
SUMMARY ANALYSIS OF RESP0NSES RECEIVED TO SECOND EXPOSURE DRAFT OF PRUDENTIAL CODE

1
RESPONSES RECEIVED
1.1
A total of 136 responses were received to the second exposure draft of the Prudential Code that was published by CIPFA in March 2003.

1.2
The total number of responses by category of respondent is analysed below.  For comparison, the total numbers received to the first consultation are also given.


First exposure
Second exposure


draft

draft

 85

Local authorities in England

102

   4

Local authorities in Wales

  12

 10

Local authorities in Scotland

    6

   9

Local authority treasurers’ groups

    5

   1

ODPM/joint response

    1



DETR and HM Treasury

   1

Local government associations

    2

   3

Audit bodies

    3

   1

Accountancy institutes

    2

   1

Housing/Treasury management advisers

    3

   2   

Credit rating organisation

    0

117  



136 


2
OVERVIEW

2.1
The overall response to the second exposure draft of the Prudential Code is notably positive.  Respondents are supportive of the policy change that is behind the development of the Code – that local authorities should make their own decisions on their capital investment programmes that are affordable within a prudential framework supported by a professional code.  The potential for improved asset management and service delivery is also key.

2.2
Many respondents welcome the improvements that have been made between the first and second exposure drafts of the Prudential Code and comment positively on the involvement of stakeholders, the consultation process and the road testing that has been undertaken by CIPFA.

2.3
Within the context of the revised Code, a number of respondents raise detailed comments and these are analysed in the sections that follow.  The most frequently expressed concerns relate to the Council Tax indicators.

2.4
However, by far the most frequently expressed concerns relate not to the Prudential Code itself but the lack of information on the future position for central government and devolved administration financial support for capital investment by local authorities.

2.5
The following is a sample of positive comments made about the draft Code.


Local authorities:

“Yes – compliance with … the Code will enable the Council to have the freedom to determine its own level of capital investment whilst at the same time ensuring that investment decisions take into account all the relevant factors and support the wider objectives sought from the new regime.”


“The second draft exposure of the Code is an immense improvement on the original.  The document is much clearer and easier to read and interpret.  The inclusion, and emphasis, on affordability is especially welcome.”


Society of County Treasurers:

“The Society is pleased to comment on the second exposure draft, and in doing so acknowledges the intensive analysis of issues carried out and the timely manner in which the Code has been produced. …  We hope that the current uncertainties ie MRP and support for capital can be resolved quickly and that the new system will be introduced from April 2004.


…. The Society acknowledges CIPFA’s significant contribution to this fundamental change in Local Government Finance.”


Scottish Branch Directors of Finance Section:


“The steering group  … are to be congratulated in bringing about a major change in Local Government Finance.”


The Local Government Association


“The Local Government Association has been instrumental in proposing and developing the proposed Prudential Capital System for Local Authorities.  It has strongly supported proposals for the self-regulation of Local Authorities under a CIPFA Code.  It has participated actively in the development of the Code through the Prudential Code Steering Group.  It welcomes the revised draft of the Code which is significantly improved following the first round of consultation.  In particular, we welcome the addition of an Executive Summary in the revised draft – although it should not get too long – and the reorganisation of the Code to emphasise the importance of affordability issues is helpful.”


ODPM

“ODPM welcomes the publication of the second exposure draft of the Prudential Code. The central role that the Code will play in the prudential system was noted in our response to the first exposure draft. We welcome in particular the developments in the content of the Code since the first draft, including the treatment of the Housing Revenue Account and local authority interests in companies and other entities. 

The full text of the ODPM’s response is appended to this report.


ICAEW

“We welcome publication of the draft revised Code.  The guidance codifies existing good practice and accordingly should not necessitate radical changes in practice by most authorities.  However, the Code will provide a useful source of guidance for authorities seeking to make appropriate capital investment decisions and should enable authorities to demonstrate in a consistent way that they manage their finances in a responsible manner.”

2.6
The second exposure draft highlighted six particular issues on which comments were invited.  The responses to these are analysed in sections 3-8 below.  The consultation also invited comments on any aspect of the second exposure draft and other comments on issues directly related to the Code are analysed in section 9 below.  Many respondents also made comments on matters that are external to the Code itself and these are summarised in section 10 below.

