capita¢edjiure of the States
between 1981 and 2008 was around £30million — anage of just over
£120million during each four-year period (at 20@8ues).

Between 1981 and 2000, and before the very sigmificwcreases in capital
investment over the life of the last two Stategrage annual capital
expenditure was around £22million — an averagess than £90million during
each four-year period (at 2008 values).

The programme of increased capital investment dime¢urn of the century
has been economically and socially desirable, amgtneral the benefits of
improved infrastructure and services have beenomedad by the community.
The States, and the island generally, has evespne@ celebrate the
development of facilities in most areas of the pubéctor, including
education, healthcare, housing, sports and theaarts in addition, there has
been significant investment in the ports.

However, it must be recognised that the overwhegmiet benefits of this
programme of investment occurred at a time wheite qunsatisfactorily, there
was no formal process of long-term planning andrfisation of capital
expenditure. In general, there existed a culturgppiroving projects on a ‘first-
come-first-served’ basis rather than necessaribyesting all projects to a
rigorous and competitive process of technical avidipal prioritisation.

The need for a more structured approach was resedty the previous
Assembly (2004-08). At the request of Policy Courtbe Treasury &
Resources Department prepared a broad overvieapitiat expenditure
priorities, presenting its report to the StateBiifet d’Etat XVII of 2006.

The process of capital prioritisation has beemssfiand improved further over
the past 12 months.

In view of the enormous scope of capital investnrmenw proposed by Treasury
& Resources — circa £300million-worth of projeaise funded over just four
years — and the controversial funding model iesommending to pay for such
an ambitious programme, it is perhaps worthwhileeftect on the salient parts
of reports presented by the department’s predecesso
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After the years of unprecedented capital investragrte the year 2000,
Treasury & Resources’ States Report of 2006 adwisatd...a period of
measured consolidation is now required... Signifiaanbunts will still need to
be spent, albeit less than the amounts of recenrsye It is clear that the
unprecedented level of capital expenditure of regears is unaffordable and
unsustainable’.

The advice proffered by Treasury & Resources i2M36 capital prioritisation
report appears consistent with the States Resnlofi@007 to invest around
£20million per annum on capital projects.

In the last States, the sum of £20million per anmas assumed to include
spending of several million pounds on the corponaigsing programme and
routine capital items, such as the replacemenssdmial equipment, IT, plant,
vehicles, etc.

But in the Budget Report of 2009, the departmenisad of its intention to
appropriate £20million per annum (maintained irl teans) from general
revenue to the capital reserve, which would be naadéable for new capital
projects and would explicitly exclude routine iteafsexpenditure.

Nonetheless, the current balance on the capitaiveplus annual
appropriations made to it from general revenue @owlt be sufficient to fund
the list of projects Treasury & Resources is rec@mamng for approval during
this States term. Hence the department’s proposaiter into an arrangement
to borrow £175million externally.



11

4. States borrowing — a historical perspective

Our detailed observations of Treasury & Resourpegposed funding model
shall be explored later in the report. In this EeGtwe are concerned with how
the department’s proposals relate to the histortcexisting practices of the
States in respect of borrowing.

A General Purposes Loan was issued by the State3tin for £550,040, much
of which was used to fund basic revenue expendiftrénat time, much of
Guernsey'’s infrastructure had been significantiyndged by the occupying
forces during the Second World War; considerablalvers of local people
were returning home over a very short period ogtiplacing the island’s
infrastructure and services under a great deare$s and debts had been
incurred running up budget deficits during the geairoccupation.

In the immediate post-war years, the island wassito accept a succession
of austerity budgets. The people of Guernsey,vetlessimply to be living in a
free society once again, understood that the naesklvere financial constraint
was not a matter of choice. The States had noresghves and very little
income, and it owed considerable sums to bankshwiael found the resources
to assist the island’s government during the octopa

It would be erroneous to compare the borrowingrayeanent entered into by
an island desperately recovering from years ofwitr the significantly larger
issue of debt proposed today by Treasury & Ressuimesome cases to pay
for projects with little or no associated income=amn. It is also worth noting
that many Guernsey people emerged from the experieihthe 1940s and 50s
determined that their island would never againuprnational debt'.

It has been the policy of the States for the pasiecades to borrow only
against projects with a secure, associated incdraars, and then only
sparingly — for example against the operation @sipgommercial activities
such as the ports. That policy has formed partgdreerally prudent, cautious,
‘balanced budget’ approach to financial affairsmpdiich the island’s relative
prosperity is generally recognised to have beended, at least in part, and
which would seem to be entirely consistent withvhkies and ethos of many
Guernsey people.

As recently as 2003 the States investigated thsilpbty of entering into
borrowing arrangements to fund the Education Depamt’'s programme of
capital investment, which consisted wholly of podgewith no secure,
associated income streams.

In Billet d’Etat XX of 2003, and in relation to aphs for funding a solid waste
treatment plant, a Policy Letter from the Boardhdiministration noted that
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‘...two broad conclusions can be drawn from the resuldebatdon
borrowing] Firstly, a number of members viewed the princgdléhird party
borrowing as a retrograde step. Secondly, borrowtmdund capital projects
would be more acceptable if the project involvedaenue stream that could
be set to meet the repayments’.

The island’s position on borrowing was made veeacin the Advisory &
Finance Committee’s Budget Report of 2003, whichnsd of the
consequences of ongoing real terms increases mispe ‘Unless checked, the
States could be forced to borrow, thus encumbdtihge generations.’

The Budget Report of 2003 comments on the undeylgnmciples of the
successful management of Guernsey’s public financdsw taxation, careful
control of public expenditure, and avoidance ofrbaring.’

Alongside its Budget Report of 2003, the Advisory-&ance Committee
published an outline of its intentions vis-a-viggmration tax reform (the new
regime, commonly referred to as ‘zero-10’ was, airse, introduced in 2008).
The 2003 report statetfhe very positive current position of the island’s
public finances means that the reforms can be age without leading to an
overall budget deficit. Prudent financial planninger many years has meant
that the island will be able to significantly reforits fiscal system while still
adhering to the key tenets of fairness and equntywithout borrowing.’

In its Budget Report of 2004, the Advisory & FinarfCommittee articulated
the historic policy position in the following term®ne area where borrowing
has been identified as a potential source of fugdvwas for those major capital
projects with an associated income stream suffid@nepay any borrowing
and related interest. However, for the major calpjects of Health and
Education, because of the absence of an incomarstreirect States funding is
the most appropriate and lowest-cost option.’

The report explored the notion of internal borrogvthus:*...one aspect of
borrowing that has been occasionally used is bomgwirom the States
Treasury. This is the funding method that was renended for the energy
from waste facility...In these cases the loans wepayable over a defined
period with interest accruingThe 2004 Budget Report advised of the
‘...important principle that, in general, the lendafrfirst resort for States
entities should be the States Treasury (i.e. iroorrowings)...’

The following four paragraphs are reproduced froe;m2004 Budget Report.
They are included in this report because they reragairelevant today as they
were then.

‘What is certain is that there is a cost to borragi Any lender will seek to
reduce their risk, retrieve their money and mal@dit. This needs to be
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funded, and in the case of a government, the dastroicing and repaying the
loan will almost inevitably fall on the general fmayer.

‘Given that there is no direct income stream getedrom such public sector
projects as schools, interest payments and loaayents would need to be
funded from general revenue. As a result, the amnoilumoney available to
fund ongoing general revenue expenditure, othertagprojects, and to
appropriate to reserves would be significantly reeld.

‘For many years the States has been in a fortuaateenviable financial
position, partly due to the fact that the preseaaté®s has no debt to service or
repay.

‘The challenge for the States, as it is for all gguments, is to maintain and
improve capital infrastructure in an affordable asdstainable manner.’

For the record, the 2004 Budget Report statedisbaing bonds remained an
option for the future in the event of a requirem@entaise at least £100million.
However it was noted that bond issues made availakthe public tend to be
‘relatively expensive to administer in the longnter

The first capital prioritisation report presentedhe States following the
machinery of government reforms of 2004 expoundsiindarly prudent
message in respect of borrowing, demonstrateddéjolfowing paragraph of
the report!As has been endorsed on humerous previous occasiariuding
as part of the Future Economic & Taxation Stratdbe, States of Guernsey
have traditionally had a very prudent approach torowing and as a result
the taxpayer has not had to bear the cost of isteczkarges.’

The Corporate Agenda approved by the States inrbieee2004 included the
following statementTake a cautious approach to public sector borragyin
only doing so where the debt can be serviced l®cars, associated income
stream.’In 2006, Treasury & Resources endorsed that statkas a
‘...sensible and prudent approach’.

The 2006 capital prioritisation report continueddhin very simple terms, the
money for capital expenditure comes from the anopatating surplus, which
is the difference between income (taxes) and reverpenditure...Because
previous States have adopted a policy of buildipgeserves before
committing expenditure (“save to spend”) considdéeasamounts of interest
have been accumulated (E40million between 1998808).’

It is important to note that the States debatetifitsd capital prioritisation
report after having resolved to introduce the ZHdaorporate tax changes. The
States of 2004-08 endorsed the island’s histoauatious policy on borrowing
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in the full knowledge that significant annual butdeficits were likely to arise
in the years immediately after the introductiortled new corporate tax regime.

During the life of the previous States, the Comra&dEmployment
Department released a document entitled ‘Buildiogftélence’ which
essentially outlined the department’s philosophy @niding principles. The
document confidently asserted thateconomic growth should deliver a legacy
of tangible long-term benefits and be sufficien¢mable the island to pay for
and maintain a high standard of public serviceshwaitt recourse to

borrowing’.

In September 2005, on behalf of Policy Council'sdai & Economic Policy
Steering Group, Deputies Laurie Morgan, Lyndon fTaoid Stuart Falla issued
a second consultation document as part of the psabat resulted in the
development of the Future Economic & Taxation ggt The consultation
document contained the following comments in respeborrowing:

‘The States of Guernsey has traditionally had gyeudent approach to
borrowing and as a result the taxpayer has not tealear the cost of interest
charges. In recent decades the States has notWweda®o fund either ongoing
revenue or individual capital projects.

‘The Corporate Agenda, as approved by the Stat&etember 2004, includes
the following statement on borrowing: Take a causiapproach to public
sector borrowing, only doing so where the debtloarserviced by a secure,
associated income stream.

‘The [Fiscal & Economic Policy Steering Grougdntinues to believe that this
remains a sensible and prudent approach.’

