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1 Summary

1.1 At the Council meeting of the 12th July a motion was agreed to undertake a review of
SDEN. A copy of the motion as passed is included at Appendix A, the motion specifically
references allegations made about the initial model and also the need to look at future
financial sustainability. Subsequently, the Chartered Institute of Public Finance and
Accountancy (CIPFA) were commissioned to undertake this review. CIPFA is a
professional body and has a great deal of experience in this area.  CIPFA has examined
the financial management of a range of Council owned companies and joint ventures –
indeed they recently presented guidance on this issue at the SOLACE conference in
October 2021. Whilst they are not able to provide details of each review undertaken, the
team examining SDEN has looked at the management of district heating schemes
elsewhere.

1.2 The Review was intended to inform the Council’s oversight of SDEN.  CIPFA has
recommended improvements to the governance and oversight of SDEN.  This report sets
out the Council’s response to those recommendations.
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SDEN Review

2 Recommendation(s)

2.1 To note the CIPFA review attached as Appendix B.

2.2 To note the outcomes to the next steps proposed by CIPFA outlined in paragraphs 3.6 to
3.14.

2.3 To refer the report and recommendations in relation to financial sustainability to the SDEN
Board so they can review and incorporate it into its future Business plan for future
reporting to SSB.

2.4 To agree to the Council reducing the interest charged on its loan to SDEN in line with the
subsidy option available and outlined in 3.14.

2.5 To note the actions being taken to improve project governance in relation to major capital
projects and which have been reported to the Audit and Governance Committee.

2.6 To agree where delegation is given to officers, the outcomes of that delegation are
reported back to the Committee who gave the delegation as per para 3.12.
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3 Background and Key Information

3.1 The Sutton Decentralised Energy Network (SDEN) is a heat distribution network currently
utilising heat generated from the existing Landfill Gas engines and in future an Energy
Recovery Facility at Beddington to supply sustainable low carbon heating and hot water
to households and commercial premises. The project is part of the Council’s ambition to
achieve net zero carbon emissions. Phase 1 of the project covers the New Mill Quarter
(formerly the Felnex estate development) and subsequent phases would extend the
network to other areas of Sutton, and possibly, neighbouring areas. This review was
focused on SDEN as per the terms set out in the agreed motion.

3.2 The scope of CIPFA’s review, as specified in the terms of reference agreed by the
Council, was to focus on the investment for phase 1 of the project and the initial decision
to invest. The review also looks at the ongoing financial sustainability of the company. As
set out in the most recent Business Plan reported to the Sutton Shareholdings Board the
level of return expected over 25 years had reduced to 5.69% from the initial forecast of
9%.

3.3 CIPFA had access to a range of key information relating to the project and the company.
They have also interviewed a range of officers, elected members and other key
stakeholders. The details of those who have contributed to the review are included in
Appendix B.

3.4 The review was split into 2 parts. The first section looked at financial sustainability and
makes recommendations of areas that should be looked at in order to improve the
financial sustainability of the Company. The second section focuses on learning lessons
from the business case process.

3.5 When the company was set up, the issues around council owned companies and the
issues around decentralised heat networks were (and remain) complex in terms of
governance and accountability.

3.6 The report has noted that the financial model was inevitably founded on a number of
assumptions.  With hindsight, many of those assumptions have proved to be optimistic
with clear consequences for the company.  The review has not found evidence that there
was any wrongdoing underlying that optimism or any other facet of the company.  It is
also clear that there are some governance issues which should be addressed in this
context.

3.7 The focus of this report is to outline the proposed response to the next steps as set out in
the CIPFA review.

3.8 Next Steps

3.9 Strengthen the leadership and oversight of SDEN by appointing full time directors
as well as non-executive directors (NEDS) to the Board - SDEN has already started
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the process of recruiting two independent NEDS to provide a wider expertise and
experience to the Board. There is also now a full time Operations Manager who is also an
Executive Director on the Board. The Council will also review the role of the 2 Council
Directors on the Board to ensure they have the capacity to perform the role. Alongside
this, the level of strategic finance support to the Board is being reviewed to ensure it is
adequate.

3.10 Adopt the ‘five case business case model’ advocated by HM Treasury for further
phases - this approach will be taken for future phases. This has also been built into the
council's programme management tools to ensure it is used for large and complex
business cases. There is a report that was presented to the 25th October Audit and
Governance meeting which gave an update on a range of improvements that have been
made to the project and programme management of the Capital programme.

3.11 It is also clear from the work done that given the complexity of this project and the range
of possible outcomes that it would have been more appropriate to have a range of
possible financial outcomes to help inform the decision making decision. The financial
outcomes can then be set alongside the policy objectives of the decision.

3.12 Strengthen scrutiny of the Council’s companies by briefing members on the
lessons learnt from phase 1 - The complexity of this project was greater given it
involved a Company owned by the Council. The SSB is well established and provides
clarity about how the shareholder role is performed by the Council. Looking back it does
appear there was some confusion over the ongoing role of the HEB committee and the
role of SSB in the project and scrutiny of the financial model. In the future, in order to
ensure clarity about decision-making and delegation,  it is recommended that any
delegation to officers is reported back to the next appropriate meeting of the committee
that has delegated the decision.

3.13 Develop an up-to-date business plan that sets out the steps required to stabilise
phase 1 of the project and timeline for consideration of future phases - a) develop a
new financial model for SDEN phase 1 that includes a balance sheet/cash flow
statement as well as a profit and loss account - work is underway to update the model
and ensure it can be used for both reporting and decision-making by the Board as well as
SSB. This will be reported back to the next SSB.

3.14 b) Consider the suitability of the options presented for strengthening the shorter
term financial resilience of SDEN - It is clear from the analysis done by CIPFA that
without action the company will require financial support from the council. It will be for the
SDEN Board to consider the range of options presented in the report and bring back any
proposals that require shareholder approval to SSB. The options that require the
Council’s approval relate to the loan funding terms. The initial loan terms were a 6%
interest rate with a 25 year term.

