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Foreword
This study was commissioned by the community-owned Islay Energy Trust (IET) to look at
ways in which local communities and their members could become “investors” in large scale
renewable energy projects. The seas around Islay contain some of the main tidal, wave and
offshore wind energy resource areas in the UK, and IET wishes to participate with project
developers in exploiting these resources so as to maximise socio-economic benefits to the
local community. The underlying premise is that enabling local communities to take a
financial stake in such projects adds value for all parties: for communities, “dividends” from
projects yield socio-economic benefits; for developers, shared holder value is maintained,
even enhanced; and for both, a sense of “ownership” and/or participation increases local
support, and thereby facilitates the consenting process. The ideas presented, if feasible and
implemented, could make a significant contribution to socio-economic sustainability, locally
and nationally.
Both the UK and Scottish Government support the participation of local communities in
renewable energy projects. The Scottish Government’s consultation document ‘Securing the
Benefits of Scotland’s Next Energy Revolution’ states: “Local communities would be
empowered to take a real stake in the low carbon energy opportunities on their doorsteps and
to invest the benefits from such opportunities in their future. This could enhance the future for
some of the most remote and isolated communities............ Developers would benefit from
working in an environment where local communities and businesses actively support and
wish to be part of low carbon energy projects.”
The UK Renewable Energy Strategy (DECC, 2009) states that: “Developers of large-scale
projects will be encouraged to share the benefits of those developments with local
communities………..” In addition, a recent study from the University of Strathclyde, The
Importance of Revenue Sharing for the Local Economic Impacts of a Renewable Energy
Project, concluded that “compared with (other) community benefit models........... local
ownership (of renewable energy projects) confers the greatest economic impacts for the local
community by a substantial margin”.
This report is published as a discussion document. It examines a number of options which
would enable communities to invest in their own right and recommends an innovative
leasing/tolling model which could be used a basis for individual and community “investment”
without eroding owners’ rights. The intention is not to seek alternatives to existing, successful
examples of community ownership of assets and cooperatives, which tend to be appropriate
for small or medium-sized projects. Rather, it is an attempt to “scale-up” local involvement in
larger scale projects. The extent to which all relevant issues, e.g. risk sharing, portfolio
diversification, legislative constraints etc. are analysed is inevitably limited by the resources
available at this stage, but it is hoped that the report will act as a catalyst for more in-depth
analysis and discussion.
The Board of Trustees of IET is grateful to the Big Lottery’s Investing in Ideas programme,
which provided financial support for this study.
P H Maxwell, Chairman, Islay Energy Trust

June 2011
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Executive Summary
Introduction
1.

This discussion paper, produced by SQW and Andris Bankovskis of 4D Energy, focuses on
the potential opportunity to create a Community Investment Fund (CIF) model that would
enable communities to invest and benefit from renewable energy infrastructure. At present
large, well resourced companies are able to use their own capital or capital raised on markets
to invest in very large energy generation projects. Where these companies are listed, the
public can participate through share ownership, albeit with no influence or close attachment.
Communities are also able to invest in their own energy generation developments by creating
and owning limited liability companies or co-operatives, for example, Westmill Wind Farm1,
Baywind2, the Co-operative Farms3 (jointly with Scottish Power), Kilbraur Wind Energy4,
Boyndie Wind Farm5, Torrance Wind Farm6 (Energy4All) and numerous others.

2.

There remains, however, an obvious gap in community engagement models, which is that
there are few, if any examples where communities are able to participate directly in very
large, renewable energy generation projects. Such projects are often of such a scale that
communities simply cannot afford to participate as sole owners. On the other hand, the large
corporates that carry out such developments could benefit from community involvement and
support.

3.

This discussion paper provides some initial thinking in exploring the option of a CIF; it
provides an overview of ownership and investment in the UK electricity sector and defines
two potential Community Investment Fund models. One of these; the Participation
Community Investment Fund is then discussed in further detail and considers the method of
Fund collection, how communities might participate and engage in these, and the issues to
consider under fund management such as investment policy, risk management and financial
regulation. Some initial conclusions have been drawn and these will be further developed
following the consultation with key stakeholders.

Initial Conclusions
4.

The initial conclusions of this research are that the fund proposed should use the Community
Interest Company (“CIC”) format. To register a company limited by shares as a CIC, the
company must have objectives and undertake activities that benefit the community. Second,
they provide for an “asset lock” which requires the asset to be used solely to attain its objects
and restricts disposal to full market value, unless to a charity or another CIC. Distribution of
profits to investors is capped at a premium to the Bank of England base rate. It is also
required, amongst other things, to report annually to justify its community benefit and how it
1

http://www.westmill.coop/westmill_home.asp
http://www.baywind.co.uk/baywind_home.asp
3
http://www.co-operative.coop/corporate/ethicsinaction/climatechange/climate-change-projects/our-wind-farms/
4
http://www.kilbraur.coop/
5
http://www.boyndie.coop/boyndie_home.asp
6
http://www.energy4all.co.uk/projects.asp?id=SCPRD&m=2
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has involved its stakeholders. The CIC format allows purchasers of shares an income tax
relief on their investment which in turn creates a source of value.
5.

The CIC format has the benefits of creating extra value for investors, the asset owners and the
community through investor income tax relief, securing the investments and purposes of the
company for the benefit of the community and ensuring transparency through enhanced
reporting requirements. Moreover, collecting community funding is relatively simple as it
involves the sale of shares in the CIC to investing community members.

6.

A further challenge to the idea of community investment in very large renewable energy
assets is that large corporations require that the development of their assets should not be
hampered by the rights of small shareholders who could perversely interfere with normal
financial processes. For example, a project might suffer if the corporate owner needs to exit
the project through a trade sale or an IPO if a small minority group could delay the process
through their minority rights as shareholders.

7.

To overcome this, we propose a method by which the community could invest in an arm’s
length agreement to “rent” a portion of the energy generation asset for a limited period of
time. We propose that the community could enter into an ordinary contractual arrangement
with a large asset owner to rent part of the asset (or a share in the whole asset) for a limited
period. The rent would be set so as to provide a risk-weighted incremental benefit to the asset
owner. The community would then become the owner of the physical outputs of the rented
portion of the asset. This could include title to electricity and green certificates. The
community would then need to enter into further arrangements to dispose of these.

8.

We invite stakeholders to comment on and improve these proposals which we believe have
the potential to continue the historical developments that commenced over twenty years ago,
in bringing the interests of communities and large corporations into alignment for the benefit
of all. We present some questions for consultees to consider below.
Consultee Questions

9.

As one of the key stakeholders we would appreciate your feedback in general and on the
following specific points:
•

Have all the main options been identified or would you suggest others?

•

Are there any omissions in terms of risks or legal requirements that should be
assessed (excluding whether or not communities should take the risk of investment)?

•

Do you agree with the recommendation that the leasing/tolling model is the most
feasible option?

•

What would you suggest are the next steps for this research?

www.sqw.co.uk
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1: Introduction

1.1

Increasingly, local communities of their own free will seek to become involved in energy
developments that affect their lives. Government has taken significant steps to create the
legislative and legal framework which may allow communities better opportunity to become
true participants in energy and other economic development as empowered stakeholders.

1.2

Generally until the 1980s, the public ‘owned’ energy utilities through national Government
ownership and exercised whatever influence they had through the blunt instrument of the
democratic process. Beginning in the 1980s, the sale of publicly owned energy utilities began
by offering shares to public and institutional investors. The outcome was that Government
received a great deal of cash, distanced itself from democratic accountability by inserting an
independent energy regulator and allowed the public to participate more directly in the
destiny of the utilities through share ownership.

1.3

The liberalisation and decentralisation of the energy markets in the UK together with the
emergence of small scale renewable technology presented the public and its communities
with a new type of opportunity. It became possible for a small community to pool their
resources and develop energy projects such as very small wind turbines which they could own
and control.

1.4

There has also been a significant change in attitudes towards stakeholders in energy
development projects. Local communities, through the often confrontational planning process
have shown that they can often determine whether a technically suitable site for energy
developments should proceed or not. Conversely, many large corporates have now learned the
value of engaging stakeholders in positive ways. Examples include Falck, E4All,
ScottishPower Renewables and other community benefit programmes such as the social
contract of the Round Table on Sustainable Biofuels and the Rossing Foundation.

1.5

Offshore wind and marine development remains linked to communities. For example, through
the use of roads and ports to transfer construction personnel, equipment and materials, the
landing of power cables, the impact of pollution or its avoidance, the cost of energy
production and the generally shared interest in the development of better and cleaner ways of
meeting our energy needs.

1.6

The position today is that large, well resourced companies are able to use their own capital or
capital raised on markets to invest in very large energy generation projects. Where these
companies are listed, the public can participate through share ownership, albeit with no
influence or close attachment. Communities are also able to invest in their own energy
generation developments by creating and owning limited liability companies or co-operatives.
There are now many examples of community co-operatives running their own wind farms,
such as Westmill Wind Farm7, Baywind8, the Co-operative Farms9 (jointly with Scottish

7

http://www.westmill.coop/westmill_home.asp
http://www.baywind.co.uk/baywind_home.asp
9
http://www.co-operative.coop/corporate/ethicsinaction/climatechange/climate-change-projects/our-wind-farms/
8

1

Power), Kilbraur Wind Energy10, Boyndie Wind Farm11, Torrance Wind Farm12 (Energy4All)
and numerous others.
1.7

There remains, however, an obvious gap in community engagement models, which is that
there are few, if any examples where communities are able to participate directly in very
large, renewable energy generation projects. Such projects are often of such a scale that
communities simply cannot afford to participate as sole owners. On the other hand, the large
corporates that carry out such developments could benefit from community involvement and
support.

1.8

The aim of this discussion paper is to propose a method to fill this gap whereby communities
can pool resources to create a fund and invest that fund in the economic capacity of a very
large energy generation asset. We do this by seeking an approach that can deliver tangible
economic and social benefits to the corporate developer, the community and smaller
investors. Developing the approach necessitated addressing and overcoming significant
challenges at a number of levels. However, the approach does not address whether or not
communities or their members should take the risk of renewable energy projects.

1.9

The remainder of this report is structured as follows and provides:
•

an overview of ownership and investment in the UK electricity sector

•

our definition of the Community Investment Fund model

•

an introduction to the Participation Community Investment Fund

•

a description of the method of Fund collection

•

an exploration of possible participation and engagement models

•

issues to consider under fund management such as investment policy, risk
management and financial regulation, and

•

initial conclusions and consultee questions

10

http://www.kilbraur.coop/
http://www.boyndie.coop/boyndie_home.asp
12
http://www.energy4all.co.uk/projects.asp?id=SCPRD&m=2
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2: Ownership and Investment in the Electricity
Sector

Introduction
2.1

The last three decades have witnessed an extraordinary change in the ways in which both
individuals and communities can participate financially in the fortunes of both small and large
energy projects. These changes are part of a discernable and relentless direction of change.
This historical trend in electricity sector begins with almost absolute central control and
ownership by the state and its emanations such as the Central Electricity Generating Board,
the South of Scotland Electricity Board, Local Area Electricity Boards and so on. Most of the
financial risk of capital electricity generation project lay with the state as well.

2.2

A great number of interacting factors were responsible for creating the forces of change that
led to the evolution of these organisations though a series of stages. With each change the
organisations became increasingly distant from direct central state control, risk and ownership
in the direction of corporates, individuals and communities. Much of this can be seen in the
record of legislation which has worked consistently and relentlessly to empower small project
owners and small, private investment in large energy businesses, as well as large corporates.
Examples of where legislation has achieved this includes:
•

The Electricity Act 1989, which paved the way for the privatisation of the electricity supply
industry and which transferred responsibility for regulation from departments of state to and
independent regulator. This allowed individuals to acquire shares in large energy enterprises,
albeit with no real influence.