2.7
Within each section that follows there is, properly and inevitably, concentration on any negative comments made.  However, it is also important to remember the overall positive comments within which such comments are made.

2.8
Within each section that follows, the comments received are analysed, followed by an analysis of possible responses to these for consideration by the Steering Group.

2.9
In addition, full copies of all responses received have been circulated to Steering Group members for consideration.

3
QUESTION 1

3.1
Q.1
Paragraph 1 of the draft Code explains the objectives of the draft Code.


“The objective of the [draft] Code is to provide a framework for local authority capital finance that will ensure for individual local authorities that:

(a)
capital expenditure plans are affordable

(b)
all external borrowing and other long term liabilities are within prudent and sustainable levels

(c)
treasury management decisions are taken in accordance with professional good practice
and that in taking decisions in relation to (a) to (c) above the local authority is

(d)
accountable, by providing a clear and transparent framework.

Further, the framework established by the [draft] Code should be consistent with and support:

(e)
local strategic planning

(f)
local asset management planning
(g)
proper option appraisal.

In exceptional circumstances the objective of the [draft] Code is to provide a framework that will demonstrate that there is a danger of not ensuring the above, so that the authority can take timely remedial action.”


Do you consider that the draft Code achieves the objective of providing a framework for local authorities to demonstrate these matters when they take their decisions within the prudential framework?

3.2
Amongst local authorities, 84 of the 86 who address this question express the view that the objectives are met or are met overall.  One local authority is unconvinced and another doubtful.

3.3
Twenty local authorities, whilst generally supportive, express the view that clarity would be assisted if there were fewer indicators.

3.4
Five local authorities raise the issue of what action the Chief Finance Officer will take if Members want to spend more on capital investment than in the Chief Finance Officer’s view is affordable.

3.5
Three local authorities express the view that the last sentence of the objectives is unnecessary and should be replaced with wording such as:


“The purpose of the Code is to support a framework in which local authorities are well managed financially, thus avoiding situations where urgent remedial action is needed because the other objectives of the Code are not being achieved.”

3.6
The local authority treasurers’ groups who respond to this question consider that the Code meets its objectives.  SIGOMA also express the view that there are a number of issues to be resolved before full achievement of the objectives of the new system can be achieved, including the resolution of issues around government funding.  This view is also expressed by a number of local authorities.  The LGA states that achievement of the objectives would be facilitated if the Government improves procedures for allocating support to local authority capital investment.

3.7
ACCA stresses the need for capital investment plans to be sustainable, and considers that the Code does not place enough emphasis on the impact over a longer timeframe than 3 years.  Their response further stresses that it is not advisable to underinvest in infrastructure.  They also make the point that the continuation of government funding for existing debt will be important to sustainability.

3.8
Ernst and Young also comment adversely on the 3 year time horizon within the Code and suggest that local authorities be required, as part of the Code, to prepare a 30 year cash flow forecast.

3.9
Several of the responses received note that whilst the objectives include the need for strategic planning, asset management planning and option appraisal, there is no guidance within the Code as to how these are to be achieved, and some express considerable disappointment about this.

3.10
The Audit Commission and Audit Scotland have not submitted detailed responses to the questions in the consultation draft, but instead state within their responses


Audit Commission


“We are delighted to see that many of our previous comments are reflected in the current draft and therefore we have no further specific issues on the second exposure draft of the Code to raise at this time.”


Audit Scotland

“Audit Scotland welcomes the Exposure Draft and considers that it provides a suitable framework for the establishment of a new regime for capital finance in local authorities.”

3.11
Suggested response

(a)
It is suggested that, overall, the responses received to the second exposure draft constitute a very positive endorsement that in developing the Prudential Code the Steering Group has designed a Code that achieves its objectives.


(b)
With respect to the number of indicators in the draft Code, the details of the indicators are considered in section 8 below.


(c)
With respect to what action the Chief Finance Officer will take if there is a discrepancy between what Members wish to achieve and what the Chief Finance Officer considers to be affordable, it is recognised that such situations will arise for capital within the new system, much as they do at present with respect to revenue expenditure from time to time within the current framework. It is further suggested that the normal fiduciary duties of the Chief Finance Officer are relevant here and are external to the Code.  CIPFA’s statement on the role of the Finance Director in local government will be relevant.  The need to have the Chief Finance Officer at the ‘top table’ will be re-enforced and strengthened within the prudential framework because of the new responsibilities for this officer.


