PRESIDENT’S FOREWORD

The Policy & Resources Committee is delighted, for the second successive year, to be
presenting a fully balanced budget for 2019. This is the reward for the difficult but firm
discipline over the last decade in controlling expenditure and increasing income so returning
stability to the island’s public finances.

This budget is delivered within the boundaries set by the Fiscal Policy Framework and the
direction set in the Medium Term Financial Plan (“MTFP”). It recognises the need for
increased expenditure to deliver certain critical service areas whilst also delivering on the
commitment made to control public sector expenditure.

The over-arching requirement within the MTFP remains: to achieve significant expenditure
reductions with modest increases in revenues. This allows investment in public services to
support delivery of the Policy & Resource Plan and enable the re-building of the Core
Investment Reserve which was drawn-down to fund eight successive years of budget deficits.

In line with the States’ direction set out in the Personal Tax, Pensions and Benefits Review, the
Policy & Resource Plan and the MTFP, the income raising measures proposed in this budget
are targeted predominantly at those considered better able to bear the burden.

It is recommended that further changes are made to make the tax system more progressive,
through the third phase of the withdrawal of income tax allowances for higher earners. There
are also recommendations for: an increase in the Income Tax caps; the introduction of a
banded system of TRP for larger properties; and a higher-rate Document duty band for the
element of a property conveyance above £2million. These measures are expected to raise
£2.4million additional income per annum.

This Budget also includes proposals which will increase the contribution from the business
sector by £830,000 including through: an extension of the 10% intermediate corporate income
tax band; a new higher-rate TRP band which increases the rate for accountancy services and
Non-Regulated Financial Services Businesses to the same level applicable to regulated
financial services businesses; and a 2.5% real-terms’ increase in commercial TRP rates.

For the third consecutive year, it is recommended that personal allowances are raised by £500,
an above inflation increase of 5%, which will particularly benefit those on low and middle
incomes. The cumulative impact of these increases now equates to annual income tax cuts of
£600 for couples and £300 for single persons. Along with the withdrawal of allowances for
higher earners, this has significantly improved the progressive nature of the personal income
tax system.
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Whilst not a revenue raising measure, this Budget proposes that document duty is no longer
charged on the registration of bonds typically taken by banks as security for loans, with the
income forgone compensated for by increases in the document duty charged on conveyances,
weighted towards higher value properties.

This will disproportionately benefit first time buyers who typically have the highest loan to
value ratios. It will also remove a significant barrier to individuals changing mortgage provider
and so by increasing competitiveness between mortgage providers will improve credit terms,
benefiting borrowers.

Requests from Committees for additional funding for 2019 significantly exceeded the
allowance made within the Medium Term Financial Plan of £3.2million. The Policy &
Resources Committee has had to balance the requests from those responsible for service
delivery with the commitments made to control public sector expenditure and the need to
balance the budget. Having carried out a rigorous review and prioritisation exercise, declined
some requests, identified others as being more appropriately funded from another source,
and following extensive dialogue with Committees, an increased real-terms’ allocation for
2019 of £6.1million is recommended to fund expenditure pressures and service
developments.

An important element of achieving and maintaining a balanced budget is through the delivery
of savings as a result of the reform of public services. This Budget Report outlines the intention
to pick up the pace and ambition for reform with a major redesign of the organisational
structure of the civil service, estimated to deliver recurring financial benefits of in excess of
£10million per annum. The delivery of savings remains imperative: we will be facing
significant expenditure pressures over coming years, particularly arising from the anticipated
demographic changes and increase in the dependency ratio.

A transfer of £54.5million to the Capital Reserve is proposed for 2019, which meets the Fiscal
Policy Framework target of 3% of GDP. This achieves our stated aim of enabling the delivery
of the States’ strategic objectives through investment in infrastructure and systems.
However, the Policy & Resources Committee remains concerned that there are delays in the
progression of the capital portfolio: it is not being delivered at a speed sufficient to ensure
that our public services have the infrastructure they need; to enable the transformation of our
services; and to facilitate and drive growth in our economy. We are committed to facilitating
acceleration of capital projects where it is reasonable and practicable to do so, whilst still
ensuring we have the discipline to deliver the right projects at the right time and at the right
price. In addition to making funds available for project planning and management, we will be
establishing a small team of capital business partners to work with service areas and support
delivery of the portfolio.
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As previously reported, 2017 was a very good fiscal year and we benefitted from some one-
off receipts. Therefore, we have £23.3million of uncommitted funds to appropriate. It is
proposed that the largest element of this surplus, £12.9million, is transferred to the Core
Investment Reserve, which will increase its balance to 41% of the target balance and
represents a significant and pleasing increase compared to the funding position of 36% at the
end of 2017.

The 2017 surplus has also enabled proposals for two innovative schemes, previously floated,
to now be launched: firstly £1million has been set aside for a pilot participatory budgeting
programme whereby the local community will be invited to prioritise projects for one-off
funding that they assess will address the greatest community needs; and the same amount is
proposed for the establishment of an Overseas Aid Impact Investment Fund which, as a
responsible member of the international community, will provide an alternative to simple
grant funding in order to benefit the poorest non-local communities.

The Policy & Resources Committee believes that this Budget builds on recent years’ themes
of being responsible, fair, realistic and progressive, and continues to emphasise the discipline
of forward-planning to underpin delivery of the Policy & Resource Plan.

This Budget is positive: it reflects the renewed strength in our economy and public finances;
and it is the reward for planning and fiscal discipline enabling focused investment in priority
service areas and initiatives.

o7

Deputy Gavin St Pier
President, Policy & Resources Committee
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Section 1: Overview

11

1.2

1.3

14

This Budget has been prepared in the context of:

° the Fiscal Policy Framework which was approved by the States in 2016 (Billet
d’Etat XXVIII, 2016) and is a set of parameters that guides how much money the
States can collect from the public; sets out the size and duration of any deficit;
and states the maximum amount of borrowing permitted;

. the Policy & Resource Plan (Billet d’Etat XXVIII, 2016) which is the strategic policy
document for the States of Guernsey that determines which policy work will be
given priority by government and how such work will be resourced. It is centred
on the States’ twenty year vision for the community of:

“We will be among the happiest and healthiest places in the world, where
everyone has equal opportunity to achieve their potential. We will be a safe and
inclusive community, which nurtures its unique heritage and environment and is
underpinned by a diverse and successful economy.”

° the Medium Term Financial Plan (“MTFP”) (Billet d’Etat XII, 2017) which is a
strategy covering the medium term designed to ensure the finances of the States
can support delivery of the outcomes set out in the Policy & Resource Plan. It
was designed to ensure that the States are able to achieve and maintain a
balanced budget before moving into a sustainable surplus over the four year
period 2018-2021. The Policy & Resources Committee was directed to “take
account of the Medium Term Financial Plan when formulating proposals for
inclusion in annual Budget Reports.”

Section 3 sets out further detail on these strategic frameworks.

The over-riding requirement for the Policy & Resources Committee is to prepare a
budget that raises the necessary level of income to fund the appropriate level of public
services. The financial position detailed in the MTFP will not necessarily be matched
in each year and there will inevitably be variances, in both timing and value. The MTFP
set out an overall expectation of the position that will be attained over the four year
period of the Plan as a result of complying with the financial strategies set out therein.

The Policy & Resources Committee is proposing a budget for 2019 which delivers a
modest surplus of £1million and complies with the important commitment set out in
the MTFP that “the Policy & Resources Committee believes that the burden of
eliminating the structural deficit must be shared between taxpayers, particularly those
most able to pay [35%], and a reduction in the cost base [65%)] through the reform of
public services — which will lead to working differently, changing and improving the way
services are delivered to enable savings to be made.”
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1.5

1.6

The MTFP envisaged that, for 2019, revenue raising measures would total £3.5million
in addition to measures already agreed in previous Budget Reports, including the
withdrawal of mortgage interest relief and real-terms’ increases in domestic TRP rates.
The impact of expenditure savings was estimated to be £6.2million before allowing for
inflation, cost pressures and service developments.

This budget contains a combination of revenue raising measures which have been
designed in line with the approach detailed in the MTFP to “raise additional revenues
as far as possible from individuals and entities most able to bear the burden. This will
involve initiatives such as further phases of the withdrawal of income tax allowances
for higher earners; ongoing corporate tax reform within international constraints; and
seeking an increased contribution from those businesses who receive the most
commercial benefit from the island and its infrastructure, subject to the need to ensure
we remain competitive.” The revenue raising measures proposed within this Budget
Report total £3.5million and are:

Increased business contribution

1.7

This will raise an additional £830,000 per annum through:
. a further extension of the 10% intermediate income tax rate to the activity of
operating an investment exchange and certain compliance activities (£130,000)

(para 6.5);

° the introduction of a new higher-rate commercial TRP for accountancy services
and Non-Regulated Financial Services Businesses (£300,000) (para 6.87); and

. an above inflation increase in commercial TRP rates (£400,000) (para 6.85).

Progressive measures

1.8

It is proposed that an additional £2.39million is raised from those considered to be
most able to pay through:

° the third phase of the withdrawal of personal allowances for higher earners by
lowering the withdrawal threshold to £100,000 (£1million) (para 6.21). This will
affect an additional 1,050 tax payers, increasing the number of individuals who
are subject to the withdrawal of personal allowances to 2,200 (approximately
5.5% of taxpayers);

° an increase in the Income Tax caps to restore their real value (£640,000) (para
6.29). There are approximately 30 individuals who currently take advantage of a
tax cap;

° the introduction of a banded system of domestic TRP rates for larger properties
with phase 1 being in respect of very high rated properties (£500,000) (para
6.80). This will affect approximately 750 properties; and

° the introduction of a higher-rate Document duty band for the element of a
property conveyance which is over £2million (£250,000) (para 6.93).

2
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1.9

1.10

1.11

1.12

The MTFP recognised that the burden of raising additional revenue cannot rest
exclusively on the shoulders of a few and there would be a need for proportionate and
measured increases in taxes and duties across the board. This Budget recommends a
real-terms’ increase in the excise duty on alcohol which will raise an additional
£280,000 per annum. A real-terms’ increase in the excise duty on motor fuel is
recommended but only in order to maintain the real value of income and compensate
for the falling volumes being used.

The MTFP also included “In addition, in line with the intention to seek to make the
income tax system more progressive, the Committee will seek to balance this ambition
to assist those on lower and modest incomes through increasing personal allowances
where affordable and implementing the welfare reform approved following the work
of the Social Welfare Benefits Investigation Committee.”

The Policy & Resources Committee is recommending an increase in personal income
tax allowances of £500 (4.8%) to £11,000 for a single person. This is the third
consecutive year in which an increase of this size has been recommended. The
cumulative impact over this period equates to annual income tax cuts of £600 for
couples and £300 for single persons. Along with the withdrawal of allowances for
higher earners, this has significantly improved the progressive nature of the personal
income tax system. The first three phases of the withdrawal of personal allowances
for higher earners is expected to raise £4.8million per annum on an ongoing basis and
the real-terms increases in personal income tax allowances have redistributed
£4.6million which will be of greatest benefit to those on lower and middle incomes.

The Income Support scheme was successfully introduced in July 2018 and has resulted
in a net ongoing increase in expenditure of some £4.25million (compared to the
Supplementary Benefit and Rent Rebate schemes it replaced?). This is a significant
investment in improving the welfare system and will undoubtedly have benefited
many low-income households. Furthermore, the Policy & Resources Committee has
supported the Committee for Employment & Social Security’s proposal in its Non-
Contributory Benefit Rates for 2019 Policy Letter for a substantial real-terms’ increase
in the benefit limitation, costing a further £330,000.

Reduction in the cost base

1.13

1.14

An important component of achieving a balanced budget is through savings delivered
as a result of the reform of public services. The MTFP estimated that this reform
dividend would generate ongoing and sustainable savings of £26million per annum by
the end of 2021.

The MTFP estimated that ongoing reductions in States’ revenue expenditure of
£6.2million would be achieved in 2019. As set out in paragraph 7.28, although a lower
amount of £4.6million is forecast, this will be compensated for by higher reductions in
future years with total forecast savings over the period remaining in line with the
f£26million originally modelled.

@ The Income Support Scheme is forecast to cost £41.3million in 2019, this compares to the total comparable
costs of the previous system of £36.8million - comprising Supplementary Benefit (£23.4million) and Rent Rebates
(£13.4million).
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1.15

1.16

1.17

1.18

1.19

The 2019 savings are not derived from a universal savings target applied to each
Committee on a ‘salami-slice’ basis but from delivery of the shared initiatives set out
in the MTFP and the longer-term service transformation programmes initiated through
Public Sector Reform (para 7.14).

It is anticipated that the majority of the savings delivered over the remaining three
year period of the MTFP will be from the major redesign of the organisational structure
of the public service, with a new operating model implemented during 2019 and 2020.
This is in line with the original intentions of the framework for Public Service Reform
(“PSR”) (Billet d’Etat XVI, 2015) which recognised that “traditionally, services and the
resources, systems and processes that support them have been structured within the
sometimes arbitrary lines created by departmental boundaries. In many cases these
boundaries have acted as unintended barriers to what is needed to transform public
service.”

Overall, this redesign will result in the targeted removal of at least two hundred civil
service posts at all levels. The estimated recurring financial benefits are expected to
be in excess of £10million per annum once all changes have been implemented and
this could increase as the redesign project progresses.

The redesign of the structure of the public service will enable the States to:

meet the targets for delivery of a reform dividend set out in the MTFP;

° deliver and capitalise on the Future Digital Services work which will change the
way services are delivered;

° deliver the three prioritised transformation programmes of: Education and
Training; Health and Social Care (the Partnership of Purpose); and Justice and
Equality;

° implement a leaner structure with revised terms and conditions across the public
service; and

° build an organisation structure that supports government — ensuring the
flexibility to support the current and any future structure of government.

The investment required to implement the organisation redesign is estimated at
£8million initially (for which there is an estimated payback period of two years), which
the Policy & Resources Committee is proposing be ring-fenced from the
Transformation and Transition Fund (para 7.45).
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Expenditure measures

1.20

1.21

1.22

1.23

The MTFP made allowance of £1.5million per annum before inflation to fund
expenditure pressures, including as a result of running existing services (either due to
increased demand or complexity); regulatory requirements (for example, the General
Data Protection Regulation); or minor service developments. In addition, specific
provision of £1.6million was included in 2019 in respect of the ending of the transfer
from the Solid Waste Trading Account to General Revenue as a result of the full
implementation of the Solid Waste Strategy and the operation of Guernsey Waste as
a separate trading asset.

However, Committees made detailed submissions requesting additional funding of in
excess of £13million for 2019 which significantly exceeds the funding allowance made
in the MTFP.

The Policy & Resources Committee has had to balance the requests from those
responsible for service delivery with the commitments made to control public sector
expenditure and balance the budget.

The Policy & Resources Committee is of the view that, in light of the overall financial
position of the States, an increased real-terms allocation for 2019 to fund expenditure
pressures and service developments is appropriate. Therefore, having undertaken a
rigorous review and prioritisation exercise; declined some requests; identified other as
being more appropriately funded from another source; and following extensive
dialogue with Committees, the 2019 Cash Limits recommend the allocation of
additional funding of £6.1million.
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2019 Overall Position
1.24 The following table summarises the General Revenue financial position:

2019 2019 MTFP 2018
Budget (inflated)  Probable
Estimate Estimate Outturn

£m £m £m

Revenue Income

Income Tax 339 334 330

Other Taxes 85 83 81

Miscellaneous Income 36 38 29
Revenue Income 460 455 440
Revenue Expenditure

Cash Limits (405) (399)° (383)

Savings to be delivered 5 - -
Allowance for delayed delivery of () i i

savings®
Revenue Expenditure (404) (399) (383)
Revenue Surplus 56 56 57
Capital Income 7 7 8
Operating Surplus 63 63 65
Transfer to Capital Reserve? (62) (62) (61)
Transfer from General Reserve 4 - -
Provision for Aurigny loss (4) - -
Surplus 1 1 4

1.25 The MTFP estimates have been adjusted to reflect the ceasing of the Rent Rebate
scheme as a result of the introduction of the Income Support scheme, resulting in
compensatory increases of £6.7million in miscellaneous income and revenue

expenditure.

1.26 With effect from 2019, rental income from properties managed by the Property
Services section is treated as General Revenue income instead of operating income

(para 8.1). For comparative purposes, 2018 has been restated.

1.27 Inrespect of 2018, provision was made within the General Revenue Account Reserve
for the forecast Aurigny loss of £3.9million. However, it is considered more prudent
and transparent for the projected 2019 loss of £4.4million to be provided for within
the budget. Paragraphs 9.62 to 9.69 include detailed commentary of the Aurigny

forecasts.

b This is net of £6.2million of expenditure savings.

€ As set out in paragraphs 2.22 and 2.23, it is proposed that a transfer of £3.92million is made from the General
Reserve in 2019 to fund the anticipated yet to be delivered balance of budget reductions for the Committees for

Education, Sport & Culture and Home Affairs.
4 This includes capital income.
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1.28 The 2019 operating surplus will be used to fund an appropriation to the Capital

Reserve in line with the Fiscal Framework policy (£61.5million) and an unallocated
surplus of £1million which will transfer to the General Reserve. The following diagram
illustrates the expected balances and funds available to the States:

Total Revenue £467m

Total Revenue Expenditure (£404m)

Operating Surplus £63m

g re Investmen
Capital Reserve General Reserve Co eReS:rsC’ce ent
Unallocated £240m
Balance £188m
Transformation and Corporate Housing General Revenue Future Guernsey Bond Reserve
Transition Fund Programme Fund Account Reserve Economic Fund Balance £16m
Available £16m Balance £21m Available £28m Available £3m
Grasen gedmanion  faleen  owremAd
mine Available £3m 8eting P 8
Balance £15m

Available £1m Available £1m
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Section 2: States reserves and use of the 2017 surplus

2.1

2.2

2.3

2.4

The Statement of Financial Position (formerly Balance Sheet) comprises the following
Reserves:

. Capital Reserve —an earmarked long-term reserve created to provide funding for
the States’ programme of capital investment. The States have a policy of making
sufficient transfers into this reserve to achieve actual capital expenditure
averaging 3% of Gross Domestic Product (“GDP”) per annum in the medium-
term;

° Core Investment Reserve —an earmarked long-term reserve, the capital value of
which is only available to be used in the exceptional and specific circumstances
of severe and structural decline in public sector finances or major emergencies.
As agreed as part of the MTFP, the States have a policy for the target balance of
the Core Investment Reserve of 100% of General Revenue Income;

° States’ Trading Entities Reserve — a long-term non-distributable reserve
representing the book value of the shares held in commercial trading entities;

° General Reserve — retains the net balance of surpluses and deficits arising from
the operational activities of the States.