The terms of the loan  have previously been discussed at SSB.   The Council has
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received legal advice that the interest rate from the Council to the company can be
reduced. The maximum reduction is £315,000 over a 3 year period. The current terms
with an interest rate of 6% result in an annual fixed payment of £240,740 which covers
interest and principal repayment.

The proposal is that the interest is reduced to 2%  which would still cover the Council
costs of borrowing. This would reduce annual costs of interest and principal to £157,629.
Therefore the subsidy (formerly known as “State Aid”) would be within the limits allowed
of £115,000 a year.  The interest and principal repayment would reduce from £240,740 to
£157,629. The report recommends this decision is made initially for a 3 year period which
would clearly improve the financial position of the company and has a minimal impact on
the council's financial strategy, as no budget has been assumed for the margin made on
the loan. The CIPFA report confirms, if adopted for the full period of the loan, that this
option significantly improves the cash flow position of the company and this change takes
the positive cash flow to £1.053m.

3.15 Explore the long term strategic direction for SDEN. These should include the
following options:

● Do nothing
● To sell SDEN
● To establish a Joint Venture with the private sector
● To invest in further phases and retain the council’s 100% shareholding

3.16 SDEN has been working on further phases and progress has been reported to SSB. The
work to enhance the skills and experience on the Board should provide more capacity.
Any proposals will be reported to the next meeting of SSB. The short term actions to
manage the financial position should help provide more time to assess future options.

Equalities Implications

3.17 There are no material equalities implications resulting from the recommendation(s) of this
report.

4 Finance and Legal Commentary

Finance Comment

4.1 The Council is a 100% shareholder of SDEN and therefore its financial sustainability has
to be incorporated into the Council’s financial planning. The Council has an annual net
budget of over £150m and unallocated reserves of over £8m.

4.2 The Council has funded SDEN through a loan and the loan outstanding is £2.88m.
Repayments are due to start and interest due in the next financial year.
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4.3 The report recommends the council reducing its interest rate charge from 6% by using the
Minimal Financial Assistance option which is part of the UK subsidy control bill. This
allows a £315,000 discount over a 3 year period. The interest received has not been
factored into the council’s revenue budget. This could be applied every 3 years which has
a significant impact on the company's cash flow and profitability. The minimum
requirement from the council would be that it covers the costs of the loan. The proposal is
set out in paragraph 3.14. Reducing the rate of interest would mean the council accepting
a reduction of £83k per annum in payments.

Financial Risks

4.4 Any losses incurred by the company would ultimately have to be covered by the
shareholder. As set out given the levels of reserves and balances there is no immediate
need to inject further cash from the council or set aside any funding.

4.5 Any further expansions would need to be subject to detailed business cases and separate
reports.

Legal Comment

4.6 The loan between the Council and SDEN is a market transaction and the arrangement is
subject to subsidy control. Section 29 of the European Union (Future relationship) Act
2020 incorporates into UK law the EU-UK Trade and Cooperation Agreement (TCA).
Article 364 of the TCA permits the Council to provide SDEN with approximately £325,000
of subsidy over any period of three fiscal years without this being subject to subsidy
control requirements. This allowance is the total 'de minimis' subsidy which SDEN may
receive from all public sector sources over that period. The UK government has published
the Subsidy Control bill which when enacted will rename 'de minimis' as Minimal Financial
Assistance (MFA) and slightly reduce the maximum MFA to £315,000 over any period of
three fiscal years or £105,000 per financial annum.

Legal Risks

4.7 A local authority company must always act within both general companies legislation and
relevant provisions pertaining to local authority trading and commercial activity. Liabilities
could arise for both the local authority and the company if this is not the case. Although
the powers and governance of SDEN have not been the primary focus of the CIPFA
review, no points of concern on these specific points have been highlighted.

4.8 The CIPFA review has not highlighted any areas of specific unlawfulness.  As outlined
elsewhere in this report, there are improvements that can be made to governance
processes which are included in the recommendations.
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5 Appendices and Background Documents

5.1 Appendices

Appendix Letter Appendix Title

A Council Motion

B CIPFA report

5.2 Background Documents

Date of Expiry Background Document

6 Consultations

Consultees Yes/No Officer Date of
Comments

Finance Yes Victoria Goddard

Assistant Director - Finance

21/10/21

Legal Yes Tim Martin

Monitoring Officer

21/10/21
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Appendix A

Motion as amended

Council notes that Sutton Decentralised Energy Network (SDEN) was created as a heat
recovery network in 2016 initially to provide hot water and heating to houses in the New Mill
Quarter area of Hackbridge with potential to expand to serve other local developments.

Council approves of the reason for establishing SDEN, namely to reduce the borough’s
carbon footprint and making renewable energy resource available to local people. Council
also acknowledges any profits from the scheme will be reinvested to benefit the residents of
the borough such as measures to address fuel poverty.

Council regrets that due to the problems that SDEN has experienced and the subsequent
considerable change to forecast revenue and increased overhead, no profits have yet arisen
to be reinvested to address the issues as mentioned above. Council also regrets that many
residents of New Mill Quarter have experienced circa 20 heating and hot water outages at
the coldest times of the year in the last twelve months and is continuing to work with Barratts
to address this.

Council notes the allegations by members regarding the financial modelling for SDEN, and
this model needing to achieve a 9% return on investment of the capital employed, as
reviewed by KPMG, for the Council to obtain the necessary funding.

Council notes the  allegation that 9% was never achievable as a return from this project as in
order to achieve this, the Council’s solution was to add extra buildings which could not be
accommodated on the New Mill Quarter site, therefore artificially increasing the demand to
make the project viable. In addition, Council also notes the allegations that KPMG were not
fully informed and not aware of all the material facts when assessing the financial model.

Such allegations harm the council’s reputation, and that of its companies and officers, so
Council resolves to ensure complete transparency and accountability so that the borough’s
residents and taxpayers can have confidence that all relevant information was passed to
independent third parties and there is full integrity in the modelling of SDEN as a going
concern.