(d)
It is suggested that the final sentence of the objectives is important and should be kept.  However the comment reported in paragraph 3.5 above makes a separate and important point and it is suggested that similar wording is included as non-bold text within the objectives section of the Code.


(e)
With respect to the comments made about the timeframe of the Code the following is suggested.  The timeframe within the Code is three years or longer if a longer period is necessary to catch the full year effect of capital investment, ie it is essentially medium term.  It is agreed that the continuation of government funding for existing debt will be important to sustainability.  Indeed, government funding is such a large proportion of local authorities’ budgets generally that if it were suddenly to stop this would have grave effects for the totality of local services, both capital and revenue.  It is suggested that the Code does not need to address this eventually but that if there were ever a suggestion that this might be the case (which there is not) the whole gamut of local authority service provision would need to be reviewed.


(f)
Also important to the long term sustainability of capital investment is the application of MRP/loans fund repayments/any successor to them to the revenue account.  Discussion on these and on future government support will take place external to the Code and the Code is intentionally designed to be operational whether an MRP/loans fund/depreciation approach to the cost of capital consumption is adopted in the future and whatever the method of funding.


(g)
With respect to the wider objectives in relation to strategic planning, asset management planning and option appraisal, these are extremely important.  A soundly formulated capital programme must be driven by the desire to provide high quality, value for money public services.  The Code explicitly recognises that in making its decisions on capital investment the local authority should have regard to these factors.  All of them represent elements of good practice for which guidance has already been provided by CIPFA and other authoritative sources.  It is suggested that the Code does not underplay the importance of these considerations but, rather, is complementary to these good practice procedures.
4
QUESTION 2

4.1
Q2
Do you have any comments on the process and governance issues in paragraphs 8-23 of the draft Code?  In particular, are the respective roles of the Council and the Chief Finance Officer correctly designated?

4.2
The response to this question is generally positive.

4.3
Some responses consider that the draft Code does not give sufficient recognition to the new organisational structures of local authorities — cabinets, scrutiny panels etc.

4.4
Several responses express concern that frequent minor changes to capital investment plans (eg where government support is received in-year for particular projects) will bring the system into disrepute if they all have to go to full Council.  There is some suggestion that minor revenue budgeting changes do not follow this process.

4.5
The SCDF request that the reference to “the executive” in paragraph 21 be deleted, since it could be taken to refer to the Scottish Executive.

4.6
The response from the GLA raises a particular issue:


“Paragraph 8 of draft Code states that the prudential indicators  “ … are required to be set and where they are revised, revised by the same body that sets the budget for the local authority”.  For the GLA Group this would therefore be by the Mayor of London.


However, this proposal goes beyond clause 3 of the Local Government Bill which only provides in the case of the GLA Group bodies that the Mayor after consulting the London Assembly and each functional body shall determine and keep under review how much money the authority can afford to borrow.  This provision was added to the Bill during the Commons Committee stage in order to reflect the unique constitutional structure in London of five separate organisations with their own financial responsibilities, linked by a single budget setting process involving the Mayor and the Assembly.


Within this structure it would be both impractical and would cut across functional body statutory responsibilities, including those covering the proper financial administration of affairs, if all of the indicators which are designed to cover affordability, prudence, capital expenditure, external debt and treasury management were set by the GLA for both itself and the functional bodies.  For instance, each body is responsible for their own day-to-day treasury management activities and for appraising, approving and managing individual capital projects.


It would make more sense and be consistent with the statutory position if the Code made it clear that in the case of the GLA Group the authorised limit for external debt is set and monitored by the Mayor on behalf of the GLA and each functional body.  By implication the Mayor (and London Assembly) would have to be responsible for setting and keeping under review the indicators of affordability, including the proposed three year projection of council tax levels.  However, responsibility for setting and monitoring the other indicators, including the operational boundary for external debt, should then rest with each body concerned.