The value of the Capital Reserve and Core Investment Reserve will increase as a result
of investment returns and inward transfers approved by the States.

The General Reserve includes a number of Funds which are simply amounts which the
States have earmarked for specific purposes. In addition, it contains the General
Revenue Account Reserve which is used for managing any in-year shortfalls in income,
short-term cyclical variations and other timing issues. As agreed as part of the MTFP,
the policy for the average balance in the General Revenue Account Reserve is 5% of
annual revenue income and the Reserve should be replenished as soon as possible
after any draw-down.

The following diagram illustrates the structure of these various Reserves and Funds:

Appropriation of unallocated 2017 Surplus £23.3m

Core Investment G IR 2019 General Reserve General Reserve

Reserve S £ 3e\;enue Existing Reserve New Reserves

£12.9m UL £1.5m £5m
Committee for ~~ Committee for - gypyre Guernsey Brexit s Participatory
Home Affairs Education, Ecenomic Fund Transition e s Bl

Sport & Culture p 8 geting
£0.3m P £1.5m £3m £1m £1m
£3.6m
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2.5

2.6

2.7

The General Reserve currently contains the unallocated surplus from 2017. The 2017
Accounts (Billet d’Etat XVII, 2018) included “The balance of the General Reserve at the
end of 2017 was £50m. Therefore, after allowing for £24m as the General Revenue
Account Reserve and £3.9m provision for Cabernet Limited’s 2018 projected losses,
there is £22.1m of surplus available for appropriation. The 2019 Budget Report will
include proposals for use of this surplus, taking into account the projected financial
position for 2018 and 2019.”

The revised 2018 projected loss for Aurigny is £3.7million and, based on the 2019
revenue income budget of £460million, £23million needs to be retained as the General
Revenue Account Reserve.

Therefore, the revised amount unallocated within the General Reserve is £23.3million
and the Policy & Resources Committee is recommending that it is appropriated as
follows:

Future Guernsey Economic Fund

2.8

2.9

As part of the 2017 Budget Report (Billet d’Etat XXVI, 2016), the States agreed that, in
order to encourage and incentivise initiatives which deliver tangible fiscal returns, that
50% of any evidenced fiscal receipts to the States of Guernsey arising from measures
funded from the Future Guernsey Economic Fund are re-invested in the Fund. The
Committee for Economic Development has advised that, at this time, the only initiative
on which it has been able to measure the return on investment is Locate Guernsey
which, up to the end of June 2018, totals approximately £3million. Therefore, it is
recommended that £1.5million is immediately transferred to the Future Guernsey
Economic Fund.

The Committee for Economic Development is undertaking an exercise to assess,
measure and report the return on investment in relation to the funding allocated from
this Fund to the Digital Finance and Guernsey Finance LBG.

Brexit Transition Fund

2.10

2.11

The United Kingdom (“UK”) is leaving the European Union (“EU”) on 29 March 2019;
this will end the Protocol 3 relationship that Guernsey has with the EU (including the
UK). The detail of the relationship that follows is still subject to negotiation between
the UK and the EU as well as between Guernsey and the UK. As a result, Guernsey
needs to be ready and resourced to respond to the outcome of the UK’s own
negotiations. In light of the ongoing uncertainty, it has not been possible or feasible
to budget for all outcomes.

The Policy & Resources Committee is undertaking extensive work to ensure that any
necessary governance structures are in place as we move from the engagement phase
of the Brexit work to the implementation of the outcome of the negotiations. These
will have accompanying resource and cost implications which, at this stage, cannot be
definitively estimated but are likely to be substantial and not able to be managed
within Committees’ Cash Limits.
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2.12

2.13

2.14

Therefore, it is recommended that a Brexit Transition Fund is immediately
established within the General Reserve with an allocation of £3million and to
delegate authority to the Policy & Resources Committee to approve use of this Fund.
This Fund would be used to support urgent and necessary measures to manage Brexit
in a controlled and timely manner and mitigate against any risks that may arise,
without adversely impacting on funding for existing States’ priorities. This will be used
to implement projects, inter alia, concerning: amendments to the customs and
immigration systems; extension of the UK’s membership of the World Trade
Organization to Guernsey; and participating in any new economic partnership agreed
by the UK, such as Free Trade Agreements. It could also be used to: manage any
contingency risk including in relation to supply chains; implement measures to
minimise risk to transport links; and maintain critical infrastructure.

The allocation of £3million is not a definitive estimate of the funding required; but
bearing in mind the immense uncertainty associated with Brexit, it is simply a
reasonable and prudent recommendation based on the information available to date.
The level of and requirement for this Fund would be reviewed as part of the
preparation of the 2020 Budget.

Any capital costs required as a result of Brexit would be funded through the Capital
Reserve where there is an allowance for urgent and emergency projects which would
be utilised for this purpose.

Overseas Aid & Development Impact Investment Fund

2.15

2.16

In November 2017, the States considered a Policy letter from the Overseas Aid &
Development Commission (“OADC”) (Billet d’Etat XXIII, 2017) and resolved, inter alia:

“2. to note the Overseas Aid & Development Commission’s decision to progress, in
close consultation with the Policy & Resources Committee (as “lead partner”), the
initial exploratory discussion it has had regarding the possibility and feasibility of
establishing a Guernsey Development Impact Fund;

3. to delegate authority to the Policy & Resources Committee to approve the
investment of between £200,000 and £250,000 of the Overseas Aid &
Development Commission’s budgets for 2018-2020 in the proposed Guernsey
Development Impact Fund; and to direct the Policy & Resources Committee to
transfer a commensurate amount from the Budget Reserve to the revenue
expenditure budget of the Overseas Aid & Development Commission in 2018 and
make appropriate allowance when recommending to the States Cash Limits for
2019 and 2020 for the Overseas Aid & Development Commission.”

The original proposal was that the Impact Fund investment would be from the OADC’s
existing Cash Limit but this was amended as detailed above (resolution 3). Whilst the
Policy & Resources Committee supports the innovative approach offered by impact
investing, as it should build on the government investment by seeking to attract
philanthropic funds and private capital, it did not exercise its delegated authority as it
did not consider this to be an appropriate use of the Budget Reserve which was under
considerable pressure.

10
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2.17

2.18

However, the 2017 surplus presents an opportunity to make available an amount to
be used for investments designed in a manner to have the ability to make a different,
more lasting impact in the world’s least developed countries and with sustainable
objectives in mind. Therefore, it isrecommended that resolution 3 above is rescinded
and that an Overseas Aid & Development Impact Investment Fund is immediately
established within the General Reserve with an allocation of £1million and to
delegate authority to the Policy & Resources Committee to approve investment of
this Fund. The Policy & Resources Committee would work closely with the OADC in
making investment decisions for this Fund.

The returns generated from this Impact Investment Fund would be available for
reinvestment by the OADC, either through further Impact Investing or grant-funding.
In recognition that the £1million is a substantial investment in excess of the £200-
250,000 per annum for three years included in the November 2017 States resolution,
the OADC has agreed that its 2019 Cash Limit shall remain at the 2018 level.

Participatory Budgeting Fund

2.19

2.20

2.21

Participatory (or community) budgeting is a means of the community engaging with
government and deciding where to spend part of a public budget. This is an
increasingly popular initiative in other communities which should deliver social and
economic dividends including through community building by participants prioritising
projects requiring one-off funding that they assess will address the greatest
community need. For example, in Guernsey, this could have been used for projects
such as the restoration works at La Vallette; replacement of the Town Christmas lights;
provision of new playground equipment at the public parks; or providing one-off
support for sporting, cultural or arts events.

It is considered that there is an opportunity for a pilot participatory budgeting
programme to be undertaken and it is recommended that a Participatory Budgeting
Fund is immediately established within the General Reserve with an allocation of
£1million and to delegate authority to the Policy & Resources Committee to approve
use of this Fund. It could be considered as a ‘dividend’ to the local community arising
from the exceptional financial results recorded in 2017 and is the same value as the
amount recommended for the Overseas Aid Impact Investment Fund.

The Policy & Resources Committee considers that the process would work best when
itis not directly administered by government so will seek to partner with a third-sector
organisation to undertake the prioritisation exercise. The Policy & Resources
Committee will develop detailed criteria for use of the Fund.

Delayed delivery of budget reductions

2.22

As set out in paragraphs 7.8 to 7.13, the Committees for Education, Sport & Culture
and Home Affairs have yet to fully deliver on the balance of their budget reductions
and anticipate that delays in the delivery of savings for some projects mean that they
will have undelivered balances of £3.62million and £300,000 respectively by the end
of 2019.
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2.23 The Policy & Resources Committee recognises that the Committees have to balance
the need for shorter term tactical, productivity and method changes with the longer
term planning for transformation of services and the day to day delivery of those
services. Both Committees have now set out their medium term plans for the delivery
of savings and are working up more detailed plans for the delivery of these
opportunities as part of their transformation programmes. The Policy & Resources
Committee is therefore recommending that the States notes that £3,920,000 of the
General Reserve is being used to increase the 2019 budgets of the Committee for
Education, Sport & Culture (£3,620,000) and the Committee for Home Affairs
(£300,000).

Core Investment Reserve

2.24  As agreed as part of the MTFP, the States have a policy for the target balance of the
Core Investment Reserve of 100% of General Revenue Income. The States also agreed
that the Policy & Resources Committee should make proposals for appropriations to
this Reserve when the overall financial position is in surplus. The Core Investment
Reserve had a balance of £168.4million at the end of 2017 which represented 39% of
the 2018 General Revenue income budget.

2.25 Therefore, it is recommended that £12.9million is immediately transferred from the
General Reserve to the Core Investment Reserve. It is projected that the Core
Investment Reserve will have a balance of approximately £188million at the end of
2018 — 41% of the 2019 revenue income budget.

2.26 The following diagram summarises these appropriations:

Operating Surplus

Core Investment

Capital Reserve General Reserve

E Reserve

Transformation Corporate General

amel Tramshifen Housing Revenue Future Guernsey Bond Various other
Eunhd Programme Account Economic Fund Reserve smaller funds

Fund Reserve

2.27 Atthis stage, small surpluses are forecast for 2018 and 2019, of £4million and £1million
respectively. Itis not proposed that these anticipated surpluses are appropriated now
but future Budget Reports would include recommendations for any surpluses that are
realised. Conversely, a deterioration in the financial position to an overall deficit would
require measures to be taken to replenish the balance of the General Revenue Account
Reserve as soon as possible.
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Section 3: Strategic Context

Fiscal Policy

3.1

3.2

3.3

3.4

3.5

3.6

The updated Fiscal Policy Framework was approved by the States in 2016 and is a set
of parameters that guides how much money the States can collect from the public; sets
out the size and duration of any deficit; and states the maximum amount of borrowing
permitted.

As a result of the update to the method of calculating GDP to align Guernsey’s
calculation methodology with international standards, it has become necessary to
review the Fiscal Policy Framework. The resulting material upward revision of GDP,
including the restatement of previously published values, has meant a substantial
increase in the monetary value of the criteria within the framework. As a consequence,
the link between Guernsey’s historical fiscal performance, on which the original
framework criteria were based, and levels of published GDP has been lost.

The 2017 Annual Independent Fiscal Policy Review® included:

“The changes to the island’s GDP and the corresponding effect on the Fiscal
Framework’s rules ... represent an opportunity for the island to re-evaluate its fiscal
position, spending levels and core strategies.”

and “This restatement of GDP may necessitate a root-and-branch review of the Fiscal
Policy Framework and is in general an opportunity for the island to debate its fiscal
position, spending levels and core strategies ... as rules that are very easily met (or in
the case of capital spending, easily ignored) may not provide the assurance or guidance
intended when first implemented.”

Therefore, as previously reported, instead of simply “resetting” the relative values
within the Framework to the new GDP level, the Policy & Resources Committee has
commenced a more comprehensive review which will align with current practice and
ensure that the criteria remain consistent with the Framework’s intention of
promotion of good fiscal discipline and long-run permanent balance.

The intention is that the Policy & Resources Committee will engage with States
Members and other stakeholders before returning to the States with formal proposals
for a revised framework during 2019.

Whilst the review of the Fiscal Policy Framework is in progress, and for the purposes
of this Budget Report only, comparisons to the Framework have used a GDP of
£2,550million. This has been calculated based on the latest GDP figure published (in
August 2016) under the previous calculation methodology of £2,355million plus two
years of growth based on changes in the revised GDP calculation.

€ available at www.gov.gg/annualindependentfiscalreview
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3.7

3.8

The Policy & Resources Committee has prepared this Budget to comply with the
parameters set out in the Fiscal Policy Framework, two of which are of particular
importance:

° “during any period of deficit, expenditure on public services must be limited so as
not to grow in real terms at the aggregate level unless an appropriate
combination of measures to remedy the deficit has been agreed and is being
implemented.”

The budgeted position for 2019 is a surplus of £5.4million before provision is
made for Aurigny’s forecast deficit of £4.4million. This improvement compared
to the position outlined in the MTFP is primarily due to a non-recurring income
tax settlement receipt.

Overall expenditure is projected to grow in real-terms at the aggregate level
between 2018 and 2019 as an increased portion of the forecast savings has been
allocated to Cash Limits to fund expenditure pressures and service developments
than was set out in the MTFP. In addition, it has not been possible to
recommend reinstatement of the grant to the Health Service Fund (which has
been suspended since 2017) due to the ongoing additional funding requirement
to address pressures being faced in respect of health and social care services;

° “actual capital expenditure averaging 3% of GDP per annum in the medium-
term.”

The Policy & Resources Committee feels strongly that if we are to deliver the
vision of Future Guernsey — great today, better tomorrow — it is vital that we
invest in the island’s infrastructure. That is why the Committee is determined to
ensure that sufficient is transferred to the Capital Reserve to meet the
commitment of being able to spend an average of 3% of GDP on capital.

In line with the projections within the MTFP the proposed 2019 transfer to the
Capital Reserve of £54.5million is the level necessary to achieve total transfers
(including other sources of income to the Reserve) of 3% of GDP.

As set out in the table in paragraph 8.64 of this report, there is now estimated to
be £66million available in the Capital Reserve over this prioritisation period in
excess of the amount required for projects in the approved portfolio. Therefore,
this unallocated balance will be available to contribute towards the funding of
the next capital portfolio.

The Budget has also been prepared with due regard to the Framework requirement
that the “upper limit on aggregate government income, incorporating General
Revenue, Social Security contributions and fees and charges, such that total
government income should not exceed 28% of Gross Domestic Product.” It is estimated
that, taking into account the measures proposed in this Budget Report and in the
Committee for Employment & Social Security’s policy letter entitled “Contributory
Benefit and Contribution Rates for 2019”, aggregate government income in 2019 will
represent approximately 26.5% of GDP (2018: 26%). This has increased in recent years
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in line with additional tax and other revenue raising measures; increased social security
contributions; and the ending of the Rent Rebate scheme (which resulted in an
increase in income as gross rents are now received).

Public Service Reform

3.9

3.10

3.11

3.12

Public Service Reform is an ongoing 10-year programme for transforming the
organisation, management and delivery of public services in Guernsey led by the Chief
Executive and endorsed by the States in September 2015.

The aim of PSR is to build a single public service organisation that works in partnership
with outside expertise, organising and delivering services centred on those who use
them, and using money wisely.

The Policy Council’s Policy Letter on this subject stated that:

“A system of government designing and approving 21 Century policies and laws needs
a public service suitably skilled and equipped to deliver them; equally a public service
facing the challenges of service delivery in a fast-paced digital world, where customer
expectations have never been higher, requires a government structure that will be
supportive of changing the ways in which public services are organised, managed and
delivered. At best government and the public service need to work conjointly and in
partnership, respecting each other’s particular role in ensuring all ‘customers’ —
individual and corporate, profit-making and non-profit making - are provided for and
served as effectively and efficiently as possible.

“The reform document identifies that achieving these objectives and delivering against
these commitments will require the development of both the capabilities and capacity
to design, deliver and sustain organisational change across the public service. It also
identifies that this will require leadership at every level and support for a sustainable
culture of change across the public service, in order for the public service to adapt and
be responsive to the needs of all its customers. “

The successful implementation of transformation will bring a return on investment
known as the reform dividend, where cost savings can be used to eradicate the deficit;
fund demand in services like health and social care; be invested in new or improved
services; generate funding to invest in capital assets; or replenish depleted reserves.

Policy & Resource Plan

3.13

The Policy & Resource Plan is the strategic policy document for the States of Guernsey
that determines which policy work should be given priority by government and how
such work will be resourced. It is centred on the States’ agreed outcomes for the
communities of the Bailiwick of:

“We will be among the happiest and healthiest places in the world, where everyone
has equal opportunity to achieve their potential. We will be a safe and inclusive
community, which nurtures its unique heritage and environment and is underpinned by
a diverse and successful economy.”
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3.14

3.15

3.16

3.17

Policy and operational priorities must be suitably aligned with and supportive of the
Policy & Resource Plan, the MTFP and Public Service Reform.

In June 2017 (Billet d’Etat XlI, 2017) the States approved phase two of the Policy &
Resource Plan, which included the policy plans of the Principal Committees and the
Policy & Resources Committee, each of which set out their respective priorities. In
November 2017, as part of the 2018 Budget Report (Billet d’Etat XX, 2017), the States
prioritised twenty three policies to deliver as effectively as possible, and within existing
resources, the outcomes detailed in the Policy & Resource Plan.

In June 2018, the States considered the first Review and Update on the Policy &
Resource Plan (Billet d’Etat XV, 2018) in which it was noted that the approach was
beginning to achieve the objective of fostering more cross-Committee working. The
Committee also reported its concerns with the overall deliverability of the significant
number of priorities, although deciding on balance that it was premature to
recommend reprioritisation.