In June 2006, the States debated Billet d'Etat2@)6 — Policy Council:
Future Economic and Taxation Strategy. In its St&eport, and after

outlining proposals to utilise part of the contingg reserve fund to address the
revenue shortfalls predicted during the early yeatbe new corporate tax
regime, Policy Council stated confidently and unauabusly:‘Furthermore,

the States is, and will remain, free of debt.’

Significantly, Treasury & Resources has recommertdatithe States should
no longer restrict itself to borrowing only agaioapital projects with a secure,
associated income stream. Instead, the departmgmbges to borrow against
projects with little or no income stream and to geaeral revenue income,
inter alia, to repay a substantial portion of thdebts.

We disagree profoundly with that part of the deperit's States Report. Our
proposals adhere in full to the historic policy coitment of the States to
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borrow (whether internally or externally) only agsti capital projects with a
secure, associated income stream.

In addition to the alternative proposals for furgdthis phase of capital
investment contained within this report, the ameeudis we intend to move at
the June meeting of the States shall propose menaify the principle that
borrowing should be considered only to fund cagtajects with a secure,
associated income stream sufficient to servicentegest payments and repay
the capital sums involved.
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5. The capital programme proposed by Treasury & Rasurces

Departments were invited to submit proposals fpiteaprojects carrying an
indicative cost of more than £250,000.

Approximately 30 proposals with an estimated totat of around £370million
were subjected to strategic review, a process tiydatroduced by Treasury &
Resources to assist in determining the potens&land relative economic,
environmental and social impact of capital projects

Subsequently 19 projects with an estimated totsi cb£301million were
allocated priority one status. Treasury & ResourSéstes Report proposes
that‘all projects that have been assessed as prionity should be progressed
without delay’.

For reference, the full list of priority one proisds reproduced below.

Best Cumulative
Proposal Estimate Cost
£000 £000

PRIORITY 1

Education — College of Further Education Phase 2b , 7102 2,700
Education — Les Beaucamps School 38,150 40,850
Environment - Cobo Bay Bunker/Sea Wall Repair 350 41,200
HSSD — Adult Acute Mental Health Facilities 25,400 66,600
HSSD — Homes for Adults with a Learning Disability 5,300 71,900
Home — eBorders IT system 1,000 72,900
Home — Police core IT system 1,200 74,100
Home — Tetra Radio 1,800 75,900
PSD — Belle Greve Wastewater Disposal Facility Q6,5 91,400
PSD — Solid Waste Solution 83,000 174,400
Ports — Airport Pavements 84,500 258,900
Ports — Airport Radar 2,400 261,300
Ports — St Peter Port Harbour Crane Strategy 10,000 271,300
Ports — St Peter Port Harbour Pontoons 1,000 272,300
Ports — Sarnia Work Boat 1,000 273,300
Social Security/Income Tax IT System 5,500 278,800
T&R - Cabernet Limited Recapitalisation 6,000 284,800
T&R — Corporate Asset Management IT System 600 285,400
T&R — IT Wide Area Network 3,600 289,000
SUB-TOTAL (before Inflation Allowance) 289,000
Inflation Allowance 12,000 301,000
TOTAL 301,000
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The table above is a reproduction of page 528 e&3ury & Resources’ States
Report, except in respect of two items of expemditthe total cost of the solid
waste solution and the overall inflation allowanicethe table above, we have
added £3million to the cost of the solid waste sotuand subtracted the same
amount from the overall inflation allowance.

The department has advised us that £3million giréslicted inflation
allowance of £15million is applicable to the sokdste solution. Therefore, we
have assumed that the total indicative cost okttiel waste solution should
become £83million, all of which is to be fundedadioan under the terms of
our funding proposals.

The above alteration makes no material differendbe proposals or to the
income streams required to repay any loan arrangesneatered into. We have
explained it here merely for the sake of completene

Whether to approve the full list of priority oneopgcts, as recommended by
Treasury & Resources, is a decision for the St&tksare aware that another
member has circulated an amendment which wouldnmeqot approving the
full list of priority one projects during this terof the States. The States must
weigh up in due course the merits of reducing isteof priority capital
projects.

The scope of this report is concerned with presgrditernative proposals that
are capable of funding the full list of priority @projects, should the States
resolve to approve that list of projects later thisnth. Consequently, this
report is effectively neutral on proposition oneloéasury & Resources’ States
Report on page 680 of Billet d’Etat IX, which inegt the States to approve the
department’s recommended programme of capital gisoje

We believe that our proposals would be equally ieizdnd certainly preferable
to the funding model proposed by Treasury & Resesjrevhether the States
resolves to reduce, amend or approve the listiofifyr one projects.

The relevance of proposition two on page 680 deBd’Etat 1X should also be
noted. Proposition two reads as followlo note that each project that is
included within the capital programme will be thépect of a separate report
before the project can commence unless the Tre#&&gsources Department
has delegated authority to approve a capital vote.’

Essentially, the project list approved at the Jmeeting of the States as the
recommended programme of investment will remaifiraprinciple’ list. All
projects will then be the subject of separate StR&ports to be debated in due
course before being granted final approval.
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6. The financial position of the States

In recent years, Guernsey has consistently recdrdddet surpluses. Over the
last two decades or so, very significant annugdlases have become
commonplace.

However, the financial position of the States issn@ry much more
precarious. Treasury & Resources recently forabasisland’s structural
budget deficit to be around £35-40million annuallygely as a result of
corporate tax reforms introduced in 2008. The depamt also forecasts
additional cyclical deficits of £25-30million penaum over the next few years.

The Future Fiscal & Economic Strategy, approvedhigyStates in 2006,
directed that up to one half of the contingenceires fund may be used to
cover budget deficits arising out of the decisiomeform corporation tax with
effect from £' January 2008. Treasury & Resources now estimaggswithout
considerably increasing the revenue of the Statdfasignificantly reducing
public expenditure, using one half of the contingereserve will make good
the budget deficit only until 2011.

Treasury & Resources has advised that it couldelsessary to raise an
additional £52million a year (at 2009 values) idarto balance the States
budget by 2017. It is expected that additional nexeraising measures will be
proposed in the 2010 Budget Report, to be debatédebStates in November
2009, albeit that there is no guarantee that tlsedbly will support the
recommendations put forward, or even substitutraditives.

This report primarily concerns capital expenditidewever, policies in respect
of funding capital projects cannot be developedatation and must be
considered in the context of the overall finanpiasition of the States and the
economic position of the island generally.

It may be possible to return the island to surglusner than 2017 by placing
greater emphasis on tackling income and expendiitremore urgency, i.e.
by embracing the scope to reduce expenditure umnedusy the Fundamental
Spending Review, and by introducing more signifta@venue-raising
measures sooner than perhaps otherwise envisaged.

The 2008 accounts of the States show that theiedalitoperating surplus was
£22million.

We believe it would be regrettable to use the amtthl 2008 operating surplus
generated by the people and businesses of Guamereyy to assist in making
good a budget deficit that is best addressed irswéyer than utilising the
island’s reserves.
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Our models propose transferring the additional 28@&ating surplus to the
capital reserve in order for it to be available dse during this phase of capital
investment.

It is essential that the budget of the States shbelbalanced as expeditiously
as possible in order that the island can retuitstbistoric practice of ‘living
within its means’.

Insofar as the primary subject matter of this regoconcerned, we believe that
in the long-term the States should adhere to g®hc practice of funding
capital expenditure out of operating surplusestithe only responsible,
prudent and sustainable way of paying for capitajgets in the long-term.

Treasury & Resources’ proposals to enter into aangement to borrow
£175million externally may not directly affect teeze of the States budget
deficit today. However, in respect of the urgergdhéo address the deficit, one
crucial difference between the department’s prolscsad our alternative
proposals should be noted.

Under the department’s proposals, every year froh8Z10million of general
revenue income (hitherto earmarked for future edpivestment) would be
consumed in making payments to a sinking fund ésteda to service
£175million of debt issued by this States.

Under our proposals, no general revenue incomegigired to service internal
or external loans, and from 2014/15 annual appatipns of £20million (at
2009 values) from general revenue to the capitarke would remain
available for capital projects of the future.

We are of the opinion that entering into excesbimgowing arrangements, in
particular against projects with no associatednmestream, would be
particularly risky and imprudent while the islarsdm a period of suffering such
significant and recurring budget deficits.

The Bank of England base rate is at an historic ldawever, it is equally true
that global economic conditions are more volatild ahallenging than at any
time since the Great Depression of the 1930s. Theak is uncertain. The
perception that rates of interest are relatively foay appear superficially
attractive, but must be balanced against the iddmsdtoric principle of not
borrowing for projects without an income streamngiagt the risks of so doing
in an era of such global economic uncertaintyhadontext of the detailed
proposals put forward by Treasury & Resources,iaiide full knowledge that
such levels of external borrowing are so unnecgssar
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While the outlook for the global economy is uncertaome of the challenges
that lie ahead are largely predictable. We congtaetiming of Treasury &
Resources’ proposals to borrow such large sumsooemin a manner that is
contrary to historic and fundamental fiscal polsced the States are particularly
unattractive in view of the very considerable ofadjes the island shall face in
the future, including the demographic timebomb @nedeffects of climate
change and peak oil, while possibly coming underaver-increasing scrutiny
of the international community.

It is interesting to note that Guernsey has renthiree of ‘national debt’
during its fairly recent years of unprecedentecheoaaic growth, a period
during which, in theory, repayments on any borrgaanrangements entered
into might have been manageable because of suceessl significant States
operating surpluses.

However, under Treasury & Resources’ proposalsStages is now being
encouraged to accumulate a very considerable té\agbt — to be repaid by
future general revenue income — at a time of sicgmit budget deficits, which
shall have to be addressed during an era whendbalgeconomic, social and
environmental outlook is so uncertain.

On top of the challenges that our successors agk fwe believe it would be
wrong to burden them with a requirement to use ggmevenue to pay off
debts accumulated unnecessarily by this Assembly.
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7. Our alternative funding proposals — models A & Bn summary

The table below summarises our funding model A.

Model A £M
Balance of capital reserve 42
2009 Appropriation 20
2010 Appropriation 24
2011 Appropriation 25
2012 Appropriation 26
2013 Appropriation 27
2014 Appropriation 28

150
2008 operating surplus 22
other income 15
Additional income from Guernsey Airport 8
Internal borrowing for solid waste plant 83
Total available for capital investment 320

Funding model A presents a viable option for thete¥t to undertake the capital
programme proposed by Treasury & Resources, bhbwitrecourse to
external borrowing in any form.