The Mayor could not reasonably set the authorised limit for external debt without regard to the functional bodies’ indicators and vice versa.  There would need to be a collaborative approach, as is already the case in the GLA’s budget process.  Each functional body, advised by their chief finance officer would provide the GLA with all the information that is necessary for the GLA to fix affordable borrowing limits in compliance with the Code.  This might include advising on draft limits and, reinforced by the requirement to consult, the GLA would have regard to this advice when determining the limits for the year. Each body would keep their limit and indicators under review during the year, provide information to ensure that the GLA was able to monitor compliance and, if necessary, make the case to the GLA for any change.”

4.7
Suggested response

(a)
The existing draft is intended to require that decision making in respect of the Prudential Code requirements follows that required with respect to the budget. It is suggested that paragraphs 8 and 9 of the Code are amended to further clarify this.  

(b)
It is suggested that the reference to the executive in paragraph 21 is removed.

(c)
It is suggested that no changes are made within the Code with respect to the points raised by the GLA.  With regard to setting the prudential indicators, these should follow the same process as budget setting.  The monitoring arrangements are for the Chief Finance Officer to determine locally.  In respect of the prudential indicators and the interface with the Local Government Bill, the comments made by the ODPM in paragraph 2 of their response are pertinent.  These are reproduced in full at the end of this report.

5
QUESTION 3

5.1
Q3  Do you agree with the approach taken in paragraphs 28 and 29 of the draft Code?


“The fundamental objective in the consideration of the affordability of the authority’s capital plans is to ensure that the level of investment in capital assets proposed means that the total capital investment of the authority remains within sustainable limits, and in particular to consider its impact on the local authority’s ‘bottom line’, its impact on the Council Tax1.   Affordability is ultimately determined by a judgement about acceptable Council Tax levels and, in the case of the Housing Revenue Account, acceptable rent levels.


In considering the affordability of its capital plans, the authority is required to consider all of the resources currently available to it/ estimated for the future, together with the totality of its capital plans, revenue income and revenue expenditure forecasts for the forthcoming year and the following two years.  The authority is also required to consider known significant variations beyond this timeframe.”

5.2
Amongst local authorities, 62 express support with respect to affordability and the bottom line; 2 do not agree.  SCDF, SIGOMA and the WLGA also express agreement in principle.

5.3
5 local authorities express the need to refer, in addition to affordability, to the needs of service users.

5.4
Within the response from the GLA, Transport for London raise a point specific to themselves – that a key test of the affordability of their plans is the fare levels that they set.

5.5
HACAS Chapman Handy comment that the HRA in England demands plans over 30 years and that the guideline rents impact on subsidy.  They recommend that the Code should explicitly state that borrowing should be planned for and sustainable within the HRA business plan.  Several local authorities in England also ask how meaningful bottom line rents are to affordability since they are constrained.

5.6
Suggested response

(a)
The position taken by the Code, that affordability is ultimately determined by the bottom line is well supported.


(b)
With respect to the point made about the needs of service users it is suggested that this is addressed in paragraph 3.11(g) above.


(c)
With respect to the point made by Transport for London in relation to fare levels, it is suggested that the comments made in the Code about authorities developing their own, additional, prudential indicators is relevant and that Transport for London may wish to develop their own indicator(s) in respect of fares.


(d)
The point made about housing rents applies to any constraint upon a local authority.  These can be internally set, eg Member decision on acceptable Council Tax; or external eg the capping of Council Tax or the passporting of education funding.  All decisions have to be made within any such constraints.  It is suggested that this does not need to be specifically addressed within the Code but that CIPFA and others may wish to refer to particular constraints within guidance.
6
QUESTION 4

6.1
Q4
Paragraphs 39 and 40 of the draft Code require forward estimates for the Council Tax and housing rents.  Are you content to publish these forward estimates?

6.2
The proposals within the second exposure draft of the Code for the publication of forecasts of Council Tax result in a diversity of responses.  Before examining the statistics, it is pertinent to note that of those who express content with the proposals, some are not exactly positive about publishing such forecasts but express a willingness to do so.  Conversely, some who are not content to publish at the moment see positives about doing so but only when forecasts for government support are given over the same period.  It should also be noted that not all respondents express a view on this and that not all local authorities and not all treasurers’ societies sent in a response.

6.3
Of those who express a view on this, 30 local authorities in England are content to publish and 41 are not content; 1 local authority in Wales is content to publish and 4 are not.  36 local authorities express a preference for the incremental or marginal effects of capital decisions on the Council Tax to be required instead of full Council Tax projections, and 9 would prefer a range of Council Tax figures depending on assumptions. It should be noted that in Scotland, 3 year forecasts are already published, although some express concern on the precise proposals and would prefer the Code to require both the current indicators for Council Tax and housing rents AND the specific impact of NEW capital investment decisions on Council Tax and housing rents.