•

In the early 1990s, privatisation and market liberalisation enabled the emergence of smaller
and independent generators and suppliers, including Ecotricity which began with a wind
turbine on a caravan and is now a very significant national business.

•

From the mid-1990s onwards, legislation opened up electricity supply franchises to
competition and made possible the emergence of privately owned embedded generation that
was connected directly to distribution networks.

•

During the 1990s, the Non-Fossil Fuel Obligation introduced by Government led to the
incentivisation of small renewable generation projects on a relatively widespread scale based
on long term fixed price contracts.

•

In the late 1990s, Offer (Ofgem’s predecessor) split up generator quasi-monopolies thereby
creating a large number of independent power producers, bringing generation into smaller
scales of ownership.

•

During the mid-2000s, the Companies Act 1985 was substantially re-written and updated and
enacted in the new Companies Act 2006. This Act now includes significantly more prominent
and stronger provisions that change the duties of company directors, which include having
regard for stakeholders such as the community.
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•

In the 2000s, the corporate format known as the Community Interest Company was created
and as recently as May 2011 was given further Government encouragement by increasing
from 20% to 30% the income tax relief available to investors in the shares of such companies.

•

In the late 2000s, a Feed in Tariff system was designed, specifically to meet the needs of very
small generators to receive risk-free prices for the output of micro and small generation.

2.3

The current status of investment opportunity can summarised as in Figure 2-1. This illustrates
that there is opportunity for corporate investors to invest in large or small projects, either
directly from their own balance sheets or in a typical limited company special purpose
vehicle. Community investors can become investors typically as a co-operative which own
small projects, or by owning shares in listed companies which in turn own very large projects
or with the assistance of financial contributions from corporates.

2.4

Communities are not likely to have the resources themselves to become the primary investors
in very large energy development projects. Nevertheless, the most striking area where
progress has not yet taken root is where communities may wish to invest in very large project
developments directly.
Figure 2-1: Investment opportunities for corporates, individuals and communities

Source: SQW/4DEnergy
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Financing energy development projects
2.5

The challenge for communities wishing to participant in the fortunes of a very large and
expensive energy development projects can be illustrated by considering the way in which
these are financed. Suppose, for example, a large, well resourced European energy company
decides to develop a large offshore wind farm, it may do using a company which owns many
different and unrelated assets as the vehicle to finance and own the asset under development.
In this case, a community cannot access the financial opportunities and risks of the asset
specifically by buying shares in the company owning the asset because it would in fact be
acquiring a share of the company as a whole. This report considers how the community, with
the help and co-operation of the energy company in this example, can access the asset
investment opportunity more directly in ways that benefit the community and the asset owner.

2.6

The next chapter therefore examines two possible formats for a community investment fund
that meet the objective of the study. The fundamental idea is to enable communities to
participate in and engage with renewable energy generation projects where they are connected
with that project by virtue of being part of a community that shares a connection with the
project.

2.7

The approaches suggested involve community participation and engagement. They differ
sharply from concepts of “community benefits”, whereby the community passively receives
what are, in effect, gifts or charitable donations, along with unwritten conditions regarding
acquiescence to project development. Such benefits have no relevance to community
participation and engagement and therefore to this report except to the extent that such gifts or
donations become part of an investment fund owned and managed by the community.
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3: Defining the Community Investment Fund
model

3.1

In the context of this report, our proposals for participation and engagement are given formal
structure whereby the community is able to acquire a stake in one or more renewable energy
projects, such as a marine or wind energy development, through a Community Investment
Fund (“CIF”). The term “CIF” requires a little more explanation as, for the purposes of this
report; it can be understood in at least two different senses. The first is what we shall refer to
here the “Charitable CIF” and the second, the “Participation CIF”.

3.2

The ‘Charitable’ CIF that controls and distributes funds to its own causes, which is not
relevant to this report (and which is not necessarily a registered charity), can be a legal
personality (such as a limited company, a co-operative or a trust) or a contractual
arrangement, used by public or private bodies to hypothecate financial resources which are
then made available to qualifying applicants in the form of grants.

3.3

An example of a Charitable CIF grant from the private sector might by the Veolia CIF13
which is funded by Veolia for the benefit of community groups, environmental organisations
and charities within Veolia’s water supply area and which benefit child welfare and
education, social inclusion, the environment or the quality of life for the disadvantaged.
Political and religious propagandists, public bodies and animal charities are excluded for very
obvious reasons, and in some circumstances, for legal reasons as well.

3.4

The Participation CIF, which is the subject of this report, is a fund that enables the members
of a definable community to make an investment in the fund which in turn invests in or
otherwise creates a legal relationship with, a project run by a public or private undertaking. In
this case, it is desirable that the project or the undertaking is in some identifiable sense
proximate to that community. To do so, they institute a Participation CIF as a means of
pooling financial resources from very small to very large contributions and concentrating
them as a single point source of investment.

3.5

An example of a Participation CIF could be Boyndie Wind Farm Co-operative Limited14. The
wind farm, established in 2005, was the first wind farm co-operative in Scotland. It is a cooperative established under the Industrial and Provident Societies Act and enjoys limited
liability status. The issue of shares was managed by Energy4All Ltd and allows local people
to invest directly through the purchase of shares.

3.6

The Participation CIFs considered in this report, however, refer to formats intended to allow
the community to participate in projects that are owned and controlled by third parties
and where the Participation CIF would seek a relatively small, not controlling share or legal
interest such as a contractual arrangement. This allows communities to participate in projects
that would be far too big an investment to make on their own and allows the owners of the
project to engage with communities as though they were part of the community as well.
13
14

https://central.veoliawater.co.uk/community-investment-fund.aspx
http://www.boyndie.coop/boyndie_aboutus.asp
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3.7

There are important differences between the Charitable CIF and the Participation CIF. The
Charitable CIF, being essentially charitable in nature, may periodically satisfy an urgent need
for resources applied on a discretionary basis to certain causes which would otherwise not get
them and in this context is therefore highly commendable.

3.8

The Charitable CIF, however, when used outside the context of relatively acute need, begs
many questions. How sustainable and dependable are charitable donations to the community
during times of economic turbulence for the project if it foregoes resources in the short term,
however worthy the cause of the recipients? How comfortable are community members with
receiving ‘free gifts’ if they are fortunate to have no pressing need for financial contributions?
Conversely, how comfortable are communities and their members with being defined and
classified as chronically “needy”? How comfortable are communities and their members with
being financial ‘dependents’ and how welcome is the sense of indebtedness this may create?

3.9

The concept of the Participation CIF addresses these questions by removing any grounds for
asking them. It does so by aligning the financial commitment made by the community and the
benefits it derives in a mutually supportive, sustainable relationship between investors, the
project owner and community beneficiaries. It also encourages participants to self-select
based on their real interest to engage and support the relevant project and therefore brings
other forms of ‘additionality’ that are not in any way guaranteed by a Charitable CIF.

3.10

A Participation CIF may not be appropriate in all circumstances, most obviously so if
communities simply do not have the resources to invest in the short term, but it is our view
that it has the potential to achieve the same positive effects of a Charitable CIF and more, but
without many of the drawbacks.
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4: Participation Community Investment Fund

4.1

In this and the next two chapters, we present a range of financial participation models and
critically evaluate their suitability to serve the objectives of a Participation CIF. The
remainder of this chapter is organised as follows.

4.2

First, in “Overall engagement process” we suggest that the process of engagement can be
conveniently reduced to three basic building blocks: fund collection, fund management and
fund application.

4.3

Next, in “Fund collection” we examine the process of identifying potential sources of funding
and collecting contributions. This focuses particularly on the legal format of the CIF itself,
that is, the entity that receives investments from community members and holds the principle
relationships with the project or its owners. It also examines the way that investors contribute,
specifically through the acquisition of shares in the CIF or the purchase of units in a collective
investment scheme without any entitlement to share.

4.4

In “Possible participation and engagement models”, we describe some possible fund
structures showing the specific relationships between the CIF and the project or its owners. It
shows ownership and flows of principal goods, services and money in a systematic and
consistent format for each fund model. We do this in terms of the following key elements:
•

We provide a brief description to explain the main intent of the particular model. For
example, the intent could be: “to allow participation without disturbing existing or
future shareholdings”.

•

The architecture of each Participation CIF model is illustrated diagrammatically to
show the fundamental elements. By ‘element’ we mean the relationships between the
CIF, its investors and the project or its owners.

•

The Participation CIF formats are evaluated using a SWOT analysis. The structure of
the SWOT analysis in shown in Table 4-1 below. It attempts to achieve much more
than a list of strengths, weaknesses, opportunities and threats. The purpose of the
SWOT analysis is to evaluate the format’s strengths and weaknesses in relation to the
threats and opportunities that exist. Through this process, it is possible to identify the
models that may be most suitable and to suggest improvements.
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Table 4-1: SWOT analysis template

Strengths
1.

1.

Opportunities

Opportunities to pursue

External opportunity 1 etc

•

Threats
1.

Internal strength 1 etc

External threat `1 etc

How a strength can be used to
exploit an opportunity

Threats to eliminate
•

Countermeasures to remove
an external threat that
undermines a strength.

Weaknesses
1.

Internal weakness 1 etc

Things to improve
•

Countermeasures to correct a factor that weakens
an opportunity.

Risks to mitigate or avoid
•

Countermeasure to mitigate threats and avoid
deploying weaknesses.

Source: SQW/4DEnergy

•

We provide a more expansive discussion of each model which includes areas of
relevance, such as regulatory and tax issues, which would become the subject of more
specific legal and financial advice at the time when a community fund is to be
created.

•

We include limited, general comments regarding regulation and tax issues that must
be taken into account when pursuing a particular format for the investment scheme.

4.5

Finally, in “Fund Management”, we describe more general features of fund management
including investment policy, risk management, financial regulation, product development and
tax considerations.

4.6

The nature of this study is that it is not intended to be a final and specific blueprint for each
type of fund, but rather to explore possible options and a methodology for the reader to extend
this report to make their own assessments. Attention is therefore drawn to the need to seek
legal and financial advice by suitably qualified and regulated advisors in establishing and
operating CIFs.

Overall engagement process
4.7

The Participation CIF formats described below, in essence, are intended:
•

to enable the collection of investments from individuals or companies that are part of
a defined community;

•

to aggregate the investments;

•

to make investments in suitable community project;

•

to collect earnings from the investments and return the benefits of those investments
to the community investors; and

•

to dispose of additional products and services that arise, such as electricity output.

9

Rationale for a CIF investing in a project owned by the third party
4.8

A key question that must be addressed at the outset is how is it possible for a group of
investors that happen to be part of a community, to make an investment in a project
belonging to a third party and to take a profit from that investment so that it benefits
the community

4.9

The answer must amount to more that claim by the community that a successful project
should transfer value to the community in some arbitrary way. There must be tangible benefit
for all stakeholders: the community; investor; and the project or its owners.

4.10

One answer is that anyone in the community should have the opportunity to participate, for
which they can receive a benefit if they chose to opt in. This means that the community as a
whole benefits from having this option.

4.11

Another approach, which is potentially even stronger in terms of engaging the whole
community, is shown in Figure 4-1, which illustrates how a CIF based on investments from
the community might deliver a community benefit as further described below.
Figure 4-1: Illustrative funds flows

Grants
Gifts

Normal community benefit

The Community
Community benefits

Investments

Investors

Commercial return

Community
Investment
Fund
Undertaking

Project
investments

Majority
Investor /
operator

Community benefit

Project
dividends

Project
or
Asset

Project
dividends

31/05/2011

23

Source: SQW/4DEnergy

4.12

Figure 4-1 shows a stylised approach showing how self-selecting members of a community
could make investments in return for a financial benefit, while at the same time, the
community as a whole benefits from the existence of such a scheme.
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4.13

In this approach, investments are made by investors into the CIF and the CIF then co-invests
in a project (or agrees an alternative type of interest for the CIF such as a contractual
relationship), along with the major shareholder’s contribution. The major shareholder might
be a power company who also operates the asset. As the asset generates revenues, net profits
become available to distribute to shareholders or those with a contractual entitlement to share
profit. The CIF takes its share of profit and makes a commercial return to investors and
additional returns are made available to the wider community for communal benefits.
The Community Interest Company format

4.14

The fact that the company has the object of providing a community benefit means that it may
be possible to register the company as a Community Interest Company (“CIC”). The CIC
legal formats, (which are a company limited by shares, a company limited by guarantee and a
Public limited company), are very similar to regular company formats with a some additional
features.