In the 2018 Budget Report, additional resources were made available to progress
policies where there was an identified need. At that time, it was understood that all
other work streams could be progressed without the requirement for any additional
revenue resources. The availability of further additional resources to fund policy
development will be dependent on the delivery of reform dividends that can be
reinvested in new or improved services. It is not sustainable for every new strategy or
plan to come with a significant price tag for implementation. Policy is a critical element
in the design and delivery of the reform of public services and it is vital that financial
considerations are central to the thinking in such work.

Medium Term Financial Plan

3.18

3.19

As set out in the Policy & Resource Plan, the return to a balanced position is the highest
priority for the Policy & Resources Committee since sustainable finances are critical to
both Guernsey’s economic success and the States’ ability to provide public services in
the long-term, delivering on the requirement for long-run permanent balance.

As part of phase one of the Policy & Resource Plan the States committed to achieving
the outcome of sustainable public finances and, during this political term, to:

. adhere to the fiscal rules contained within the Fiscal Policy Framework;

° present a credible fiscal strategy as part of phase two of the Policy & Resource
Plan in June 2017 which will reflect the commitment of the States to encourage
economic growth; restrain public expenditure by requiring further efficiency
savings and the prudent management of financial resources, people and physical
infrastructure; and raise additional revenue as far as possible from individuals
and entities most able to bear the burden;

° achieve and maintain a balanced budget in the short-term and surplus in the
medium-term without contravening any part of the States’ Fiscal Policy
Framework;
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3.20

3.21

3.22

° continue expenditure restraint and ensure no real-terms’ growth in expenditure
while the budget remains in deficit;

° provide leadership of the transformation agenda and support the Public Service
Reform agenda in order to manage both short and long term spending pressures;

. ensure that the States’ commercial and semi-commercial entities and other
States’ assets are maximised, making an appropriate return to the States but
without placing a disproportionate burden on customers, many of whom are
inevitably on low incomes;

° prioritise capital investment aligned with the Policy & Resource Plan; and

. ensure competitive recruitment and retention of quality, skilled professionals,
balanced with appropriate scrutiny including control and review of staffing costs,
grading and pay awards, and effective performance management, within the
public sector.

As part of phase two of the Policy & Resource Plan, and given the joint focus on both
policy and resources, the States approved the MTFP which is a strategy covering the
medium term designed to ensure the finances of the States can support delivery of the
outcomes set out in the Policy & Resource Plan.

The MTFP was designed to ensure that the States are able to achieve and maintain a
balanced budget before moving into a sustainable surplus over the next four year
period. This will enable the re-building of reserves which have been depleted in the
last decade thus enhancing our ability to be resilient in the face of future economic
challenges.

The MTFP detailed that the burden of returning to fiscal surplus would be shared
between taxpayers, particularly those most able to pay, through targeted increases in
revenue (35%); and a reduction in the cost base through the reform of public services
— which will lead to working differently, changing and improving the way services are
delivered to enable savings to be made (65%).

Economic Context

3.23

3.24

Externally, the world economy is buoyant. Brexit appears to have had less impact on
UK growth rates than was anticipated — an outcome that Guernsey will have benefited
from.

However, with the March 2019 deadline for the completion of Brexit negotiations just
a few months away, the current lack of clarity about the future economic partnership
presents economic risks. Guernsey continues to engage constructively with the UK
government to ensure our interests are properly represented and to develop and
implement plans to mitigate these risks.
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3.25

3.26

3.27

3.28

3.29

3.30

3.31

The recently published estimates of GDP for 2017 have confirmed the healthy
economic conditions already observed in the real growth in government revenues; the
good investment return on government reserves; and the expansion of the labour
market during the year. It is estimated that the economy grew by 2.0% in 2017
reaching a milestone value of £3billion.

While growth for 2018 may prove to be a little slower, the current indications are that
2018 will prove to be another year of solid growth. ETI receipts for the first half of the
year grew faster than price inflation, the total workforce continued to grow, and
unemployment has remained below 1%. Budget forecasts have been compiled on the
assumption that real growth in revenues will continue through the remainder of 2018.
However, the rate of growth is expected to soften to a more modest level of 0.25% in
2019.

Inflation over the past year has increased to a rate closer to the long term average of
2.8%. The expectation is that RPIX will increase a little further to about 3% during the
remainder of 2018, pushed upward by rising oil prices, before softening slightly in
2019. This budget is compiled using an assumed RPIX of 2.5% for 2019.

The housing market has shown signs of recovery in terms of the number of local and
open market transactions taking place, but property prices continue to lag inflation.
While this trend over the past five years has made the market more accessible for first
time buyers, the loss of real value continues to be difficult for those whose house
represents their largest asset. The emergence of new mortgage lenders in the market
and a resurgence of activity among those lenders whose activity has been limited over
the last two years suggest that lenders have a growing confidence in market
conditions.

The growth of the workforce has been achieved through increases in the participation
rate. The proportion of the population between 16 and 64 who are in work or full-time
education has increased by about 6% in three years. However, like the United States
of America and the UK, this expansion of the workforce has not lead to real growth in
earnings. More people are in work, but their income growth seems to be lagging
slightly behind inflation. It was also not until the third quarter of 2017 (the latest data
available) that the expansion of the workforce has been matched by a net immigration
of people into the Island.

The long-term issues of an ageing population and upward trend of dependency ratios
in Guernsey are taken very seriously by the Policy & Resources Committee. Our
workforce drives our economy, and ensuring we have the right number of people with
the right skills to support commercial business is important to our growth prospects
and to adequately staff the care and support service for which demand will increase.

While the expected peak in dependency ratio is still some way in the future, managing
the implications of this early is essential. If we are to meet the challenge successfully
and limit the transfer of an unsustainable cost burden to the next generation while still
providing the services which will be needed by those who are currently reaching the
end of their working lives, effective policy development and the transformation of
service provision are absolutely necessary.
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Section 4: 2018 Financial Position

4.1

4.2

4.3

4.4

The following table summarises the States’ 2018 financial position:

2018 2018 A 2017
MTFP
Probable Budget (inflated)
Outturn Estimate ) Actual
Estimate
£m £fm £fm
£fm
Revenue Income
Income Tax 330 325 322 324
Other Taxesf 81 80 80 80
Miscellaneous Income 26 27 28 27
Revenue Income 437 432 430 431
Revenue Expenditure (380) (378) (382) (357)
Revenue Surplus 57 54 48 74
Capital Income 8 7 7 5
Operating Surplus 65 61 55 79
Transfer to Capital Reserve (61) (60) (55) (50)
Surplus 4 1 - 29
Transfer to General Reserve 4 1 - 29

Under the Rent Rebate scheme, rent rebates were netted off against rental income
resulting in a lower rent charged to tenants, whereas under the Income Support
scheme, which was introduced in July 2018, all tenants are now charged gross rents
and all benefits paid, whether for rental or other living expenses, is recorded as
expenditure. Therefore, both income and expenditure have increased by £6.7million
in 2018 and £13.4million in 2019 to account for this change. The miscellaneous income
and revenue expenditure figures in this table have been adjusted to reflect this.

Compared to the MTFP, the income budgeted for 2018 was £2million higher primarily
due to a non-recurring income tax settlement of £4million and expenditure was
£4.3million lower due to the suspension of the grant to the Health Service Fund. These
two positive variances enabled the transfer to the Capital Reserve to be increased by
£5.8million to the full level necessary to achieve an investment of 3% of GDP and
deliver a small budget surplus.

Compared to budget, the 2018 projected revenue surplus (i.e. before transfer to the
Capital Reserve) has increased by £3million to £57million. This is primarily due to
income tax receipts being £5million higher than budgeted which is sustaining the
improvement and solid real-terms’ growth recorded in 2016 and 2017, offset by
expenditure being £2million higher than budgeted.

f This includes receipts from a specific settlement of £2.6million in 2017 and £4million in 2018. A final amount
of £5.3million will be received in 2019.
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4.5

4.6

The 2018 budget for income tax receipts was compiled in mid-2017 based on the best
information, indicators and forecasts available at that time. There is an inherent
difficulty in forecasting income tax receipts as there is a significant time delay between
profits and investment income earned and assessed tax paid for all receipts apart from
those relating to employment. Although income tax is collected based on interim
assessments, the submission of returns and issue of final assessments can be up to two
years later than the year of charge and can lead to significant under- or over-payments
in the intervening period. This can distort the statistics and lead to inaccuracies in
forecasting.

The following table details the anticipated 2018 Probable Outturn for each Committees
compared with budget, based on the position at the end of August:

Original Authorised Probable Anticipated

2018 (Restated) Budget" Outturn (Over) /
Budget Underspend
£'000s £'000s £'000s £'000s

Corporate Services

(Policy & Resources) 27,110 28,695 28,401 294
Economic Development 6,235 6,822 6,749 73
Education, Sport & Culture 73,925 74,628 77,884 (3,256)
Employment & Social Security 11,919 12,099 11,792 307
Environment & Infrastructure 11,975 12,429 12,309 120
Health & Social Care 114,621 117,960 117,960 -
Home Affairs 29,825 31,283 31,708 (425)
Policy & Resources 8,400 8,801 8,801 -
Scrutiny Management 547 560 547 13
Development & Planning 1,340 1,408 1,358 50
Overseas Aid & Development 2,960 2,960 2,960 -
States’ Trading Supervisory 1,490 1,628 1,596 32
Transport Licensing - 24 24

Royal Court 2,535 2,660 2,657 3
Law Officers 4,475 4,779 4,779 -
States of Alderney 1,840 1,891 1,891 -
TOTAL NON-FORMULA LED 299,197 308,627 311,416 (2,789)
FORMULA LED 66,920 66,920 66,771 149
BUDGET RESERVE 11,683 2,253 1,765 488

377,800 377,800 = 379,952  (2,152)

€ For the purposes of this Report, the term ‘Committee’ includes the seven Principal Committees plus the
following who are also allocated General Revenue Cash Limits: Development and Planning Authority, Overseas
Aid & Development Commission, States’ Trading Supervisory Board, Scrutiny Management Committee, Royal
Court, Law Officers and States of Alderney.

h Authorised Budgets include inter-Committee transfers and £9million of funding which has been transferred
between the Budget Reserve and Committees including £5.2million in respect of settled pay awards.
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4.7

4.8

4.9

4.10

The Committee for Education, Sport & Culture submitted its 2018 budget £3.9million
in excess of the Cash Limit comprising:

a. balance of £2.1million of the £2.3million 3% budget reduction allocated to the
Committee’s 2017 Cash Limit;

b. 1% reduction of £745,000 applied to the Committee’s 2018 Cash Limit;

C. pre-School funding of £516,000 which the Committee committed to provide by
reprioritisation of its existing budget; and

d.  ‘business as usual’ expenditure pressures of £500,000.

The Committee has been able to realise £300,000 of budget reductions (with a
recurring value of £430,000) in 2018 and expects to underspend on various budget
headings in-year by £300,000. Therefore, it is forecasting an overall net budget
overspend of £3.26million in 2018. The table in paragraph 7.11 sets out the
Committee’s planned timing to deliver the balance of its budget reduction.

The Committee for Home Affairs is forecasting an overspend in 2018 of £425,000
comprising £350,000 in respect of non-delivery of the budget reduction together with
an unbudgeted HMIC Inspection of Law Enforcement.

Based on current forecasts, the underspends forecast by the majority of Committees
and the remaining balance in the Budget Reserve are not anticipated to be sufficient
to counter-balance the overspends set out above. Therefore, an overall revenue
expenditure overspend of £2million is anticipated. This may decrease or be eliminated
if service leads/budget holders have exercised natural prudence in estimating probable
outturns as has been the case in previous years. The overall adverse expenditure
position is compensated for by revenue income forecasts being higher than budgeted.
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Section 5: Introduction of substance requirements for companies resident in Guernsey

Background

5.1

5.2

53

54

5.5

In 2017 the Code of Conduct Group on Business Taxation (“COCG”) investigated the
tax policies of third countries to the European Union (“EU”). As part of the screening
process jurisdictions were assessed against standards of:

i) taxtransparency;
ii) fair taxation; and

iii) compliance with anti—Base Erosion and Profit Shifting (“BEPS”) measures.

No concerns were raised against Guernsey’s standards of tax transparency and anti-
BEPS compliance. Guernsey was also compliant with the general principles of “fair
taxation” as it had been assessed against the Code of Conduct criteria and deemed
non-harmful in 2012.

Jurisdictions with low or zero rates of corporation tax were also assessed against a new
criteria “that jurisdictions should not facilitate offshore structures or arrangements
aimed at attracting profits which do not reflect real economic substance”. During this
screening process the COCG expressed concern that Guernsey did not have a “legal
substance requirement for entities doing business in or through the jurisdiction”. The
COCG were concerned that this “increases the risk that profits registered in a
jurisdiction are not commensurate with economic activities and substantial economic
presence”. The report prepared by the COCG' was agreed by the Economic and
Financial Affairs Council (“ECOFIN”), which is the council of EU Finance Ministers, on 5
December 2017.

These concerns were articulated in a letter to the States of Guernsey in November
2017. In response Guernsey made a commitment) to address these concerns by the
end of December 2018. Failure to meet this commitment by the end of the year could
lead to Guernsey being placed on an EU blacklist with any sanctions from that process
being damaging to industry, whether that is financial or other sanctions imposed, or
the perceived negative impact on Guernsey’s reputation preventing inward
investment.

Guernsey was placed in Annex Il in a report produced by the COCG for ECOFIN. Annex
Il provides an overview of jurisdictions that were identified to have issues but had
made commitments to address and resolve them. Within Annex Il Guernsey is referred
to as a jurisdiction committed to address concerns relating to the economic substance
of companies tax resident in Guernsey.

" http://data.consilium.europa.eu/doc/document/ST-15429-2017-INIT/en/pdf,

updated version: http://www.consilium.europa.eu/media/35567/st_ 6236 2018 rev_3_en.pdf
I https://www.gov.gg/article/162949/Statement-from-the-President-of-the-Policy--Resources-Committee
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5.6

Identical concerns were raised in respect of Jersey and the Isle of Man and so the
Crown Dependencies have been working closely together to develop proposals which
aim to meet the commitment. The British Overseas Territories are amongst other
jurisdictions who are also present on Annex |l, however, owing to the different
methods of taxation in these jurisdictions it has not been possible to engage with them
to the same extent.

Engagement

5.7

5.8

5.9

5.10

5.11

5.12

5.13

States of Guernsey officials have been working closely with counterparts in the Isle of
Man and Jersey to collectively develop proposals to address the concerns raised by the
COCG.

This work has included technical dialogue with the European Commission (Taxation
and Customs Union - TAX UD) and the COCG, both in plenary sessions with other
jurisdictions and bilateral meetings. This engagement led to the COCG publishing a
Scoping Paperk endorsed by ECOFIN on 22 June 2018, as to the specific measures and
conceptual definitions they are expecting Guernsey to meet.

Discussions have also taken place with individual EU Member States, with this work
coordinated by the Channel Islands Brussels Office. This has ensured meaningful
feedback on the proposals put forward to meet the commitment made, within an
extremely tight and challenging timeframe.

An industry working group was set up with representatives from the main industry
bodies, including Guernsey International Business Association, Guernsey Association
of Trustees, STEP Guernsey (the professional association for practitioners who
specialise in family inheritance and succession planning) and the Guernsey Society of
Chartered and Certified Accountants, as it is necessary to ensure that the proposals
meet both the needs of local industry and our commitment to the EU.

A number of specific industry sector meetings were also held in the lead up to the
launch of the public consultation on 6th August regarding the proposals (which was
aligned with the consultation in Jersey) to which there were over 200 responses with
15 industry/professional bodies providing responses.

The majority of respondents acknowledged the necessity of compliance with COCG
requirements and following the global anti-BEPS agenda. They also generally viewed
the burden of requirements as relatively low. There was a clear desire for
comprehensive guidance and continuing engagement with business throughout the
drafting processes.

The feedback from that consultation has informed drafting of the proposals, relevant
legislation and will allow government to ensure a smooth transition for companies
carrying on relevant activities.

Khttp://www.consilium.europa.eu/register/en/content/out?DOC_TITLE=code+of+conduct+guidance&DOC SU

BJECT=FISC&i=COCGGD&ROWSPP=25&DOC LANCD=EN&ORDERBY=DOC DATE+DESC&typ=SET&NRROWS=500

&RESULTSET=1&TARGET YEAR=2018.
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5.14

The draft legislation was provided to the COCG, in order for the content to be
considered at its meeting on 21 September 2018. The feedback received from that
meeting has informed further development of the proposals.

Proposed introduction of substance requirements

5.15

5.16

5.17

This area of work is important to demonstrate our continued commitment to
maintaining Guernsey’s reputation as a well-regulated, transparent and co-operative
jurisdiction. The proposals are a reasonable and proportionate response to the
concerns that were raised by the COCG. The reasonable expectation is that following
adoption of these proposals, the recommendation of the COCG to ECOFIN will be that
Guernsey has satisfactorily implemented its commitments and should accordingly be
removed from Annex Il by February 2019 ECOFIN.

It is proposed that the Income Tax (Guernsey) Law, 1975 is amended to provide the
ability for the Policy & Resources Committee to make Regulations requiring
companies carrying on or undertaking relevant and other specified activities to have
a substantive presence in Guernsey by meeting ‘substance requirements’. This will

give the Committee authority to (by regulation) make such provision considered
necessary to implement the proposals outlined including:

° the relevant and other activities subject to substance requirements;

° the detailed substance requirements applicable;

) sanctions and enforcement measures;

° the obtaining and exchange of information in relation to substance; and
° supervision, monitoring and verification of compliance.

These proposals will require companies that are tax resident in Guernsey and engaged
in key activities identified by the EU to demonstrate as part of their annual tax return
for accounting periods commencing after 31 December 2018 that they meet minimum
substance requirements.
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5.18

5.19

5.20

5.21

The key activities identified by the COCG are as follows, although it is proposed that
the Policy & Resources Committee may update the relevant activities by regulation:

banking;
° insurance;
. fund management;

. financing and leasing;

° headquarters;
° shipping;
° intellectual property; and

. holding companies that generate income from any of these key activities and
pure equity holding companies.

The substance requirements will vary for each key activity to reflect the different needs
of the companies involved and the risk exposure, and will be aligned to international
standards identified by the FHTP. The Revenue Service will provide public guidance on
the gov.gg website that will, where appropriate, build on any existing regulatory
requirements relating to local substance.