The unallocated balance on the capital reserveuates at 31 December
2008 is £42million.

In accordance with States Resolution, Treasury &fdeces has advised that
appropriations from general revenue to the capaisgrve shall total £95million
during this States term (£20million in the year 20024million in 2010,
£25million in 2011, and £26million in 2012).

Our funding model A proposes that this phase oitabipvestment should take
into account appropriations to the capital resemer a period of six years,
rather than the period of four years proposed ®a3ury & Resources. The
reasons behind this part of our proposal are egglor further depth in another
section of our report. Here it is sufficient totetéhat their effect is to provide
additional funds of £55million for this phase opdal investment (£27million
in the year 2013, and £28million in 2014).

This brings the total amount available from appiatpns to the capital reserve
to £192million for the list of projects classifiad priority one in the
department’s States Report.
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We are also proposing that the additional Statesatimg surplus for 2008 be
transferred to the capital reserve and made avaifabthis investment
programme. The additional operating surplus is £2ipm

In its States Report, Treasury & Resources advisdshe capital reserve shall
also have available £23million of other income, ebhincludes receipts from
property sales and accrued interest. Some iteitigsiicategory relate to
interest that is expected to accrue to the Statelsiding on the principal sum
of money (i.e. £175million) which the departmentasommending that the
States should borrow externally.

In our funding model A, which does not include ertd borrowing, we have
adjusted the category of other income to the chterve accordingly — from
£23million to £15million.

Section 12 and appendix one of this report dematesthat one of the ports —
Guernsey Airport — is capable of generating adadgioncome of £1.775million
per annum. This proposal is not included in TreaguResources’ States
Report and, therefore, is in addition to the assliregenue surpluses of
£3million that currently accrue to the ports hofglacccount.

The additional income of £1.775million per annunaimained in real terms)
is transferred to the capital reserve in our fugdimodel A, making available a
further £8million for funding the priority one listf projects.

The final tranche of funds would be raised by berng up to £83million
internally from the States Treasury to pay fordsbkd waste treatment plant,
with the loan to be repaid in full from revenue geted by the plant during its
operable life.

The two potential sources of internal borrowing e general revenue cash
pool and the contingency reserve fund. The conaepbrrowing internally
from either or both of these funds is exploredneager depth in sections nine
and ten of this report. Whether to utilise the lfgcof internal borrowing is a
matter of political judgement; suffice to say thhgarly there exists sufficient
liquidity in these two accounts to sustain borrayvirom them of up to
£83million for the solid waste treatment plant.

The total estimated cost of the capital programnopg@sed by Treasury &
Resources is £301million, including inflation. Gunding model A provides a
total of £320million.

The balance of circa £19million provided by fundimgdel A could be used in
various ways. The money could be retained in tipgtalareserve to provide a
contingency for higher-than-estimated costs onddriie capital projects or for
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unanticipated expenditure over the next few years; could be carried
forward to fund the capital investment requiremeaftBiture States, our
preferred option.

The table below summarises our funding model B.

Model B £M
Balance of capital reserve 42
2009 Appropriation 20
2010 Appropriation 24
2011 Appropriation 25
2012 Appropriation 26
2013 Appropriation 27

122
2008 operating surplus 22
other income 22
External borrowing for waste and airport 113
Less interest on bonds to sinking fund -5
Total available for capital investment 316

There are many similarities between funding modedsxd B. However, there
are key differences relating in particular to thetihod of undertaking
borrowing that is necessary to fund the full lipdority one capital projects.

Where there are similarities, the information igea&ted in this section merely
for ease of reference.

Funding model B includes external borrowing ratthen internal borrowing,
but at a much reduced level from that proposedreadury & Resources.
Unlike the department’s States Report, funding m8ddéke model A, also
strictly maintains the principles that any borrogvshould be allocated only
against income-generating capital projects, antdgeaeral revenue income
should not be used to repay debt.

The unallocated balance on the capital reserveuates at 31 December
2008 is £42million.

In accordance with States Resolution, Treasury &fgeces has advised that
appropriations from general revenue to the capaistrve shall total £95million
during this States term (£20million in the year 20024million in 2010,
£25million in 2011, and £26million in 2012).
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Our funding model B proposes that this phase otaldpvestment should take
into account appropriations to the capital resemer a period of five years,
rather than the period of four years proposed ®a3ury & Resources. This
would provide additional funds of £27million forishphase of capital
investment.

This brings the total amount available from appiatpns to the capital reserve
to £164million for the list of projects classifiad priority one in the
department’s States Report.

We are also proposing that the additional Statesatimg surplus for 2008 be
transferred to the capital reserve and made avaifabthis investment
programme. The additional operating surplus is £2ipm

In its States Report, Treasury & Resources advisdshe capital reserve shall
also have available £23million of other income, ebhincludes receipts from
property sales and accrued interest. Some itertissiicategory relate to
interest that is expected to accrue to the Statelsiding on the principal sum
of money (i.e. £175million) which the departmentasommending that the
States should borrow externally.

In our funding model B, which includes externalroaving but at a
considerably lower amount than that recommendetthdylepartment, we have
adjusted the category of other income to the chterve accordingly — from
£23million to £22million.

Borrowing externally up to £113million would proeidhe final tranche of
funds under our alternative funding model B.

£83million of that borrowing would be allocated aggt the full cost of the
solid waste treatment plant, with the loan to kmaie in full from revenue
generated by the plant during its operable life.

The remainder of the money borrowed externally 6nfilion — would be used
to part-fund the airport pavements rehabilitatioojgct, with the loan to be
repaid in full by generating additional revenué&aiernsey Airport, in
accordance with the proposals outlined in sect®oflthis report. Once again,
this would maintain the existing policy that anyrtmaving should be allocated
strictly against projects with a secure, associatedme stream sufficient to
service the interest payments and repay the cagutak involved.

The total estimated cost of the capital programmopgsed by Treasury &
Resources is £301million, including inflation. Gunding model B provides a
total of £316million — a buffer of £15million motkan is strictly necessary.

Treasury & Resources States Report includes thanfimlg paragraph:
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‘The Department is also recommending that a sinkimgl be established in
order to accumulate the principal for repaymentrowe term of any
borrowings. This will mean that an amount will ba@nsferred to the sinking
fund each year, which will grow in real terms, twable the bond or loan to be
repaid at the end of the period without the Statesountering any refinancing
risk. This is a prudent way of saving for repayneamd the fund will also
accumulate interest over the period.’

We are content to adhere to the advice of the Trga&s Resources
Department in respect of the establishment of larggnfund in the event that
the States resolves to borrow externally via a hesige, albeit that the
department is recommending the transfer to thargykind of £10million per
annum of general revenue income, whereas our fgrndivdel B strictly avoids
using general revenue income to fund the sinkimgl fand proposes instead
that contributions to the sinking fund be limitedrévenue arising out of the
two income-generating capital projects (the solasie plant and Guernsey
Airport).

However, there would be a requirement to contribaitine sinking fund before
the two income-generating projects are completecapadble of returning
surpluses. This requirement applies equally to Jusa& Resources proposals
as it does to our funding model B.

Under the department’s proposals, £14million offh&5million borrowed
externally would be absorbed by transfers to thkisg fund during its first
few years. We are of the opinion that it is unddde to borrow more than is
strictly necessary purely in order to meet interepayments on such
borrowing.

Therefore, we are recommending that contributiorthé sinking fund during
its first few years should be made, inter alia, @futterest generated on the
amount to be borrowed externally before it is spent

It should be noted that, under our funding moddahBhe final year of the
sinking fund it will be necessary to transfer a Brmaount of money to the
fund from the capital reserve in order to repaylibeds in full. This transfer
would be temporary and repaid within a few month®bgoing revenue
generated by the solid waste plant, the operatgl@tiwhich is 25 years, longer
than the life of the bonds to be issued.

The above provision allows funding model B stridlymaintain the historic
principle of the States that borrowing should dodyallocated against, and
repaid by, revenue-generating capital projects.
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The total estimated cost of the capital programnopg@sed by Treasury &
Resources is £301million, including inflation. Gunding model B provides
£316million.

This balance could be used in various ways. Theeyonuld be retained in
the capital reserve to provide a contingency fghbr-than-estimated costs on
any of the capital projects or for unanticipategenditure over the next few
years; or it could be carried forward to fund thpital investment
requirements of future States, our preferred option



27

8. Length of investment programme

Treasury & Resources’ States Report takes intouat@xheduled
appropriations to the capital reserve in the y2a869-12. Our alternative
funding model A also takes into account schedufgd@priations in the years
2013 and 2014. Our alternative funding model B $akéo account the
scheduled appropriation in year 2013.

In other words, our proposals have the effect odlifigong the length of the
capital investment programme proposed by the deyegitt— to six years under
funding model A, and five years under funding mdslel

Page 529 of Treasury & Resources’ States Repdrhesita proposed timeline
for undertaking each of the priority one capitaljpcts. We are advised that, in
reality, some of the projects are already behirdnlicative schedule outlined
in the States Report. History suggests that tisetieel probability of further
slippage on an ambitious programme of investmesbaie £301million.

In the event that further slippage does not occdinarily, it would be
necessary under the proposals contained in ouirfgmdodel A to accept a
slight delay on the start date of one or more efdhpital projects. This is
because, of the total funding of £301million threatequired, model A provides
£55million in the latter years — 2013 and 2014.

Of course, there is an attraction to carrying diyprdority one projects as
expeditiously as possible. But approving £301millad projects in one States
is exceedingly ambitious in any event; taking aHer 12 months to complete
one or two of them must be worthy of very serioosstderation in order that
Guernsey can continue to live within its means.

Our funding model B, however, is capable of fundatigoriority one projects
within the indicative timescale proposed by TregsuResources. In other
words, the funding in model B is provided over aqgof five years rather
than four, but so doing has no effect on the goaieid start date of any of the
priority one projects.

In the event that the States is unprepared to apmbeven a slight delay on
any of the priority one projects, we submit ourding model B as the most
responsible and sustainable means of providingifignid carry out the full list
of projects as expeditiously as possible.