4.15

First, to be registered as a CIC, the company must have objects (written into its Articles of
Association) and undertake activities that benefit the community. Second, they provide for an
“asset lock” which requires asset to be used solely to attain its objects and restricts disposal to
full market value, unless to a charity or another CIC. Third, distribution of profits to investors
is capped at the Bank of England base rate plus 5%. It is also required, amongst other things,
to report annually to justify its community benefit and how it has involved its stakeholders.

4.16

There are advantages in registering as a CIC compared with their standard equivalents.
Although they raise finance in the normal way through shares, loans and debentures, they can
also access grants and soft loans from the Community Development Finance Institutions
(CDFIs)15 and private sector businesses and investors can get tax relief on investments.
Areas of focus for the CIF

4.17

In order to simplify the challenge, we have broken down this process into three main areas of
focus, which appear convenient although these are by no means the only way of
characterising issues. These are:
•

Fund collection

•

Fund management

•

Fund application.

4.18

The main rationale for choosing these areas of focus is that although they are internally quite
complex, they have simple inputs and outputs (i.e. flows of money) that allow one area to
“plug and play” with the adjacent area in a way that does not depend on the detailed design of
each area of focus.

4.19

Each of these areas of focus can contains a series of activities which are illustrated in Figure
4-2 and further described below.

15

www.cdfa.org.uk/members/resultt.php
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Figure 4-2: Community Investment Fund: Area of focus

Fund collection

Fund management

Fund application

•
•
•
•
•
•
•

• Investment /
distribution policy
• Financial efficiency
• Product design
• Product promotion
• Risk management
• Regulatory compliance
• Accountability

• Definition of eligible
applications
• Investment vehicle
• Investment
• Collection of benefits
• Distribution of
benefits

Private individuals
Private companies
Public companies
Grants
Loans
CIS units
Gifts

15

Source: SQW/4DEnergy

Fund collection

4.20

4.21

Fund Collection is the activity of collecting all funds that will be part of the community
investment fund. Sources of funds include money collected from members of the community
who meet eligibility criteria as well as gifts, grants, loans and other sources that help to
leverage benefits from fund investment. Criteria that define eligibility to be part of the
community who can invest in the community investment fund could include the following
considerations:
•

Proximity, such as geodesic and geographical factors that link a project to a
community

•

Aegis, which provides a definition of the members of a community and which may
also include the project itself as a member of the community within the definition

•

Analogy, which draws on the principles and precedent in other sectors where
communities and development projects have been linked

•

Merit, which provides a rational for the benefits of community participation.

As well as considering how to target sources of funding, it is necessary to consider also how
those funds might be collected in practice so that it is possible to accommodate very small
investments from individuals (£250 say) through to investments of hundreds of thousands or
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more as well as how those funds and the investments that are made are held on behalf of
investors in a manner that is efficient and meets regulatory requirements. Fund collection is
further explored in Chapter 5.
Fund management

4.22

Fund Management is the set of activities that enables the funds collected to be invested to
meet specified goals of the ultimate investors. We do not attempt to write the procedural
documentation here, but rather allude to some of the main functions of the fund manager
working for the Participation CIF. The activities would include the following key areas:
•

Specifying and seeking approval for the investment policy

•

Investment strategy

•

Investment targets

•

Risk management

•

Regulatory compliance

•

Accounting

•

Product design and promotion (which could take the form of a share subscription
offer)

Fund application

4.23

4.24

Fund Application refers to the way in which the benefits accrued by community investors are
disbursed. This is explored further in chapter 6. Considerations that must be taken into
account include:
•

Definition of eligible applications of benefits

•

Managing the investment vehicle

•

Carrying out investments

•

Collecting benefits

•

Distribution of benefits

The following chapters describe the above in more detail.
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5: Fund collection

5.1

This chapter describes potential sources of funds, the identification of the community from
which such funds might be collected and the means by which they can be collected into an
aggregated pool on behalf of communities and their members.
Potential sources of funds

5.2

The most important source of funds for the Participation CIF is the community itself, as the
entire purpose is to allow such investors to participate in relevant developments. Community
investors could include:
•

Private individuals

•

Private companies

•

Partnerships

•

Co-operatives

•

Public companies

•

Public institutions

5.3

In some formats, not all of the above will be eligible to invest directly. For example, a local
authority could not invest in a Community Interest Company, but could potentially make a
grant to the community which would in turn invest on its own behalf.

5.4

In addition to various community investors, there may be additional sources of finance which
can be investing along with investments by members of community to leverage greater
returns. These sources might include:
•

Grants

•

Gifts

•

Debt finance (loans, bonds etc)

•

Mixtures of debt and equity such as mezzanine finance

•

Cash flow or liability offsets such as tax benefits, including investment scheme
benefits (e.g. SIPPS, ISAs)

•

Risk management instruments such as contracts for differences which pay out (and
sometimes require payments to be made) under certain conditions.
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Identifying the relevant community and community benefits
5.5

A critical element of the process is the need to identify a community and its members and to
understand how to define a community benefit. There exist legal definitions for both these
terms that have strong relevance for the CIF because they are definitions that were considered
by Parliament in the context of funds that are intended to benefit a community in some way
for the purposes of creating Community Interest Companies (“CICs”).

5.6

CICs are created pursuant to the Companies (Audit, Investigations and Community
Enterprise) Act 200416. Section 35 (2) of the Act provides a legal definition of a community
interest. This simply states: “A company satisfies the community interest test if a reasonable
person might consider that its activities are being carried on for the benefit for the benefit of
the community”.

5.7

There is also a legal definition of what constitutes a community in Regulation 5 of the
Community Interest Company (Amendment) Regulations 200917. This states that: “Any group
of individuals may constitute a community if they share a common characteristic which
distinguishes them from other members of the community and a reasonable person might
consider that they constitute a section of the community”. Thus it is possible that a group of
individuals share the characteristic that they all intend to invest in a project, the community
test appears to have been satisfied.

5.8

The following sections suggest criteria that might be used to help identify a qualifying
community.
Proximity

5.9

The first category of tests might involve being part of an identifiable group of people whose
are connected to each other through an identifiable aegis18 (see below) and who as a
community have a proximity to the project that suggests an affinity between project and
community to a greater degree than for other groups of people. Proximity can have a number
of dimensions, some of which we suggest below, although each case should be considered in
its own context.

5.10

One aspect of proximity is how far away something is “as the crow flies”; we refer to this as
“geodesic proximity”. Geodesic proximity is the most immediately obvious and can be highly
relevant. It can also be highly misleading in some situations, because it can lead to lack of
recognition as to the factors that might connect a community to a project. Simple distances
beyond the visible horizon of physical and visual impact underplay the connections.

5.11

Geographical proximity in a broader sense, however, provides a much better guide that mere
geodesic proximity as it takes account of factors that create a relationship and interaction.
Geographical factors that suggest proximity might include a connection brought about
through the use of points of supply of goods and services for the benefit of the project or areas
of convergence of flows of construction traffic, or the landing of electricity output, or being

16

http://www.legislation.gov.uk/ukpga/2004/27/contents
http://www.legislation.gov.uk/ukdsi/2009/9780111481004/contents
18
doing something under the protection of a powerful, knowledgeable, or benevolent source
17
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connected to the physical resource that is being exploited such as the air, the tides or the
waves.
Aegis

5.12

Relevant community groups may share a strong common characteristic where they fall under
a common aegis. This could be administrative, such as a local authority. It could be an
economic aegis, such as a community that has been identified by the European Commission
as one deserving and needing special EC funding support.

5.13

Interestingly, therefore, given the legal definition of a community for the purposes of the CIC
as explained in 5.6, it may be possible that the concept of community could arise from the
aegis of mutuality that springs from the act of participating in a CIF. Further, it may also arise
if a project owner has previously offered or made any kind of community benefits and thereby
signalled its association as part of that community.

5.14

An objection to this interpretation of the legal definition of a community might be that it
appears at first sight to render any definition of a community tautological, but this is not a
convincing objection as communities (including interest groups and trade associations for
example) normally come into existence through sharing a common interest, which can be
self-organised. CIF participation seems to meet the “reasonable person” test, perhaps more
strongly than many reasons that would support the existence of a community, as it does so
through a clear process of community creation or reinforcement.
Precedent

5.15

The community could be identified in accordance with principles or precedents that have been
established elsewhere for similar purposes. Rio Tinto, for example, shows that geodesic
distance is no barrier to identifying its ‘local community’. Rio Tinto operates the Rössing
uranium mine in the vast Namib desert which separates the mine from the nearest local
communities by some 15km – 70km, from which distances the mine cannot be seen or heard.

5.16

The Rössing Foundation was established in 1978 by Rössing Uranium Limited through a
Deed of Trust that implements corporate social responsibility in six key areas: health;
education; technical services; corporate services, including local economic development;
community and sustainable development; and finance. The CIF could support an equally clear
element of community objectives.
Merit

5.17

The question of merit can be relevant because the rationale for a project owner to welcome
third party investment of the kind discussed in this report will almost certainly entail an
element of demonstration that the community put the resources generated by the CIF to good
use. The use of a Community Interest Company, which demands statutory reporting on the
community interests provided as well as a clear community purpose in the CIF Company
Objectives, could be seen as an effective guarantee to the project owner that there will be
transparency and also a proper reflection of the reputation it would wish to protect.
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5.18

The basis of identifying a meritorious community could be made in accordance with criteria
which, provided they are consistent with any legislation that prohibits discrimination, allow
communities to benefit on the basis of particular needs, such as social cohesion or even the
fulfilment of a common purpose such as the mitigation of climate change. The interests could
also involve community facilities or services.

5.19

The question of merit has further significance in relation to community investment since one
of the important aspects of community funds is that they should be sustainable by virtue of
their social and economic engagement and inclusivity as well as the contribution they may
make to economic sustainability.

5.20

Having established the community investors, it is necessary to select a business format (such
as Partnership, Trust, Limited Company etc) for the entity receiving the funds and decide the
mechanisms for the collection of funds and disbursement of benefits. The following section
suggests some alternatives.
CIF business format

5.21

The CIF has many options regarding its business format that include both incorporated and
unincorporated status. There are a multitude of possible formats, the complete analysis of
which is far beyond the scope of this report. Those with limited liability status include:
companies limited by guarantee, companies limited by shares and their counterparts in
Community Interest Companies, Limited Liability Partnerships, Incorporated Charitable
Organisations and Industrial and Provident Societies (co-operatives). Those with unlimited
liability include: partnerships, trusts and associations.

5.22

Incorporated status appears to offer many advantages in the context of the purposes of a CIF.
An incorporated body can enter into contracts solely in its own name without directly
involving the members. Personal liability can be limited. Normally, privacy is a key
consideration in deciding whether to incorporate or not, but in the case of the CIF,
transparency is likely to be desirable and therefore even this objection falls away. All these
benefits come at the cost of registering and maintaining an incorporated body.

5.23

For reasons described here and elsewhere in this report, the Community Investment Company
appears to have a number of advantages over standard company formats. These advantages
include tax efficiency, clarity of purpose, transparency and investment security. (It is not
likely that it would be able to be registered as a charity). For these reasons, we focus on the
CIC format in order to be able to describe a possible approach in more specific terms. The
next section looks at how capital can be raised and the stake it give to investors.
Raising capital through a share subscriptions in a Community Investment Company

5.24

Community Interest Companies have been already created, some of which are very small and
do not seek external investment. Some others, however, have raised a tranche of equity capital
for investment through a share issue. One such example is the Water Power Enterprises
venture called “h2ope”19.