Council therefore undertakes in order to remove any concerns regarding the above by
initiating an independent investigation and audit into these allegations and SDEN’s future
financial sustainability at the earliest opportunity.

Appendix Page 1

Page 9 Agenda Item 7



This page is intentionally left blank



Copyright © CIPFA 2020 protected under UK and international law

The Chartered Institute of  

Public Finance & Accountancy

1

Sutton Decentralised Energy Network: 
Financial Sustainability 
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The existing network is part of a wider project

The scope of CIPFA’s review, as specified in the terms of reference agreed by the 

Council, was to focus on the investment for Phase 1 of the project. It is important 

to note, however, that it is part of a bigger initiative. Having previously approved 

the plans for the construction of the Energy Recovery Facility at Beddington, the 

Council intends to expand SDEN’s hot water network to other locations in order to 

utilise the waste heat generated. 

When considering the outcomes of this review, it is important to take into 

account that Phase 1 is only part of a bigger initiative.

The Sutton Decentralised Energy Network (SDEN) is a heat distribution network utilising heat generated from existing Landfill Gas 

turbines and then an Energy Recovery Facility at Beddington to supply sustainable, low carbon, hot water to households and commercial 

premises. The project is part of the Council’s ambition to achieve net zero carbon emissions. Phase 1 of the project covers the New Mill 

Quarter (formerly the Felnex estate development) and subsequent phases would extend the network to other areas of Sutton  and, 

possibly, neighbouring areas. The network at New Mill Quarter is not yet fully connected to the site at Beddington.
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Approach
Terms of Reference
A. To review the reasonableness at the time of the assumptions in the final financial model which led to the decision to invest in SDEN. The review 
should cover the full financial model and the resulting rate of return achieved. It should have particular focus on the allegations that have been 
made about the specific assumptions below:

■ The number of residential dwellings
■ The inclusion of a Care Home in the model
■ The level of energy consumptions assumed
■ The inclusion of RHI income in the model.

In addition, the review should cover any conflicts of interest within the decision-making.
B. To review the latest financial projections for SDEN and make recommendations on actions that could be taken to ensure the continued financial 
sustainability of the company.

Interviews and written submissions
In addition to our review of documentation, our analysis is based on feedback from the following:
• G Almeroth, former Section 151 Officer
• H Bailey, Chief Executive
• A Cherrington, Head of Economic Renewal and Regeneration
• N Cole, Director, KPMG
• T Crowley, Councillor
• M Fernandez, SDEN Director
• N Garratt, Councillor
• S Gordon, Councillor
• C Gray, Councillor
• L Horrox, Chair Hackbridge and Beddington Corner

Neighbourhood Development Group
• S Latham, Interim Strategic Director Environment, Housing 

and Neighbourhoods

• T Martin, Monitoring Officer
• N Mattey, Councillor
• J McCoy, Councillor
• D McIntyre, Operational Manager and SDEN Director
• M Morrisey, former Strategic Director of Environment, Housing

and Regeneration
• O Oweka, Capital and Commercial Finance Manager
• C Rhodes, SDEN Director
• R Simpson, Strategic Director of Resources and Section 151 Officer
• S Vestey, NMG RA Chair
• S Woodward, SDEN Project Director
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Financial Sustainability

This section examines:
• The impact on the cumulative cashflow of removing the Renewable Heat Incentive funding
• The uncertainties in forecasting inflationary pressures
• The possible impact of different options for strengthening financial resilience in the shorter term
• The need to strengthen the leadership and oversight of SDEN
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Financial sustainability of Phase 1
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Cumulative cashflow after interest and debt repayment

The current financial model for Phase 1 of SDEN shows a cumulative cash flow that reaches £720,000 by 2040-41 (see below). The cash flow includes the repayment 

of debt and interest to the Council.  The cashflow was relatively flat between 2016-17 and 2019-20 due to the reliance on the Barratts energy centre and because the 

loan repayment had not begun. The cashflow is then expected to remain negative once the site is fully operational until 2022-23 whilst the dwellings are built and 

becoming occupied. The subsequent positive cashflows will then enable the cumulative cashflow to become positive from 2033-34 onwards. On this basis, Phase 1 of 

SDEN is not financially sustainable until 2033-34 without further financial support from Sutton Council.

The financial model is inevitably 

based on a number of 

assumptions. Of these, the critical 

assumption is that SDEN would 

receive Renewable Heat Incentive 

funding from central government.  

The scheme is no longer eligible 

under this scheme. Whilst it is 

possible that some funding might 

be available against any  future 

scheme, CIPFA does not 

consider this a prudent approach to financial forecasting. Once this funding is removed from the model (see above) the cumulative cashflow from Phase 1 drops 

significantly and remains negative (at -£609,000) by 2040-41. Without RHI, the financial support SDEN will require from Sutton Council increases significantly.

Cumulative 
cashflow: 
£720,000

Cumulative 
cashflow:     
- £609,000
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Financial sustainability of Phase 1
The current financial model for Phase 1 of SDEN rightly assumes that costs and revenues will 

change over time due to inflationary pressures. Forecasting such pressures is difficult – gas 

prices, for example, fell in the last few years but are currently increasing significantly. 

As fixed costs and fixed revenues are broadly commensurate each year, changes in the 

anticipated inflation rate make very little difference. As the model shows a gross variable margin 

of up to 505% between variable revenues and variable costs each year, however, changes in the 

variable rate have a significant impact.

Based on data from the Laser Energy Group (obtained by the Council prior to the recent gas price 

increases), one option1 in the current model provided by the Council uses the ‘high’ forecasts for 

gas prices for variable revenue and for 71% of variable costs and the ‘low’ forecasts for electricity 

on the remaining 29% of variable costs. From 2033-34 onwards, as the Laser Energy Group 

projections do not extend this far, the model assumes 3% on all variable costs and revenues.

The difference in the indexation rates applied to variable revenues and variable costs would 

increase the gross variable margin from 505% to 555% in 2040-41. 