The requirements are designed to be fair and proportionate while ensuring that a
company undertaking relevant activities can demonstrate that:

° it is directed and managed in Guernsey;

° the core income generating activities (“CIGA”) are undertaken in Guernsey;
° there are adequate and appropriately skilled employees in Guernsey; and

° it has adequate annual expenditure and physical presence in Guernsey to reflect
the amount of profits accounted here.

Outsourcing of CIGA to another entity within Guernsey will be permitted in line with
the approach agreed by the FHTP. However companies will need to ensure that they
are able to demonstrate adequate supervision of the outsourced activity. An anti-
avoidance provision will be introduced to ensure that outsourcing cannot undermine
the principles and purpose of the regime, to ensure that Guernsey does not facilitate
structures or arrangements aimed at attracting profits which do not reflect real
economic activity within the jurisdiction. This will ensure that outsourcing could not
be used to circumvent the substance requirement.
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Intellectual Property (“IP”)

5.22

5.23

5.24

5.25

In respect of companies with income from IP, which are classified as ‘high risk’ IP
companies, in order to meet our commitment the legislation will include a rebuttable
presumption that the core income generating activity test is not satisfied. The onus will
therefore be on the company to demonstrate to the Revenue Service that they have
sufficient substance in Guernsey.

Irrespective of whether the company is able to rebut the presumption that it does not
meet the substance test, the proposals will provide for the Revenue Service to
spontaneously exchange information about the company with the competent
authority of the EU Member State where either the immediate or ultimate parent
companies are tax resident.

High-risk IP companies will have the following characteristics:

(a) the company holds intellectual property assets but did not create the intellectual
property in the intellectual property assets which it holds;

(b) the company acquired the intellectual property assets either from an intra group
person, or through funding research and development by another person
situated in a territory other than Guernsey;

(c) thecompany licences the intellectual property asset to one or more non-resident
intra group persons or otherwise generates income from the asset in
consequence of activities (such as facilitating sale agreements) performed by
non-resident intra group persons; or

(d) the company holds intellectual property assets but does not carry on either of
the CIGA of research and development or marketing, branding and distribution.

The periodic decisions of non-resident board members meeting in Guernsey would not
be sufficient to demonstrate that a company with income from IP is directed and
managed in Guernsey.

Sanctions

5.26

5.27

The starting point for ensuring compliance with the new requirements will be the filing
of a tax return, for which the Revenue Service already has systems in place to ensure
that tax returns are filed and that returns are complete including sanctions for filing
failures. The information provided in the return will be monitored on a risk (of profit
shifting) basis as well as by random selection of companies for audit each year in line
with the existing practice for the monitoring of domestic tax compliance.

Itis proposed that the Revenue Service is given the appropriate powers to enable them

to make further enquiries as may be necessary in order to determine if the company is
subject to, and satisfies, the legislative substance requirements.
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5.28

It is also proposed that the legislative amendments provide for rigorous, effective and
dissuasive sanctions that can be applied progressively including:

. financial penalties for substance failure;

° the Revenue Service spontaneously exchanging information concerning the
company with any EU Member States where the immediate and ultimate parent
entities are tax resident; and

° ultimately that a company incorporated in Guernsey can be struck off the
relevant companies register for failure to comply.

Disclosure gateway

5.29

5.30

531

There is an increasing need for the Revenue Service and the Guernsey Financial
Services Commission (“GFSC”) to be able to work more collaboratively, particularly
with an increased linking of taxation to regulatory activities. To facilitate this, there is
a need to have better lines of communication and ability to exchange information.

The Disclosure (Bailiwick of Guernsey) Law, 2007 currently enables the Director of
Income Tax to make disclosure of information to the GFSC, however this is not a
reciprocal framework (unlike that which was contained in the Disclosure Law between
the Revenue Service and Law Enforcement). The Policy & Resources Committee
therefore recommends amendment to the Disclosure Law to introduce a reciprocal
framework.

This recommendation has been discussed with the GFSC who are in support of this
proposal, particularly as it will help demonstrate Guernsey’s effectiveness in
facilitating investigations of tax evasion and money laundering both in Guernsey and
abroad.

Resource Implications

5.32

5.33

As a consequence of these proposals, there will need to be changes to the company
tax return to ensure that those companies carrying on the relevant categories of
activity can be identified. It is also anticipated that there will be an ongoing monitoring
process by the COCG to ensure that the legislative and enforcement provisions are
being adequately administered. Guernsey has committed to providing the necessary
input to such an annual monitoring process.

The Policy & Resources Committee has also given a commitment to the COCG that
appropriate resources will be deployed to ensure the ongoing compliance and
enforcement of sanctions for non-compliance and that the Revenue Service has in
principle approval for budgets to both enhance their systems and increase their
resources (i.e. additional appropriately skilled employees) to ensure that these
provisions are implemented and enforced. These budget requests have been
incorporated within the recommended cash limit for 2019 (para 8.33).
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Further Transparency Measures

5.34

As part of this process, the EU has raised some further transparency measures that it
is asking Guernsey to commit to as part of this process. It is intended to give political
commitment to these measures, as indicated in the public consultation, with the
measures summarised below.

Beneficial Ownership

5.35

5.36

It is proposed that a commitment is given to, introducing legislation for the purpose
of enabling real-time or close to real-time access to beneficial ownership information
by EU tax and law enforcement authorities, on a reciprocal basis, subject to ensuring
appropriate data and safeguarding measures are in place. This would not be a public
register. It is understood that EU Member States are currently working towards the
establishment of central registries, and the interconnection of these registries by 2021.
This commitment would be in line with the political commitment given in 2016 to help
shape an international standard in automatic exchange of beneficial ownership
information, an initiative led by the “G5”.

This commitment recognises the need for accurate and accessible beneficial
ownership information as part of the international tax and anti-money laundering
standards, on which Guernsey already has existing high standards in place including:

° a long track record as an effective partner, regularly providing data to tax
authorities and law enforcement agencies, to assist global efforts of combatting
financial crime, including tax evasion. The effectiveness of these arrangements
was recently confirmed by the UK Home Office;

. existing legislation which ensures that all legal entities must maintain adequate,
accurate and current beneficial ownership information and that this information
is held in a central registry;

° comprehensive regulation of Trust and Corporate Service Providers, including
the requirement for them to hold adequate, accurate and current beneficial
ownership information on their clients. The ongoing verification and supervision
that this information is being held correctly means that Guernsey has a standard
of beneficial ownership information available found in few other jurisdictions
around the world;

° under the Common Reporting Standard (“CRS”) information about beneficial
ownership is already being automatically exchanged with all EU Member States
that have satisfied the requirements of the CRS; and

. Guernsey was among those jurisdictions that committed in 2016 to join the
international initiative, led by the “G5” and subsequently by the EU as a whole,
to develop a new international standard on beneficial ownership. The
jurisdictions are playing an active role in the relevant fora (the Financial Action
Task Force and the Global Forum) in the work underway to take forward this
initiative.
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Mandatory Disclosure Rules

5.37

It is also proposed that a commitment is given to introduce legislation for mandatory
disclosure rules by 31 December 2019 (the timescale that countries within the EU are
working towards) aligned to the OECD work on mandatory disclosure rules for CRS
Avoidance Arrangement and Opaque Offshore Structures. These rules would require
promoters of avoidance arrangements and service providers to disclose information
on the arrangement or structure to the Revenue Service. Such information would
include the identity of any user or beneficial owner and would then be exchanged with
the tax authorities of the jurisdiction in which the users and/or beneficial owners are
resident where there is a relevant information exchange agreement. Whilst not
currently one of the BEPS Minimum Standards, the rules effectively set out “best
practice” on countering CRS avoidance, therefore their introduction is an inevitable
part of the compliance strategy of the Revenue Service.

Power to implement future international tax measures by regulation

5.38

5.39

5.40

541

Currently the Policy & Resources Committee may, by regulation under section 75CC of
the Income Tax (Guernsey) Law, 1975, implement any international agreement
providing for the obtaining, delivery, making available, furnishing and/or exchanging
of documents and information in relation to tax. The agreement must have been
specified for the purposes of the Law by Ordinance of the States. This power has been
invaluable in enabling the States to meet its international standards and obligations in
relation to taxation quickly and in accordance with what are invariably stringent
timelines. Examples are the Foreign Account Tax Compliance Agreement and those
relating to the CRS and Country by Country reporting.

Although the amendments to the Income Tax (Guernsey) Law, 1975 conferring
regulation making powers proposed at paragraph 5.16 above will, if approved, enable
the Committee to implement substance requirements by regulation, it is apparent that
future tax initiatives and standards will continue to be promulgated by the
international community and it is important that Guernsey has the legislative
mechanism to deal with the new obligations promptly to avoid any risk of international
criticism or opprobrium.

It is therefore proposed that the Income Tax (Guernsey) Law, 1975 be amended to
provide the Policy & Resources Committee with regulation-making powers for the
purposes of implementing other international tax measures. The provisions would be
similar to section 115A of the Isle of Man Income Tax Act 1970 which enables the Isle
of Man Treasury to make orders for the implementation within the island, or
compliance with, international tax measures. This ensures that the Isle of Man is able
to respond rapidly to developing international demands.

To ensure that the States of Deliberation are able to maintain oversight of the
regulation making process, it is also proposed that the regulation-making power would
only be exercisable by the Committee in the case of an international tax measure
specified by the States by Resolution, thus mirroring the process for the
implementation of double tax agreements which may be given effect by Resolution of
the States under section 172 of the Law.
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5.42

5.43

It is proposed that the expression "international tax measure", again based on the
provisions of section 115A of the Isle of Man Income Tax Act 1970, would encompass
any agreement or arrangement in respect of tax or taxation made between the States
of Guernsey and the government of another territory or otherwise binding on
Guernsey and governed by international law; and any regulation, obligation, standard,
code or other measure in respect of tax or taxation promulgated by or by any
institution of the European Union or any international organisation or multilateral
body or governed by international law.

In summary, it is recommended that the Income Tax (Guernsey) Law, 1975 is
amended by Ordinance to provide the ability for the Policy & Resources Committee
to make Regulations implementing in Guernsey international tax measures specified
by Resolution of the States of Deliberation.
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Section 6: Income Proposals

Corporate Income Tax —
Extension of 10% rate to operating an investment exchange and certain compliance activities

6.1 Since 2012, the Treasury & Resources Department and now the Policy & Resources
Committee have embarked on seeking to widen the coverage of the intermediate -
10% - income tax rate which was originally introduced only for banking activities. Since
2012, the following changes have been made to extend the 10% rate to:

. regulated activities of fiduciary business, insurance managers, insurance
intermediary business and domestic insurers - £5million per annum;

° regulated activities of fund administrators - £3million per annum;

° provision of custody services by a company carrying on banking business -
£500,000 per annum; and

. provision of regulated investment managements services to individual clients -
£500,000 per annum.

6.2 This widening has resulted in the generation of an additional £9million per annum for
the Guernsey exchequer.

6.3 In addition, from January 2016, the 20% rate was extended to the importation and/or
supply of hydrocarbon oil or gas in Guernsey and to large retail business carried on in
Guernsey where the company has a taxable profit of more than £500,000. These two
measures are raising an additional £1.5million per annum.

6.4 In April 2015, following consideration of the Personal Tax, Pensions & Benefits Review
(“the Joint Report”)(Billet d’Etat IV, 2015), the States resolved, inter alia:

“To direct the Treasury and Resources Department, having due regard for the need to
provide a stable platform, maintain business confidence, support and encourage
financial services and to retain an internationally acceptable and competitive tax
environment for the islands’ businesses, to continue to closely monitor the
appropriateness of the corporate tax regime, and to report back to the States should it
consider any changes are necessary.”
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6.5

6.6

6.7

In light of the above resolution and the changing scene as a result of a number of
international initiatives, the Policy & Resources Committee is not proposing any
significant changes at this time to the present regime, but does recommend a number
of minor changes that, with effect from 2019, bring the following within the scope of
the company intermediate income tax rate (10%):

° income from the regulated activity of operating an investment exchange; and

° income from compliance and other related activities provided to regulated
financial services businesses (such as advising on corporate governance, risk
management and compliance with the regulatory framework).

In line with the direction set in the MTFP, this will increase the contribution from those
businesses who receive the most commercial benefit from the island. These proposals
are anticipated to raise net additional revenues of £130,000 (after allowing for the fact
that beneficial owners of Guernsey owned companies would already be paying income
tax on any distributions).

As part of the continued monitoring of the corporate tax regime, the Policy &
Resources Committee has considered domestic developments in relation to the
growing of cannabis plants for the production of industrial hemp; food supplements or
medicinal products, etc. Should this become a licensed activity, it would be the
intention of the Policy & Resources Committee to recommend that it be brought within
the scope of the company higher income tax rate (20%).

Preventing dual residence of companies

6.8

6.9

6.10

A company may be dual tax resident, for example it may be tax resident in both the
jurisdiction where it is incorporated and also the jurisdiction where it is managed and
controlled. The consequence of an investment company being considered dual
resident by Her Majesty’s Revenue & Customs (“HMRC”) in the UK is that it will no
longer be eligible to claim group tax loss relief. Whilst the UK-Guernsey Double Tax
Arrangement has a ‘tie breaker’ clause which means that a Guernsey incorporated
company managed and controlled in the UK is only subject to tax in the UK, some anti-
avoidance provisions within the income tax law in Guernsey (for example loans to
participators) may still apply to that company. This has left some tax advisors
concerned that HMRC may consider that the company is still dual resident, despite the
‘tie breaker’.

Ensuring clarity within domestic tax legislation will ensure that Guernsey attracts
investment structures (and minimise the need for restructuring when high net worth
individuals move to Guernsey), as at present tax advisors say that Jersey is viewed as a
more attractive location.

Consideration will need to be given, however, to adapting current anti-avoidance
provisions (such as loans to participators), to ensure protection of domestic tax
revenues. There is a need to ensure that such a change does not present an
opportunity for Guernsey residents to extract funds from corporate structures without
liability to Guernsey tax. The Revenue Service will discuss any amendments required
with tax professionals, including issues of practical implementation to ‘safeguard’ this

32



2019 BUDGET REPORT

6.11

6.12

measure, for example requiring a certificate of tax residence in the other jurisdiction
or automatically exchanging information on companies that notify they are resident
elsewhere.

The Policy & Resources Committee therefore recommends that the Income Tax Law
is amended to make it explicit that with effect from 1 January 2019, a company which
is treated as non-resident under the terms of a double taxation arrangement with a
country or territory where the highest rate at which any company may be charged to
tax is 10% or higher will not be considered tax resident in Guernsey for domestic tax
purposes. It also recommends any consequential amendments to the anti-avoidance
provisions of the Income Tax Law are made.

As part of the consultation in August on the substance proposals (set out in Section 5),
the Policy & Resources Committee also consulted on changing the definition of
corporate residence from being determined by, broadly, shareholder control, to
management and control in Guernsey (which generally considers where the directors
meet and exert control). There were sixty responses to this particular question, with
overwhelmingly positive feedback with regard to those changes, citing the need for
clear guidance on any change. The Policy & Resources Committee therefore intends to
bring forward proposals next year to recommend a change to the definition of
corporate residence, once detailed consideration and analysis of the feedback received
has been undertaken.

2019 Personal Income Tax

6.13

6.14

6.15

In recent years, including following consideration of the Joint Report, the States have
set policy direction to make the income tax and social security system as a whole more
progressive.

The continued increases in personal income tax allowances and withdrawal of personal
allowances for higher earners will target those most able to pay and ensure that the
income tax system becomes more progressive.

This Budget Report includes proposals for the following progressive measures:

° a 4.8% increase in the personal allowance (from £10,500 to £11,000) and the
supplementary allowances (paragraph 6.16); and

. extension of the gradual withdrawal of income tax allowances (including
mortgage interest relief and pension scheme contributions) if an individual’s
income exceeds £100,000 and decelerating the withdrawal ratio to a rate of 1:5
to alleviate the impact of marginal tax rates (paragraph 6.21).

2019 Personal Income Tax Allowances

6.16

In order to maintain Guernsey’s personal tax competitiveness with other jurisdictions,
such as Jersey, the Isle of Man and the UK, a 4.8% increase in the personal allowances
for those aged under sixty five (to £11,000) and the supplementary allowances is
proposed.
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6.17

6.18

6.19

6.20

It is estimated that each 1% increase in personal allowances above the forecast growth
in employment tax income results in a decrease in States’ revenues of approximately
£800,000. Therefore, as the employment tax income is forecast to grow by 2.7%, the
2.1% increase in personal allowances over that rate will result in a reduction in States’
revenues of approximately £1.7million.

However, this will be offset by a real-terms’ reduction of £400,000 in the cost of
providing an Age Related Allowance for people aged over sixty five, as this allowance
is frozen in accordance with the direction agreed in the resolutions of the Joint Report.
Therefore, the net real-terms’ cost of the increase in personal allowances is £1.3million
per annum.

The personal allowances are recommended to be as follows:

2019 2018
Personal Allowance £11,000 £10,500
Age Related Allowance £450 £950

Married couples or couples within a civil partnership may automatically transfer any
unused personal or age related allowance between spouses.

The supplementary personal income tax allowances are recommended to be as
follows'™

2019 2018
Dependent relative £3,550 £3,375
Housekeeper £3,550 £3,375
Infirm Persons £3,550 £3,375
Charge of Children £7,475 £7,125

Withdrawal of Personal Allowances for Higher Earners

6.21

6.22

6.23

As directed in the resolutions of the Joint Report and reaffirmed in phase one of the
Policy & Resource Plan and the MTFP, the Policy & Resources Committee proposed
measures in the 2017 and 2018 Budget Reports as the first two phases of the removal
of the universality of personal tax allowances.

The States agreed that personal allowances; other allowances and deductions are
withdrawn at a rate of £1 for every £3 that a person’s income exceeds the Upper
Earnings Limit (“UEL”) on Social Security contributions (£142,896 in 2018). This affects
in the region of 3% of taxpayers (approximately 1,150 individuals) and raises an
estimated £3.8million per annum

In the 2018 Budget Report, it was set out that the third phase of the removal of the
universality of personal tax allowances would consider the threshold at which
withdrawal commences and whether this should be lowered. The Policy & Resources

in respect of claims for dependent relatives (other than for children in higher education), housekeepers and
infirm persons, no new claims have been admitted from Year of Charge 2009 onwards.