19

http://www.h2ope.org.uk/
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h2ope

5.25

h2ope is a Community Interest Company limited by shares. Its purpose is to develop and
install a new type of hydroelectric technology within a community, based on the design of the
Archimedean Screw. It claims to be in a position to produce renewable energy at “no cost to
the future of the planet”.

5.26

The first benefit is that they aim to save approx 6,500 tonnes of carbon emissions per year by
installing around 5MW of renewable energy by 2015, the equivalent of saving 18 million car
miles per year and supplying upwards of 10,000 homes. The second part is an expected return
for investors of 3% per annum for the first two years rising to 5% per annum thereafter. To
achieve this it needed to raise capital of around £1,000,000 at the outset.

5.27

Social shares were offered to the community calling for a minimum investment of £250 and a
maximum of £20,000. Under the rules of the Enterprise Investment Scheme20, investors can
claim 20% of their initial investment against income tax for a minimum investment of £500
and a maximum of £500,000, up to a total share issue of £2 million and provided shares are
held for at least three years, thereby creating an immediate and significant financial advantage
over other company formats. Investments in energy are eligible for this form of tax relief.
The Industrial and Provident Society

5.28
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The Industrial and Provident Society format is also potentially suitable . Co-operatives

(Industrial and Provident Societies) are different from ordinary company formats in a number
of important respects. First, they allow each member one vote regardless of the number of
shares owned. Second, co-operatives may issue withdrawable share capital, although such
capital is at risk in the same way as any other equity invested by shareholders and therefore
may not be there to be withdrawn. Third, the issue of shares is exempt from FSA regulation
and therefore may be carried out without the production of a prospectus, thus making share
issues cheaper than for other incorporated formats. There is also a limit on shareholding of
£20,000 for individuals. The ‘interest’ payable on shares is limited and assets may be locked
(so they are transferrable only to another asset lock company upon dissolution).
5.29

Compared with Industrial and Provident Societies, the CIC suffers one particular apparent
disadvantage, which is the position on financial promotions22 to raise capital. Industrial and
Provident Societies are exempt from FSA regulations on financial promotions which are
governed by Section 21 of the Financial Services and Markets Act 2000. This requires that
communication with the public must be carried out by an FSA Authorised Person. Both types
may not cold call the public to encourage investment although promotional literature inviting
calls may be used and although the Industrial and Provident Society may be exempt, those
who carry out the financial promotion are not. There is also questionable value in not
developing and issuing a prospectus, without which it is difficult to see how investors can
have reasonable confidence in the truth behind the investment opportunity.

20

http://www.hmrc.gov.uk/eis/index.htm
http://offline.cooperativesuk.coop/live/images/cme_resources/Public/In%20the%20Spotlight/ITS%20Sept/Community-Investmentguide.pdf
22
http://www.communityshares.org.uk/sites/default/files/CommunitySharesFactsheet4v2.0.pdf
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5.30

The most significant advantage of exemption from financial regulation is in relation to
Section 85 of the Financial Services and Markets Act, which requires an approved prospectus
to be published in relation to the promotion of transferrable securities. This applies to CICs
but Industrial and Provident Societies are exempt from this requirement. The cost of
producing and validating such a prospectus is therefore avoided for the Industrial and
Provident Society but not for the CIC.

5.31

One possibility is for the CIC to be also an Industrial and Provident Society and it is a
question of specific circumstances as to which would be the preferred option.

5.32

The relative merits of alternative approaches to fund collection are briefly discussed next.
Alternatives to a Community Interest Company format

5.33

An alternative to selling dividend paying shares includes accepting and pooling investments
into a hypothecated fund which is managed by the CIF, where the CIF could be a standard
company format or an unincorporated trust fund run by a body of trustees holds in trust a fund
on behalf of investors for the purpose of investing those funds in the shares of a company
which owns an asset. This would then be a “Collective Investment Scheme” and would need
to be regulated by the Financial Services Authority as such. This level of financial regulation
presents a major disadvantage of this approach. (See the Collective Investment Scheme
Information Guide published by the Financial Services Authority for more details23 as well as
their guidance for Unregulated Collective Investment Schemes24). Taxation of Collective
Investment Schemes25 does not offer the same advantage to the investor as the Community
Interest Company.
Physical collection of funds

5.34

The CIF must provide for a very wide range of fund collection mechanisms from a large
number of small investments from small investors that may be £500 or so, potentially through
to very large five or six figure sums.

5.35

Broadly, the CIF could create a system of payment collections itself by accepting payment
through Paypal or similar. Such methods often entail considerable charges (for example
recent fees for payment collections include: Paypal charges 1.9% as does Google Checkout,
CCBill up to 13.5%, ProPay 3.5% to name a few). Even when the money is collected by these
means, it still needs to be accounted for and transferred to the CIF account.

5.36

The simplest and cheapest method appears to be to allow share subscribers to pay directly into
the CIF bank account by the usual payment methods and taking full advantage of the banking
system that is already up and running. If a share subscription for the CIC version of the CIF is
chosen, this could be carried out during a single, defined period of time to capitalise the CIF
from the outset, which avoids the ongoing costs of a process of a continuous collection
process.

23

http://www.fsa.gov.uk/pubs/foi/collguide.pdf
http://www.fsa.gov.uk/smallfirms/your_firm_type/financial/pdf/ucis_report.pdf
25
http://www.hmrc.gov.uk/manuals/saimmanual/saim6030.htm
24
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5.37

Benefits and dividends could then be paid annually to subscribers using the banking details
which were notified to the relevant bank at the time of subscription.
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6: Possible participation and engagement
models

Introduction
6.1

Participation CIF formats fall into a number of generic groups which include the following
models as follows.

6.1.1.

Lease or capacity tolling models are based on the idea that part of a renewable generation
asset can be leased by the community participants in return from the benefits of the output of
the asset, where the CIF is deemed to have provided the ‘fuel’ in the form of wind, tides or
waves where applicable.

6.1.2.

Equity models where the CIF acquires shares in the company to whom an asset belongs and
receives benefit though dividend payments as a shareholder itself.

6.1.3.

Hybrid formats are possible by combining aspects of the above to suit particular
circumstances and situations.

6.2

Gifts and loans made to communities are not part of an engagement mechanism and do not
involve any participation and therefore are considered to be inputs to the above formats where
relevant.

6.3

The possible models may be decided by the manner in which the asset is owned and financed
by the owner itself. Most importantly, it may depend on whether the asset has been developed
within a special purpose vehicle, typically used when third party project finance is used, or
whether the asset was financed from the balance sheet and is held within the wider company
along with many other assets. These approaches are described below.

Project finance
6.4

One method that the project owners could use is to create a special purpose vehicle (“SPV”)
which in essence is a legal entity into which the relevant asset being developed is vested. In
this approach, the assets are funded from the financial resources of the SPV which in turn are
provided by equity of the shareholders and, as is often appropriate, debt finance.

6.5

This structure can be valued and risk-assessed quite separately from any of the owners’ other
assets. This means that the going concern can be sold in whole or in part very easily though
the sale of shares.

6.6

Similarly, it is very suitable for debt finance, which in this context is known as “project
finance”. The lender has clear visibility of the business and debt does not become comingled
with the owners’ other businesses. This type of structure is therefore particularly appropriate
where the project needs third party finance, whether for reasons of financial efficiency or
whether it is because the owners do not themselves have sufficient resources for development.
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6.7

Moreover, if the project fails, the owners can be shielded from the liabilities of the SPV if it
has been incorporated as an entity whose liability is limited to the shareholders’ equity.

Balance sheet finance
6.8

An alternative approach that is open to companies with sufficient financial resources is to
finance the project directly from their balance sheet and to hold the asset within the company
along with other assets. This is usually known as balance sheet financing. In this case, direct
third party equity solely in the project is much more difficult (and probably impossible) than
is the case where the asset sits in an SPV.

6.9

In this case, an investor could buy shares in the parent company, but much of the equity
would then be in other lines of business. In theory, it would be possible to own a part share of
an asset, but that would not buy into the business. Much of the economic effect of an SPV
arrangement could be synthesised for a third party investor to some degree by a contractual
arrangement, although that becomes very complicated where shared costs have to be
notionally allocated and dividends are completely linked to the parent company. This
approach is therefore only really suitable for the developer rather than third party investors in
the project.
Leasing and toll processing models
Description of the format
Basic architecture

6.10

Figure 6-1 illustrates the principal features of the leasing and toll processing model which
could allow third parties to access the economic effect of the relevant asset in isolation from
the other assets held by a legal entity. A worked example of this is presented in Annex A.
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Figure 6-1: Capacity leasing and toll processing formats
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Source: SQW/4DEnergy
Note: PPA refers to “Power Purchase Agreement”; RTMA refers to “ROC Trading Master Agreement”

Intent of the capacity leasing and tolling format

6.11

The intent of this arrangement is to allow participation and engagement in the project without
interfering with the ownership arrangements or the underlying commercial case of the owner.
This could be especially relevant where the asset is owned by a company which also owns a
range of other asset making it difficult or impossible to acquire an interest in the asset without
the influence of the performance of other assets.
Detailed description of the operation of the capacity leasing and tolling model

6.12

A tolling contract is typically defined as follows: “Type of take-or-pay contract for
conversion, processing or transportation (usually through a pipeline) of raw material or
finished product. Used commonly in oil and gas industry, a tolling contract does not require
the converter, processor, or transporter to purchase the input material or to sell the output
product. See also throughput contract.26”

6.13

In this case, the definition is adapted and includes the concept of leasing. The concept is that
the CIF would pay a sum of money to “lease” a part of the asset for a period of time. The
resource (being wind or marine energy) is then processed by the asset to produce energy
which becomes the property of the CIF. An alternative view is that there is no leasing

26

http://www.businessdictionary.com/definition/tolling-contract.html
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involved at all and that the asset owner simply accepts the CIF’s wind, waves or tides, and for
a fee converts it to electricity for the benefit of the CIF.
6.14

This report does not explore further whether this should involve specified assets (such as
three particular wind turbines) or a share of the whole (such as 10% of a whole wind farm) or
whether the best option is tolling alone. It is likely, however, that the meters measuring output
of the asset that are registered in the central systems of Elexon27 and which therefore
represent conveniently tradable output will show the output for the whole of the asset rather
than parts of it. If this is the case, then it is most convenient to take a part or a proportion of
that metered output in relation to the whole asset. It is quite possible that a single registered
meter will be assigned to a whole wind farm and therefore the simplest method is to reassign
a percentage of the output of that meter to the CIF.

6.15

The charge for leasing capacity could be determined by an accounting formula and must
cover the amortization of fixed cost plus operating and other costs so that the asset owner is
made whole. The main commercial difference if there are no further arrangements is that the
electricity output, which may or may not include Renewable Obligation Certificates
(“ROCs”), Climate Change Levy Exemption Certificates (“LECs”), Renewable Energy
Guarantees of Origin (“REGOs”) and other benefits according to the specific terms of any
agreement) would belong to the CIF and hence there is a transfer of various risks.

6.16

The risks could include: output risk; electricity price risk; credit default risks; ROC revocation
risk; ROC recycle risk; LEC invalidity risk; and others. All of these risks can be further
disaggregated into the more fundamental underlying risks.

6.17

A major feature of this model is that it becomes relatively easy to define the periods and
amounts which are contracted and to structure these in blocks. In principle therefore, it would
be possible to acquire any strip or slice of output and price and risk would vary accordingly.
For example, it may be possible to contract for the bottom slice of output (lowest output risk)
across the whole wind farm for a period of one month. Alternatively, it could be possible to
acquire all output over, say, 50MW for the next winter period. The details of any agreement
would be down to the CIF to negotiate with the asset owner.