As SDEN operates a ‘fair pricing policy where heat charges are set to offer price parity and 

where possible a cost saving against the alternative whole life cycle cost of heat that each 

customer would otherwise pay’ the financial risks and opportunities from market fluctuations 

rest with the company. © LASER Energy Buying Group

1  There is another option in the model to increase variable revenues and costs by an extra 11% in 2023 and again in 2024 to compensate for the earlier price freeze. This option is modelled later 
in our analysis. 
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The figure shows the impact of changes to the anticipated inflation rate for variable revenues and variable costs. The black line represents the existing projections in the current 

model (without RHI). Each of the lines shows the impact of different inflation rates. For simplicity, we applied the same rate to variable revenues and variable costs, so that the 

variable gross margin would not change. We kept the indexation of fixed costs and fixed revenues at 1.8%.

The red lines indicate those rates where the cumulative cashflow remains negative beyond 2040-41, the green where it is positive by 2040-41. Higher rates than those in the Laser 

Energy Buying Group forecasts will reduce the financial pressures; lower inflation rates will increase the need for financial support from the Council.
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Financial sustainability of Phase 1
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Assuming that all forecast revenues and 

costs were accurate, the graph confirms 

that variable revenues and variable costs 

would need to increase by an average of 

5% each year in order for Phase 1 to 

achieve a positive cumulative cashflow by 

2040-41.

Cumulative Cashflow after interest and debt repayment

Current financial model 
with RHI removed
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Financial sustainability of Phase 1
There are a number of options to improve financial resilience in the shorter term. As 
this is Phase 1 of a larger scheme, however, longer-term financial sustainability of 
SDEN will depend on the strategic decisions for the project as a whole.
On the assumption that forecast costs and revenues remain unchanged and the 
inflation rate remains as modelled, we examined three options for improving 
cumulative cashflow:
1. Increase tariffs by an extra 11% in 2023 and again in 2024 to compensate for 

earlier price reductions1.
2. Cut fixed costs by, for example, 5%.
3. Change the debt repayment schedule by treating part of the loan as minimal 

financial assistance2. This change confirms with state aid rules, but would mean 
each annual payment to the Council would be reduced by £83,111 for 25 years 
(amounting to nearly £2.08 million).

1. Increase tariffs 
charged by SDEN

2. Cut costs of SDEN 3. Revise the funding available 
to SDEN

Increase tariffs by an 
extra 11% in 2023 
and again in 2024

This may require a 
change in pricing 
policy and would 
increase customer 
dissatisfaction

Seek to negotiate a 
5% saving in fixed 
costs

Such reductions are 
likely to be difficult 
to achieve on 
existing contracts

In line with legal advice on 
MFA2, reduce the annual 
repayment to the Council 
from £240,740 to £157,629

(£1,000,000)
(£800,000)
(£600,000)
(£400,000)
(£200,000)

£0
£200,000
£400,000
£600,000
£800,000

£1,000,000
£1,200,000

Increase 
tariffs

The reduction of £83,111 
each year would , in effect, 
reduce the interest rate from 
6% to 2%

Use MFA

Cut fixed costs

Cumulative cashflow after interest and debt repayment

Notes: 1 The option of an 11% increase in 2023 and 2024 is based on the proposal in the latest financial model to index gas costs back up to levels prior to reduction.
2 The Council has sought legal advice that indicates minimal financial assistance of up to £105,000 can be provided each year without breaching state aid rules

Current financial model 
with RHI removed

£1,053,000

£351,000

-£245,000

-£609,000

Position by 2040-41
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Financial sustainability of Phase 1

Our analysis is based on the latest financial model as set out in the spreadsheet ‘Sutton Financial Model Phase 1 – 2021-22 Final Business Plan 
Version’. The spreadsheet is complicated with 23 separate tabs. We have not validated every figure in the spreadsheet and there is a need for a 
clearer, simpler financial model to be developed.

SDEN’s asset has been ‘in the course of construction’ and no depreciation has yet been charged. We discussed with the Council the feasibility of 
amending SDEN’s proposed depreciation policy so that it reflects the anticipated lifespan of the asset. This would improve the profitability of the 
company in the financial model, but we have not modelled this as it has no impact on the cumulative cashflow.

The SDEN business plan for 2018 to 2021 is out of date and does not adequately address the financial or operational issues currently facing the 
company.

We found it difficult to identify a clear and consistent strategic direction for SDEN from those we interviewed. The recently appointed Operational 
Manager is engaging with such issues, but the company directors do not appear to have the time required to develop a clear business plan.

Improving the financial sustainability of SDEN involves not only addressing the financial issues identified, but also investing the resources needed to 
strengthen its leadership.
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Learning lessons from the business case process

This section examines:
• The business case process
• The assumptions in the 2017 model
• Questions of conflict of interest or optimism bias
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Business Case Process: Key Dates 

S&R – 15th October 2012
Establishment of a Task and Finish Group to consider options for a Decentralised Energy Network.

HEB - 3rd March 2015
Accepts the ‘Outline Business Case’ which confirms that a Sutton Decentralised Energy Network “is viable”.  
Delegates authority to agree amendments to the Business Case that may be required, insofar as the overall 
parameters of the Business Case can still be achieved, and to award and sign contracts with preferred bidders.

S&R - 8th July 2013
Approved ‘Conceptual Business Case’ for development of the Sutton Decentralised Energy Network.

SSB – 14th June 2017
Decision to proceed made under delegated authority. Reported to SSB that the Financial Model has been 
revised and that a review by KPMG had been completed.

‘Financial Close’ - June 2017
Heat Purchase Agreement with Viridor signed on 19th June 2017.  Developer Connection and Supply Agreement 
and Parent Company Guarantee with BDW Trading signed on 27th June 2017.