We are of the view that there is a compelling dasslightly extending the
funding period for this phase of capital investmeither to five years as
proposed in model B, or six years as proposed idainA.
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It is clear that Treasury & Resources’ proposalssignificantly restrict the
funds available for capital projects over the reeiteral States terms because
of the requirement to use half of the annual apfatipns to the capital reserve
to build up the sinking fund to repay the debtsuawglated by this States.
Essentially, this feature of the department’s pegi®arises because of the
recommendation to undertake a very expensive afutiaos programme of
capital investment part-funded by borrowing againgire general revenue
income.

Our objection to borrowing for projects with no asisted income stream is
made clear elsewhere in this report. But it isva to this section because
Treasury & Resources’ recommendation to borrowrejaeneral revenue
income would undoubtedly restrict the funds avaddbr capital projects of
the future to a significantly greater extent tham alternative proposal to fund
this phase of investment over five years (in md)edr six years (in model A)
rather than four years.

States members were advised in March that the msh&wovernment Business
Plan will ‘'set a seven-year horizon for capital spendirigeanwhile, as an
attempt to provide what have become known as ‘fimmgets’, the GBP will
present revenue spending requirements over peoidtisee and five years.

The proposal as part of our funding models to amrstapital investment over
five or six years would appear to fit comfortablitwthe need identified by the
revised GBP to consider financial planning oveliqes of longer than four
years.

Meanwhile, the Fiscal Framework approved by théeStan April included the
following: ‘...the assumed norms for permanent capital experditiio be
3%...0f gross domestic product (GDP)...’

Guernsey’'s GDP is around £1.67billion, 3% of whli50million. In view of
the States having resolved as recently as Aprildapital expenditure over the
long-term should be around £50million a year, ityrba regarded as overly-
ambitious to fund a list of capital projects witlt@st of £301million in the
four-year term of this States, as proposed in Tiga& Resources’ States
Report.

The proposal in our alternative models to extenivi®or six years the funding
arrangements for this programme of £301millionapital spending is
certainly more consistent with the Fiscal Framework

In addition, it should be noted that the departrsditheline states that work
shall be ongoing on seven of the 19 projects omtiogity one list into the
year 2013, and two of those projects shall notdmepdete until 2014. The
department forecasts that at least £21.5milliothefoverall cost of the priority



29

one projects will not be spent until 2013 and 2@uither evidence that it is
not unreasonable to consider using scheduled tappaopriations from 2013,
and perhaps 2014 as well, to assist in fundinguwéiig ambitious programme
of capital investment. Indeed, we submit that aoppsals to do exactly that
are responsible and prudent.

In considering the reasonableness of our propodaltd the capital
programme over five years (in alternative modebBs3ix years (in model A), it
is also worth referring back to the following extrérom section three of this
report:

After the years of unprecedented capital investragee the turn of the
century, Treasury & Resources’ States Report ob2ivised that *...a period
of measured consolidation is now required... Sigaifi@mounts will still need
to be spent, albeit less than the amounts of regesnts... It is clear that the
unprecedented level of capital expenditure of regears is unaffordable and
unsustainable’.

These warnings were issued against a backgroutiek @tates having spent an
average of £51million a year on capital projectthmpreceding five years,
which contrasted sharply with the long-run averagg22million a year up to
the year 2000 (excluding expenditure funded bypibres holding account).

The total estimated cost of non-ports-related gtsjen the recommended
priority one list is £190million (excluding any atdnal inflation allowance).
Funding this programme over a period of four yeasgproposed by Treasury
& Resources, would amount to average expendituféfbmillion, very close
to the £51million average spend which the previbigasury & Resources
board suggested would heaffordable’ and‘unsustainable’during the
current States term.

Extending the funding period for this programmeneestment to six years, as
proposed in our alternative funding model A, woaldount to average
expenditure of £32million. And extending the fungliperiod to five years, as
proposed in our alternative funding model B, woaidount to average
expenditure of £38million.

It is clear that the level of annual average capitaestment proposed in both
of our funding models is more consistent with tbeiee proffered consistently
and strongly by past custodians of the public purseed, the need for a
disciplined approach to the management of puldiarfces is a principal
feature of this report.

In summary, given the unprecedented programmepfatanvestment
proposed by Treasury & Resources, we believe iseae&ompelling case to
extend the funding period for that programme te fyears (model B) or six
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years (model A), especially when not doing so,rap@sed by Treasury &
Resources, would require breaking the historicdent and disciplined
principle of not borrowing for projects without ecsire, associated income
stream.
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9. Internal and external borrowing

Internal borrowing requires the States Treasumrtange a loan from central
funds already held under the control of the Stdtesgxample from the general
revenue cash pool or the contingency reserve f0ndfunding model A
proposes that this phase of capital investmentbiefpnded by borrowing
internally for the full cost of the solid wastedtment plant with all capital and
interest payments to be repaid by revenue genebgtéae plant.

External borrowing requires the arrangement ofaa fivom a third party, for
example a commercial bank or via a bond issue.fahding model B proposes
that this phase of capital investment be part-fdngeborrowing externally

(via a bond issue) for the full cost of the solidste treatment plant and part of
the cost of upgrading the airport pavements witleaital and interest
payments to be repaid by revenue generated by thasprojects.

This section addresses the mechanics of intermaedlwing insofar as they
apply to our funding model A.

Treasury & Resources’ States Report originallyudeld the following
information:

‘The department has also considered internal bormgwas part of the process.
The States operates a general revenue cash pookhwhbs in the region of
£250million and has been used in the past to firanternal borrowings and
overdrafts...It is estimated that the cash pool cinddised to fund projects of
up to £100million as there is a need to retainisight liquidity within the cash
pool for the States and associated entities.’

At the end of May, the department announced thatnfiormation was no
longer correct.

The balance on the general revenue cash pool védsyilion at £' January
2009. The average balance on the account overddam-term is around
£250million. However, the department’s recent ficiahmodelling indicates
that the balance of the cash pool could declineesdmat over the next few
years, and is therefore unable to sustain the saneeint of internal borrowing
as originally envisaged.

On 22 May, Deputy Parkinson wrote to States membersetralf of the
department in the following terms:

‘Originally, Treasury & Resources’ States Repotiraated that up to
£100million could be used for internal borrowingo€er examination of the
figures persuaded us that only the cash represgmiin revenue reserves and
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the notes and coins issue (a) belongs to the Samiek¢b) is likely to be
sufficiently long-term to support internal borrowinOn the Treasury &
Resources’ model this cash amounts to some £70mdhd on Deputy
Fallaize’s model it amounts to some £50million.’

Deputy Parkinson’s letter is reproduced in fulhippendix Two of this report.

The amount of internal borrowing which it may bagsenable to undertake
remains a matter of political judgement. Howeves,are certainly not minded
to challenge the department’s revised advice ipaeisof the liquidity of the
cash pool. Indeed, throughout this report we hage=8 our figures on the
financial assumptions and projections providedhigydepartment.

Therefore, as part of funding model A, which relesinternal borrowing only,
we are proposing that as far as possible the gemsenue cash pool should be
used as the source of funds, but that a smallgrodi the contingency reserve
fund should be made available for the purposetefmal borrowing in the

event that the cash pool cannot provide in full&B&8million required for the
solid waste treatment plant.

As an indicative guide, based on the departmeatent financial modelling
referred to above, approving that the solid wakiatshould be funded by
internal borrowing, as per our model A, may reqailean of up to £50million
from the general revenue cash pool and a loan od §83million from the
contingency reserve fund.

In 2003, the Board of Administration, with the apyeal of the Advisory &
Finance Committee, proposed that two projects witlhmbined cost around
£110million should be funded from States workintahees, i.e. the general
revenue cash pool, at a time when the averaged®mt@nthe cash pool was, as
stated above, around £250million with highs of al#&880million depending

on the timing of cash flows. In other words, Advis& Finance was content to
sanction that more than 40% of the cash pool beemaadilable to sustain
internal borrowing.

Our proposal, as part of funding model A, to borg&®@million from the
general revenue cash pool represents less tharoRi8ovalue as at the start of
20009.

On 29" May, Treasury & Resources advised States membatste balance
on the cash pool could drop to around £150milligrite end of 2012. The
department stated that.these forecasts are deliberately prudent estimate
what might happen to the pool over the period dredactual position in four
years time could be substantially different’
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Even under the department's deliberately prudent estimates,.our proposal
as part of funding model A — that the cash poolusthtan £50million for the
purpose of internal borrowing — represents onlyialtof the projected total
value of the cash pool by the end of 2012.

Meanwhile, the value of the contingency reservelfan3f' December 2008
was £224million. Up to £119.5million of the fundasailable to address
temporary budget deficits arising out of the St&tissal and Economic
Strategy. Therefore, even in the event that ieggiired to provide the
maximum loan that would be necessary (i.e. £33oni)lunder our model A,
over £70million would remain available in the cowgiency reserve for any
emergency expenditure that may arise.

The contingency reserve fund was established onllyg mid-1980s. Over
many decades, successive States saw no reasomdw externally to fund
basic capital projects, even with no contingensgree available. We believe
that there is even less reason to succumb to sagbtation today, in view of
the not insignificant buffer now provided by thentiagency reserve.

It should also be noted that one of the purposéiseo€ontingency reserve fund
is to provide a means of ensuring that any econaimwenturn should not have
a severe adverse effect on the island. One of thie# frequent arguments put in
favour of undertaking the ambitious programme gifitedinvestment proposed
by Treasury & Resources is the positive impactilitivave on local industry at
a time of not inconsiderable economic difficultynefefore, on balance, we
consider that it would be appropriate to fund alspet of the capital
programme by borrowing internally up to £33millisom the contingency
reserve.

Any risk of using the general revenue cash pooltaactontingency reserve to
fund internal borrowing is greatly mitigated by tiaet that, under our funding
model A, surplus cash of around £20million wouldré®ined as a buffer in
the capital reserve account during this phase miftalanvestment.

For the record, it should be noted that our fundimaglel B, which relies on
external rather than internal borrowing, does rquire the use of any part of
the general revenue cash pool or the contingersgrve fund.

We shall move an amendment based on funding modeth event that our
first amendment based on funding model A is refgbtiethe States.
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10. The case for internal borrowing

The States may decide not to borrow at all — iratiyror externally — to assist
in funding this phase of capital investment. Indeedamendment to be moved
independently by another member proposes undegalarborrowing at this
time.

However, should the States be prepared to contsillgrg out a loan to fund
any capital projects, our preference remain todwiinternally rather than
externally, with the caveat that, whether intewraéxternal, no borrowing
should be undertaken for projects without a se@sgggciated income stream.