6.18

The specifics of any contract would need to take account of all the relevant commercial
factors as well as other risks such as the timing of outages, provisions for forced outages and
so on.

6.19

One challenge for the CIF is what it should do with its electricity output. One option is to sell
the output to the asset owner, who already receives the whole of the metered output. As a
result of the tax free contributions and various grants made available to the fund, and the
limited rate of return to shareholders in the CIF, it should be feasible to sell the electricity to
the asset owner at a price which on a net basis delivers a small increase in profit to the asset
owner and therefore an incentive for the asset owner to participate.

6.20

Great care needs to be taken regarding the accounting and regulatory aspects of this approach,
although the challenges presented are nothing out of the ordinary such as the creation of
financial leases. For example, it may be suggested that leasing a portion of a wind farm,
27

Elexon manages the electricity Balancing and Settlement Code in the electricity market of Great Britain.
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which results in the CIF acquiring initial ownership of electricity which it then sells to the
asset owner is a fictitious arrangement for accounting purposes because the same physical
result could be achieved if the arrangement had never been put in place. The answer to that is
that the two situations can be sharply distinguished in a multiplicity of ways: the CIF is free to
sell to any party and may do so without the permission of the asset owner; there is absolute
evidence of a different chain of title custody; the arrangement exits to serve a separate
commercial purpose, which is to generate profit for the community; the outcomes may be
different in the event of insolvency.
SWOT analysis of the capacity leasing and toll processing model

6.21

Annex B: shows a SWOT analysis for the leasing and toll processing model, the findings of
which we now describe.

6.22

Because this model is based on the idea that a commercial agreement can replicate all or part
of the financial risk of the underlying asset, it allows the investor the opportunity to select
from various levels of risk in the output. For example, suppose we are considering the output
of a wind farm. The generation from the first 10% of capacity as wind speed rises has
completely different risk characteristics from the final 10% of capacity. The former is likely
to be available for much longer and will be less variable that the latter. As well as taking
horizontal slices of output (bottom and top slices in the previous example) it would be
possible to select vertical slices, such and summer or winter, peak or off-peak, day or night
and so on.

6.23

Particular strengths of this format ensures that there is no direct impact on the company
owning the asset in that it does not interfere with share ownership or control over the asset
itself, it preserves or improves the asset owner’s business case and could provide a surplus for
community benefits.

6.24

Initial opportunities to pursue arising from the interface of Strengths and Opportunities
are that contractual agreements between the community fund and the asset owners agreeing:
•

an upfront capital sum is paid for the risk of future output for a defined period; and / or

•

a defined output and slice entitlement (electricity, green certificates) subject to a specific
term.

6.25

Some specific weakness of the model include the potential transfer of physical electricity,
ROCs and LECs to the CIF which all require specialist management, as well as the risk of
contract breach and the CIF’s likely lack of a credit rating or collateral to support trading
positions.

6.26

The above weaknesses in relation to opportunities suggest a number of areas for
improvements can be made to the model such as:
•

To put in place a standard arrangement for the CIF to sell its electricity to the owner or
another third party of a combination of both; and / or

•

to provide for the sale of ROCs and LECs; and / or
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•

to minimise exposure to contractual breach by offset arrangement between leasing charge
and failure to deliver electricity.

6.27

Two of the most obvious threats to the CIF in this model include the insolvency of the asset
company and market price volatility in the electricity, ROC or LEC markets as applicable.

6.28

Taking the strengths and threats together indicates the threats that the CIF should seek to
eliminate. Specifically, these might include the following:

6.29

•

The CIF could seek to strike contracts for sale of power for a time period that corresponds
to its commitments to rent capacity; and / or

•

Where there is residual market risk that cannot be mitigated though contracts or insurance
or other means, then good market information and advice is needed.

Finally, where the above threats impinge on the weaknesses of the model, we have
indications as to the risks that must be mitigated or, if possible avoided altogether.
Possible strategies to achieve this include:
•

paying a leasing charges in instalments to protect against contractual breach or
insolvency; and / or

•

offering a lien on electricity for CIF default; and / or

•

agreeing to waive any margining relating to trading collateral; and / or

•

indexing the leasing fee to market price so that market risk margins do not arise.

6.30

More generally, given that there is no equity investment, it would be possible to lease part of
the asset (or have a pure tolling arrangement) which could be payable instalments. This is a
lower risk position than would be the case where capital is fully and irretrievably committed
in the equity model. If, for example, the asset suffers a catastrophic failure, or its owner
becomes insolvent, the CIF is largely protected because it will have foreseen this possibility
and therefore entered into commitments for a short forward period of cash payment at any one
time, even if the contract is for a longer term. The asset owner is also protected to a degree
from CIF default on payment since it would retain a lien on electricity not yet delivered.

6.31

The parties would be free to contract for the electricity and the ROCs, LECs and REGOs. The
ROCs are the biggest source of consumer subsidy and also the only instrument of the three
green certificates that has no connection whatsoever with electricity supplied and suppliers
generally would be regarded as making a false claim if they tried to make a connection
between green credentials and number of ROCs retired. The ROCs, therefore, are a good
instrument to contract for as they demonstrably share state aid28 and excess profit with the
local community.

6.32

If the ROCs are included in the leasing arrangement, there is considerable opportunity for
further risk management. There is currently, for example, considerable disquiet regarding the
extremely high level of subsidy for offshore wind and the opposite concern regard some
28

Note that issuing ROCs is not of itself a state aid, but the distribution of ROC Recycle is considered state aid as
the funds are distributed by a public body.
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marine technology. There are major financiers who claim that they will not invest in offshore
wind because they fear that there will be a regulatory change that reduces the ROC benefits
on the basis that it will become politically unsustainable as the price of electricity to
consumers rises. This could be specifically provided for in this model in a way that would be
much more difficult in an equity model, because the CIF would not want its capital put at risk.
6.33

LECs follow the contractual path of power when traded correctly in accordance with the
requirements of the relevant provision of the Finance Act 2000. This means that where power
is acquired by the CIF, so are the LECs. In the event that the owner wants to acquire the
LECs, they should also acquire initially the electricity. (If the owner decides to retain the
LECs without acquiring the electricity, they would be doing so entirely at their own risk and
the CIF would not be concerned about this). This would also avoid any need to create a Meter
Volume Reallocation Notification to split out the CIF’s electricity volume to sell to a third
party. Note that this is not a fictitious trade as the intention is not to manipulate the market
and there would be no question as to legal title at each stage and the CIF would remain free to
sell to third parties.

6.34

REGOs, which have no intrinsic value, could be retained by the asset owner or passed to the
CIF depending on the commercial terms of a contract that could reflect the market value, of
the REGOs.
Underlying rationale

6.35

The toll processing model is based on similar agreements for coal and gas, whereby an owner
of a fuel such as coal, contracts a power station to convert the fuel into electricity and then to
deliver up that electricity to the owner of the coal. In this case, the wind as a “fuel” is not
owned by anyone but access to the wind is secured by the person who has the right to use the
wind turbine and therefore becomes the equivalent of the “fuel” in a capacity and tolling
agreement.
Equity model
Description of the format
Basic architecture

6.36

Figure 6-2 illustrates the principal features of the Equity model.
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Figure 6-2: Equity model
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Source: SQW/4DEnergy

Intent of the Equity model

6.37

The Equity model envisages that the CIF would acquire shares in the company holding the
project assets. This model only works satisfactorily if the project asset is not held together
with other assets and where such share ownership does not interfere with the project owner’s
plans, such as exit, refinancing and so on.

6.38

The equity model is intended to be very simple to manage in that as shareholders receiving
dividends, the CIF need not become involved in any of the issues regarding electricity, ROCs,
LECs and REGOs that affect the leasing and toll processing model. Nevertheless, a
shareholder’s agreement would add back a degree of complexity.
Detailed description of the operation of the Equity model

6.39

The CIF would acquire shares in the company holding the project assets. A question is likely
to arise as to the type of shares to be acquired and whether a specific shareholders’ agreement
would be required. This is because it is likely that the owner would want to maintain full
managerial and operational control of the project and therefore would want to limit the right
of shareholders to vote, have a board presence or to have a say in investment decisions for
example.
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6.40

The project owners are also likely to want to ensure that the minority CIF shareholders can be
displaced on appropriate terms if an exit strategy is to be pursued or that the CIF shareholding
can be diluted in the event of further financing rounds.

6.41

All of the above suggest a strong necessity for detailed and possibly quite costly, shareholders
agreements.
SWOT analysis of the Equity Model

6.42

Annex B: shows a SWOT analysis for the equity model, the findings of which we now
describe.

6.43

The most important opportunity arising from this model is the direct participation in project
economic benefits equivalent to the asset owner. This only arises where the asset itself is
either the only asset in the company in which equity is held or is by far the dominant asset,
otherwise equity ownership leads to a smeared interest in all the company’s assets.

6.44

Particular strengths of this format include the strong sense of ownership that comes from the
CIF acquiring shareholders’ rights as well as the ease of implementation in that shares are
transferred and the CIF does not have to get directly involved in the disposition of any of the
output products of the asset such as electricity and ROCs.

6.45

Initial opportunities to pursue arising from the interface of Strengths and Opportunities
are very simple, suggesting that the opportunities to pursue in this model are:

6.46

6.47

•

For the CIF to acquire shares; and

•

For the CIF to ensure that the Community receives benefits from share dividends.

Some specific weakness of the model include:
•

The need for a complex shareholders’ agreement; and

•

Exposure to risk of loss of capital if the Asset Company becomes insolvent; and

•

When viewed from the Asset company’s position rather than the position of the CIF, the
residual shareholders’ rights of the CIF which might interfere with later financial and
other structuring strategies of the Asset company.

The above weaknesses in relation to opportunities suggest that improvements to the
model will largely depend on the development and agreement of:
•

An appropriate shareholders’ agreement.

6.48

Two of the most obvious threats to the CIF in this model include the insolvency of the Asset
Company and market price volatility in the electricity, ROC or LEC markets.

6.49

Taking the strengths and threats together indicates the threats that the CIF should seek to
eliminate. Specifically, these might include the following:
•

Possibly to seek a charge over certain assets as protection against insolvency; and / or
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•
6.50

Finally, where the above threats impinge on the weaknesses of the model, we have
indications as to the risks that must be mitigated or, if possible avoided altogether. As loss
of equity is difficult to protect in an insolvency situation, the main strategy to achieve this
appears to be:
•

6.51

To strike contracts for differences around relevant market prices.

good due diligence at the outset and on an ongoing basis.

More generally, the ownership of shares means that the Equity model exposes the CIF to the
full risk of loss of capital in the event of insolvency. The requirement for strong due
diligence, together with the associated costs, is therefore higher than for the leasing and
tolling model. In principle it could be possible to acquire a charge over some of the assets
which would revert to the CIF in the event of insolvency. This strategy may be unsuccessful
in practice because of the low likelihood that the majority owner would agree to this, and
even if they did, recovering assets and converting them into money in such circumstances can
be very costly, time consuming, drawn out, subject to challenge and in the end, of low value.
Underlying rationale

6.52

The rationale for choosing the Equity model is in part that it is a closer relationship that the
leasing and tolling model since the CIF would actually have a property interest in the project.
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7: Fund Management

Specifying and seeking approval for the investment policy
7.1

Initially, and probably on quinquennial basis thereafter or as frequently as circumstances
dictate, the fund manager should draft and seek investor approval for an investment policy
(with default provisions in the event that approval cannot be obtained from the community
investors). The policy is the instrument by which the community can exert a degree of control
over the way that funds are invested. The policy might cover matters such as:
•

Frequency of policy review

•

Compliance with agreements and regulations

•

Obligation to develop investment strategies that comply with the policy

•

Investment objectives (such as maximising the total return on the fund over a given
period within a risk management approach that preserves real capital value)

•

Constraints such as the type of projects and other investments that are permitted and
ethical investment constraints and compliance with agreements relating to the CIF.