Focus of 
CIPFA’s review
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Business case
Revised 

financial model

HEB approval 
March 2015

Decision made 
under delegated 

authority and 
reported to SSB 

June 2017

Financial 
model 

updated 

KPMG 
review of 

model

• IRR

• Cost of capital (%)

• Capital spend

• Cumulative cashflow

9.15%

6%

£2,607,000

£1,648,284

9.04%

6%

£3,188,000

£1,540, 457

Delegated approval to proceed if 
within business case parameters 

In approving the ‘Outline Business Case’, the 
HEB Committee delegated authority to the 
Strategic Director of Environment and 
Neighbourhoods, in consultation with the 
Strategic Director of Resources and the Chair of 
Housing, Economy and Business Committee to 
proceed without further need of Member 
approval as long as the overall parameters set 
out in the ‘Outline Business Case’ could be 
achieved.  Thus,  further reporting, mostly to 
SSB, was focused on progress rather than 
seeking approval for continuing the project and 
it was unclear whether SSB should have any role 
in reviewing the decision made.

The project proceeded on the basis that it 
remained within the parameters specified. The 
figure shows the anticipated cumulative 
cashflow.
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Cumulative cashflow after interest and debt repayment

The ‘Outline Business Case’ in March 2015 showed an IRR 
of 9.04% and a cumulative cashflow of £1.54 million. The 
IRR excludes interest and repayment of principal, whereas 
both are taken into account in the cumulative cashflow 
figures. 

2017 model
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Business Case Process

Five case 
model

Management

Financial
Commercial

Economic

Strategic

This does not reflect ‘good practice’ - for example as specified in HM Treasury’s ‘5 Case Business Case Model’. Whilst a 
financial appraisal was undertaken (the Financial Case) no economic appraisal of the options for meeting the Council’s 
strategic objective to become a net zero carbon contributor was undertaken.

We were informed that consideration was given to adopting the ‘5 Case Business Case Model’ but that it was decided not to 
pursue this approach.   There is no documentary evidence of why this decision was taken.  Adoption of this approach would 
have necessitated the production of a Full Business Case prior to financial close as the final decision point as to whether to 
go ahead with SDEN.  This, together with greater scrutiny, would have provided a more robust approach to taking a 
realistic view on the  potential success and financial outcomes of Phase 1 of the project. 

The development of a Decentralised Energy Network in Sutton (SDEN) is a novel ‘proof of 
concept’ undertaking. As such, a high degree of scrutiny and justification for continuing 
with the project at each ‘gateway’ is required.

The business case submitted to HEB in March 2015 HEB was 11 pages in length, including 
appendices and included a brief description of the financial modeling that had taken 
place.  No separate and substantial Outline Business Case document was produced to 
support the report to HEB.
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The Assumptions in the 2017 Financial Model

1. Volume and rate at which dwellings 
occupied:
• Residential
• Care home

725 completed by 2020
Not included

KPMG were not aware of the change in numbers. They 
note, however, that the financial model did not enable 
them to test the impact of any delays in the construction or 
occupancy of dwellings.

800 completed by 2022
80 places by 2019

2. Pricing and usage rates
• Residential

• Care home

8.5 p/kwh for 4,400 kwh p.a. 
per dwelling
n/a

KPMG question the assumption on usage rates. Sutton 
Council respond by stating their plan to reduce assumption 
by ‘circa 1,000 kwh per dwelling to 3,400 kwh’

5.8 p/kwh for 4,000 kwh p.a. per 
dwelling
5.5 p/kwh for 12,000 kwh p.a per unit

3. Indexation 3% variable revenue and 2% 
variable costs. 2% fixed

KPMG question the scale of indexation 3% on variable revenues and costs
1.8% on fixed revenue and costs

4. RHI Grant eligibility £21,219 p.a. KPMG challenge assumptions in the calculation £52,800 p.a.

5. Other: 
• Taxation
• General company overheads
• Asset replacement

Not included
7% of fixed costs
Not addressed

KPMG note that corporation tax is not considered
KPMG asked for confirmation that 7% was realistic
KPMG note that there is no balance sheet

Not included
7% of fixed costs
Not addressed

Business case Revised financial model

HEB approval March 
2015

Decision made under 
delegated authority and 

reported to SSB June 2017
Financial 

model 
updated 

KPMG 
review of 

model

KPMG identified and challenged each of the key underlying assumptions. Our focus, therefore, has been on how the Council responded to 
each issue. We understand that there were discussions in the Council on the points raised, but the rationale for the decisions on how to 
reflect KPMG’s comments, which are not fully reflected in the final model, are not documented.
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Assumption: 1. Volume and rate at 
which residential dwellings occupied

0
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600

800
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2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

Build out of New Mill Quarter

Mar-15 Jun-17 Actual

The 2017 
financial 
model 
assumed 800 
dwellings 

Actual 
progress was 
slower than 
anticipated

Planning permission is for 725 dwellings. The development director 
for Barratt Homes sent an email in December 2016 that confirmed an 
outline intention to build 80 homes on the business forest. The 
updated financial model thus included these extra 80 dwellings1, even 
though by  June 2017, no planning application had been made for 
this change. We understand that the issue was discussed amongst 
Officers, but we found no evidence that it was brought to the 
attention of SSB in June 2017.

The highlight report to the Project Board in February 2015 shows the 
risk of construction delays as ‘red’. By March 2017, the risk in the 
highlight is reduced to ‘amber’ on the basis that there could be a 
penalty clause in the contract with Barratt Homes.
By July 2017 the risk is no longer listed in the risk register, but we 
have found no evidence that the contract with Barratts included any 
such clause. The Council’s focus was on reducing construction costs, 
and it was assumed to be in Barratts’s interest to progress the build 
on schedule.

The uncertainty of the assumed 80 dwellings should have been 
raised at the SSB meeting in June 2017

1 This was rounded down in the model to 75 dwellings

The risk of delays in build out were known at the time but not 
factored into the financial model

The Assumptions in the 2017 Financial Model
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• Planning was approved in September 2016 for 80 units for assisted 
living accommodation plus a medical facility (ref C2016/73672)

• The financial model in June 2017 assumes that the assisted living units 
would be completed and fully occupied by the outset of 2019, less 
than 18 months later. 