™ No new claims have been admitted for Dependent Relative allowance in respect of children in higher education
from Year of Charge 2018 onwards.
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6.24

6.25

6.26

6.27

6.28

Committee considers decreasing the threshold to £100,000 at this time contributes
towards the States approved direction to raise additional revenues from those most
able to pay. However, in recognition of the marginal rates (the total amount of income
tax and social insurance contributions payable on each additional £1 earned), being
incurred by those individuals who are below the UEL, it is proposed that the withdrawal
ratio is lowered to 1 in 5 to reduce this impact.

The Policy & Resources Committee is recommending that, with effect from 1 January
2019, the withdrawal threshold is lowered to £100,000, and the withdrawal ratio is
decelerated to a rate of £1 for every £5 that a person’s income exceeds the
withdrawal threshold.

This recognises the effect of marginal rates on those individuals and any possible
impact on Guernsey’s competitive position and the effect they have on the ability to
recruit and retain staff.

The following table illustrates the effect of this proposal on an employed individual
under the age of sixty who currently receives £29,000 of allowances / reliefs
comprising: the personal allowance (£11,000 in 2019); £10,000 in respect of their
personal pension contribution”; and maximum mortgage interest relief of £8,000:

Mortgage | Retirement Total Total
Personal Interest Annuity Allowances @ Allowances

Income Allowance Relief Allowance / Reliefs / Reliefs

Withdrawn | Withdrawn | Withdrawn | Withdrawn Received
£100,000 - - - - 29,000
£125,000 5,000 - - 5,000 24,000
£175,000 . 11,000 4,000 - 15,000 14,000
£200,000 . 11,000 8,000 1,000 20,000 9,000
£250,000 . 11,000 8,000 9,000 28,000 1,000

It is estimated that this progressive measure will affect a further 1,050 individuals and
raise a net additional £1million per annum. There will be a small number of individuals
(estimated to be approximately 150) who will benefit from the change in the threshold
and withdrawal rate by having less allowances withdrawn in 2019.

The Policy & Resources Committee and the Committee for Employment & Social
Security have set up a working party in order to ensure that resolutions from the
Personal Tax, Pensions and Benefits Review continue to be progressed in a co-
ordinated manner, in particular the resolutions related to investigating options to
make the tax and social security system as a whole more progressive.

" As agreed in the 2018 Budget, the withdrawal of allowance for higher earners includes tax relief on pension
contributions, albeit each individual may continue to claim a maximum of £1,000 in tax relief.
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Income Tax Cap

6.29

6.30

6.31

6.32

6.33

6.34

Since 2008 there has been a provision in the income tax legislation enabling an
individual’s income tax liability to be capped (“the Income Tax caps”).

With effect from 2009, there are two methods of capping liability:

° a cap applicable to non-Guernsey source income® (introduced at £100,000 and
increased to £110,000 from 2012); and

° a cap relating to worldwide incomeP (introduced at £200,000 and increased to
£220,000 from 2012).

The Income Tax caps apply both for single persons and married couples. In addition,
the caps are adjusted, in the year of arrival and departure, to accord with the amount
of time spent in the island. Income arising from the ownership of land and buildings
(which is taxable at 20%) is excluded from the calculation of an individual’s income for
the purposes of the Income Tax cap.

In order to retain the real value of these caps, it is proposed that they are increased
with effect from 1 January 2019 to £130,000 (non-Guernsey source income) and
£260,000 (relating to worldwide income). This is estimated to raise an additional
£640,000. This means that an individual with a combination of foreign and Guernsey
source annual income totalling more than £1.3million can restrict their tax liability to
£260,000 per annum plus income tax at 20% on Guernsey property income. From 1
January 2018, Jersey increased the amount payable under their high value residency
regime to tax at 20% the first £725,000 of worldwide earned income (equivalent to
£145,000) plus an additional 1% on all other worldwide income, with 20% payable on
revenue from Jersey property.

It is also proposed that income from land and buildings in Guernsey will not be
excluded from the tax cap, when the income is derived from an exempt body. This is
to relieve the administrative burden on such exempt bodies which are pooling vehicles
for investment by members of the public. This will not have an impact on revenues.

As part of the 2018 Budget, the States agreed the introduction of a lower tax cap of
£50,000 for new residents of Guernsey who have paid a minimum of £50,000 in
document duty on the purchase of a property on Part A of the open market register.
An individual is able to claim this cap, for the year they take up permanent residence
and then three consecutive years, where their open market property purchase has
taken place either within six months prior to, or six months after, their first arrival in
Guernsey. In order to qualify for this lower tax cap, an individual cannot have been
resident in Guernsey at any time in the previous three years.

® Non-Guernsey source income is any income derived from non-Guernsey sources (including income from an
exempt fund) and Guernsey bank interest.

P Worldwide income refers to all income (therefore includes non-Guernsey source income).
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6.35

6.36

6.37

Following feedback that open market transactions can take some time to complete, it
is recommended that the condition requiring that the open market property
purchase has to take place within six months prior to, or six months after, an
individual’s first arrival in Guernsey is extended to twelve months.

Although only two individuals have taken advantage of this tax cap, Locate Guernsey
has advised that “Guernsey’s offer as a competitive jurisdiction to individuals and
businesses is based on a number of factors, including fiscal factors of which the ‘open
market tax cap’ is a useful and positive component.”

There are no changes proposed to this tax cap or to the £50,000 tax cap introduced
from 1 January 2016 for residents of Alderney, provided that they have never
previously claimed the Income Tax cap, and available for an initial period of ten years.

Miscellaneous Income Tax Matters

6.38

There are a number of miscellaneous amendments proposed to the income tax law
that predominantly focus on aspects of pension provision that either simplify / clarify
existing arrangements; remove inequalities; or are necessary to protect income tax
revenues and sustain Guernsey’s competitive position.

Tax-free element of lump sums from pension schemes

6.39

A member of a pension scheme may take a tax-free lump sum of up to 30% of the fund
value up to a specific limit. Such limit is linked to Civil Service pay scales and is currently
£194,000. As the Civil Service pay award in any given year may not be agreed at the
start of the year, it is recommended that, in order to give certainty to pension
providers, the limit is in future set annually as part of the Budget process with the
2019 limit being set at £198,000.
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Definition of acceptable contributions to pension schemes

6.40

Following discussions with the Guernsey Association of Pension Providers (“GAPP”)
and representatives from the fiduciary sector of the GFSC, with whom the Revenue
Service is working closely to ensure guidance/rules for pension schemes are aligned, it
is proposed that guidance is issued on what is an acceptable contribution to a
pension scheme eligible for tax relief as follows which will apply from 2019:

° “for the purposes of section 36 of the law, money placed into the member’s
pension, must be of a monetary amount (i.e. cash, cheque, debit/credit card,
standing order, direct debit or bank transfer). The payment must actually be paid
to the scheme by the member;

° for the purposes of sections 157(A)(10) and 151(1) of the law, a transfer of funds
from another pension scheme is not treated as a contribution or premium paid
by or on behalf of the member and cannot be utilised for the carry forward
provisions;

. if a member pays a contribution into the scheme and all or part of the
contribution consists of funds withdrawn from any approved pension scheme,
then tax relief will not apply to the amount of the contribution that has been
withdrawn from an approved scheme.

In-specie contributions (i.e. transferring the ownership of an asset) are not
allowable for the purposes of claiming tax relief or utilising the carry forward
provisions.”

Triviality provisions

6.41

Where a pension scheme fund value is small in amount, the entire fund value may be
paid to the member as a lump sum. There is currently a triviality limit for members
aged 50 or over of aggregate scheme values of £30,000 (taxable at 10%). It has been
suggested that this limit is set at too low a level, particularly in comparison to the Isle
of Man. In order to increase flexibility and prevent small pension pots being
significantly eroded by administration charges, whilst also continuing to recognise the
need for individuals to plan for their future, it is proposed that:

° triviality is increased for members aged fifty or over to £50,000 per scheme
taxable at 20% in the year of charge in which it is paid; and

° triviality is introduced for schemes in drawdown where either the aggregate
value of the fund attributable to the member at the time of the request is no

greater than:

a. £50,000; or

b. £100,000 and the individual member has a guaranteed minimum
retirement income of £20,000 per annum.
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Responsibility for reporting payment and deducting relevant tax will be on the relevant
person that has made the payment, with encashment taxable at 20% in the year of
charge in which the encashment is made. Such amounts should be excluded from the
income tax cap.

Transfers to UK Schemes

6.43

6.44

Currently, transfers of funds to certain schemes approved in the UK are exempt from
the 10% tax charge on transfer. This was originally intended to allow people to move
between Guernsey and the UK, taking their pension with them, recognising the need
for migrant workers in Guernsey. Transfers of funds to other overseas schemes are
subject to a 10% tax charge on the value of the funds.

However, some individuals, that are no longer resident in Guernsey nor resident in the
UK, are transferring their funds to UK schemes (either to commute or for onward
transfer), in order to avoid a tax charge in Guernsey. Therefore, in order to protect
existing revenues, it is proposed that unless the transfer to a UK scheme is made in
respect of a UK resident, there is a 10% charge on transfer, unless the individual has
not at any time been resident in Guernsey. This will put such transfers in the same tax
position, as if the funds had been transferred to an overseas pension scheme.

End of Service and Gratuity Schemes

6.45

6.46

In 2017, the States approved the introduction of regulation for pensions and “end of
service/gratuity” schemes (typically established by an employer providing for the
payment of a lump sum or other benefit, typically at the expiration of an employee’s
term of service, generally offered to ex-pats in the Middle East), although at that time
no amendments were made to the income tax law for the latter.

Following discussions with GAPP, it is proposed that section 40 of the Income Tax Law
is amended to introduce an exemption for such regulated products where the
beneficiaries are non-resident and all income of the trust is non Guernsey source
(apart from Guernsey bank interest). This would enable those marketing such
schemes to have confirmation of the tax treatment and advise that such schemes are
subject to regulation. It is intended to align the definition of such schemes with the
regulatory position.

Mortgage Interest Relief

6.47

6.48

An individual may claim Mortgage Interest Relief on their principal private residence if
the loan is from a retirement annuity trust scheme (“RATS”), due to the interpretation
that the money has been borrowed from an individual resident in Guernsey.

It is recommended that the Income Tax (Tax Relief on Interest Payments) (Guernsey)

Ordinance, 2007 is amended to make it explicit that Mortgage Interest Relief is not
available if the loan is from a trust, with effect from 1 January 2019.

39



2019 BUDGET REPORT

Dividends and Double Tax Relief

6.49

6.50

6.51

6.52

6.53

The new Double Taxation Arrangement (“DTA”) with the UK proposes significant
changes from the current DTA in respect of taxation of dividends. Under the existing
DTA, where a Guernsey resident receives UK dividends the DTA specifically provides
that Guernsey will tax the net amount and give no credit for underlying UK tax.

However, under the existing DTA, until November 2015, a UK company which was
controlled by a Guernsey resident was considered as resident in both the UK and
Guernsey (in Guernsey it would then be taxable, albeit most likely at 0%). In such a
case, if the company paying the dividend was taxable at 0% or 10%, notwithstanding
the provisions of the DTA, Guernsey’s domestic legislation entitled the recipient of the
dividend to a credit for the tax underlying the dividend.

In November 2015, the UK took the view that the current DTAs that it had with the
Crown Dependencies contained a “tiebreaker” clause which determined the place in
which a company was to be considered as resident if it was otherwise resident in both
jurisdictions. Up until that time, the UK had taken the stance that there was no such
“tiebreaker”. As a consequence, if a UK company which was controlled by a Guernsey
resident was considered as resident only in the UK under the DTA, and ceased to be
taxable at 0% or 10% in Guernsey, the credit previously due was no longer available to
the recipient.

Representations have been received from industry that this is unfair, as it changed
what was otherwise a longstanding practice, and if not rectified, may prove to be a
disincentive for persons holding interests in UK companies from relocating to
Guernsey. The proposed new DTA also contains, in Article 4 (Residence) a “tiebreaker”
clause, such that where the UK is held to be the place of residence the perceived
unfairness/ disincentive would continue.

The Policy & Resources Committee therefore recommends amending the Income Tax
Law such that relief for the underlying tax suffered by a company flows through to
the beneficial member on distribution, if the company is either incorporated or
controlled in Guernsey.

Excise Duty on Tobacco

6.54

In April 2015, the States considered a States Report from the Health and Social Services
Department entitled “Guernsey and Alderney Tobacco Control Strategy 2015 — 2020”
(Billet d’Etat VII, 2015) and resolved, inter alia:

“To increase the rate of excise duty on cigarettes at a minimum of the Retail Price
Index(X) plus 5% annually for the five years 2016 to 2020; and

To increase the rate of excise duty on other tobacco products at a minimum of Retail
Price Index (X) plus 7.5% annually for the five years 2016 — 2020, subject to the rate of
excise duty on each tobacco product not exceeding the rate of excise duty on
cigarettes;”
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Therefore, as the increase in the Guernsey RPIX as at June 2018 was 2.4%, the Policy &
Resources Committee is recommending an increase in excise duty in respect of
cigarettes of 7.4%,; for cigars of 7.9%9%; and for all other tobacco products of 9.9% as
set out in The Excise Duties (Budget) Ordinance, 2018 (starting on page 95).

The excise duty on an average packet of twenty cigarettes would increase from £4.99
to £5.36. There is strong world-wide evidence that the demand for tobacco products
is price-sensitive. Furthermore, the continuing real-terms’ increases in the duty on
tobacco are considered to be a powerful motivator for smokers to quit and to deter
young people from starting smoking. It should be noted, though, that although
decreasing import volumes indicate that less tobacco is being consumed, such
indication may be countered by an increase in the amount of tobacco products being
consumed on which no duty has been paid.

It is estimated that the income from Excise Duty on Tobacco will be £7.4million in 2018
and £7.6million in 2019 which includes allowance for a 5% volume decrease in addition
to the rate rises. Therefore, it is anticipated that the budget measure will raise an
additional £200,000 which maintains the income in real-terms.

Excise Duty on Alcohol

6.58

6.59

6.60

6.61

6.62

The “Drug & Alcohol Strategy Action Plan 2015-2020” which was considered by the
States in January 2015 (Billet d’Etat I, 2015) included the aim “To reduce the availability
of cheap and heavily discounted alcohol and irresponsible promotions” which would be
addressed, inter alia, through “increases [in] duty on alcohol products year or year”.

Although there is no clear direction on the approach to be taken in setting rates of
excise duty on alcohol in order to achieve specific policy objectives, along the lines of
that currently within the Tobacco Control Strategy, the Committee for Health & Social
Care has advised that it considers, as a minimum, rates should be increased by 2% in
real-terms, with a headline increase of at least 5%. This is in line with the approach
taken in annual Budgets since 2014 where the annual increase has been 5%.

Therefore, it is recommended that the increase in the duties levied on alcohol is 5%
as set out in The Excise Duties (Budget) Ordinance, 2018 (starting on page 95). This is
estimated to raise an additional £700,000 per annum (£350,000 real-terms’ increase).
The 2018 anticipated income from excise duty on alcohol is £13.7million which is
£300,000 higher than the budget estimate due to an increase in the volume of spirts
imports.

There are currently concessionary rates of duties applicable to beer and cider of a
strength between 2.8% and 7.5% made by small independent breweries and cider-
makers. The concessionary rate is currently approximately two-thirds of the full duty
rate for these products.

The Committee for Economic Development has advised that the introduction of a
concessionary rate of duty for beer and cider made by small independent breweries
and cider-makers which is considered to be low-strength (between 1.2% and 2.8%) and
a decrease in the concessionary rate to one half of the full duty rate would particularly

9 The increase in excise duty for cigars has been limited to 7.9% so that it does not exceed the rate of excise duty
on cigarettes.
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support the growth of small businesses based in Guernsey and enable them to
compete successfully, with consequential benefits to the wider local economy and
income tax revenues. Although the concessionary rates will be available to all
producers meeting the criteria, they currently predominantly benefit businesses based
in Guernsey.

It is calculated that the proposal would result in a decrease in duty of approximately
14p per pint for low strength beer / cider; 5p per pint for 2.8% - 4.9% ABV beer / cider
and 7p per pint for 4.9% - 7.5% ABV beer / cider and reduce revenues from excise duty
on alcohol by approximately £70,000.

The Policy & Resources Committee supports the proposal from the Committee for
Economic Development and is therefore recommending the introduction of
concessionary rates of duty for lower strength beer and cider, and a decrease in the
concessionary rate to one half of the full duty rate. The Policy & Resources Committee
is not recommending the introduction of a concessionary rate for higher strength beer
and cider as this could be considered to be contrary to the aims of the Drug & Alcohol
Strategy Action Plan.

The effect of the changes proposed in the Budget on the most popular products is
detailed below:

Present Increase/ Proposed

Description of Goods 2018  (decrease) 2019
Duty in Duty Duty

Beer / Cider (2.8% - 4.9% ABV) —

small independent brewery — 1 pint 27.83p (4.54p) 23.29p
Beer / Cider (2.8% - 4.9% ABV) - 1 pint 44.87p 2.27p 47.14p
Beer / Cider (4.9% - 7.5% ABV) - 1 pint 56.23p 2.84p 59.07p
Spirits (37.5% ABV) — 25mls 33.43p 1.67p 35.10p
Spirits (37.5% ABV) — bottle (1 litre) £13.37 67p £14.04
Light wine (5.5% to 15% volume) — 125mls 31.38p 1.62p 33.00p
Light wine (5.5% to 15% volume) —

bottle (750mls) £1.88 10p £1.98
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Excise Duty on Motor Fuel

6.66

6.67

6.68

6.69

As shown in the graph below, the volume of motor fuel used is declining from nearly
34million litres in 2008 to less than 30million litres in 2018:
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This is having an adverse effect on income from excise duty meaning that percentage
increases in duty rates are not resulting in similar percentage increases in income. It
is understood that the reasons for this fall in volume are increased efficiency of
engines; changes in driving habits; and a minimal effect of the small number of vehicles
that do not use fossil fuels. Income from this duty is budgeted to be £19.8million in
2018 and an increase in line with inflation would raise an additional £500,000 per
annum. An annual 2% fall in volumes reduces income by £400,000 per annum in real-
terms.