•

Constraints relating to investments in assets, special purpose vehicles or parent
companies.

•

Constraints on the type and proportion of non-community funding that may be used
for leverage purposes

•

Exceptions which allow indirect investments or investment in complimentary risk
management instruments such as contract for differences to hedge market risk.

•

Limitations or requirements imposed by funds received from non-community
investors, such as grants or gifts which may be given subject to certain conditions
such as prohibition on using those funds for investment in particular project or
technologies (such as nuclear for example).

Investment strategy

7.2

The investment strategy must seek to achieve the policy aims by providing a detailed plan. In
addition to policy considerations, further detailed consideration must be given to specific
investments to be made, issues of financial efficiency such as taxation analysis and the costs
of investment (including direct investments by the fund and indirect investment through
investment firms) and risk management.

7.3

Implementation of the strategy can then be executed either by suitably qualified staff working
for the CIF or by employing the services of an independent fund manager, who will already
have the considerable infrastructure, procedural expertise and market experience to carry out
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such a business. Whichever route is chosen involves a cost and it will be a matter of actual
circumstances which dictate the better option.
Investment targets

7.4

The nature of the investment target is important because of the way that the project developer
may have structured the project vehicle. Developers have a number of choices as to how to
provide a corporate home through which they can own their development projects as now
described.
Risk management

7.5

The fund should have access to a well informed risk committee that can assist with the
identification, quantification and possible countermeasures. The committee should enjoy as
much independence from the CIF managers as possible so that its advice is seen to be
impartial.
Regulatory compliance

7.6

A major regulatory framework that the CIF will need to comply with is the Financial Services
and Markets Act 2000 (“FSMA”) and Money laundering regulations in particular. (See later).
This model potentially deals in specified investments in a regulated market and should also
seek FSA authorisation (or a suitably qualified arranger) to strike deals.
Risk management considerations

7.7

Typical investment strategies for individual investors involve the diversification of these risks
whereas investing in specific and possibly individual projects has the effect of concentrating a
number of different types of risk. It is unlikely, for example, that a financial advisor would
recommend to an individual investor an investment in offshore wind farms. Even some major
banks would view this as high risk.

7.8

First, there is not yet a long and convincing track record to demonstrate the survivability of
currently deployed wind technology in the extreme conditions of the Irish Sea, for instance.
This means that no-one can be certain that an offshore wind farm will still be generating
electricity to planned levels for its lifetime.

7.9

Second, there is regulatory risk. The UK Governments of both Labour and Conservative –
Liberal Democrat coalition colours have demonstrated that they are capable of changing the
basic market rules in a way that is adverse to investments that have already been made. The
severe reduction in Feed in Tariff benefits for industrial photovoltaic generation is a reversal
of a clear government position. The reduction of ROCs awarded to stations cofiring biomass
from one ROC to half a ROC, after investments were made by power stations based on the
whole ROC benefit is another.

7.10

Significantly, the entire notion of a CIF appears at first sight to be fundamentally flawed and
has the potential to draw individuals into financial risk which is not in their economic interest.
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7.11

The Leasing and Tolling model largely address this concern, if well implemented, by
removing most of the risks and leaving a residual profit which is funded by low cost CIF
capital. The equity model where the CIF received dividends is exposed to considerably more
risk.

7.12

For the equity model in particular, it would be advisable to find ancillary ways to reduce risk.
Insolvency risk is very difficult to address and the CIF would stand in line with all unsecured
creditors for a distribution if the asset company becomes insolvent. Market risks are in
principle, addressable.

7.13

One method to address the market risk is to swap market price for a fixed price in a contract
either with the asset owner or a financial institution. This can be achieved through a contract
for differences whereby one party pays the other the difference between the strike price or the
market price. More complex forms of this instrument could also be designed. Such an
instrument could also be applied to ROC values.
Financial regulation
Financial Services and Markets Act

7.14

Financial business is regulated, amongst other legislation, by the Financial Services and
Markets Act 2000 (“FSMA”). The most immediately significant aspect of FSMA that is
relevant for the CIF is the Section 19 Prohibition, as it is commonly referred to. This requires
that any person who is carrying out a regulated activity in the UK must either be authorised
by the Financial Services Authority (“FSA”), who is currently the regulatory body overseeing
compliance with FSMA, or must seek exemption.

7.15

Compliance with FSMA is extremely important because a breach of Section 19 is a criminal
offence. FMSA is an exceptionally complex area of law and the list of regulated activities is
extensive, but it includes dealing in investments as an agent or a principal, managing
investments, advising on investments and setting up collective investment schemes and even
agreeing to carry out such activities.

7.16

The CIFs considered here involve carrying out all of these activities as a minimum by way of
business (the “business test”). Exemption from FSA authorisation is available for professional
firms (meaning solicitors, accounts and actuaries) but only if incidental to their main business,
or local authorities. The CIFs suggested are unlikely therefore to qualify for exemption and
therefore authorisation will need to be provided for.

7.17

This report does not attempt to spell out every detail of how FSA Authorisation should be
obtained, but it should be pointed out that there are a number of alternatives which include
seeking authorisation for the company itself and installing all the procedures and
appointments necessary to comply with “Conduct of Business” rules, or it may be possible
contract financially regulated elements to a third party who already has this in place, such as
an existing professional fund manager. The costs and benefits of each approach will only be
known when a specific fund is being considered.
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7.18

Compliance with FSMA regulations regulates the way that the CIF can deal with its investors
and investments within a very strong and well defined framework. The main intention is to
prevent investors from unnecessary financial loss.

7.19

The practical consequences include a need to identify and classify customers according to
their financial sophistication (“Know Your Customer”). This means, for example, that an
ordinary individual investor may need to be informed formally in writing regarding the risks
involved in investments. On the other hand, a very sophisticated investor, such as a bank
(classified as a “Market Counterparty”) would not need to be warned. Further rules exist for
“Intermediate Customers” such as regular commercial companies and “High Net Worth
Individuals”.

7.20

FSMA also imposes constraints on the promotion of financial products and services which
must be taken into account in the procedures and training of the CIF management. These rules
are particularly significant in relation to offering unlisted shares to private individuals for
example.
Money Laundering Regulations

7.21

A second major element of financial regulation that is applicable to the CIF is the Money
Laundering Regulations 2007 (“MLR”) which is also regulated by the FSA. This legislation is
vital to strangling the routes by which money acquired through illegal means can be given the
appearance of legitimacy by interrupting the laundering process of “placement” (introducing
illegally gained cash for laundering), “layering” (disguising the source through layers of
complexity such as offshore accounts and large numbers of electronic transactions in relation
to fictitious deals) and finally “integration” (where the money emerges from a legitimate
business with all the appearances of normality).

7.22

The relevance of MLR to the fight against the drugs trade and terrorism means that falling
foul of its procedures is a significant criminal offence as it exposes the UK to serious and
possibly life threatening consequences. The rules include a general legal obligation to report
suspicious activities and to desist from tipping off potential suspects.
Regulation of Co-operatives and Community Benefit Societies Co-operatives formed
29
according to the Co-operative and Community Benefit Societies and Credit Unions Act 2003
30
(as renamed by the 2010 Act)

7.23

Compared with general financial and money laundering regulation, the legislation governing
the registration and operation Co-operatives and Community Benefit Societies is relatively
straightforward and accessible, though still with its own nuances and complexities.

7.24

Community Benefit Societies are not regulated by the FSA, a practical consequence of which
is that they do not need to comply with specific FSA codes of practice and they do not need to
issue a prospectus when starting up. Nevertheless, Societies are responsible for assessing
whether any of the activities they carry out are prohibited by Section 19 of FSMA. If so, the

29
30

Renamed as such by the Co-operative and Community Benefit Societies and Credit Unions Act 2003
Formerly the Industrial and Provident Societies Act 1965 – 2003, now renamed
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Society must obtain authorisation from the FSA. Also, the FSA is currently liaising with cooperatives to produce a non-binding code.
7.25

In short, regardless of the format of the CIF, the need to understand and comply with financial
regulation is inescapable and it is good business practice anyway. Financial and money
laundering regulation is of the utmost importance to a CIF and there should be no
compromise in ensuring that all regulations are complied with. Tax considerations.
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8: Conclusions and Consultee Questions

Initial Conclusions
8.1

The initial conclusions of this research are that the fund should use the Community Interest
Company (“CIC”) format. To register a company limited by shares as a CIC, the company
must have objects and undertake activities that benefit the community. Second, they provide
for an “asset lock” which requires asset to be used solely to attain its objects and restricts
disposal to full market value, unless to a charity or another CIC. Distribution of profits to
investors is capped at a premium to the Bank of England base rate. It is also required,
amongst other things, to report annually to justify its community benefit and how it has
involved its stakeholders. The CIC format allows purchasers of shares an income tax relief on
their investment which in turn creates a source of value.

8.2

The CIC format has the benefits of creating extra value for investors, the asset owners and the
community through investor income tax relief, securing the investments and purposes of the
company for the benefit of the community and ensuring transparency through enhanced
reporting requirements. Moreover, collecting community funding is relatively simple as it
involves the sale of shares in the CIC to investing community members.

8.3

A further challenge to the idea of community investment in very large renewable energy
assets is that large corporates require that the development of their assets should not be
hampered by the rights of small shareholders who could perversely interfere with normal
financial processes. For example, a project might suffer if the corporate owner needs to exit
the project through a trade sale or an IPO if a small minority group could delay the process
through their minority rights as shareholders.

8.4

To overcome this, we propose a method by which the community could invest in an arm’s
length agreement to “rent” a portion of the energy generation asset for a limited period of
time. We propose that the community could enter into an ordinary contractual arrangement
with a large asset owner to rent part of the asset (or a share in the whole asset) for a limited
period. The rent would be set so as to provide a risk-weighted incremental benefit to the asset
owner. The community would then become the owner of the physical outputs of the rented
portion of the asset. This could include title to electricity and green certificates. The
community would then need to enter into further arrangements to dispose of these.

8.5

Bearing in mind that the UK needs to invest some £25 billion per annum in energy
infrastructure for the next 10 years in order to meet its energy and sustainability requirements,
we invite Government to consider its own role in creating the conditions necessary to enable
communities to make their contribution to this effort and to continue to completion the
transformation of investment opportunities for UK communities.

8.6

We invite stakeholders to comment on and improve these proposals which we believe have
the potential to continue the historical developments that commenced over twenty years ago,
in bringing the interests of communities and large corporations into alignment for the benefit
of all. We present some questions for consultees to consider below.
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Consultee Questions
8.7

As one of the key stakeholders we would appreciate your feedback in general and on the
following specific points:
•

Have all the main options been identified or would you suggest others?

•

Are there any omissions in terms of risks or legal requirements that should be
assessed (excluding whether or not communities should take the risk of investment)?

•

Do you agree with the recommendation that the leasing/tolling model is the most
feasible option?

•

What would you suggest are the next steps for this research?
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Annex A: Quantitative illustrations
Introduction
A.1

This Annex provides a simplified, illustrative quantitative analysis of the incremental
economic effect of instituting and running a Community Interest Company based on
the principles suggested in this report.

A.2

A three year project has been chosen for this example because three years is the
minimum term for an investment in a Community Interest Company qualifying for
Enterprise Investment Scheme to entitle the investor to a one-off income tax relief
based on 30% of the investment made. Each year after the minimum three year period
will tend to dilute the effect of this benefit.

A.3

The analysis attempts to model the incremental cash flows accruing to all major
stakeholders including the investors in the Community Interest Company, the
Community Interest Company itself, the owner of the asset and the wider community
that benefits from a contribution from the Community Interest Company

A.4

As well as the contribution of income tax relief for investors who buy shares in a
Community Interest Company which qualifies for such relief under the Enterprise
Investment Scheme, the other major contributions that are recognised include the
benefit of the output of the asset which is leased to the Community Interest Company.
Income tax on dividends paid and capital gains taxes are not accounted for here.