• KPMG do not comment on the rate of occupancy for the assisted 
living accommodation, although they did question the timing of 
occupancy for the residential and retail units. Sutton Council officers 
confirmed that “For the final model the start up assumptions … will be 
clearly shown so any questions over this issue are removed.” 

June 2019 Dec 
2019 

Barratt London proposed 

delivery programme
Quarterly split
Rev C 02/01/17

Felnex trading estate, Hackbridge
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Area of works
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We have found no evidence to demonstrate that the 
assumption at the time of full occupancy of 80 assisted living 
units by the outset of 2019 was incorrect. Nevertheless, the risk 
of delay was not factored into the model and it was not brought 
to the attention of SSB in June 2017

Assumption: 1. Volume and rate at 
which assisted living units occupied

The Assumptions in the 2017 Financial Model
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(£1,000,000)

(£500,000)

£0

£500,000

£1,000,000

£1,500,000

£2,000,000 Cumulative Cashflow after interest and debt repayment

2017 model with 
800 dwellings

725 dwellings

725 dwellings with a 3, 6, 9, 12, 15, & 18 
month delay

Assumption: 1. Volume and rate at which 
dwellings and assisted living units occupied

The Assumptions in the 2017 Financial Model

The figure shows the impact on cumulative cashflow of changes in assumption 1. Reverting the assumption to 725 residential dwellings 
reduces the cumulative cashflow from £1.648m by 2040-41 to £0.831m and reduces the IRR to 7.98%.

Each 3 month delay in occupying the residential dwellings and assisted living units lowers the cumulative cashflow further by around 
£88,000 in 2040-41 and reduces the IRR by around another 0.3%. P
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Assumption: 2. Price and usage rates for residential dwellings

Pricing policy

Fixed charge

Variable 
charge

Anticipated usage

Indexation

Customers’ heat charges are set to offer price 
parity and where possible a cost saving against 
the alternative whole life cycle cost of heat that 
each customer would otherwise pay. We 
understand that this set a ceiling of 14.16p/kwh

The fixed charge of £330 is based on the 
difference between 5.8p and 14.05p at the 
anticipated rate of usage. 

The tariff was price matched to E.On at 
5.8p/kwh. 

The 2015 business case assumed an average anticipated usage rate for each dwelling of 4,400 kwh per annum, based on 
a two bedroom dwelling, and did not include a sensitivity analysis of variations in usage rates. In response to comments 
from KPMG in 2017, however, Council Officers stated that they were aware of the sensitivity of the model to usage rates 
and that “… In the model it is already planned to reduce the dwelling consumption by circa 1,000 kwh (to reflect best 
available data on consumption) …” which would bring it down to 3,400 kwh.  There is then a more candid statement that 
“within the final model sensitivity analysis will show the potential impact of reduced demand. This is a lot of work I don’t 
have time for and to be fair the consumption will be so low that it will not drop further.”

The consumption rate was subsequently amended to 4,000 kwh pa (not 3,400 kwh) in discussion with the former s.151 
Officer. 
In practice, the usage rate for a two-bedroom dwelling is 3,653 kwh p.a., but the overall average usage rate is estimated 
at 4,446 kwh p.a. due to much higher rates in the larger bedroom dwellings being built

The tariff has been questioned by external 
stakeholders. Nevertheless, it was based on 
benchmarking data and the figure was 
reduced for the 2017 model. 

Our focus is on the reasonableness of the 
assumptions at the time. As the figure used 
in the 2017 financial model represents the 
tariff charged to customers, the model is 
reasonable in this regard.

Covered in analysis of 
assumption 3

Given the information known at the time, the rate of 4,000 kwh pa for a two-bedroom property appears high. In practice, 
however, the anticipated usage rates have proved to be reasonable due to the higher usage rates in larger dwellings.
Basing the anticipated usage rates in the 2017 financial model on a two bedroom dwelling was overly simplistic and the 
financial model should have included a sensitivity analysis of this figure. 

The Assumptions in the 2017 Financial Model
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• The 2017 financial model is based on a care home requiring 12,000 kwh a year for each of its 80 residents. 

• On the basis of a commercial rate of 5.5p per kwh, the anticipated cost of £52,800 is then split in the 2017 model so that 60% is a variable cost 
and 40% a fixed cost. 

• As KPMG noted, it is difficult to benchmark prices and usage rates with elsewhere due to commercial confidentiality. On the basis of a 1996 
review by the Chartered Institution of Building Services Engineers1, the usage rates for a care home appear reasonable

• At the time of the 2017 financial model, planning approval had already been agreed to change use from a care home to assisted living 
accommodation. This change was not recognised in the model and not brought to the attention of KPMG. 

• The outline planning approval in September 2016 for the assisted living accommodation remains for class 2 accommodation, defined as the: 
”provision of residential accommodation and care to people in need of care”.  As a consequence, each unit is not a separate dwelling. 

In the absence of any data to demonstrate a significant difference in the anticipated energy usage of C2 assisted living accommodation versus a C2 care home, 
the assumed rate of 12,000 kwh per unit is reasonable.

Officers should have brought the assumption to the attention of SSB, however, in June 2017

1: www.cibse.org/getmedia/223e24dd-8561-4f2a-a51f-46a050b10cb8/ECG57-Energy-Consumption-Guide-for-Nursing-and-Residential-Homes.pdf.aspx

Assumption: 2. Price and usage rates of heating for assisted living units

The Assumptions in the 2017 Financial Model
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Assumption: 2. Price and Usage Rates

The Assumptions in the 2017 Financial Model

(£500,000)

£0

£500,000

£1,000,000

£1,500,000

£2,000,000

£2,500,000

£3,000,000

£3,500,000 Cumulative Cashflow after interest and debt repayment

2017 model

4,800 kwh
4,400 kwh

3,400 kwh

The figure shows the impact on cumulative cashflow of changes in assumption 2. Changing the usage rate from 4,400 kwh to 4,000 kwh 
reduces the cumulative cashflow at 2040-41 by £615,600 and the IRR by nearly 1%. 