During the course of the June 2017 States' debate on the MTFP, the following
amendment (number 3) was approved;

7"

a) Toinstruct the Policy & Resources Committee, in consultation with the Committee
for the Environment & Infrastructure, to consider and review the best way of
raising revenues from motoring in future, taking into account the ongoing
reduction in fuel sales.

b)  To agree that the focus of the review shall be on how to achieve the maximum
sustainability of this source of States’ revenue rather than on increasing the total
amount of taxation levied on motoring in Guernsey.

c) To instruct the Policy & Resources Committee to report back with its conclusions
in sufficient time for any proposals flowing from the review to be included in the
budget for 2019.”

During 2018, as the first stage of taking forward the direction of the amendment, a
working group was formed consisting of politicians from the Policy & Resources
Committee; the Committee for the Environment & Infrastructure and Deputy Roffey
(the proposer of the amendment).
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The working group reached a consensus position to recommend to the Policy &
Resources Committee that an alternative method for collecting income from motoring
should be proposed in the 2019 Budget Report with the introduction of an annual fee
per vehicle. It was suggested that this be introduced from 2020, with a starting
position of collecting 20% of the total annual revenue from excise duty on motor fuel
with a commensurate reduction in the rate of excise duty on motor fuel. As the
volumes of motor fuel consumed decline over time, including as a result of the
increased use of vehicles which do not use fossil fuels, the proportion of income from
motoring collected through the annual fee would increase. The annual budget would
also provide an opportunity to accelerate the phasing out of excise duty on motor fuel
by proposing decreases in the duty rate offset by increases in the annual fee.

However, by a majority, the Policy & Resources Committee did not support the
recommendation from the working group and is not prepared to propose the
introduction of an annual fee for vehicles which use fossil fuels as it is considered to
be akin to the reintroduction of the previous motor tax regime. However, Members
do accept that the current system is not sustainable, particularly over the longer-term
and recognise that an alternative method is required that will ensure that a
contribution is received from all vehicle users irrespective of the fuel source.

One of the twenty-three policies prioritised by the States to deliver the outcomes
detailed in the Policy & Resource Plan — Future Guernsey is the development of an
over-arching energy policy which includes consideration of environmental and energy
related taxes so as to explore ways to help ensure that we have a sustainable tax base
that is supportive of the Island’s approach to energy. Therefore, the Policy &
Resources Committee intends to work closely with the Committee for the Environment
& Infrastructure which is leading on the energy policy development to consider
alternative and innovative ways for generating sustainable revenues relating to
motoring, with particular emphasis on the early introduction of a means of deriving
income from vehicles that do not use fossil fuels.

In advance of the introduction of an alternative system of raising income from
motoring, there will need to be real-terms’ increases in the duty per litre in order to
compensate for the fall in volumes of motor fuel being consumed and maintain the
real value of total income from excise duty on motor fuel. However, the average total
amount paid in duty per individual will not increase in real-terms due to a lower volume
of fuel consumed as a result of increased efficiency of engines and changes in driving
habits.

Based on the inflation forecast of 2.5%, it is recommended that excise duty on motor
fuel is increased by 3.1p per litre to 70.1p per litre".

Diesel for marine (and other non-road) use would remain exempt from duty and the
concessionary rate of duty on petrol for marine use would be 47p per litre.

" Deputy Trott does not support this recommendation.
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Implementation of Excise Duty Budget Proposals

6.76

Under its existing powers, the Policy & Resources Committee will make an Order
bringing the recommended changes in the rates of excise duty into effect on the date
of publication of the Billet d’Etat containing this Report. The Order will cease to have
effect at the conclusion of the States’ Budget meeting and the Committee accordingly
recommends the States to approve by Ordinance that, from that date, the rates of
excise duty shall be varied as set out in this Report. These arrangements are the same
as in previous years.

Tax on Real Property - Domestic

6.77

6.78

6.79

6.80

6.81

6.82

In April 2015, following consideration of the Joint Report, the States resolved:

“To direct that, as part of the annual Budget Report, the Treasury and Resources
Department increases the rates of domestic Tax on Real Property by no more than 7.5%
per annum in real-terms between 2016 and 2025.”

The 2018 estimate for income from domestic TRP and land is £7.0million (2017:
£6.4million).

It is recommended that domestic and land tariffs are increased by 10% (being the
inflation projection of 2.5% plus 7.5% in line with the April 2015 States’ resolution) as
set out in The Taxation of Real Property (Guernsey and Alderney) (Amendment)
Ordinance, 2018 (starting on page 101). This would raise an additional £700,000 per
annum (£525,000 in real-terms).

In line with the States direction to raise additional revenues from those most able to
bear the burden, the Committee is also recommending the introduction of increased
TRP tariffs for domestic properties with a TRP rating of 200 and above as follows:

° properties of a TRP of 200 — 299: a premium of 15%;

° properties of a TRP of 300 — 399: a premium of 30%;

° properties of a TRP of 400 — 499: a premium of 45%; and
. properties with a TRP of over 500: a premium of 60%.

This would affect approximately 30% of domestic properties and would raise an
additional £1.3million per annum.

There will be a considerable amount of surveying and administrative work to re-
categorise domestic properties which is estimated to take up to one year to complete
and require a modest level of additional temporary funding which will be made
available from the Budget Reserve. Therefore, as the first stage, it is proposed that the
revised categories with increased tariffs are introduced only for domestic properties
with a TRP rating of 500 and above in 2019. This is estimated to affect 750 properties
and will raise an additional £500,000 per annum. The second phase for properties with
a TRP rating of 200 to 499 will be introduced from 2020 and will affect approximately
a further 6,500 properties and raise an additional £800,000 per annum.
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The following table illustrates the effect of the increase in TRP rates on different
domestic properties for 2019:

TRP of Property Current (2018) Increase in Proposed (2019)
TRP Annual TRP Annual TRP Annual

75 £114.00 £11.25 £125.25

150 £228.00 £22.50 £250.50

300 £456.00 £45.00 £501.00

500 £760.00 £575.00 £1,335.00

750 £1,140.00 £862.50 £2,002.50

1,000 £1,520.00 £1,150.00 £2,670.00

Tax on Real Property - Commercial

6.84 The 2018 estimate for Commercial TRP is £15.8million (2017: £14.3million).

6.85

6.86

6.87

It is recommended that commercial tariffs are increased by 5% (being the inflation
projection of 2.5% and a real-terms’ increase of 2.5%) as set out in The Taxation of Real
Property (Guernsey and Alderney) (Amendment) Ordinance, 2018 (starting on page
101). It is estimated that this will raise approximately a further additional £800,000
per annum (£400,000 in real-terms).

Following consideration of the 2017 Budget Report, the States resolved: “To endorse
the intention of the Policy & Resources Committee to investigate options for the States
of Guernsey to receive greater revenue from those businesses that might benefit from
public investment including, but not limited to, consideration of the appropriate level
and scope of General Revenue income generated from telecommunications and un-
regulated professional services businesses and partnerships, such as accountants and
advocates, and report back in the Budget Report for 2018.”

As part of the 2018 Budget Report, the States agreed the introduction of a new
commercial TRP category entitled “Office and ancillary accommodation (legal
services)” with the 2018 TRP rate set at the same level as that for “Office and ancillary
accommodation (regulated finance industries)”. This resulted in rates charged to these
businesses increasing by 200% and an ongoing increase in income of approximately
£450,000 per annum. The Policy & Resources Committee advised the States that, “the
Policy & Resources Committee will consider extending the scope of this new TRP
category to other professional services businesses and will report back in the 2019
Budget Report.” Therefore, the Policy & Resources Committee is recommending the
introduction of new TRP commercial property categories entitled:

i “Office and ancillary accommodation (accountancy services)” with accountancy
services being defined as “real property owned or occupied for the purpose of
carrying on the business of an accountant but not including accountants or
undertakings which do not by way of business provide accountancy services to
third parties.”; and
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ii. "Office and ancillary accommodation (Non Regulated Financial Services
Businesses" property means real property owned or occupied for the purpose of
carrying on the business of a financial services business within the meaning of the
Registration of Non-Regulated Financial Services Businesses (Bailiwick of
Guernsey) Law, 2008".

It is proposed that the 2019 TRP rate is set at the same level as that for “Office and
ancillary accommodation (regulated finance industries)”. As these properties are
currently classified as “Office and ancillary accommodation (other than regulated
finance industries)”, this will result in rates charged to these businesses increasing by
200% and it is estimated that there will be an ongoing increase in income of
approximately £300,000 per annum but this will be dependent on detailed analysis of
the use of properties that could fall within these categories.

Document Duty and Anti-Avoidance Duty

6.89

6.90

6.91

6.92

6.93

Abond is aregistered security charge against any real property owned by an individual;
individuals; or company. In order for a bond to establish a charge over the real
property of the debtor, the debtor must appear before a Lieutenant Bailiff and two
Jurats of the Royal Court and agree to be bound by the provisions of the bond. The
bond will then be registered with the Greffe and document duty is charged at 0.5% of
the value of the bond. A bond cannot be transferred between creditors. Document
duty from the registration of bonds raises approximately £1.6-1.9million per annum.

The most common reason for a bond is to support a mortgage. There have been
concerns expressed that the bond fee discourages changing mortgage provider and
thus ‘trapping’ people into paying higher interest rates than might be available
elsewhere. It is claimed that the document duty charged on the registration of bonds
is a significant impediment to borrowers re-financing, consequently limiting
competition and driving up borrower costs. There are, of course, other frictional costs
which may be incurred in changing lender including early repayment penalties / exit
charges; arrangements fees; survey / valuation costs; and court / legal fees.

In recognition of this, the Policy & Resources Committee is recommending that, with
effect from 1 January 2019, document duty on the registration of bonds is reduced
to 0%. In order to replace the income forgone, it is recommended that document duty
rates for conveyances are increased by 0.25% on the bandings covering up to £400,000
and 0.5% thereafter. This should be of particular benefit for first time buyers who
typically purchase the lower value properties and have the highest loan to value ratios.

As part of the 2017 Budget Report, a graduated system of Document Duty on
conveyances was introduced whereby progressively higher rates apply to the
proportion of the property value which falls in each band.

The highest rate applies to the portion of the property value which exceeds £1million.
It is now recommended that a new rate of 5.5% is introduced for the proportion of
the property value which exceeds £2million. It is estimated that this will raise an
additional £250,000 per annum.
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The revised conveyancing document duty rates would be (current rates in brackets):

2.25% (2%) on up to £250,000 of the transaction value;

3.5% (3.25%) on the next £150,000 (i.e. the portion from £250,000 to
£400,000);

4% (3.5%) on the next £350,000 (i.e. the portion from £400,000 to £750,000);

4.25% (3.75%) on the next £250,000 (i.e. the portion from £750,000 to
£1,000,000);

4.5% (4%) on the next £1,000,000 (i.e. the portion from £1,000,000 to
£2,000,000);

5.5% (4%) on any amount above £2,000,000.

There will be a corresponding increase in the rates of duty, charged under the
Document Duty (Anti-Avoidance) (Guernsey) Law, 2017, on transactions other than
conveyances which effectively transfer real property but do not attract document
duty. There will be provisions to enable refunds of the additional Document Duty or
Anti-Avoidance Duty paid if, prior to the date of publication of the Budget Report, a
legally binding agreement was entered into for a conveyance to be executed and
registered on or after 1 January 2019.

The following table shows examples of the change in Duty payable for a range of
transaction values and assumes all have borrowing with a registered bond of 90% of
the transaction value:

Current Proposed Change in
Transaction Document Duty Document Duty = Document Duty
Value Payable Payable Payable
£ £ £ £
250,000 6,125 5,625 (500)
300,000 7,975 7,375 (600)
400,000 11,675 10,875 (800)
500,000 15,625 14,875 (750)
600,000 19,575 18,875 (700)
700,000 23,525 22,875 (650)
800,000 27,600 27,000 (600)
900,000 31,800 31,250 (550)
1,000,000 36,000 35,500 (500)
1,500,000 58,250 58,000 (250)
2,000,000 80,500 80,500 -
3,000,000 125,000 135,500 10,500
4,000,000 169,500 190,500 21,000
5,000,000 214,000 245,500 31,500
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Section 7: Transformation of Public Services

Background

7.1

7.2

7.3

7.4

PSR was designed to ensure the release of a ‘reform dividend’ with the aim being to
free up resources by redesigning existing services and processes to make them more
cost effective and efficient enabling demand to be managed. The dividend would be
available to be reinvested to meet the future demands on public services as a result of
changing service needs. It recognised that visible improvements in the short term
would most likely come from smaller, incremental changes and be delivered by
individual service units and teams as large scale transformational change takes longer
to design and deliver.

In support of this change agenda, as part of the 2015 Budget Report (paras 5.19 —5.31
— Billet d’Etat XXIl, 2014), the Treasury and Resources Department proposed
establishing the Transformation and Transition Fund in order to recognise the
significant investment required to deliver public services of the future and the
substantial policy agenda for the States.

As part of the MTFP, the Policy & Resources Committee reinforced the commitment to
change the way that services are delivered as well as where they are delivered from:
“Through thinking differently about how public services meet the community’s needs,
there is an opportunity to improve those services and, at the same time, make savings
and improve value for money.” The Plan set out a strategy for delivering such savings
“which could, if opportunities are seized and internal barriers dismantled, deliver a
£26million improvement to the financial position over the period.”

The MTFP also stated that:

“The Framework for Public Service Reform introduced the concept of a reform dividend,
achieved when a strong underlying financial position allows savings to be re-invested
in the services where they are needed most. However, Public Service Reform was
established as a ten-year initiative, with many of its larger, more complex programmes
of transformation anticipated to deliver the majority of their benefits in the second half
of this period. Given the anticipated scale of the funding gap highlighted in this Plan it
is now necessary to identify opportunities to accelerate the delivery of this ‘reform
dividend’ wherever possible and to use the savings to close the underlying deficit in the
first instance.

“The challenges we face in preparing for the future mean that any measures that are
taken to meet them must be consistent, co-ordinated and occur across every aspect of
public service provision. It will not be enough for Committees to continue to work in
isolation to simply do some things better or for a little less money and then seek to
reinvest any resulting savings in local priorities. It will be necessary to adopt a
fundamentally different, ‘whole system’ approach to changing and improving if Public
Service Reform is actually to succeed.

“The Policy & Resources Committee believes, that reform dividends in the region of
£26million per annum by 2021, generated through recurring savings in revenue
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expenditure across all service areas (including Health & Social Care), is required. Once
a sustainable surplus has been achieved, the reform dividends should be made
available for re-investment in priority policy or service delivery areas.”

The range of initiatives that are planned to deliver the savings over the period were
agreed as:

Y High Low

£m £m

0.5%-1% Universal Efficiency Total 12.0 6.0
Procurement 12.6 54
Property Rationalisation 2.2 1.0
Non-Pay Total 14.8 6.4
Service Design 7.5 2.5
Overtime 1.9 0.3
Sickness 0.9 0.1
Pay Total 10.3 2.9
Overall Total 37.1 15.3

Savings Targets

7.6

7.7

7.8

The Financial Transformation Programme ended in 2014 and, since then, savings
targets have routinely been incorporated into States’ budgets in order to control public
sector expenditure and contribute to balancing the books at a time when the States
had been running a deficit. In 2017, Committees (except the Committee for Health &
Social Care) were asked to find savings equalling 3% of their overall budget which fitted
with the stated need in the Framework for PSR for smaller, incremental changes to be
delivered locally. These targets were successfully achieved by the majority of
Committees. The notable exception being the Committee for Education, Sport &
Culture which carried over £2.1million of its £2.3million target into the following year.

In 2018, the first year of the MTFP period, a 1% ‘universal efficiency target’ was
allocated to all Committees, and the Committee for Health & Social Care also agreed a
further budget reduction of £2.4million. Therefore, the total target for the delivery of
savings was £5.5million, in line with the profile originally set out in the MTFP. Of this
total, £4.3million has been signed off to date with the majority coming from the
Committee for Health & Social Care via initiatives such as the re-negotiation of agency
staff rates and improved management of off-island patients. Further examples of
initiatives delivered include property rationalisation savings and staff restructuring
leading to lower pay costs.

Several Committees have yet to deliver on the entirety of their 2018 savings targets.
These are the Committees for Education, Sport & Culture and Home Affairs and the
Policy & Resources Committee. The Policy & Resources Committee expects to be able
to deliver against its residual target in 2019 through commencing the implementation
of the Revenue Service and the initiation of the Future Digital Services contract.
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7.9

7.10

7.11

7.12

7.13

During 2016, the Policy & Resources Committee commissioned projects to undertake
detailed costing analysis of the services provided by the Committees for Education,
Sport & Culture and Home Affairs, benchmarked to comparable models in other
jurisdictions and then used to inform efficient priority based budgets.

The work undertaken on behalf of the Policy & Resources Committee to cost and
benchmark services identified opportunities for tactical, productivity and method
changes, as well as more radical transformation, that would lead to savings. This gives
the host Committees and the Policy & Resources Committee confidence that reducing
the cost base of the States without cutting services is possible. It will be necessary to
take a medium term approach to delivering many of the opportunities identified and
there may be a requirement to invest in the changes required through the
Transformation and Transition Fund. However, the costing and benchmarking reports
provide a list of areas that can be explored and delivered as part of PSR including
‘method changes’ with ongoing savings of £530,000 for the Committee for Education,
Sport & Culture and £970,000 for the Committee for Home Affairs.

The 2018 Budget Report and annual review of the Policy & Resource Plan resulted in
resolutions which required both Committees to work with the Policy & Resources
Committee through the establishment of oversight groups and that these groups
should oversee, amongst other things, the assessment of the opportunities for savings
and an implementation plan for their delivery. Both Committees have now developed
outline plans which set out the opportunities identified through the PwC report and
consolidate these with any other opportunities identified through internal or external
reviews or other transformation plans. The following table summarises the profile of
the delivery of these savings opportunities which total £4.5million for the Committee
for Education, Sport & Culture and £1.3million for the Committee for Home Affairs:

Longer

Category 2019 2020 2021 Term

£000 £'000 £'000 £’'000

Committee for Education, Sport & Culture 105 555 745 3,130
Committee for Home Affairs 150 455 480 240

The Policy & Resources Committee recognises that the Committees have to balance
the need for shorter term tactical, productivity and method changes with the longer
term planning for transformation of services and the day to day delivery of those
services. The 2018 Budget Report recognised that, in relation to the Committee for
Education, Sport & Culture, there would inevitably be delays in the delivery of savings
for some projects and recognised that due consideration should be given for this by
way of temporary budget adjustments.