6.4
Of those local authorities who expressed unwillingness to publish the most frequently expressed reasons are:


—
such publication would be a serious erosion of the freedom of Councillors to set the Tax each year / that Councillors need to set the Tax each year


—
that it is difficult to forecast Council Tax levels without knowing the level of government support.

6.5
17 local authorities state that any forward estimates will be projections and should be seen in that context / that they will change / that they are indicative.

6.6
The ODPM comment 


“Secondly, we would like to express our support for the requirements in paragraphs 39 and 40 of the Code to prepare estimates of the impact of capital investment decisions on the levels of council tax and rent. This represents a significant improvement in the transparency of the capital planning system. Our understanding is that these estimates will be based on the state of knowledge of the authority at the time and its current policies. As the Code makes clear, the estimates will not be fixed but will be revised each year on a rolling basis.”

6.7
The proposals with respect to housing rents evoked little comment other than that reported in 5.5 above.

6.8
A selection of quotes from local authority responses:


“Whilst the Council is not unhappy to set out, on a rolling three year basis, the financial implications of its future capital investment plans it also recognises, given that the Government is unable to guarantee future levels of national funding of local government, that authorities similarly will be unable to give any guarantee regarding future levels of Council Tax and Housing Rents.”


“A ‘marginal impact’ indicator would sensibly bring together value for money, affordability and prudence.  We also believe that this indicator would be easier to monitor, as it will be less volatile or open to manipulation.  It will also make the impact of capital plans explicit, which would enable better-informed decision making when inevitable choices have to be made between capital and revenue expenditure.”


“Such projections [3 year forecasts Council Tax] may also be misleading when considering the affordability of capital investment.  For the overwhelming majority of Councils the revenue costs that will arise from unsupported (ie without Government financial support) borrowing are likely to form a minor part of their future Council Tax forecast.  The far more significant factors on future Council Tax levels will be assumptions about grant levels, inflation, demographic changes etc.  Because of these other factors there may well be little, if any, correlation between the Council Tax forecast and the revenue consequences of increased capital investment.  Such costs will be swamped by factors that are largely unconnected with such a decision.”


“Accept that it is necessary to publish estimates of future Council Tax levels, since this is a key indicator of affordability.  Yet such estimates would have to be seen as indicative guideline figures as political priorities are likely to change over a 3 year period.”

6.9
The Society of County Treasurers comment:


“The Society cannot argue that forward projections of Council Tax are in principle wrong, but we do argue that so many aspects of the system are so volatile that a literal interpretation of the requirement as drafted would be problematic.”


They suggest that the projection for Council Tax of the consequences of borrowing should be a firm estimate but projections for the overall Council Tax be expressed as a range.


The Police Authority Treasurers’ Society express concern with respect to the publication of forecasts for Council Tax because of the uncertainty of government support and suggest measuring the cost of capital investment expressed as a Band D Council Tax.


The Scottish Branch Directors of Finance Section answer yes to question 4 within the consultation draft and add:


“The increased emphasis on affordability is an improvement on the first draft but the Section is of the view that the Code does not go far enough.  It is crucial that the Code shows the effect of capital investment decisions on Council Tax and Rent levels.  Ideally, the whole revenue implication of any capital investment should be identified to allow transparency in the decision making process.”



SIGOMA report that the majority of their members are against publication.


The WLGA accept publication in principle but express concern about the usefulness of forecasts within an annual settlement framework — 3 year financial settlements would assist.

6.10
The LGA say:


“The LGA has considered carefully the case for authorities to publish three year forecasts of Council Tax.  Whilst we support the strengthening of medium term local authority financial planning, which is at the heart of the Code, we are not convinced that three-year Council Tax forecasts will enhance this process.”


This is because


—
Three year forecasts will constrain authorities’ political freedom to set council tax at the appropriate level when the time comes taking all factors into account.  It is reported that in commenting on the draft Code, elected members were particularly sensitive to this issue.


—
The key determinant of council tax levels is the amount of central grant support.