This section seeks to set the notion of internaldyang in a broader context,
and explores some of the reasons that our preferemcains that the States
should restrict itself to internal borrowing only.

The States, and therefore the people of Guernseertly have no external
debt to service, something of which the island shbe justifiably proud and,
in our view, should seek to maintain as far as iptess

It has been claimed that Guernsey should considerral borrowing because
much of the rest of the world has done so. Thaisinconvincing argument,
and we would far rather adopt a ‘Guernsey solutiord ‘Guernsey problem’.

While there are examples of other jurisdictiong tieve entered into external
borrowing arrangements that in some cases reprasaetthan 100% of
national output, or Gross Domestic Product (GDRnynsuch jurisdictions are
far larger than Guernsey with significantly morevgoful economies and
economic levers, including control of money supghyl interest rates,
something which Guernsey clearly does not have.

It is also worth asking how many of these jurisdics would seek to
accumulate ‘national debt’ were they starting frili@ same base as Guernsey
in having no recognisable ‘national debt’ today.

In any event, rather than seeking to justify amyppisals to accumulate debt on
the grounds of what may or may not happen in the Elgope or the United
States of America, it is more relevant to expldre policies on borrowing
adopted by the two jurisdictions with which we pexhaps most obviously
comparable — Jersey and the Isle of Man, the ateBritish crown
dependencies.

The States of Jersey retains a presumption adaonsiwing. In December
2008, in his final budget speech as Jersey’s Trgaddinister before being
elected Chief Minister, Senator Terry Le Sueur gpokthe following terms:
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‘The UK and America, already deep in debt, are ga@men further...In
contrast, Jersey has none of these problems. Wim @ éar better position to
weather the storms ahead than any of our neighbMieshave no debt. We
have no deficits. We have substantial reserves.’

Senator’s Le Sueur’s successor as Treasury MiniSt@rator Philip Ozouf,
indicated very strongly in January 2009 that hehetsto maintain the prudent
approach of his predecessors to borrowing, or ratbeborrowing. Senator
Ozouf said:The States of Jersey has no plans to borrow mante
foreseeable futurg¢Capital projectshre paid for out of the existing balance of
funds.’

Meanwhile, the Isle of Man government has adopteexlicit, unambiguous
policy against borrowing, permitting it only for @si-commercial operations
run as statutory trading boards, such as the fdléan Post Office, Isle of Man
Water Authority, and the Manx Electricity Authority

The Isle of Man does not engage in general govemhin@rowing to finance
revenue or capital expenditure.

In his budget speech of March 2007, the Isle of Blafinister for the
Treasury, Alan Bell M.H.K., spoke in the followitgrms:‘For the benefit of
new members, | should explain that with the exoapif the statutory boards,
we do not borrow to finance capital expenditurd.thé capital expenditure
incurred by government departments has been firchttgeugh internal loan
schemes.’

Project Norman, written by N M Rothschild & Sonslwehalf of Treasury &
Resources and included as an appendix in the depat’'s States Report,
comments upofthe outstanding bond issue of Isle of Man, whadued
£75million of bonds in 2000'.

It is important to re-emphasise that any exteroatdwing arrangements
entered into by the Isle of Man have not been &regal government revenue
or capital expenditure. Therefore, any bond issusyed by the Isle of Man
cannot be compared with the proposals put bef@&thates by Treasury &
Resources to borrow externally to fund basic, anghany cases non-income-
generating capital projects.

The Isle of Man budget report of February 2008udeld the following
statement:Government’s long-term policy remains to seekruotlactual
capital spending to a level that can be funded eutrexternal borrowing.’

We suggest that it is no accident that Guernseitlasrto shared with Jersey
and the Isle of Man an historic policy not to bevrexternally to fund revenue
or capital expenditure. Indeed, the policy has ladhe cornerstone of the
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generally successful fiscal and economic policirepleyed by all three crown
dependencies over many decades.

Like Guernsey, the Isle of Man enjoys an AAA crediing. However,
whereas there have been claims in Guernsey thhatsstating is a reason
almost of itself to borrow externally, it would aggr that the Isle of Man has
preferred to use its AAA rating not as a reasolbawwow externally, but rather
as a tool of promotion in seeking to establishfitse a stable jurisdiction with
robust and sustainable public finances, maintapaatly because of the
absence of any ‘national debt'.

It should also be noted that certain assumptionsitaBuernsey’s economic
performance that were taken into account whenngstiie AAA credit rating
already appear to be somewhat optimistic.

Some members are of the view that borrowing extgrt@day may be a ‘good
deal’ because of the historically low rates of iest available. But we hope
members shall place in context any transient ditnaof issuing bonds
‘cheaply’ — because it is so obviously not the grirasponsibility of
government to use taxpayers’ money to bet on wiagt @n may not happen
some years hence in the capital markets.

Entering into an external borrowing arrangemenswch a pretext would
surely be contrary to the traditionally prudent ais#-averse management of
public finances employed by the States over macgadies.

In addition, while the Bank of England base ratatian historic low, historical
data indicates that the rate of interest attradin20-year bonds has tended to
fluctuate very little. This is not especially sugimg since the expectation of
movements in interest rates over a period as Isr#Payears is likely to remain
quite steady. It does mean, however, that undeeclanalysis the interest rate
that may be attached to Guernsey bonds shouldodaéssued now is perhaps
not quite so atypically attractive as certain a¢gldevidence may have
implied.

We also reject the notion that issuing Guernseydbavould be an almost
guaranteed form of ‘cheap’ borrowing because ofptb&sibility that the rate of
inflation relative to the rate of interest may exdbe return on the issued stock.
That should not be allowed to provide false comfiontnust be remembered
that purchasers of the bonds would be investing thie intention of making a
return.

Hyperinflation would, of course, also increasetttal cost of the programme
of capital investment proposed by Treasury & Resesirpotentially very
substantially. We note that no such contingencydeas included in the
department’s States Report. Indeed, the contraryés The department has
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applied a carefully-calculated inflation allowartoghe total cost of the list of
priority one projects; and in Project Norman, N MtRschild has assumed
Guernsey RPI at 3.03% in 2009, 3.53% in 2010, ad&% from 2011
onwards.

The potential to erode the return on any bondsssuises when the rate of
inflation is consistently higher than expected. Saccumstances may arise;
equally, periods of low inflation may be experietickiring the life of any
bonds issued by the States. For the record, oegrakt 15 years annual
headline inflation in Guernsey has averaged shgditove 3.5%; in the UK,
the average figure has been just under 3%.

The Bank of England forecasts possible rangesflaition for periods of up to
three years hence, essentially based on marke¢stteate expectations. In
February 2009, the Bank forecast UK Consumer Rniftation to range
between -1% (i.e. deflation) and +3% up to 2012.

The repayment figures contained in Treasury & Resgg} States Report

assume that Guernsey bonds would attract an intetesof 5.25%. In line
with the department’s advice, this report assurhaskorrowing internally
from the States Treasury would also attract anmestaate of 5.25%

At current rates of interest, borrowing internaitguld actually be considerably
less expensive than pursuing a bond issue.

At the time of writing, the States Treasury intérase is only 2%. That is the
rate that would be payable on the internal borrgwiproposed in our
alternative funding model A. And that rate is walow UK benchmark 20-
year gilt yields, which are indicative of the lilkgdrice of a Guernsey bond.

At present, borrowing internally against the veay Iprevailing States Treasury
interest rate would effectively result in front-thag capital repayments during
the early part of any internal loan repayment saleegroviding more scope
for flexibility later in the life of the loan.

In any case, the argument that now could be a gowlto borrow externally
may be more persuasive if Guernsey had alreadyradeted ‘national debt’
and determined that there would be no choice bbhotoow more, and
accumulate even more debt, in the future.

Were Guernsey facing such circumstances, thereb@a&yery reason to
borrow while interest rates are historically lowutBSuernsey’s circumstances
could not be more different — the States carriesxternal debt whatsoever,
and there appears little popular appetite to bagoaumulating ‘national debt’
now.
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In respect of our proposal to borrow internallyshbuld be noted that rates of
interest charged on loans from the States Treaseryypically low relative to
the market, but are variable rather than fixed.

However, in the event that the States commitstermal borrowing at variable
rates of interest, albeit at very low rates relativ the market, it may not be
unreasonable to expect any material increase®irate of interest payable to
occur in an environment of material increases értte of inflation.

Thus any material increases in the rate of intggagable on the internal loan
may largely be offset by similar increases in th@ime stream upon which we
would be reliant to service the internal loan —rgka at the solid waste
treatment plant — since they are to be maintainedal terms, i.e. increased in
line with the rate of inflation.

We have also explored the possibility of usingalitg known as an Interest
Rate Swap (IRS), which would enable the variabie usually applicable to
internal borrowing from the States Treasury towegped for a fixed rate of
interest.

Having considered this option in some detail, akdih professional advice, we
are persuaded that employing the instrument ohtardst Rate Swap would
not be prohibitively expensive, and is thereforetiwp of further investigation.

Consequently, as part of our alternative fundingleh@d\, we are proposing
that Treasury & Resources should investigate thatsna otherwise of an
Interest Rate Swap, and subsequently enter into @u@rrangement should it
prove cost-effective and appropriate.

Furthermore, proposals to establish a repaymeridstd over a period of 20
years in respect of the solid waste treatment plesent particularly prudent
and cautious terms on which to enter into an i@toorrowing arrangement.

The long-standing assumption, dating back seveettSterms, was that
internal borrowing against the solid waste treatinpdaint would be repaid over
a period of 25 years. And, in accordance with émelér details agreed in June
2008 by this States, the treatment plant, whatiéséinal form, must have an
operable life of 25 years.

Therefore, at any time it would be perfectly readna for the repayment
period of any internal loan used to finance thd obshe plant to be extended
from 20 years to 25 years, as originally intended as in line with the
operable life of the plant.

In this context, the flexibility with which repaymeterms may be renegotiated
against an ‘income-generating’ project such astiiel waste plant serves to
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mitigate any risk of borrowing internally from ti&tates Treasury. Indeed, the
general flexibility of loaning from the States Tseay is one advantage of
internal borrowing.

In addition, it may be of some comfort that intémregpayments attaching to
internal borrowing are paid not to external invest@s may generally be the
case with bonds) but remain within funds undercibtrol of the States, and
for the benefit of the States, other local orgaiosa, and the people of
Guernsey generally.