Both Committees have now set out their medium term plans for the delivery of savings
and are working up more detailed plans for the delivery of these opportunities as part
of their transformation programmes. As set out in paragraph 2.22 and 2.23, £3,920,000
from the General Reserve is therefore being used to increase the 2019 Cash Limits of
the Committee for Education, Sport & Culture (£3,620,000) and the Committee for
Home Affairs (£300,000) to recognise the delayed delivery of budget reductions.
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2019 - 2021 Savings

7.14

In respect of savings for the period 2019 to 2021, more detailed planning and research
work has now been undertaken on the workstreams set out in the table in paragraph
7.5 resulting in changes to the savings values estimated as well as their profile. The
total savings forecast over the period remain in line with those modelled as part of the
MTFP. However the timing and nature of the savings now looks somewhat different.

Organisational & Service Design

7.15

7.16

7.17

7.18

In order to be confident that the public service can deliver the 10-year PSR framework
priorities endorsed by the States in 2015, as well as the targets set in the MTFP, the
organisational structure of the public service needs to be radically redesigned, and a
new operating model implemented by 2020.

PSR aims to build a single public service entity, organising and delivering services
centred on those who use them: our community. However, the public service has
historically been organised based on the political Committee structure. In practical
terms, to achieve the ambition of working as one organisation, with the focus on
serving the community, the civil service must meet the needs of both Community and
serving its government and therefore the structure of the civil service must change
accordingly.

Therefore, the Policy & Resources Committee is supporting the introduction of a new
structure for the organisation that groups strategic responsibility by services and
customer need, joining up services at the highest level. The purpose of the
organisational redevelopment work is to improve the services received by the
community. For example, when accessing adult care an individual might currently
encounter twenty nine touchpoints with the States, with thirty professionals involved,
across eleven different services, overseen by four different Committees. The new
model will be designed to improve the way services are delivered to the community
and result in a customer experience that is seamless.

This set of changes will enable the organisation to:

J meet the targets set out in the MTFP;

° deliver and capitalise on the Future Digital Services project (as set out below)
that will change the way services are delivered;

° deliver the three prioritised transformation programmes of education and
training; health and social care (the ‘Partnership of Purpose’); and justice and

equality;

° implement a leaner structure with revised terms and conditions across the public
service; and

° build an organisation structure that supports government — ensuring the
flexibility to support the current and any future structure of government.
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7.19

7.20

7.21

The proposed changes will equally provide greater support for Committees from senior
leaders freed up from operational responsibility and able to concentrate on the cross-
Committee working necessary for the delivery of the Policy & Resource Plan.

It is the belief of the Policy & Resources Committee that significant benefits, including
substantial financial savings, are available if the States are prepared to be bold. There
are opportunities to make savings in the civil service and reduce staff numbers by
improving processes and becoming leaner through re-structuring to remove
duplication and truly integrate services. This programme of work will see a significant
reduction in the civil service headcount of more than 200 FTEs releasing between
£10million and £17million per annum.

The public service is well placed to deal with this given the age profile of staff and the
number of retirements likely in the next five years - as well as natural turnover.
However, it would be naive to think that all of this change can be managed through
‘natural wastage’. The public service is going to need to be ready to deal with the
displacement of staff. To facilitate this: HR policies, procedures, capacity and skills will
be required to manage the change; there is a need for an organisational approach to
re-deployment; and to work closely with the private sector to understand where skills
can be transferred; and for a programme of re-skilling. Managing vacancies and
optimising redeployment will always be the priority as redundancy comes at a
significant cost — both financial to the taxpayer and personal to the individual
concerned. However, there will be a requirement to be able to fund any redundancies
and an allocation to this effect is recommended in paragraph 7.45 below.

Future Digital Services

7.22

7.23

7.24

The States’ IT services face a number of challenges, including:

° the need to deliver consistently acceptable IT services on a day-to-day basis,
while controlling revenue costs in line with the MTFP;

° the need for IT to act as the key enabler of the majority of transformation
initiatives, as part of PSR; and

° the need to make a meaningful contribution to sustaining and developing the
economy, particularly through its digital economy.

The purpose of the Future Digital Services project is to identify the optimal means to
transform the States’ provision of IT to meet these challenges, and progress associated
work to the point where such transformation can be implemented. The preferred
solution is entering a Strategic Partnership with an external provider, with developing
an Internal Improvement Programme as the alternative mechanism.

The element of this project in respect of PSR will ensure that technology solutions are

available to the organisation to fundamentally transform service delivery. This will be
a vital enabling component to the organisational and service design programme.
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7.25 The Future Digital Services project is entering the final selection period with a

preferred bidder expected to be chosen early in 2019 leading to, subject to appropriate
contract negotiations and political approvals, contract award by the end of June 2019.

Service Transformation Programmes

7.26 The early estimates of savings from other programmes initiated as part of PSR have

7.27

also now been included in the savings opportunities over the MTFP period:

the benefits to be delivered through the Revenue Service programme have been
included as set out in the Policy Letter considered by the States in April 2018
(Billet d’Etat XI). A total of £1.5million is expected before the end of 2021 with a
further £1.2million in subsequent periods;

the Transforming Health and Care services programme savings only relate to
2019 as planning for longer term delivery of reform dividend has yet to
commence. Although the high level modelling undertaken to date shows that the
cost pressures in health services as a result of the changing demographics are
likely to be greater than any reform dividends that can be realised from the
transformation of services, the Policy & Resources Committee believes that it is
vital that monitoring the delivery of reform dividends holds high priority when
planning projects and that the achievement of benefits is monitored by focused
reporting and tracking. This will be important in justifying the continued and
substantial investment in the transformation and in meeting the continuing
service demands;

the programme of Transforming Education and Training Services is at the early
stages and work is underway to plan the overall programme, its likely costs and
level of overall benefits. The estimates included in this exercise up to 2021 are
largely derived from opportunities for tactical, productivity and method changes.
Longer term benefits from the transformation have been estimated at a further
£3.1m per annum;

early estimates of savings to be delivered through the Home Affairs
improvement programme have been incorporated which largely consist of
opportunities for tactical, productivity and method changes. Some longer term
opportunities have also been identified but these have yet to be planned and
costed. A detailed exercise is underway to formally initiate this programme
which will include estimating the likely overall benefits and costs;

no estimates of benefits have been included at this stage in respect of
Transforming Justice and Equality Services although work is now underway to
initiate this programme and agree the scope and opportunities.

The savings included in the table in paragraph 7.5 in respect of the procurement,
property, sickness and allowances workstream forecasts have all been based on the
initiatives which are already planned or in the pipeline. The estimates set out in the
MTFP for these workstreams remain valid. However, more detailed planning for the
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savings to be delivered in 2020 and beyond now needs to be undertaken to enable the
estimates to be verified in full.

7.28 The medium term savings estimates are inherently difficult to plan for with a high
degree of certainty. The amounts below are included for planning purposes noting that
the actual savings delivered could be more or less than those set out. However, there
is more certainty regarding the amounts that can be delivered in the next year, and
the estimate for savings to be delivered in 2019 is £5.25million as set out in the table
below:

Savings Summary

e .- 2019 Savings Total 2019-2021
Initiative

£'000 £'000
Organisational and Service Design® 1,670 10,000
Future Digital Services 900 3,600
Procurement 900 3,400
Managing Sickness, Overtime and Allowances 295 535
Property Rationalisation 100 395
Revenue Service 180 1,470
Transforming Education & Training Services 105 1,405
Transforming Health & Care Services 945 945
Home Affairs Improvement Programme 150 1,085
TOTAL 5,245 22,835
Less: Amounts already included in savings targets (625) (2,225)
NET ADDITIONAL MTFP SAVINGS 4,620 20,610
Savings previously achieved 5,500
TOTAL MTFP SAVINGS 26,110

7.29 Of this total, £625,000 is already incorporated into the cash limits of the Committees
for Education, Sport & Culture and Home Affairs and the Policy & Resources Committee
through savings targets from previous years. The balance of new savings to be
delivered in 2019 is therefore £4.6million.

7.30 The MTFP set out an initial expected profile for the savings to be delivered over the
period which were estimated at £6.2million for 2019. There is therefore a £1.5million
difference against this amount although the overall savings for the period remain in
line with original estimates.

7.31 The Policy & Resources Committee has considered whether this shortfall against the
plan in respect of 2019 should be made up from a small Committee based universal
target in line with previous years. The MTFP did include an allowance for such targets
in the range of 0.5% - 1% per annum in recognition of the need for all service areas to
continue to deliver incremental improvements in efficiency and value for money in
areas which might be outside the scope of any wider shared initiatives. However, the
Committee recognises that is a crude way of applying targets and could perpetuate the

* This workstream is currently estimated to deliver savings in the range of £10million to £17million, but the
lower estimate is included here for prudence
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7.32

7.33

‘siloed” approach to delivering savings. Therefore, on balance, the Committee felt it
would be more effective (and increase the chances of success) at this stage if the civil
service was able to focus on delivering against the workstreams and programmes in
the table above rather than seeking further tactical savings which may lead to service
cuts or simply result in the unsustainable ‘salami slicing’ of budgets. This decision also
recognises the considerable requests from several Committees for additional
resources through the budget setting process; and the failure to uniformly deliver on
the previous targets demonstrates that the scope for such savings has reduced.

The 2019 Committee budgets have been prepared before applying these savings. In
some cases, the savings have been clearly identified and can be removed from budgets.
In other cases (for example procurement where initiatives will impact on multiple parts
of several Committee budgets) further work is required in order to understand the
likely values that will benefit each Committee before budgets can be adjusted. It is the
intention of the Policy & Resources Committee that this work is finalised before the
end of 2018 so that all budgets can be adjusted ahead of the start of the new financial
year. Should the savings actually realised be more or less than the budget adjustments
made, subsequent adjustments will need to be made. For clarity, it is not the intention
that these savings targets create cost pressures or provide net benefit to any
Committees.

It is imperative that these reform dividends are realised in order to make funding
available to redistribute for managing cost pressures or investing in service
developments. However, this re-investment of savings must be undertaken at a States
level as it will not necessarily be the case that the service areas that generate the
reform dividend will be the highest priority for allocation of additional funding. The
Policy & Resources Committee intends to issue guidance on this matter.

Funding the Transformation — Transformation and Transition Fund

7.34

7.35

The Transformation and Transition Fund was established with an initial balance of
£26.68million, in order to recognise “the significant investment required to deliver the
public services of the future and the substantial policy agenda for the States.” The
overarching criteria to be demonstrated in any business case for use of the Fund were
set out as:

° significant long-term transformation in the delivery of services;
) evidenced and measurable benefits; and
. a return on investment.

The States have subsequently prioritised a number of programmes for funding to allow
planning work to develop and define these programmes. The original intention was
that funding be applied in order to progress programmes to the point where they are
ready to be presented to the States for approval of policy or transformation proposals
including projects of work and programme benefits (both financial and non-financial)
before moving to project delivery. However, the portfolio now contains programmes
at various stages of development from early planning (Justice and Equality Services) to
planning detailed implementation (Health and Care Services).
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7.36 The table below sets out the current balance of the Fund and all the programmes and
projects which have been prioritised along with the amounts committed to date:

Prioritised Approved

£'000 £'000
Opening balance 25,000
Transfer from Fundamental Spending Review Fund 817
Transfer from Strategic Development Fund 862
26,679
Initiatives:
Public Service Reform 1,600 1,595
Social Policy Development 750 472
Transforming Education and Training Services 2,750 1,529
Transforming Health and Social Care Services 3,500 2,791
Transforming Justice and Equality Services 750 123
Transforming Other Government Services 750 583
Civil Service Reform 750 536
People Plan 750 195
Other commitments 4,755 3,035
Balance 15,820

Review of the Transformation and Transition Fund

7.37 InJune 2018, the States approved an amendment to the Policy & Resource Plan (2017
Review and 2018 Update) which directed the Policy & Resources Committee to carry
out a review of the Transformation and Transition Fund:

a)  to re-evaluate the criteria for access to the Transformation and Transition Fund
(currently "significant long-term transformation in the delivery of services,
evidenced and measurable benefits, and a return on investment");

b) to re-evaluate the internal processes governing applications for release of
funding from the Fund;

c) to consider whether the criteria and processes surrounding the Fund are fit for
purpose, in terms of promoting timely and effective support for transformation
and transition projects across the States; and

d)  to make recommendationsinthe 2019 Budget report for any changes which may

be required to the criteria and processes surrounding the Fund, in order better
to achieve its purpose.

7.38 An online survey was designed which was distributed to all States’” members, senior
staff and non-States’ members who have been elected onto States Committees. In
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7.39

addition, interviews were held with those officers who had experience of accessing the
Fund in order to get more in-depth feedback.

Eighteen respondents completed the survey in total — eleven States’ Members, four
staff members, and three ‘other’. The results have been collated and analysed and the
Policy & Resources Committee has drawn the following conclusions:

. there is general consensus that the criterion concerning the need for “evidenced
and measurable benefits” is too rigid and that there should be an opportunity to
consider other forms of benefit apart from cashable savings. The issues cited
include the long-term nature of the benefits of transformation; the difficulty in
measuring benefits; and the challenges associated with future cost avoidance.

The Rules and Guidance Booklet produced to accompany the Transformation and
Transition Fund describes the numerous different benefit types which include
non-cashable benefits. The Policy & Resources Committee considers that the
guidance is somewhat confusing and needs clarifying to say “measurable reform
dividend which can be made up of cashable, non-cashable, quantitative and
qualitative benefits”

° respondents generally felt that the Rules and Guidance Booklet was helpful but
some indicated that the booklet would benefit from simplification.

The rules were set out to be as comprehensive as possible in light of the criticism
of not having such fulsome rules during the Financial Transformation
Programme. Given the feedback received, the Policy & Resources Committee has
asked that the rules are reviewed with a view to simplifying them as far as
possible.

However, it is also clear from the feedback received that there is a lack of
understanding and awareness from officers as to what can and cannot be funded
and how an application should be made. Therefore, it is the intention to run a
communication exercise to reinforce the purpose of the Transformation and
Transition Fund and how to access it which will be targeted at those most likely
to be supporting any applications for funding;

. the Committee also considered whether to relax the need for all three criteria to
be met by any applications for funding. However, the criteria were set to seek to
ensure that there is a valid case for investing public money in the initiative by
ensuring it delivers long-term transformation in service delivery and has
measurable benefits including some cashable benefits (although the level of
return required is not defined). Therefore the Policy & Resources Committee
would not be able to support any change. Instead it is recommended that the
rules clarify why the criteria are as they are and what each element means;
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7.40

7.41

° finally, the Policy & Resources Committee considered whether funding should
simply be allocated to Committees as part of their routine budget. The
Committee could not support this approach since it would present an increased
risk that there would be blurring of the lines between short term transformation
funding and operational business as usual and could result in an increase in the
baseline costs.

The Policy & Resources Committee believes that the exercise of reviewing the Fund
has been extremely useful and thank Deputy Yerby for the timely direction. In the
course of conducting the review, the Policy & Resources Committee has also
considered the expenditure from the Fund and what it has delivered to date.

Deputy Yerby highlighted in the explanatory note to the amendment that after three
years of operation, only £5.5million had been committed up to the end of 2017. The
table above indicates that £10.9million of the Fund has now been committed over the
first four years of PSR with the rate of expenditure increasing in line with the
development of the transformation programmes across the States.

Future Use of the Transformation and Transition Fund

7.42

7.43

The balance available to fund the remaining six years of PSR is £15.8million. There are
a number of estimated and known demands on the Fund which include:

. the Committee for Health & Social Care has indicated a requirement for
£3.1million in 2019 to run its programme and initiatives such as the Reablement
service and the Carers Action Plan. There will continue to be a requirement to
fund the transformation programme in subsequent years;

° the Committee for Education, Sport & Culture has estimated that it is likely to
require some £2million per annum for the next phase of its programme;

° funding will be required for the Justice & Equality programme, although it is not
yet possible to quantify the amounts until early work to define the programme
has been completed; and

° funding for the International Public Sector Accounting Standards (‘IPSAS’) project
of at least £1million will be required if this project is to proceed in line with the
direction of the States.

Itis therefore apparent that far from needing to speed up the rate of expenditure from
the Fund, it is likely that it will be exhausted within the next two to three years, unless
the Fund can to be topped up. The Policy & Resources Committee considers that it is
entirely appropriate that, should surpluses be generated as a result of the delivery of
cashable reform dividends, the balance on the Transformation and Transition Fund
should be replenished, enabling further investment in transformation. The Committee
would propose that it makes recommendations to the States as part of future Budget
Reports as to how surpluses are allocated between the Future Guernsey Economic
Fund, the Transformation and Transition Fund and the Core Investment Reserve to
best balance the prevailing needs and deliver best value.
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7.44

7.45

7.46

7.47

7.48

7.49

7.50

The Policy & Resources Committee is aware that the service transformation
programmes listed above are unlikely to deliver significant reform dividends in the
short-term because of their nature of and is therefore conscious of the need to balance
the requirement to invest for the long-term with the shorter term needs of delivering
savings in order to top up the Fund.

Therefore, the Policy & Resources Committee believes it vital that investment is made
in the Organisational and Service Design programme outlined in Paragraphs 7.15 to
7.21 above. In order to make the bold changes envisioned, it will be necessary to
properly resource the programme but also to make funding available for a voluntary
redundancy package should all other options of redeployment and retraining be
exhausted. This type of investment delivers significant financial benefit provided that
roles are rigorously removed from the establishment when services are re-designed. It
is therefore recommended that £8million is prioritised from the Transformation and
Transition Fund for this purpose and the Policy & Resources Committee is given
delegated authority to approve its use.