If the model was based on a usage of 3,400kwh, the cumulative cashflow by 2040-41 would reduce from £1,648,300 in the 2017 model to 
£724,900. The IRR would similarly reduce from 9.15% to 7.61%. 
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The method of indexation is simplistic - financial models should have a granularity of indices related to specific costs and revenues. 

The rates were set in agreement with the former s.151 Officer for the business model in 2015, and a sensitivity analysis was undertaken at 
that stage.
The impact of 3% annual indexation on variable revenues are shown in the two graphs.

As KPMG noted, the higher cashflow benefits from variable revenues less variable costs compared to fixed revenues less fixed costs mean 
that the difference has a significant impact on overall anticipated cashflows

£0 £500 £1,000 £1,500

2017

2041

Revenue per assisted living 
unit

Variable Fixed
£0 £500 £1,000 £1,500

2017

2041

Revenue per residential 
dwelling

Variable Fixed

Assumption: 3. Indexation of revenue and costs

The Assumptions in the 2017 Financial Model
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Assumption: 3. Indexation of revenue and costs

The Assumptions in the 2017 Financial Model

Changes in the indexation rate used for variable revenues and variable costs have material impact on the projected cumulative
cashflow. As the figure shows, the 2017 model assumed a 3% increase. If the rate rises to 4%, the cumulative cashflow by 2040-41
would rise from £1,648,300 to £2,807,600 and the IRR rises to 10.4%. If it falls to 2%, the the cumulative cashflow by 2040-41 would 
fall to £660,600 and the IRR reduces to 7.9%.
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DECC launched the  non-domestic RHI. 
Owners of systems using heat from a 
Combined Heat and Power plant, such as 
Beddington, are entitled to 4.1p per Kwh

Nov 2011 Aug 2016

DECC revised the pricing 
and sustainability criteria 
for eligibility for the 
scheme

BEIS continue to oversee the non-domestic RHI. 
Eligibility for CHP plants, such as Beddington are 
dependent on a CHPQA certificate and that they burn 
solid biomas only. Rates are 2.08 to 2.96p, depending 
on tier  

Ongoing

• The March 2015 business case recognises that the scheme is 
due to end in 2016, but interviewees state that discussions with 
DECC apparently confirm the commitment is likely to continue.

• The model assumes eligibility from 2028 (when there is a switch 
from landfill gas to energy from waste)

• Model assumes that only 50% of heat qualifies, and that SDEN 
can claim 50% of the money at 2p per kw

• The 2017 financial model assumes eligibility from 2024. It is not 
clear what the basis is for this change.

• The model assumes that all energy generated is from solid 
biomas and that SDEN can claim 50% of the money at 2p per kw. 
KPMG challenged this and estimate a potential overstatement of 
£430,000 income

There is a clear change in the assumptions between 2015 and 2017 that all all the heat generated from Beddington would be from burning solid biomas. We 
have found no evidence to substantiate this change in assumption and it is despite recognition that the existing scheme was due to close in 2016. 

R
H
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e
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Assumption: 4. Indexation of revenue and costs

The Assumptions in the 2017 Financial Model
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2017 model with 
RHI

Assumption: 4. Renewable Heat Incentive

The Assumptions in the 2017 Financial Model

Interviewees noted that the risk of this funding stream being withdrawn was known at the time and its associated impact was brought to the attention of 
the Council.  It is clearly stated in the 2015 Business Case that: “The heat generated by the ERF and used in the SDEN network will currently attract a 
Renewable Heat Incentive (RHI) Payment from the Department of Energy and Climate Change (DECC). Whilst this particular program ends in 2016 it is 
clear from discussions with DECC that there are binding carbon reduction and renewable energy targets on the Government which will mean that it is 
highly likely that the current program is either continued or replaced with another similar program.”

We understand from interviewees that the likelihood of funding being withdrawn was considered again in the 2017 financial model, but the figures 
remained in the model and we found no documentation to demonstrate that the issue was raised in the progress reports to SSB. There is an argument 
that with the government’s encouragement of district heating networks that replacement incentives will be required. Despite the possibility of a future

2017 model 
without RHI

change in RHI eligibility criteria, 
however, we do not consider that it 
was prudent to maintain this 
assumption in the 2017 and without 
bringing it to the attention of 
Members. As the figure shows, 
removing this scheme from the 
model reduces the cumulative 
cashflow by 2040-41 from £1,648,300 
to £247,600 and reduces the IRR from 
9.15% to 7.13%
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The 2017 financial model does not take into account the obligation on SDEN to pay corporation tax on any profits or transfer 
payments such as VAT. 

The 2017 financial model includes an estimated cost for company overheads (including management time, audit etc and excluding 
depreciation and insurance) based on 7% of fixed costs. The estimated overhead cost is simplistic and should have been based more 
accurately on the activities required to oversee a company. 

The existing O&M contract will enable the ongoing maintenance of plant and equipment. In time, however, such plant and 
equipment will require replacing and this involves setting aside funds from any cashflow surplus. It is uncertain from the 2017 model 
that sufficient funds will be available when required.

We have not modelled the impact of these assumptions as estimates are dependent on the outcome of the previous analysis of assumptions.

Assumption: 5. Taxation, general company 
overheads, and asset replacement 

The Assumptions in the 2017 Financial Model
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The collective impact of the assumptions on IRR and cashflow

The figures become:
• IRR of 3.65% compared to 

cost of capital of 6%
• Cumulative cashflow of         

-£1.422 million

The model in 2017 estimated:
• IRR of 9.15% compared to 

cost of capital of 6%
• Cumulative cashflow of 

£1.648 million

These figures do not take 
account of other factors, such 
as the known risk of delays in 
occupation, or the 
uncertainties around 
indexation rates.

In addition to the earlier 
corrections, if the average 
usage had been set at 3,400 
kwh pa for dwellings (as 
proposed by the Council) and 
12,000kwh for the assisted 
living units 1.