It should be noted that the propositions contain€freasury & Resources’
States Report are not prescriptive in respectefittails of the department’s
proposal to issue bonds to the value of £175million

The States Report explains that a public bond issadtracts loans of
different amounts from institutional and substanpiavate investors.it
explains that private placement bondsoperate in a similar way to a public
bond issue except that the bonds are not genesélyed to the public or
traded in the secondary market...’

There is no commitment explicit in the propositi@mestained in the States
Report to enter into a public issue or a privaseies although there are words
to the effect that a private issue may be consttierere appropriate given that
£175million is a relatively small amount in ternfstoe capital markets.

Even in the event that bonds are issued publibBretis no suggestion that
Guernsey residents would be given precedence dhrgidor bonds issued.
Therefore, they may be required to bid in the mipllkee against institutional
and substantial private investors from around tbdadv

It cannot be assumed that Treasury & Resourcepgsals would result to any
great extent in Guernsey becoming a populatiooadllbond holders with
thousands of islanders perceived to own a staki@ifuture infrastructure of
their home. As such, comparisons with previousllboad issues of many
decades ago may be quite erroneous.

Internal borrowing also avoids intermediary feesoagated with arranging
external borrowing. Under Treasury & Resourcesppsals, external
borrowing could cost the island a seven-figure sumtermediary fees.

In summary, we are confident that internal borrayshould form part of our
preferred alternative funding proposals, containesiodel A of this report.

However, we wish to re-emphasise that, should thge$§ not vote to restrict
itself to internal borrowing only, we shall moveecond amendment based on
funding model B of this report, which includes ertd borrowing at a level
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considerably below that recommended by Treasurye&drrces, and within a
more prudent and sustainable framework which pes/fditure States with
more scope to fund capital projects of the futureile at the same time
retaining the historic policy of the States to lb@rronly against projects with a
secure, associated income stream.
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11. Borrowing for the solid waste treatment plant

Our funding models assume that the solid wasténerat plant shall generate a
secure, associated income stream of £5million peu@, maintained in real
terms. This is identical to the assumption madereéasury & Resources’
proposals.

The term ‘self-funding’ has been used to desctigesblid waste plant because
any borrowing requirement (whether internal or exd to finance the initial
capital cost and interest repayments thereon candbén full by revenue
arising from gate fees over the lifetime of thenpla

Both of our alternative funding models propose tdwing against this income
stream generated by the waste plant. Over a pefig@ years, the revenue
stream of £5million per annum would be sufficiamtépay a loan of
£83million, the estimated total cost of the fagilincluding inflation.

In our funding model A, the loan to pay for the wegglant is arranged via
internal borrowing from the States Treasury. Infaumding model B, the loan
is arranged via external borrowing.

The repayment arrangements outlined in each ofungling models is based
on an interest rate of 5.25%, identical to the vsied in Treasury & Resources’
proposals.

It should be noted that our funding models inclpd®vision to cover the
necessary interest payments on the capital suraildlifg the treatment plant
during the period before the facility becomes fulperable, partly through the
existing policy of levying surcharges on gate faeslont Cuet.

The long-standing assumption of the States wadleatolid waste treatment
plant would be financed by internal borrowing. ladethere is a States
Resolution to that effect which arguably was no¢dly rescinded by the
successful Requete of 2004 against the original fwaonstruct an energy
from waste plant (the Board of Administration’s guproposal) at Longue
Hougue.

We are of the opinion that borrowing internallyrfrahe States Treasury
remains the best option for funding the initial italpcost of the solid waste
treatment plant, whatever form the States ultinyate$olves such a plant
should take. However, our funding model B demonessréhat it would be
equally viable to meet the initial capital costloé plant by borrowing
externally.
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12. Borrowing for the airport pavements project — h summary

Our funding model B envisages £30million of extét@rowing being
allocated against the rehabilitation of the airg@tements (the generic term
for the project, which includes work on the runwiakiways, aprons,
navigational aids, lighting etc).

The total estimated cost of the airport pavemerdgept is £84.5million. A
requirement to borrow £30million represents 35%heftotal estimated cost.
The remaining £54.5million would be funded from tagital reserve.

We are proposing that this loan of £30million slaoloé repaid over a period of
20 years, by very moderately increasing passeagest by generating
additional profit on the commercial activities ¢adr out at Guernsey Airport,
or via a combination of passenger taxes and comatadivities.

Repaying a loan of £30million over 20 years wowduire Guernsey Airport
to generate an additional income stream of £1.7[liBmper annum
(maintained in real terms). This figure is basedpnnterest rate of 5.25%, in
line with assumptions made in Treasury & ResourS¢stes Report.

In model A, which recommends no external borrowing,propose allocating
£83million of internal borrowing against the sol@dste treatment plant only,
and not borrowing at all for the airport pavemergect. Instead, model A
recommends funding the airport pavements projetftilirirom the capital
reserve account.

However, Guernsey Airport would still be requiredgenerate an additional
income stream of £1.775million per annum. That lsisrvould be transferred
annually to the capital reserve account, in additamthe existing amount of
£3million per annum which currently accrues to ploets holding account but
which Treasury & Resources proposes should befeapd to the capital
reserve from 2010.

We are content that the airport authorities shdelgrmine which of the above
options (passenger taxes and/or commercial aet#yithey wish to pursue in
order to generate an additional income of £1.7Amiper annum.

The amendments to be moved against the recommendati Treasury &
Resources’ States Report shall merely direct thett additional surplus shall
be generated at Guernsey Airport, in order thaayents (in model B) or
additional transfers to the capital reserve (in el@dd may be commenced by
2011.
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Not requiring additional revenue to be generatad 2011 will provide the
airport authorities with sufficient time to considbe relative merits of the
various options, to consult all stakeholders, anavioid the levying of any
extra charges at short notice or during the cugpenid of relative economic
difficulty.

Any credible analysis of Guernsey Airport proveatitiere exists considerable
scope for it to generate additional revenue atahiy modest levels proposed
in this report.

Although we have no particular preference for wio€lthe additional revenue-
raising measures is favoured, we feel obliged taafestrate in this report that
very moderately increasingly passenger charge®agdherating additional
profit through the airport's commercial activitiage both viable and justifiable
options. To this end, Appendix One contains a tetaassessment of these
matters.
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13. Effects on future States of our alternative mogls A & B

In 2007 the States resolved to invest £20milliongrenum in capital
expenditure. Implicit in Treasury & Resources’ inpi@tation of that States
Resolution is the assumption of annual appropmnatipom general revenue to
the capital reserve of £20million (at 2009 valuesjntained in real terms. Our
proposals are fully consistent with that policy.

However, the department’s proposals to borrow £1llismexternally to fund
this round of investment in capital projects worddquire a substantial
proportion of these annual appropriations (E10omllof the £20 million, or
50% at 2009 values) to be redirected to a sinkumgl to repay the debt.

As Treasury & Resources’ report makes clear, eakimg into account the
transferred surplus that currently accrues to tirespthe department’s
proposals would restrict capital expenditure ofifatStates to a mere
£13million per annum (at 2009 values), significaiulow the island’s long-
run average annual capital expenditure (actuadyithless than half the long-
run average, and importantly less than 20% of Weeaage annual expenditure
the department is proposing over the next fourg)ear

We believe it is clear that under the departmepritgposals, in order to prevent
deterioration in the island’s infrastructure in tbheg-term, annual
appropriations from general revenue to the capaisgrve would have to be
substantially increased, or the States would havmtlertake additional
borrowing, albeit that the latter would then creasen heavier repayment
commitments.

Neither of our alternative funding models requing a@art of annual
appropriations to the capital reserve to be absbblyameeting repayment
commitments on borrowing. Annual appropriations ldaemain available for
to fund capital requirements of the future.

Our funding model A restricts the States to intebhmarowing only, paid back
by income generated by the solid waste treatmemt pOur funding model B
proposes external borrowing, albeit a considerbivixer amount than that
proposed by Treasury & Resources, paid back bynecgenerated by the solid
waste treatment plant and Guernsey Airport.

We cannot emphasise strongly enough that both hlbernative funding
models are consistent with the existing policyhef States to borrow only
against capital projects with a secure, associatane stream. Therefore,
under our models the repayments have no effectsobaer on States general
revenue.
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Therefore, at the same time as limiting any exposoiborrowing, our
alternative funding models would provide considgrabore money to spend
on essential capital projects of the future, oe elsntribute to eliminating the
budget deficit sooner.

Below is a table that compares the effects on éuBtates of Treasury &
Resources’ proposals and the funding models (AB3rtlat we have presented
in this report.

It assumes that appropriations to the capital vesieicrease at a rate of 4.03%
from the year 2013, in line with the inflation asgation contained in N M
Rothschild’s Project Norman.

The department and our funding models proposeniataa balance on the
capital reserve during this States term. The tBblew assumes that such
balances are made available for capital investinethie next States.

T&R model A assumes that the additional 2008 opeyadurplus is transferred
to the contingency reserve rather than the cagsarve.

T&R model B assumes that the additional 2008 opegaurplus is transferred

to the capital reserve rather than the contingeesgrve, and therefore an
additional sum of £22million becomes availableudse in the next States.

Amounts available to capital reserve in cash

terms (EM)
States terms Our model A OurmodelB T&R A T&R B
2012-16 83 102 94 116
2016-20 145 135 95 95
2020-24 170 158 118 118
2024-28 198 184 144 144
Total available over 596 579 451 473

life of next four
States terms

During the life of the next four States, our furgiimodel A would provide the
capital reserve with between £123million and £14%oni more than would be
provided under Treasury & Resources’ proposals.
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Our funding model B would provide the capital regewith between
£106million and £128million more than would be pd®d under Treasury &
Resources’ proposals.

From 2014 or 2015, the States would have availabladditional £10million
per annum under our funding models than would laélave under Treasury
& Resources’ proposals — because our model singag ot require any part
of the annual appropriations from general reveouée capital reserve to be
absorbed repayments on any debt accumulated b$tiiss.

Therefore, it is clear that our funding model iserently more sustainable. Our
proposals would also provide departments with grezgrtainty to assist in
long-term planning of future projects, and woulthbish a platform for
smoother periods of investment rather than théyliteoom-and-bust’ impact

of Treasury & Resources’ recommendation to sperid g@lion over this
States term only to leave future States with jdSnillion a year to spend on
capital investment (at 2009 values).

As a guiding principle, we firmly believe that tbely responsible and
sustainable way to fund capital projects of theifeiis for the States to return
to the practice of raising more money than it sgeathually, so that the
resultant surpluses can be invested in the schioodpitals and other essential
services and facilities our community requires.