—
Public and media interest may focus on the council tax indicator to the exclusion of the capital investment issues that ought to be the focus of the Code.


The LGA suggest that the indicator could be replaced with a broader requirement to consider the effect of capital plans on the Council Tax, without a particular calculation being prescribed.

6.11
Butlers report a strong preference among their clients for the incremental impact of capital investment decisions on the Council Tax and HRA rents.


Sterling Consultancy also suggests an incremental approach.

6.12
Suggested response

The following alternative options are presented for consideration by the Steering Group.


(a)
Option 1 – retain the requirement in the second exposure draft for 3 year forecasts of Council Tax and housing rents.  If this option is followed, then it is suggested that the following wording from the GLA’s response is included in the non-bold text within the Code:


“Financial forecasts can only be made on the basis of the best information available at the time and making reasonable assumptions where there is a significant element of uncertainty.  All assumptions should be explicitly stated.  It has to be understood that significant changes will occur between the generation of the forecasts for year 3 and their subsequent revision one and two years hence.  The potential for and impact of variations in certain critical components, for example government grant levels, could reasonably be reflected by producing a range of potential outcomes.  In these circumstances, while future council tax projections can form a basis for assessing the affordability of capital investment proposals they can only be regarded as illustrative of the likely outcome and subject to the limitations imposed by imperfect knowledge on which they are based.”



and the following additional text to cover the point about decision making:


“It must also be remembered that the current forecasts are based on projections from the past and current decisions of the Council.  They in no way pre-empt the future decision making processes of the Council whereby each year the elected members take their budget decisions and set the council tax at the appropriate level taking all factors into account.”



and, lest this appears to be getting too negative:


“The figures should be, best estimates based on current forecasts of the consequences of past and current decisions.”


(b)
Option 2 – as option 1 but specifically allow ranges.


(c)
Option 3 – return to the incremental approach adopted in the first exposure draft.  This required the pro rata impact of the capital financing cost on the Council Tax (and by extension for housing rents).  However, the comments made against this approach at the meeting of the Steering Group would need to be taken into consideration.  


(d)
Option 4 – require an incremental approach but do not specify a particular method.


(e)
Option 5 – require a specific methodology that addresses the incremental impact of new capital investment decisions on the Council Tax/housing rents, ie:



(i)
forecast the total budgetary (or housing rent) requirements for the authority based on no changes to the existing capital programme



(ii)
forecast the total budgetary (or housing rent) requirements for the authority with the changes proposed to the capital programme included in the calculation



(iii)
take the difference between (i) and (ii) and calculate the addition or reduction to Council Tax (or housing rents) that would result.


The time frame for the forecasts would be 3 years, or longer if required to capture the full year effects of capital investment decisions.


The prudential indicator would thus be the incremental impact of the new capital investment decisions on the Council Tax or housing rents.

(f)
Option 6 – combine option 1 and option 6, requiring the publication of totals and the incremental effect of new capital investment decisions as prudential indicators.

(g)
Option 7 – allow the publication of either totals (option 1) or the incremental effect (option 5) or both as prudential indicators.

7
QUESTION 5

7.1
Q5
Is the meaning and definition of the capital financing requirement now clear?  See in particular its use in paragraphs 45, 53-58 and 85 of the draft Code.

7.2
The capital financing requirement replaces the ‘capital expenditure unfinanced’ used within the first exposure draft of the Prudential Code.  The concept was renamed and its definition reviewed and changed following comments made on the first exposure draft and road testing.

7.3
The capital financing requirement – both the term used and its definition is, overall, positively received in the comments to the second exposure draft.

7.4
The LGA says:


“This is a key concept in the prudential system, and its definition and meaning are described and explained well in the revised draft.”

7.5
64 local authorities, the SCDF, PTEG, SIGOMA, Butlers and Sterling Consultancy all express support for the clarity of meaning of the capital financing requirement.

7.6
As SIGOMA point out, the methodology to split the capital financing requirement for the HRA is not yet known.  This will be a matter for secondary legislation.

7.7
Only 5 responses request the use of a different term.

7.8 
Several responses request more guidance, mentioning premiums and finance leases.  Two responses express concern about negative capital financing requirements and two state that the concept is not readily understandable.