The figures become:
• IRR of 5.64% compared to 

cost of capital of 6%
• Cumulative cashflow of         

-£0.57 million

It would have been prudent to 
correct the number of 
residential dwellings to 725 
and to remove the RHI income 
as the scheme was not eligible.

Any delays to occupation would 
reduce the IRR and increase the 
cumulative cashflow deficit.
Higher inflation rates will 
improve cashflow and IRR;  
lower rates will reduce cashflow 
and IRR. 

Using the information available at the time of the 2017 model, a prudent assessment is that the predicted internal rate of return and 
cumulative cashflow is insufficient to enable SDEN to pay the 6% cost of capital without assistance from the Council. 

Note: 1 Given the information known at the time, the rate of 4,000 kwh pa for a two-bedroom property appeared high. In practice, however, the 
anticipated usage rates have proved to be reasonable due to the higher usage rates in larger dwellings.
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Conflicts of interest and optimism bias
There are a number of serious allegations in the public domain in relation to SDEN.  These are outside the scope of this review. However, we were asked to 
consider any conflicts of interest in the decisions which allowed SDEN to go ahead.  A conflict of interest is when someone’s judgement or actions at work are, - or 
could be - affected by something unconnected with their role. This includes any circumstances that affect - or could be seen to affect - someone’s independence or 
impartiality.  There is insufficient evidence, from the interviews we held and the documents reviewed, for CIPFA to substantiate any clear conflicts of interest. 

In June 2017, it was reported to SSB that the financial model had been revised and that it remained within the parameters that gave rise to delegated authority in 
2015, but interviewees noted that the report was not available.  The minutes of that meeting on 14th June 2017 state:

“Members asked questions about the SDEN financial model which was recently independently reviewed by KPMG who raised no material
issues. Officers advised that a summary of the findings would be circulated to members as this was not currently available”. 

We understand that this summary was never circulated to members and requests for a copy of the KPMG report (dated 12th May 2017) were not met.  The 
statement in the minutes does not adequately reflect  the substantive and detailed points raised by KPMG or how they were (or were not) addressed in the revised 
financial model on which the decision to go ahead with SDEN Phase 1 was made.

It is clear that the project gained momentum over a number of years.  The ‘culture’ at the time has been described to us as one of wanting to “crack on with it”. 
Within 5 days of the SSB meeting on 14th June 2017 the Heat Purchase Agreement had been signed and within a further 8 days the Developer Connection and 
Supply Agreement and Parent Company Guarantee had been signed.

In such an environment and, given the relatively small number of people involved in decision-making, there can be a desire to ensure that the project remains 
within the parameters that gave rise to delegated authority, leading to an overly optimistic view of potential success of the project; resulting in inconvenient and 
uncomfortable challenges being discounted or only partially taken into account.  

The use of delegated authority for a novel ‘proof of concept’ project was misguided, providing incentive to ensure that SDEN Phase 1 was presented as staying 
within the parameters that gave rise to delegated authority whilst also providing insufficient scrutiny and ‘stop or go’ gateways as the project progressed. The 
basis on which the project was approved was not to the standard it should have been and the governance was not what should have been expected for such a 
novel project. As a consequence, it leaves the decision made at the time open to question.

P
age 37

A
genda Item

 7



Conclusions and next steps

This section outlines:
• Conclusions
• Next steps
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Conclusions
• The establishment of a district heating scheme in the New Mill Quarter is part of a bigger initiative to utilise the waste heat from the 

Energy Recovery Facility at Beddington in order to supply sustainable, low carbon hot water to households and commercial premises. 

As such, this is a novel ‘proof of concept’ project.

• On the basis of the data available, SDEN will require further financial support from Sutton Council to remain financially sustainable. It 

is important to recognise, however, that this represents Phase 1 of a district heating scheme and does not take into account any 

potential improvement in profitability that might arise from further phases.

• The basis on which the project was approved was not to the standard it should have been and the governance was not what should 

have been expected for such a novel project. It is crucial that lessons are learned before consideration of any further phases:

• The business case in 2015 was not sufficiently rigorous to enable effective scrutiny, and the reliance on delegated authority to Officers 
and the Chair of HEB to review the 2017 financial model nurtured a motivation to ensure that the project remained within the 
parameters that gave rise to delegated authority and thus to progress the project without taking sufficient account of the known risks.

• IRR is a difficult concept to interpret and it was not clear that the rates quoted did not take into account the interest on the loan from 
the Council or the fluctuations in cashflow across years that might make it difficult for the principal to be repaid.

• The financial model included assumptions, such as the increase in dwelling units from 725 to 800 and the reliance on RHI, that were 
not prudent.

• The ‘fair pricing policy’ increases the burden of risk on SDEN and the Council to absorb any gas or electricity price falls, and market 
increases could adversely affect residents.
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Next steps: To be completed by:
A. Strengthen the leadership of SDEN by enabling 

directors to spend sufficient time to address the 
issues facing the company and to work with the 
non-executive directors to the Board.

B. Adopt the ‘five case business case model’ 
advocated by HM Treasury for any further 
phases.

D. Develop an up-to-date business plan that sets 
out the steps required to stabilise Phase 1 of 
the project and a timeline for consideration of 
subsequent phases:

E. Explore the longer-term strategic direction for 
SDEN. These should include the following 
options:

C. Strengthen scrutiny of the Council’s 
companies by briefing Members on the 
lessons learned from Phase 1.

1. Develop a new financial model for SDEN phase 1 that 
includes a balance sheet and cashflow statement as well as 
a profit and loss account

2. Consider the suitability of the options presented for 
strengthening the shorter term financial resilience of SDEN  

• To do nothing.
• To change the financing of SDEN and to keep the 

network and company as it is.
• To sell the company to a private bidder.
• To sell part of the company and establish a joint 

venture to bring in outside expertise.
• To invest in further phases of the project to improve 

profitability
• A combination of some of the above.

Dec 
2021

Mar  
2022

Jan 
2022
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