In addition, as a result of feedback from the review of the Transformation and
Transition Fund and to address the fact that there is limited funding remaining, the
Policy & Resources Committee wishes to carry out a substantial piece of work during
2019 which would involve more extensive high level analysis of all of the change
programmes to define their outcomes; how these will help deliver against strategic
objectives; what projects will be necessary in order to achieve these outcomes; the
type and quantum of benefits likely to be delivered (both financial and non-financial);
the estimated overall level of investment required to complete the programmes; and
a comparison of this against the baseline.

The outputs of this piece of work will enable the States to take an informed decision
about the cost versus benefit of the investment in transformation; enable prioritisation
of resources; and give a clearer indication of the overall funding that might be required
to complete the desired transformation.

In addition, the Policy & Resources Committee has been directed by the States,
following consideration of the Policy Letter from the Committee for Health & Social
Care titled “A Partnership of Purpose: Transforming Bailiwick Health and Care” (Billet
d’Etat XXIV, 2017) to:

“Consider, as part of future budgets, what steps, if any, are required, over and above
the transformation of health and care, to ensure the sustainability of funding for health
and care services.”

The project outlined above would model in much more detail both the future costs of
health and social care services under the current model (the ‘do nothing’ option) and
the likely impact of delivery of the Partnership of Purpose. This will then enable the
Policy & Resources Committee and the States to better understand the likely
requirement for future funding and how this might be met.

It is estimated that approximately £500,000 will be required to undertake this
important piece of work.
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7.51 Therefore, in recognition that there is a limited amount available within the Fund and,
balancing the requirement to fund initiatives that will deliver the required reform
dividend, with the need to invest in the longer-term transformation of services, the
Policy & Resources Committee is of the view that the balance of the Transformation
and Transition Fund is allocated as follows:

Initiative £m £m

Remaining Balance 15.8
Organisational and Service Design programme 8.0
Transforming Health and Social Care Services 2.5
Transforming Education and Training Services 2.0
Transforming Justice and Equality Services 0.5
Public Service Reform 0.5
International Public Sector Accounting Standards 1.0

14.5

Balance remaining 13

7.52 The Policy & Resources Committee already has delegated authority for use of the
Transformation and Transition Fund. However, these are not sufficient in all cases and
therefore, the Policy & Resources Committee is recommending:

° an increase of £1.8million to £5.3million in its delegated authority to approve
funding from the Transformation and Transition Fund for Transforming Health
and Social Care Services;

° an increase of £750,000 to £3.5million in its delegated authority to approve
funding from the Transformation and Transition Fund for Transforming
Education and Training Services;

° an increase of £500,000 to £2.1million in its delegated authority to approve

funding from the Transformation and Transition Fund for Public Service
Reform.
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Section 8: Expenditure Proposals

Cash Limits

8.1

8.2

8.3

8.4

The Policy & Resources Committee must decide on an annual basis the level of funding
to be allocated to the overall Cash Limit. The exercise is based on the previous year’s
Cash Limit (£377.8million), adjusted for changes which affect the base level of funding.
For 2019, this comprises:

° a reduction of £225,000 in relation to the Committee for Education, Sport &
Culture’s Cash Limit in respect of the final year of implementation of changes to
the grants to the Colleges agreed in 2011;

° an increase of £8.7million as the estimated additional 2019 expenditure on the
Income Support scheme which was introduced in July 2018, so 2019 is the first
full year of operation. The net cost of the scheme is an additional £2million in
2019 as the additional expenditure is offset by an increase in social housing
rental income received of £6.7million;

. an increase of £3million due to the treatment of rental income received from
properties managed by the Property Services section as General Revenue income
instead of operating income within the States’ Trading Supervisory Board
budget. This will ensure that the amount of funding available to the States’
Trading Supervisory Board to administer the property portfolio including routine
maintenance is not adversely impacted if a rental property is vacant and ensures
that decisions regarding property usage (including whether to dispose of a
property) are made in the best overall interests of the States; and

° an inflation allowance of £9.3million based on June 2018 RPIX.

Therefore, the 2019 overall starting base for allocating to Committees as initial Cash
Limits is £398.6million. Committees seek to prepare a budget within this initial Cash
Limit. However, if a Committee is unable to do so, it will submit appropriately detailed
requests for additional allocation to fund expenditure pressures and service
developments to the Policy & Resources Committee.

As set out in Section 1, after a rigorous review and prioritisation exercise, and extensive
dialogue with Committees, the Committee is of the view that, in light of the overall
financial position of the States, the increased real-terms’ allocations to Committees to
address expenditure pressures and service developments is appropriate.

In recommending the individual Cash Limits for 2019, the Policy & Resources
Committee is making an allowance for a total of £6.1million for additional expenditure
pressures and service developments. This is £2.9million higher than the allowance
included in the MTFP which was £3.2million comprising £1.6million in respect of the
ending of the transfer from the Solid Waste Trading Account to General Revenue
(States’ Trading Supervisory Board); and £1.6million for other expenditure pressures.
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8.5

8.6

8.7

Therefore, the overall recommended 2019 Cash Limits total £404.7 million as
summarised in the table below:

£m
2018 Cash Limits 377.8
Less allowance for late delivery of FTP Targets (0.2)
Implementation of income support scheme 8.7
Change in treatment of Property Services rental income 3.0
Reflate 2018 Cash Limits using June 2018 RPIX (2.4%) 9.3
2019 ‘Base’ Cash Limits 398.6
Allowance for expenditure pressures 6.1
2019 Recommended Cash Limits 404.7

Individual Committee 2019 Cash Limits take account of adjustments for budget
transfers; cyclical and one-off items; inflation allowances, and other adjustments.
including:

° the transfer of responsibility for the expenditure budgets (£794,000) for support
to the Guernsey Employment Trust and grant to Guernsey’s Rural Occupational
Workshop from the Committee for Health & Social Care to the Committee for
Employment & Social Security;

. a small number of other low value inter-Committee transfers where
responsibility for a service has transferred between Committees;

° transfers from the Budget Reserve for all settled pay awards (£5.6million);

° an inflation allowance on non-pay costs for certain specific contracts and utilities’
costs (£1.3million);

° a small number of cyclical, one-off and other low value items.

Within their agreed Cash Limits, Committees have to consider very carefully their own
priorities within their mandated responsibilities. The Policy & Resources Committee
does not suggest cash limits for particular services and does not seek to ‘micro-
manage’ individual Committees’ budgets, as this is the responsibility of the
Committees concerned. Whilst there is a limited amount of funding available within
the Budget Reserve for unanticipated / contingency / ‘emergency’ expenditure where
there is a clear business case or demand / cost pressures; it is the expectation that
Committees should first have comprehensively reviewed their existing budgets in
order to reprioritise and accommodate any additional expenditure.
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8.8

8.9

8.10

The recommended Cash Limits for 2019 are detailed in the following table and further
detail of the funding allocated to each Committee is set out below. (Full line by line
details of the 2019 budgets are included as Appendix Il):

2019
Note Revenue 2018 Restated
Cash Limit Cash Limit
£'000s £'000
Corporate Services (Policy & Resources) 1 29,050 27,110
Economic Development 6,040 6,235
Education, Sport & Culture 2 78,350 73,925
Timing of delivery of budget reductions (3,620) -
74,730 73,925
Employment & Social Security 3 12,070 11,919
Environment & Infrastructure 4 12,255 11,975
Health & Social Care 5 119,470 114,621
Home Affairs 6 31,400 29,825
Timing of delivery of budget reductions 300 -
31,100 29,825
Policy & Resources 7 8,830 8,400
Scrutiny Management 8 531 547
Development & Planning 1,410 1,340
Overseas Aid & Development 9 2,960 2,960
States’ Trading Supervisory 6,210 4,530
Royal Court 10 2,570 2,535
Law Officers 11 5,055 4,475
States of Alderney 1,875 1,840
Pooled Budget 12 506 -
TOTAL NON-FORMULA LED 314,662 302,237
Policy & Resources — Formula Led 1,935 1,900
Employment & Social Security
Formula Led 75,885 65,020
TOTAL FORMULA LED 77,820 66,920
BUDGET RESERVE 12,238 11,683
404,720 380,840

Corporate Services (Note 1) — Corporate Services are those provided to and on behalf
of the entire organisation and comprise Assurance and Risk; Communications; Finance;
Human Resources; Information Systems & Services; Insurance; Procurement, Shared
Services Centre and Tribunals. The recommended Cash Limit includes an inflation
allowance of £95,000 for IT contracts. In addition, ongoing funding of £453,000 has
been included for: additional capacity in the procurement team in order to deliver
budget reductions (£260,000), enhancing organisational performance reporting and
monitoring (£86,000 in 2019, £132,000 per annum thereafter); meeting statutory
corporate health & safety requirement (£57,000); and cross-organisation business
continuity capability (£50,000).

Committee for Education, Sport & Culture (Note 2) — The Committee for Education,
Sport & Culture has a budget reduction outstanding of £3.62million for which plans are
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in place for delivery in 2020 and subsequent years. Therefore, funding from the
General Revenue Account Reserve has been made available in 2019 to recognise the
timing of the delivery of the budget reduction.

The recommended Cash Limit of £74.73million includes an inflation allowance of
£280,000 for specific contracts and utilities expenditure; and £335,000 of a total
request for additional funding of £600,000.  The shortfall compared to requests
(£265,000) represents approximately 0.35% of the Committee’s total budget and it is
expected that, given that full allowance has been made for the anticipated non-
delivery of the budget reduction, the Committee would examine and reallocate its
budget in order to fund the balance of the requests should it consider they are
priorities.

Committee for Employment & Social Security (Note 3) — the Cash Limit of
£12.07million includes specific funding of £70,000 for increased expenditure on
uniform and educational grants as the introduction of the Income Support scheme has
resulted in more families being eligible to claim.

In November 2013, following consideration of the Disability and Inclusion Strategy
(Billet d’Etat XXII, 2013), the States agreed to make available funding from the Budget
Reserve of up to £250,000 to be used for projects as part of the initial implementation
of the Strategy. It is anticipated that this allocation will be exhausted in 2019 and
additional funding will be required to fund initiatives on the work to progress this
strategy and the development of multiple-grounds’ protection against discrimination.
The Policy & Resources Committee will, following consideration of suitably detailed
requests, make project funding available from the Budget Reserve in 2019 and
subsequent years to progress strategic priorities in respect of these elements of social
inclusion within the mandate of the Committee for Employment & Social Security.

In November 2013, the States also resolved:

“To approve, in principle, the establishment of an equality and rights organisation,
based on the Paris Principles, but defer the implementation of such an organisation
dependent on:

a. abusiness plan being developed stating in detail the functions, staffing resources,
costs and charges for such an organisation; and

b. any additional funding required being available and the States having given
priority to the establishment of an organisation through any prioritisation
process in effect at that time.”

As part of its budget submission, the Committee for Employment & Social Security
indicated that the establishment and annual operating costs of an Equality and Rights
Organisation could be in the region of £500,000 and requested that appropriate
provision be made within the 2019 Budget Reserve. However, in line with the 2013
States’ resolutions the States have not yet been requested to give priority to the
establishment of this organisation and allocated funding, therefore, no budgetary
provision has been made.

65



2019 BUDGET REPORT

8.16

8.17

8.18

8.19

8.20

8.21

8.22

Within Formula Led expenditure, a lower than expected number of claims for Income
Support has offset additional expenditure pressures arising from the inclusion of
allowances for household waste charges in the scheme.

As set out in its Policy Letter entitled “Non-Contributory Benefit Rates for 2019”, the
Committee for Employment & Social Security is proposing a real-terms’ increase in the
benefit limitation which has a recurring cost of £330,000 per annum. As set out in its
letter of comment, the Policy & Resources Committee would usually be of the view
that it would be inappropriate to implement a further real-terms’ increase in the
benefit limitation in advance of the States agreeing a policy regarding the benefit
limitation level. In light of the compelling case made by the Committee for
Employment & Social Security and the costs of Income Support being lower than
modelled for 2019, the Policy & Resources Committee supports the proposal to
increase the ongoing baseline cost of the Income Support scheme by raising the benefit
limitation to £750 in 2019 and has allowed an additional £330,000 to cover the
estimated cost of this discretionary policy change.

Overall, Formula Led expenditure has increased by approximately £400,000 in real-
terms compared to that anticipated with a substantial real-terms’ increase (£670,000
/ 11.5%) in Severe Disability Benefit and Carers’ Allowance. This is due to increasing
demand arising from legislative changes; promotion of the benefit; and an ageing
population. However, this additional expenditure is being partially offset by a decrease
in the cost of Concessionary TV Licences due to the phased transfer of payment to the
BBC.

Committee for the Environment & Infrastructure (Note 4) — In September 2014, the
States agreed that the General Revenue funding for dairy farm management payments
should be reduced by £1million in five equal steps over a five year period (2015 —2019).

The funding agreed by the States in July 2015 (Billet d’Etat XIV, 2015) to implement the
Integrated On Island Transport Strategy covers both revenue and routine capital
expenditure; and, depending on which initiatives are planned to be progressed, the
specific amounts allocated to these budgetary headings will vary between years. The
2019 Cash Limit includes a reduction of £75,000 in this respect.

Committee for Health & Social Care (Note 5) — The suggested Cash Limit is
£119.47million which includes an additional inflation allowance of £530,000 in respect
of Off Island care and medical supplies and specific additional funding of £2million for
several cost/income pressures being experienced and service developments including
the restructuring of ward provision to provide an additional medical ward (£370,000);
to address general pressures as a result of the ageing demographic (£306,000); and the
introduction of a programme to increase the number of student nurses being trained
locally (£300,000). The Committee for Health & Social Care has identified £945,500 of
savings which will be delivered in 2019 and its budget will be reduced accordingly.

The Committee for Health & Social Care has identified an increased risk, at least for
2019, regarding the recruitment and retention of skilled nurses and allied health
professionals from off-island due to a combination of factors including a general
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decline in numbers of qualified staff; more attractive packages available in other
jurisdictions; and uncertainties arising from Brexit. This is also resulting in upward
pressure on agency rates due to increased demand. If this results in expenditure
exceeding budget then an application can be made for in-year funding from the Budget
Reserve.

In 2017, the Committee for Health & Social Care accepted the application of an ongoing
1% reduction in its budget, amounting to £1.19million which was possible as there
were a number of managed vacancies being carried. The Committee for Health &
Social Care advised that it was intending to assess all vacant posts by early 2018 in
order to rebase the overall establishment. Therefore, as there was uncertainty as to
whether these vacancies needed to be filled, the Policy & Resources Committee gave
an assurance that it would use its delegated authority to transfer from the Budget
Reserve to the 2018 budget of the Committee for Health & Social Care, the maximum
sum of £1.19million should a cost pressure arise as a consequence of the Committee
for Health & Social Care recruiting to a significant number of its vacant posts.

The Committee for Health & Social Care has advised that the assessment of all vacant
posts has commenced but has not yet been completed. Therefore, the Policy &
Resources Committee gives an assurance that it will use its delegated authority to
transfer from the Budget Reserve to the 2019 budget of the Committee for Health &
Social Care, the maximum sum of £1.19million should a cost pressure arise as a
consequence of the Committee for Health & Social Care needing to recruit to a
significant number of its vacant posts. However, it is imperative that the rebasing of
the overall establishment is completed by mid-2019 in order to inform the 2020 Cash
Limit setting process as this is not considered to be a sustainable approach to
budgeting.

In 2016, additional budget, in excess of the Fiscal Policy Framework limit, of
£8.2million, was made available to the Health and Social Services Department on a
temporary basis. This was in order to fund the existing service model while whole
system transformation was being designed and tactical, productivity and efficiency
savings being planned and delivered in line with the BDO Costing, Benchmarking &
Prioritisation Report (contained as Appendix Il to the Annual Budget for the States for
2016 [Billet d’Etat No. XIX of 2015]). Due to significant political and civil service
changes experienced in 2016 and a consequent delay in initiating the transformation
programme, a similar amount was required in 2017. In 2016, the States agreed that
no grant be made from General Revenue to the Health Service Fund in 2017 in
recognition of the funding challenges being faced in the respect of health and social
care services and while work was underway to examine the future funding of health
and social care.

The Committee for Health & Social Care was able to reduce its budget for 2018 by
f£3.6million (3%). Therefore, in recognition that there was still a continued
requirement by the Committee for Health & Social Care for f£4.6million of the
temporary additional funding, the States agreed that no grant would be made from
General Revenue to the Health Service Fund in 2018.

67



2019 BUDGET REPORT

8.27

8.28

8.29

8.30

8.31

8.32

8.33

As set out above, the recommended 2019 Cash Limit for the Committee for Health &
Social Care includes a real-terms’ increase in funding. Therefore, since work is ongoing
to consider the future model for funding the services currently provided from the
Health Service Fund (as set out in paragraphs 9.22 to 9.26), no grant will be made from
General Revenue to the Health Service Fund in 2019. The grant is calculated at 12% of
the contributions collected for that Fund and would have totalled £5.1million in 2019.

This recommendation is being made given that, according to the most recent actuarial
valuation of the Fund, the Health Service Fund contributions are above the break-even
level with the balance of the Fund expected to grow from 2.6 times cover in 2014 to
3.3 times cover at the end of the projection period in 2030. This is in contrast to the
Guernsey Insurance Fund and the Long Term Care Fund which are expected to spend
in excess of the contributions collected under those schemes over the valuation
period.

As set out in paragraph 9.24, the Policy & Resources Committee, the Committee for
Employment & Social Security and the Committee for Health & Social Care anticipate
submitting a joint Policy Letter in early 2019 which will seek approval for the transfer
of policy and operational control for the £43million of services currently provided
through the Guernsey Health Service Fund from the Committee for Employment &
Social Security to the Committee for Health & Social Care. This will also propose that
the contributions collected are paid into General Revenue and thus there would no
longer be a requirement for a grant to be paid from General Revenue to the Health
Service Fund.

Committee for Home Affairs (Note 6) — The Committee for Home Affairs has a budget
reduction outstanding of £450,000 for which plans are in place for delivery of £150,000
in 2019 with the balance of £300,000 anticipated to be delivered in 2020 and
subsequent years. Therefore, funding of £300,000 from the General Revenue Account
Reserve has been made available in 2019 to recognise the timing of the delivery of the
balance of budget reduction.

The recommended Cash Limit includes specific additional funding of £866,000 for the
operation of the Guernsey Data Protection Authority and to develop the capacity and
capabilities necessary to meet the requirements of the new Data Pr