7.9
Officers from the ODPM have pointed out that in, rightly, including the impact of finance leases etc within the definition of the capital financing requirement, the actual wording currently within the draft is ambiguous.  It needs to be clear that the underlying liability for, for example, a finance lease should not be included within the capital financing requirement.  This is because the capital financing requirement is intended to reflect the “other side” of such liabilities.  The capital financing requirement reflects the underlying need to borrow for a capital purpose – hence the actual borrowing or equivalent credit liability should not be included in the measure.

7.10
Suggested response

(a)
It is suggested that the capital financing requirement is now well developed as the result of comments made to the first exposure draft and the road testing.  It is further suggested that additional guidance being prepared on the application of the Prudential Code will be helpful to local authorities.


(b)
It is suggested that the ambiguity noted in paragraph 7.9 above should be removed from the Code.  This can be achieved by the inclusion of the words “but excluding the underlying liability – ie the underlying need for the equivalent to borrowing – for finance leases, deferred purchases and similar arrangements in respect of long term credit.”
8
QUESTION 6


8.1
Q6
Do you have any further comments on the detail of the prudential indicators in the draft Code?

8.2
For fewer comments on the detail of the prudential indicators were received as a result of the consultation on the second exposure draft as compared to the first.  A summary is given below.  NB not all comments that have been made by one or two people have been included in the summary.  All comments received have been separately circulated to members of the Steering Group.


Prudential indicators for debt
8.3
23 responses comment adversely on the inclusion of two separate prudential indicators for external debt – the authorised limit and the operational boundary.  Several would like more guidance on their meaning, including Audit Scotland.

8.4
3 would prefer these measures to be based on net debt, 1 would prefer just debt for capital and 1 unsupported borrowing.


Prudential indicators for capital expenditure
8.5
7 would prefer those prudential indicators to be split between supported and unsupported.


Estimates of the ratio of capital financing costs to net revenue stream
8.6
3 would prefer these to focus on gross income; 3 want a clearer definition of net revenue stream.


Net borrowing and the capital financing requirement
8.7
6 responses take the view that this measure should be based on gross borrowing.

8.8
3 are anti the requirement in paragraph 45 of the draft Code, including the LGA.  The LGA consider that whilst the principle behind the indicator is sound, an indicator is unnecessary because of the balanced budget requirement.


Prudential indicators for treasury management
8.9
17 responses take the view that these are still too many prudential indicators for treasury management or that compliance with the Treasury Management Code is sufficient.

8.10
6 take the view that if there is an indicator in respect of maturity structures, it should relate to both fixed and variable instruments, not just fixed.

8.11
A small number of individual detailed points are also raised.

8.12
Suggested response

All of the above matters were raised during the consultation on the first exposure draft of the Code.  It is suggested that the PCSG has previously discussed and formed a view on these matters which is expressed in the second exposure draft, and that there is no need for further change to the Code itself.  It is suggested that further information on points raised should be included in guidance on the application of the Code.
9
OTHER COMMENTS DIRECTLY RELATED TO THE PRUDENTIAL CODE

9.1
An issue related directly to the Prudential Code that is raised in a significant number of responses relates to the use that will be made of the prudential indicators.  13 responses from individual local authorities plus the response from the WLGA express concern about this.  There are requests for CIPFA to be proactive in ensuring that performance indicators are not used for comparative purposes; or welcoming the fact that the Code says that they should not be so used.  Set against this, 2 individual responses take the view that such comparison to be encouraged and Ernst and Young advocate the use of comparative ratios and credit rating.  Audit Scotland make the following comments on this matter:


“The range of circumstances of local authorities means that Audit Scotland does not see the Code’s indicators as a suitable basis for widespread inter authority comparison but rather as a basis for identifying trends over time within a particular authority.”

9.2 
The ODPM has asked for further clarification within the Code in respect of the clause 3 duty within the Local Government Bill (see paragraphs 2 and 3 of the ODPM response, which is appended to this report).

9.3
The Scottish Branch Directors of Finance Section recommended that the Prudential Code be reviewed after 3 years.

9.4
Suggested response
(a)
Amendments are suggested within the Code as requested by the ODPM.


(b)
It is suggested that the statements in the draft Code about the use of prudential indicators remain unchanged.