The sustainability of any funding models is of sigance for many reasons,
not least that the programme of capital investrpeoposed by Treasury &
Resources is highly unlikely to have the effectexfuiring considerably less
investment in infrastructure (compared with long-average capital
expenditure) over the terms of the next few States.

Although it has been claimed that commissioninghsart ambitious
programme of investment today may result in a peoioconsiderably less
capital expenditure thereafter, we consider suaimd to be unrealistic given
the many calls on the capital reserve that carad{rée predicted over the life
of the next few States. For example, the rebuildihiga Mare de Carteret
Schools, the rebuilding and relocation of the Glef Further Education, nine
priority two projects costing a total of £72milli@ubmitted for consideration
during this phase of capital investment but deeoagxhble of deferral, and a
wastewater treatment plant, which the States maady agreed to construct as
soon as practicable.

The comparative analyses above assume that, diner20-year life of the
bonds that Treasury & Resources wishes to issuaddiional external
borrowing arrangements are entered into.
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Many States members — on all sides of the borrowetigate — believe that it is
unrealistic not to expect further external borragvarrangements to become
necessary should the department’s proposals beaapr

It must be assumed that additional external bomgwyould require the
transfer to a sinking fund of even greater portiohthe annual appropriations
that would otherwise be available to the capitaéree. That would, of course,
further limit the flexibility of future States, arfdture generations of islanders,
to engage in their own programmes of essentiatalapvestment. This is
patently more likely under Treasury & Resourcespmsals because they
simply do not leave the States with sufficient feiwol invest in essential capital
projects of the future.

One of the reasons that we have written this atera funding report is that
we believe that Treasury & Resources’ proposalstoow £175million
externally — and to require general revenue inctorsrvice a large part of
that debt — would likely place Guernsey on an ‘kdoa of debt’ from which it
would be difficult, or virtually impossible, to gteff in due course. This is the
experience of many jurisdictions once they havaihag accumulate ‘national
debt'.

There is every reason to be concerned that Guerhisegountless other
jurisdictions, would come to develop a very unhieaklppetite for borrowing.
Clearly, that is more likely once one Assembly tesolved to depart from the
existing prudent practices of the States in respklsbrrowing, or more
accurately of not borrowing, and in particular hotrowing against future
general revenue receipts and for projects withssoeated revenue stream.

The department’s proposals may have been considevesl attractive had they
been capable of raising sufficient funds to finapeehaps one or two
generations’ worth of capital projects; in otherrdsy had the issue of one
tranche of debt raised enough money to pay fdhalisland’s capital
requirements during the period in which it was pkshto repay that debt (i.e.
20 years in the case of the department’s curregqsals).

However, this is far from the case. Instead, Trea&uResources is
recommending entering into a borrowing arrangerttettwould consume
significant repayments from general revenue fomtive 20 or so years while
providing only four years’ worth of capital projsct

Under Treasury & Resources’ model, it is not unoeable to wonder quite
how future States, by then burdened by generahteéeing consumed by
repayments on debt accumulated by the currentsStataild be expected to
meet their own capital investment requirements ftbengeneration of
operating surpluses if this Assembly cannot dotsotane when it has no debt
to service whatsoever.
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We are of the view that the answer to this questiegrettably, may be to
borrow again and again and allow Guernsey’s newbumulated ‘national
debt’ to snowball. Indeed it is worth consideriraphfew jurisdictions in
modern times have managed to remove, or even greallice, their burdens
of ‘national debt’ once they have become accustoiméleir existence.

We acknowledge fully that Treasury & Resourcesté&dtdreport includes a
proposition to enter into an external borrowingaagement only once
(possibly in two tranches), and furthermore conséiself only with matters
pertaining to the life of the present States. Imiay would we wish to imply
that the department is recommending further bomgvarrangements be
entered into by future States. However, on balascée,as explored above, we
submit that the department’s recommendations wbelthr more likely than
our alternative funding model to encourage futusdes to borrow again and
again.
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14. Ports holding account

Treasury & Resources is recommending the closutieeoports holding
account and the annual transfer into the capitaEre of assumed revenue
surpluses of £3million that currently accrue to ploets holding account.

Section 12 and appendix one of this report dematesthat one of the ports —
Guernsey Airport — is capable of generating addgioncome of £1.775million
per annum. This proposal is not included in TreaguResources’ States
Report and, therefore, is in addition to the assiregenue surpluses of
£3million that currently accrue to the ports hofglacccount.

The additional income of £1.775million per annunrasferred to the capital
reserve in our alternative funding model A. In aitgive funding model B, it is
used to repay a loan of £30million allocated agdims airport pavements
rehabilitation project.

It is not the intention of this report to take awione way or the other on the
merits or otherwise of closing the ports holdingamt — although we note that
in the course of our preparing this report, thgopeal has generated support
from several States members and quite significasgimngs from several
others.

For practical purposes, in this report, and inghendments to be moved in
accordance with the alternative proposals in #y®rt, we have assumed that
Treasury & Resources’ recommendation to close dnts holding account will
be approved by the States.

The department is proposing that henceforth pefested projects should be
funded from the capital reserve, pending the outcofirfeasibility studies
intended to assess the merits of commercialisirgasrmore of the ports.

Treasury & Resources intends to use its annual &udgport to recommend
short- and long-term accounting arrangements ipe&sof the ports.

We respect that the States shall have to deterseiparately its intentions in
respect of the ports holding account. Therefore atmendments to be moved
in accordance with the alternative proposals is tbport shall make provision
for Treasury & Resources to return to the Statel meivised funding proposals
(as far as possible in accordance with our alter@&tinding models but
modified so as to respect the will of the Asseminlythe event that members
vote in favour of one of our amendments and thda tmnegative Treasury &
Resources’ proposition to close the ports holdicgpant.
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Appendix 1 — Analysis of revenue-generating opportities at
Guernsey Airport

Funding £30million of borrowing entirely through arcrease in passenger
taxes would require the levying of an additionadgje of £1.95 per passenger
movement, i.e. £1.95 for a single fare, or £3.90afoeturn ticket.

These figures are based on a flat passenger moveimnge applied equally

on all routes, whether inter-island, UK or Europdédesirable, it would be
possible to weight any increases disproportionaialyoutes that are less price
sensitive, in order to levy smaller increases,vaneno increase at all, on routes
that are more price sensitive, should it be posgibldemonstrate such a
distinction in respect of routes in and out of Gisety Airport.

For example, should the airport authorities applyngrease on inter-island
routes of half the increase on other routes, thitiadal ‘passenger charge’ on
UK and European routes would be £2.19 per movera@dton inter-island
routes £1.09 per movement.

It is important to emphasise that the additionargks would be borne by
passengers flying in and out of Guernsey Airpart aot by airline operators.

By the time the proposed rehabilitation of the pagets is complete, the States
will have made capital investments at the airpoexcess of £110million over
a period of 10 years.

Under our alternative funding models, the capeakrve, funded by general
revenue, would contribute significant investmenthie airport over the next
two-and-a-half years — between £57million and £8ioni of taxpayers’
money in total. And we firmly believe that the $sitnust commit to ongoing
capital investment at the airport, given the sg&t@nportance of the facility.

However, we are convinced that it would not be asomable to require users
of the airport, a quasi-commercial operation, totabute an additional £1.95
per passenger movement in view of the significamestment already made, or
about to be made, by general taxpayers in upgrabmgerminal building,
runway and radar.

Introducing a charge of up to £1.95 per passengeement would add a
fraction to the cost of departure and arrival aefBsey Airport.

In any event, there is significant volatility inetiprice of airline tickets. The
price of a seat on the same flight travelling tdrom the same place and at the
same time of the day often fluctuates by considgnalore than £1.95
depending on what time of the day or week a tickbboked. It is
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inconceivable that air travel is so price sensithag passengers would be
persuaded not to use Guernsey Airport at all oowatcof adding no more than
£1.95 to the cost of a ticket.

At present, the charges levied on a passengertdepar arriving at Guernsey
Airport on an inter-island route are as followspgtassenger fee + £1.14
security fee + 50p airport development charge. toted fee levied per
passenger movement is £2.44.

At present, the charges levied on a passengertdepar arriving at Guernsey
Airport on a UK or European route are as followk.76 passenger fee + £1.14
security fee + £1 airport development charge. die fee levied per passenger
movement is £3.90.

In comparison, the charges levied on a passengartiteg or arriving at Jersey
Airport (irrespective of the route) are as follog.28 passenger service
charge + £1.80 aviation security levy. The total ievied per passenger
movement at Jersey Airport is £6.08.

We make no comment on the landing fees levied mmnadi operators, other
than to note recent and very credible documentadeace that Guernsey’s
fees and charges are quite favourable when meaageedst those of
comparable airports, albeit that at times someodispare generally more
disposed than Guernsey towards negotiating dissamd subsidies with
airlines serving certain routes, particularly namecroutes.

The published charges applied per passenger ongtienfiee. UK) routes at
various airports are set out below.

2009 fees and charges per passenger (£)

Airport Standard Security  Other  Total charge
Guernsey currently
Inter-island 0.80 1.14 0.50 2.44
UK/Euro 1.76 1.14 1.00 3.90
Guernsey (assumed 50% of additional income is bryeasing passenger taxes)
Inter-island 1.77 1.14 0.50 3.41
UK/Euro 2.73 1.14 1.00 4.87
Guernsey (assumed 100% of additional income isbreasing passenger taxes)
Inter-island 2.75 1.14 0.50 4.39
UK/Euro 3.71 1.14 1.00 5.85
Jersey 4.28 1.80 6.08

Isle of Man 17.15 17.15
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2009 fees and charges per passenger (£)

Airport Standard Security  Other  Total charge

Leeds Bradford 5.97 3.33 0.95 10.25
Durham Tees Valley 7.85 3.00 10.85
Bournemouth 5.39 5.93 0.05 11.37
Plymouth 6.93 4.62 11.55
Exeter 6.00 5.84 11.84
Bristol 13.90 4.25 0.42 18.57
Norwich 8.62 5.98 5.00 19.60

It should be noted that UK airports tend to levggenger charges on one leg of
a route only, i.e. only on passengers departingnbr on passengers arriving;
whereas the charges at Guernsey and Jersey Airpfetsto each passenger
movement, i.e. on passengers departing and passeargeing.

In addition to the above, the UK government leaasair passenger duty of
£10 (in the lowest class of travel) or £20 (in otblasses of travel) per
passenger movement at UK airports. Air passenggrgthall be increased to
£12 or £24 in 2010.