Incremental cash flows in outline
A.5

The figure below shows in outline the relevant cash flows. Initially, investors make a
capital contribution to the equity of the Community Interest Company. In this case, a
figure of £2 million has been assumed. Each year, the investors receive dividends
which are based on returning all profits (having paid corporation tax, paid for the
asset lease and made a donation to the community). Dividends may not exceed a
statutory maximum, but in this example, this limitation does not apply.

A-1

A.6

The equity raised by the Community Investment Fund is used to pay the lease on the
asset. The quantum of the lease is determined by reference to the Weighted Average
Cost of Capital of the asset owner (or other suitable measure that reflects the cost of
money to the owner) plus a reasonable premium in consideration for the owner’s
willingness to lease the asset. The total of these figures should be less that the
expectation value of the project income stream because there is a material transfer of
income risk from the asset owner to the Community Interest Company.

A.7

In return for paying the lease, the Community Interest Company receives the products
of the asset which in the case of, say, a wind farm, would include, electricity, ROCs,
LECs and REGOs. These are traded by or on behalf of the Community Interest
Company for value which is then the income stream to the Community Interest
Company.

A.8

The Community Interest Company then disburses the income in the form of
dividends to its investors, a donation to the relevant community and at the end of the
three year period, any remaining equity is returned to the shareholders in full.

A.9

In optimising the model, the following principle steps are suggested:
•

Set the real discount rates for each stakeholder: The real discount rates should
reflect the required real rate of return inclusive of risk. Discount rates for each
party may differ and this may either increase or decrease the scale of opportunity
perceived by each party. Since the risk to the asset owner is very small, its
discount rate should be lower that used for investment in generation assets. The
CIF discount rate must take account of the risk that has been transferred from the
asset owner to the CIF.

A-2

•

Set the dividend payment to achieve desired return for investors, taking
account of the return of closing equity: A reasonable, planned dividend is
necessary to incentivise investors. The rate of return is capped by law at the Bank
of England base rate plus 5%. If an investor holds an investment of £1000, and
the Bank of England base rate is 1%, the maximum return is 6% of £1000 which
is £60 maximum. The dividend must be paid from net profit, however, so this
condition may not arise as it does not in this example. The lower dividend is
compensated by a capital gain lump sum at termination.

•

Set leasing charge to cover the cost of capital of the portion of the generating
asset being leased plus an incentive for the asset owner to release a portion of
the asset: The project owner is unlikely to agree to co-operate in the leasing
arrangement if it harms the underlying cash flow required to cover the cost of
investment in the project. As a starting point, the cash flow to the asset owner
should be set such that the asset owner receives the cost of capital invested in the
portion of the generation asset being leased taking account of an allowance for
the asset owner's expenses. The owner is also freed of the risk of income loss
through events such as unplanned shutdowns. In other words, the owner receives
a lower return commensurate with a lower risk. Additional incentives to the
owner can be negotiated separately.

•

Use any surplus in the CIF to give to the community: The balance remaining
after satisfying the investors and asset owner can be paid to the community in the
form of a gift or grant or though any other efficient means.

•

Decide whether the fund needs a working capital reserve: The fund may wish
to build a cash reserve to insulate from shocks and to maintain the capability to
provide predictability to investors and asset counterparties. In this example, no
reserve has been allowed for.

The example in more detail
Investor cash flows
A.10

The investor invests £2 million and receives income tax relief of 30%, i.e. £600K.
The £600k is assumed to be transferred to the fund, the details of which mechanism
are not discussed here.

A.11

The income to the investor arises in the form of annual dividends and a capital gain at
the end of the three year lease period. These are shown in the figure below:

A-3

Investor cash flow
Non-recurring
Expenditures
Share purchases
Percentage of CIC investment income tax relief paid over to CIF
Rate of EIS shareholder Income Tax Relief on share purchases
Investor income tax relief paid over to CIF

£K
%
%
£K

-2000
100%
30%
-600

£K

600

%
£K

0%
0.0

Income
Tax relief on share purchases initially received by investor
Recurring
Expenditures
Average rate of income tax on dividends
Income tax on dividends paid by investors

0%
0.0

0%
0.0

Income to CIC investors

Dividends received

£K

29

41

53

Real dividends received

£K

29

40

50

Discounted real dividends received

``

29

37

44

Equity capital returned to shareholders at end of 3 years

£K

Net nominal cash flow for investors

£K

Net real cash flow for investors

£K

Investor's real discount rate

%

Discounted cash flow for investors

£K

Cumulative discounted cash flow
Investor's ROI (real, discounted)

£K

2,600
1,971
1,971

41

2,653

40

2,500

39
1,932

2,357

3%
1,971
1,971

425
21%

Community Investment Fund cash flows
A.12

The Community Interest Fund receives the equity investment (along with any other
sums that are not accounted for here such as grants and loans, which themselves also
constrain the way in which monies can be paid out). The Community Interest Fund
then uses its resources to obtain a three year lease of a portion of the asset owner’s
generation asset, which could be a wind farm for example. The figure below shows
these cash flows and how they are derived.

A-4

Community Investment Fund cash flow
Non-recurring
Expenditures
£K

-0.05

£K
£K

2000
100%
600

Leasing charge for capacity
Leasing charge for capacity (real discounted)
Fund management fees
Payment to community

£K
£K
£K
£K

-813
-813
-0.01
-30

Payment to community (Discounted, real)
Dividends to shareholders
Corporation tax rate

£K
£K

Share issue, prospectus, bank fees
Income
Equity from share subscription
Percentage income tax relief paid over to CIF
Tax relief received from investors on share purchases
Recurring
Expenditures

30.00

-813
-766
-0.01
-30
28.28

-23
22%

-813
-722
-0.01
-30
26.65

-32
22%
9
8

-41
22%

Corporation tax on net profit

£K

Corporation tax on net profit (Real, discounted)

£K

6
6

12
10

Notional capitalised costs per unit installed capacity
WACC of project owner
Bonus for project owner

£K/MWe
%
%

3,500
3,500
3,500
8.0%
8.0%
8.0%
2.0%
2.0%
2.0%

Annual cost of leasing installed capacity
Funds allocated to leasing

£K/MWe
£K

Capacity leased
Load factor

MWe
%

2.32

Electrical output
ROCs per MWh
LECs per MWh

GWhe
#
#

7.12

Net unit value of electricity

£/MWhe

Net unit value of ROC

£/ROC

Income

350
812.5

350
812.5
2.32

35%

36.00

350
812.5
2.32

35%
7.12

35%
7.12

1.5
1

1.5
1

1.5
1

50

50

50

37.08

38.19

A-5

Net unit value of ROC recycle
Net unit value of LEC

£/ROC
£/LEC

Net value of electricity

£K

356

356

356

Net value of ROC

£K

384

396

408

Net value of ROC recycle

£K

96

96

96

Net value of LEC

£K

36

36

36

Total income from products of leased capacity

£K

872

883

895

Discounted real income from products of leased capacity

£K

872

833

795

Net nominal cash flow for Community Investment Fund

£K

2,600

-

-

Net real cash flow for Community Investment Fund

£K

2,600

-

-

Nominal Net Profit of CIC

£K

29

41

53

Community Investment Fund's discount rate

%

Discounted cash flow for Community Investment Fund

£K

-

-

9
5

9
5

9
5

3%
2,600

A.13

Allowances have been made for fund set up and ongoing management costs. In this
example, the available resource of £2.6 million (which includes the benefit of the
income tax relief) has been spread over the three years to pay for the lease of the
generation asset (around £812k per annum). The capital costs of the wind farm (and
capitalised operating costs) have then been used to derive the purchasing power of
this annual investment by allowing an 8% asset owner’s cost of capital plus an
incentive of 2% of the capital cost. On this basis, the resources of the Community
Interest Company can secure 2.32 MW of installed capacity.

A.14

The installed capacity and an average load factor of 35% is used to derive the output
of the generating asset on the basis that it receives electricity, ROCs and LECs.
Values for each of these have also been assumed. The payment of community gifts
and dividends are then set to give a net cash flow of zero in each year, other than the
capital in at the start and the capital out at end.

The Community Cash Flow
A.15

The cash flow of the community is very simple in that it is represented by the gifts
made by the Community Interest Company as shown in the figure below.
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Community cash flow
Non-recurring
Expenditures
Income
Recurring
Expenditures
Income
Payments received from Community Investment Fund

£K

30

30

30

Net nominal flow for Community

£K

30

30

30

Net real cash flow for Community

£K

Community's discount rate

%

Discounted cash flow for Community

£K

Cumulative discounted cash flow

£K

30.00

29.13

28.28

30.00

28.28

26.65

30.00

58.28

84.93

3%

Project Owner’s Cash Flow
A.16

The final set of cash flows is seen by the project owner. The project owner on the one
hand gains the benefit of the lease income, which should be lower risk that project
income and therefore be accounted for at a lower discount rate than project income.
On the other hand, the owner loses the opportunity to earn from the project.
Arguably, this is of benefit to the project owner because the larger project can be
operated at lower financial risk during the period of the lease, while gaining
experience on a smaller element of the project. Later, the owner will acquire the
entire project once again. The detailed cash flows can be seen in the figure below and
show that in this example, a positive net return is possible for the owner based on the
assumptions in this evaluation.
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Project cash flow
Non-recurring
Expenditures
Set up costs

£K

-0.025

Income
Recurring
Expenditures
Income
Changes to income cash flows

£K

356
384
96
36
776

356
396
96
36
787

356
408
96
36
799

Payment to cover cost of installed capacity leased

£K

650

650

650

Lease premium to project owner

£K

163

163

163

Leasing charge for capacity
Discounted real charge for capacity

£K
£K

813

813

813

Net nominal flow for Project

£K

37

25

13

Net real cash flow for Project

£K

37

24

13

Project's discount rate

%

Discounted cash flow for Project

£K

37

24

12

Cumulative discounted cash flow

£K

37

60

72

Foregone net value of electricity

£K

Foregone net value of ROC

£K

Foregone net value of ROC recycle

£K

Foregone net value of LEC

£K

Total income foregone from products of leased capacity

Calculation of cost of capital of leased portion of generation asset

813

766

722

3%
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A.17

It is instructive to observe that examples can be found where, in essence, the income
tax relief obtainable under the Enterprise Investment Scheme whereby investors can
get a one off income tax relief of 30% of the value of shares purchased in a qualifying
community interest company, tend to incentivise maintaining the investment for no
longer than the minimum three year period for which such qualifying investments
must be held. This is because of the dilution effect where the tax relief is spread over
a greater number of years. This suggests that creating and unwinding schemes every
three years is the best approach to achieve maximum benefit.
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Annex B: SWOT analyses
SWOT analysis of the capacity and tolling model.
B.1

Table B-1 shows a SWOT analysis for the leasing and toll processing model.
Table B-1 Capacity and tolling SWOT analysis

Capacity leasing and
tolling model:

Strengths
1.

Allows
participation
without
interference
with owners’ rights

2.

Preserves or improves
the owner’s business
case

3.

Opportunities
2.

Choice of risk levels
within asset output bands

•

1.

Insolvency of the asset
company

2.

Market price volatility
•

Passes physical electricity, and possibly ROCs and
LECs to the CIF to manage

2.

Risk exposure to loss of capital if contract breached.

3.

Lack of credit rating or collateral for trading positions

to Things to improve

A
contractual
agreement between the
participants’ fund and
the owners whereby an
upfront capital sum is
paid for the risk of
future output for a
defined period.

•

Need a standard arrangement for participants to sell
their electricity. This could be to the owner or another
third party of a combination of both.

•

Need to provide for the sale of ROCs and LECs.

•

Minimise exposure to contractual breach by offset
arrangement between leasing charge and failure to
deliver electricity. Damages still apply.