No additional air passenger duty is levied at GseyrAirport. Any valid
analysis of fees and charges must take into acecbahGuernsey Airport does
not levy this not insignificant additional cost herby passengers departing UK
airports.

A credible analysis has been undertaken which hargélects actual passenger
charges — after taking into account various airdmtounts and adjusting fees
at Guernsey Airport on the basis of it not levyamgpassenger duty that
applies in the UK.

The analysis demonstrates that, in reality, feelsciiarges at Guernsey Airport
are comparable with many of the cheaper UK airpartd significantly
cheaper than the more expensive UK airports.

In February 2007, the UK Government doubled aispager duty from £5 to
£10 per passenger on departures from all UK aispdtiis move had no
negative effects whatsoever on the number of pgsssmsing Guernsey
Airport.

In 2006, when UK air passenger duty was £5, thed tatmber of passenger
movements on UK routes at Guernsey Airport was®83,which was a
decrease of nearly 1% on the previous year. BROGY, once air passenger
duty had been doubled to £10, the total numbermes@nger movements on
UK routes at Guernsey Airport was 691,187.
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Significantly, in the first year that the rate af passenger duty was doubled to
£10, the number of passengers using Guernsey Aiioon and to the UK
actually increased by 1%.

Clearly, there are no rational grounds on whichebeve that our proposals
would in any way compromise the competitivenesgability of Guernsey
Airport, even in the event that the airport authesi determined that the
additional income should be serviced wholly viararease in passenger taxes.

Therefore, we submit that there is no reason nstigmest a measure which
may result in such modest increases in passengss & Guernsey Airport,
especially in the context and wider interest ofgmsing a generally more
prudent, sustainable alternative funding modelsépmital projects.

It should be noted that any decision to levy vepdest increases on charges
per passenger movement would not in any way candtra relationship
between the States, Guernsey Airport and airlireraiprs.

It may be the wish of the States in the futurentooduce additional support,
financial or otherwise, for air travel — for exampin order to assist in the
development of new routes or the expansion of sesvon existing routes.
Equally, the States may wish to explore the polsilsif commercialising
Guernsey Airport, or put in place other measuregetterate additional revenue
via the facility.

The possibility of levying a charge of up to £185% movement concerns the
narrow issue of passenger taxes only. It canndibplysaffect strategic or
operational matters between the various staketmoldeow or in the future.
Nor could it possibly affect any decisions fututat&s may or may not wish to
take in respect of lengthening the runway.

At present, the Commerce & Employment Departmews garline operators
on key routes a subsidy of £1.05 per passenger mewvie(i.e. per arriving and
departing passenger). The department recently anwedithat the policy was
under review.

In 2006, a report produced by the National Audifi€&fon behalf of the Public
Accounts Committee was critical of the key routelsssdy after finding that
the objectives of the policy were unclear and ifsa¢ffectiveness was highly
guestionable.

More recently, the purpose of the key routes syhisas been challenged
following several events, including: a decisionBlye Islands to give away to
charity its share of the payout, having originatiempted to decline the
money; comments attributed to a prominent loca¢lat who described the
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policy as ‘ludicrous’; and an interview with Depu®garkinson in which he said
the following:

‘It is wrong...The benefit is trivial and insignifichand | cannot see the point
in principle as to why the taxpayer should subgdrginland airfares. That
[Mr Coates]actually asked not to receive the money illussatist how stupid
itis.’

The experience of the key routes subsidy may hbduevidence that air travel
on routes served by Guernsey Airport (in termshafrges paid directly by
travelling passengers) is not so price sensitivie &zlieve that demand would
be greatly affected by very modest changes totfeetsres or passenger
charges, such as the possible increase of up 8 f&r passenger explored in
our alternative funding models.

It is relevant to note that Guernsey Airport, ualikany regional airports in the
UK, and to an extent unlike even Jersey Airportiasnearly so reliant on the
low-cost model of air travel pioneered by so-calbbedget airlines, such as
Easyjet. Whereas increasing passenger fees irrdlee of up to £1.95 per
movement may contribute not insignificant perceatmgreases in the cost of a
ticket on such budget airlines, it would have a msimaller percentage effect
on the average cost of a ticket on routes typicsdlyed by airlines operating at
Guernsey Airport.

We wish to re-emphasise that our alternative fupdnodels makes no
provision for any additional surplus, or any bornogvallocated against the
airport pavements rehabilitation project, to bearduntil 2011. We are firmly
of the view that all stakeholders must have sudfititime to engage
constructively and plan for any possible changgsassenger fees or the
commercial income generated at the airport, evéimeatery modest levels we
are proposing.

The alternative to a very modest increase in p@esdaxes is to generate
additional profit through Guernsey Airport’s comrmial activities.

There is considerable evidence that Guernsey Airpaapable of generating
additional revenue from its commercial activities.

Prior to the redevelopment of the airport termils#\A, the world’s leading
airport operator, carried out a major financial apérational review of
Guernsey Airport, on behalf of the Board of Admirason. The review found
that, in terms of revenue and profitability, Guemairport was
‘...underperforming compared with airports of a semisize’.

BAA'’s report stated: The explanation for the lower profitability of Gusey
Airport lies in considerably lower income per pasger...Guernsey Airport’s
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operating profit and returns are small... there isl@ar underperformance.
However, this is not due to high costs, but rathésw level of charges and
commercial income.’

Although the report was written some time ago, mainys conclusions remain
valid and are worth pursuing further.

Income per passenger is certainly higher at Jekgpprt than at Guernsey
Airport. In the last year for which published acotaiare available (2007),
income at Jersey Airport was around £22.6millioradntal of 1,563,000
passenger movements; whereas income at Guerngeyrvas around
£8.9million on a total of 892,360 passenger movdsien

Therefore, in 2007, average income per passengeasvéollows:
Guernsey — £10.00
Jersey - £14.46

It is possible to break down the above figuressstoanalyse the revenue per
passenger at the two airports in respect of comalencome only — for
example, concessions, rentals, car park fees ded commercial services.

In 2007, the average income per passenger gendnatsammercial activities
only was as follows:

Guernsey — £2.65

Jersey — £3.96

These figures demonstrate that commercial incom@assenger is 50%
higher at Jersey Airport than at Guernsey Airpiois, therefore, difficult to
make a case that there is no headroom to genelditeoaal income from
existing or new commercial activities at Guernséypént.

Businesses are, of course, one of the most signifigser groups of Guernsey
Airport. It is not uncommon for local business eg@ntative organisations to
express the view that Guernsey Airport should beegging additional income
from commercial activities. For example, in 200& President of the
Chamber of Commerce sat@hamber calls for a development programme of
commercial initiatives at the airport to increaseome streams from this key
asset.’

Airline representatives have also claimed thatelexists considerable scope
for Guernsey Airport to increase its revenue frammercial activities. For
example, in 2006, a spokesman for Flybe sdide amount of money that
people spend during their time at the airport ignsficantly below the UK
average and there are so many missed opportunities.
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The harbour authorities charge per unit of freigtdwever, Guernsey Airport
does not — there is simply no charge made for éingoconboard. This is
another area which the airport authorities may wasteview in order to ensure
that the airport is as commercial viable as possibl

In addition, in its submission to Treasury & Resm&’ capital prioritisation
review process, Public Services staté@tiere remains the possibility, once the
[pavementsjvork is completed, of attracting both new route®tigh existing
operators and new operators to the island. Thisldi¢éead... to enhanced
revenue growth of the airport. As a minimum, tfeselopment could
accommodate the reintroduction of a jet servicedodon...’

Of course, as explored above, the airport autlesrithay choose to employ a
combination of passenger taxes and additional cacialeevenue in order to
generate an additional £1.775million per annunefiay the £30million of
borrowing that we are proposing should be allocatginst the airport
pavements rehabilitation project (in model B),mtransfer to the capital
reserve (in model A).

As an illustration, a 50/50 split between passetepers and commercial
income streams would require the following: levymgharge of 97p per
passenger movement, and generating additional pfodiround £890,553 per
annum (the equivalent of 98p per passenger) fromnoercial activities.

Under this illustrative 50/50 split, passenger saaeGuernsey Airport would
remain lower than at Jersey Airport, and commeini@me per passenger
would also remain lower than at Jersey Airport.
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Appendix 2 — Letter to States members dated 22May 2009

TREASURY AND RESOURCES Treasury and Resources

A STATES OF GUERNSEY GOVERNMENT DEPARTMENT

Sir Charles Frossard House

PO Box 43, La Charroterie

St Peter Port, Guernsey

GY1 1FH

Telephone +44 (0) 1481 717000
Facsimile +44 (0) 1481 717321
WWW.JOV.gg

To all States Members

BY E-MAIL

22nd May 2009

Dear Colleague

Capital Prioritisation Report

You will all be aware of the coverage in today’stieth of the Guernsey Press which |
feel I must respond to robustly given the inacaipirtrayal of the facts.

The facts are as follows:

1.

Nothing has gone missing from the cash pool. &sh@ool contains £265
million and we can account for every penny.

The issue is “how much of this money can be sdfelyowed to fund States
capital projects, bearing in mind that large paftghe pool consist of sums
deposited with T & R by Guernsey Electricity LinttéGEL), Guernsey Post
Limited (GPL) and other States Departments?”

Originally, T & R’s States Report estimated thattag100 million could be
used for ‘internal borrowing'.

Closer examination of the figures persuaded usahigtthe cash representing
our revenue reserves and the notes and coins(@gbelongs to the States
and (b) is likely to be sufficiently long-term tagport internal borrowing.

On the T & R model this cash amounts to some £7omand on Deputy
Fallaize's model it amounts to some £50 million.

The essential point is that neither of these figuneludes ANY money from
GEL.

The figures would therefore not change if the be¢srdeposited with T & R
by GEL (or anyone else) fell to zero.

It is totally wrong to say that if GEL’s cash istiadrawn from the cash pool to
fund its capital expenditure programme (or indessdahy other purposes) that
£75 million would have “gone missing”. (GEL hasfillion on deposit

with us but this is not included in our estimateh®# sums that could be
“loaned” with a low risk to the States.)
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9. T & R accepts that GEL's reserves for capital exjieme are an issue which
will need to be addressed at some stage but sug isas nothing to do with
the capital prioritisation debate.

If you have any further questions please contact me

Yours sincerely

N~

C N K Parkinson
Minister