Contract
to
define
output
and
slice
entitlement (electricity,
green certificates), term,
FM.

Threats to eliminate
•

1.

Community benefits.

Opportunities
pursue

•

Threats

Weaknesses

Risks to mitigate or avoid

Strike contracts for sale
of
power
that
corresponds
to
committed lease

•

Pay leasing charges in instalments to protect against
contractual breach or insolvency.

•

Offer a lien on electricity for CIF default.

Residual market basis
risk cannot be mitigated
which represents profit
or loss potential – need
good market advice

•

Agree to waive any margining OR index leasing fee to
market price so that market risk margins do not arise.
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SWOT analysis of the Equity Model
Table B-2 shows a SWOT analysis for the Equity model.
Table B-2 SWOT analysis of the Equity Model

Capacity leasing and
tolling model:

Strengths
4.

5.

Opportunities
3.

Direct participation in
project economic benefits
equivalent to the majority
owner.

Threats
3.

Insolvency of the asset
company

4.

Market price volatility

Weaknesses

Gives CIF shareholders’
rights and therefore a
strong
sense
of
ownership.

4.

Complex shareholders’ agreement

5.

Risk exposure to loss of capital if Asset Company
becomes insolvent.

Easy to execute in that
shares are transferred.
No involvement with
products of the project

6.

Residual shareholders’ rights

Opportunities
pursue

to Things to improve
•

•

Acquire shares

•

Community benefits.

Threats to eliminate
•

Possibly seek a charge
over certain assets as
protection
against
insolvency

•

Strike contracts for
differences
around
relevant market prices.

Shareholders’ agreement

Risks to mitigate or avoid
•

Insolvency difficult to protect against therefore good
due diligence at the outset.
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Annex C: Funding sources
C.1

The tables below identifies some of the potential sources of funding (and support) which the Islay Energy Trust (IET) might be able to access as part
of its aim to attract investment for the Community Investment Fund (CIF). This list is based solely on desk research of publicly-available sources. We
wish to insert a strong ‘health’ warning on what is presented below, as these sources need further investigation directly from the relevant
organisations/ initiatives to verify their applicability to CIF. This is particularly true when the relevance of these sources is likely to be dependent on
the exact type of investment model adopted for the CIF. The list therefore should be treated as ‘indicative’ only.

Public sector funds
Table C-1: Public sector sources of finance (with some private)
Fund name

Description of fund

SCOTTISH INVESTMENT FUND:
Description/ objectives

•

A £30million fund provided by the Scottish Government which is delivered during the period 2008-2011

•

The aim is to build capacity, capability and financial sustainability in the Third Sector to help it achieve it’s potential and contribute to
the overall national outcomes of the Scottish Government including the following:


“We have strong, resilient and supportive communities where people take responsibility for their own actions and how they
affect others



we value and enjoy our built and natural environment and protect it and enhance it for future generations



We reduce the local and global environmental impact of our consumption and production”

•

The aim of the fund is to help Third Sector organisations achieve a step change in their capacity, capabilities and financial
sustainability

Delivery body

•

Social Investment Scotland (SIS)

Type of fund

•

Mix of loan, “non-repayable strategic investments” and risk capital


•

loan element is compulsory as part of the overall funding package

Repayment period of loan is 7-10 years at interest rate of c. 8%
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Fund name

Description of fund

Investment range

•

£100k-£1m

Investment criteria

•

The fund will only invest in established, 'investment-ready' third sector organisations, located and trading in Scotland. The social
aims of the fund include those related to equality and diversity, which re-invest any surpluses for a social purpose. The organisation
must satisfy the following:


Contact details

Source

a history of successful operations, including generating income other than grants, for at least three years;



an established track record of successful service delivery in either the public or private sectors;



a robust business plan including a minimum of three years' financial projections; and



the ability to demonstrate strong historic and projected social returns.

•

Alastair Davis - Investment Director, Social Investment Scotland

•

Tel: 0131 558 7706

•

Mobile: 07595 465084

•

Email: alastair.davis@socialinvestmentscotland.com

http://www.scottishinvestmentfund.co.uk/index.cfm

SCOTTISH INVESTMENT LOAN FUND:
Description/ objectives

•

Investments made to social businesses or community enterprises where there are key, tangible social outputs

Delivery body

•

Social Investment Scotland (SIS)

•

Partners which provide capital include: Lloyds TSB, Bank of Scotland, Royal Bank of Scotland and Clydesdale Bank

•

Loan

•

Repayment period of loan is 7-10 years

•

7% interest rate, 2% management fees

•

Security not required

•

£10k-£250k

Type of fund

Investment range
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Fund name

Description of fund

Investment criteria

•

Security required for the loan (property not personal guarantee)

Contact details

•

Alastair Davis - Investment Director, Social Investment Scotland

•

Tel: 0131 558 7706

Source

•

Mobile: 07595 465084

•

Email: alastair.davis@socialinvestmentscotland.com

http://www.socialinvestmentscotland.com/

SCOTTISH CO-INVESTMENT FUND:
Description/ objectives

•

A co-investment fund between the private and public sector (SE)

•

SCF partner (i.e. private sector organisations) find the opportunity, negotiates the terms of the deal and offers to invest its own
equity cash


if the opportunity needs more money than the partner can provide, it can go to the SCF to co-invest on equal terms



the SCF partner determines how much the SCF can invest in any new deal, however, the SCF cannot invest more than the
SCF partner

•

Partly funded by ERDF

•

Total fund size: £72m

Delivery body

•

Scottish Investment Bank (SIB)

Type of fund

•

Equity

Investment range

•

£100k-£1m

Investment criteria

•

Key rules:


the SCF investment in a company must not exceed £1 million in one tranche or in multiple rounds



total deal size should not exceed £2 million (this will include any debt component)



investment must be at least matched by the SCF partner



terms obtained must be equal to those of the SCF partner
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Fund name

Description of fund

•



Scottish Enterprise cannot hold in aggregate more than 29.9 percent of the voting rights of a company



public money cannot account for more than 50 percent of the total risk capital funding in a deal

To be eligible for investment from the SCF, company must:


have its centre in Scotland



be incorporated



have less than 250 employees



have net assets less than £16 million



be doing a deal involving the sale of an equity interest

•

All SCF opportunities are led by private sector partners. Therefore, investment must first be secured from one of the SCF partners

•

List of Partners: http://www.scottish-enterprise.com/fund-your-business/Scottish-Investment-Bank/SIB-investors/scif-search.aspx

Contact details

•

See SIB website for further details

Source

http://www.scottish-enterprise.com/fund-your-business/scottish-investment-bank.aspx

SCOTTISH VENTURE FUND:
Description/ objectives

•

Public sector investment alongside private sector partners, in company finance deals of between £2 million and £10 million.

•

Commercial terms for the public sector have to be on a matching basis with its private sector partner

Delivery body

•

Scottish Investment Bank

Type of fund

•

Equity (but also mezzanine or debt instruments)

Investment range

•

£500k-£2m

Investment criteria

•

Same as co-investment fund (see above) apart from the fact that the deal size can be up to £10m

Contact details

•

See SIB website for further details

Source

•

http://www.scottish-enterprise.com/fund-your-business/scottish-investment-bank.aspx
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Fund name

Description of fund

BIG LOTTERY FUND – GROWING COMMUNITY
ASSETS:
Description/ objectives

•

The objective of Growing Community Assets (GCA) is to give communities more control and influence over their own future through
ownership of assets. These are normally physical assets, such as land, buildings or equipment but also other types of asset such as
energy

•

NB Recent state aid rules preclude any project receiving state aid from also receiving the Feed-in-Tariff

•

The four outcomes listed below that need to be achieved through GCA

Delivery body

•

Big Lottery Fund

Type of fund

•

Grant

Investment range

•

£10k-£1m

Investment criteria

•

Projects applying to GCA must aim to achieve all of the following four outcomes:

•



communities work together to own and develop local assets



communities are sustainable and improve their economic, environmental and social future through the ownership and
development of local assets



communities develop skills and knowledge through the ownership and development of local assets



communities overcome disadvantage and inequality through the ownership and development of local assets.

Specific criteria:


must have a written governing document, set of rules or trust deed



there must be at least three unrelated people on the organisation’s governing body or management committee



must have a bank or building society account in the name of your group which requires two unrelated signatories to make
withdrawals



provide most recent approved annual accounts, signed and dated by chair, secretary or treasurer, and by auditor or
independent examiner where appropriate. The accounts should be no more than 12 months old. If a new organisation then
need send signed and dated estimates of income and spending for the first year of the grant



organisation must be community led and controlled and be open to all members of that community. The majority of people on
the management committee or board must be individuals from the community and elected by that community



the community itself must be within an identifiable local geographical area. Membership must be made up of at least 10 per

C-5

Fund name

Description of fund
cent or 100 members of the local community (whichever is the lesser)


Contact details

Source

certain specific conditions may apply to distribution of any profits

•

For further details, see guidance document: http://www.biglotteryfund.org.uk/iic_guidance.pdf

•

Big Lottery Fund, Information team

•

Phone: 0300 123 7110

•

Email: enquiries.scotland@biglotteryfund.org.uk

•

http://www.biglotteryfund.org.uk/prog_growing_community_assets.htm?regioncode=-uk

Private source of finance
Table C-2: Solely private sources
Organisation/ initiative

Source

Charity Bank

http://www.charitybank.org/

Triodos Bank

http://www.triodos.co.uk/en/business/

Bank of Scotland Community Banking

http://www.bankofscotland.co.uk/

Royal Bank of Scotland Community Development Banking

http://www.rbs.co.uk/corporate.ashx

Lloyds TSB

http://www.lloydstsb.com/

Unity Trust Bank

http://www.unity.co.uk/

The Co-operative Bank

http://www.co-operativebank.co.uk/servlet/Satellite/1193206375355,CFSweb/Page/Bank

Big Issue Invest

http://www.bigissueinvest.com/

Bridges Ventures

http://www.bridgesventures.com/
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Organisation/ initiative

Source

Foresight Group

http://www.foresightgroup.eu/default.asp

Other sources of finance and support
Table C-3: Other sources of finance and support

Highlands & Islands Enterprise

HIE provide specialist advice and funding for: community preparation and start-up device;
professional fees for bid and preparation or management agreement; land and asset acquisition;
and aftercare support
http://www.hie.co.uk/support-for-communities/community-assets/

ERDF – Highlands & Islands 2007-2013

The Highlands and Islands (Scotland) Structural Funds Partnership Ltd (HIPP) has been
contracted by the Scottish Government to administer ERDF support.
Match funding restrictions apply for grant applications. Grants have to be used for community
projects
http://www.hipp.org.uk/

GRANTnet

This is an online free-to use service for businesses, charitable and community groups to find
grant funding. Registration on website required
http://www.grantnet.com/

Community Foundation Network

CFN is a registered charity that designs, markets, manages, delivers and evaluates community
investment and grant-making programmes on behalf of a wider range of funders from the
corporate, voluntary and public sectors.
It is a national association and represents UK community foundations at a national and
international level. It negotiates and manages national grant making and funding opportunities for
members.
There is more than £224m in endowed funds and the organisation provides about £70m in grants
a year.
http://www.communityfoundations.org.uk/

Naturesave Trust

Provides grants to charities, voluntary organisations and businesses for projects which
specifically address the promotion and implementation of sustainable development,
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environmental and / or conservationist improvement and or general ‘green’ issues including
renewable energy projects
Grants range from £500 to £10,000
http://www.naturesave.co.uk/trust_naturesave.html
Community Development Finance Association (CDFA)

Members of CDFA can help in accessing loan finance. Community Development Finance
Institutions lend money to businesses, social enterprises and individuals who find it difficult to get
finance from high street banks and loan companies
http://www.cdfa.org.uk/

Forum for the Future

Independent, non-profit organisation with a mission to promote sustainable development through
the provision of a range of services
http://www.forumforthefuture.org/
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