(c)
It is suggested that the PCSG recommend to the Treasury Management Panel that the Code be reviewed after 3 years as recommended by the Scottish Branch Directors of Finance Section, or before that if external changes warrant it.
10
COMMENTS MADE ON MATTERS THAT ARE EXTERNAL TO THE PRUDENTIAL CODE

10.1
Many responses comment on the need for factors that are external to the Prudential Code to be finalised in a timely fashion before the new system comes into operation.  The most frequently mentioned subject is future government and devolved administration support for local authority capital investment.  Respondents are keen to know how this will be provided in future.  Many also stress the need for more advance notice of what support will be provided, in particular the need for 3 year forecasts.  Some comment that the scope for achieving the objectives of the new system will be reduced if the government continues to favour particular financing options for such support, and/or ring fences support for certain programmes rather than allowing local decision making.  In total, the future of government funding is raised in the responses of 94 individual local authorities and representative groups.

 10.2
Other subjects raised in responses (the number is given in brackets after each item) are:


—
the need for finalisation of what will replace the MRP in England and Wales

(49)


—
how the HRA will interface with the new system

(29)


—
the use of reserve powers

(21)


—
depreciation

(10)


—
PFI/leasing/credit arrangements

(10)


—
the regulations generally

(10)


—
local authority companies

(  8)


—
the PWLB

(  4)

10.3
In general terms, these matters are for the government and devolved administrations to finalise through their normal processes.  The stakeholders represented on the Steering Group – including CIPFA – will be making representations on these matters through those processes.  There is, however, one factor that impacts directly on the work of the Steering Group.

10.4
A very small minority of responses say that, since it is not possible for local authorities to determine how the new system will impact upon them until the new secondary legislation and support mechanisms are known, CIPFA should engage in a further round of consultation on the Prudential Code once these are finalised (2 responses from individual local authorities); or not finalise the Code until these are known (3 individual responses); or not bring the Code into operation for 2004 since the framework is not yet known (1 individual response) or if it is not known by the autumn (1 individual response); also the WLGA would “have severe reservations about introducing the Code in April 2004” if all necessary regulations are not agreed by 30 September 2003).

10.5
Suggested response


(a)  
Paragraph 10.4 above reflects a small minority of responses but they do raise significant issues for CIPFA.  Set against this, there is an evident desire in many of the responses for the Code to be finalised as soon as possible.


(b)
The Steering Group is working to a timetable which aims to present the Code for recommendation for approval to the CIPFA Council on 11 September.  This is the last date possible consistent with a 1 April 2004 start date.  The CIPFA Council’s next following  meeting is on 11 December.


(c)
In Scotland, the clear intention is for the prudential framework to start on 1 April 2004.  The primary legislation is in place and no representation has been made by any responses in Scotland for delay – quite the contrary in fact.  In England and Wales the primary legislation is currently going through the Parliamentary process.  The ODPM has indicated that a time will come later this year when it will be clear from legislative progress whether or not a 1 April 2004 start date is possible.


(d)
It is suggested that it is important that the Steering Group’s planned timetable is met.


(e)
It is suggested that if, when the legislative framework is published for consultation, local authorities have grave reservations about how this impacts on the Code, representations be made through the treasurers’ societies to the Chairman and the CIPFA Secretariat so that these matters can be reported to  the CIPFA Council on 11 September.

CIPFA PRUDENTIAL CODE FOR CAPITAL FINANCE IN LOCAL AUTHORITIES

SECOND EXPOSURE DRAFT - March 2003

Response by the Office of the Deputy Prime Minister

1 ODPM welcomes the publication of the second exposure draft of the Prudential Code. The central role that the Code will play in the prudential system was noted in our response to the first exposure draft. We welcome in particular the developments in the content of the Code since the first draft, including the treatment of the Housing Revenue Account and local authority interests in companies and other entities. There are two issues on which we wish to comment.

2 The first is the question of affordability. The Government intends that in clause 3(1) and (2) of the Local Government Bill the expression "can afford to borrow" is given a natural and unrestricted interpretation, which the Secretary of State may augment by regulations or by codes specified in regulations under clause 3(5). An authority must consider the affordability of the borrowing during all the years in which it will have a financial impact on the authority; the duty is not confined to the initial year of the borrowing. In doing this the authority must take account of all the other financial circumstances affecting it in those years, so far as it is able to predict them. Our intention is to make regulations requiring authorities to have regard to the Code when fulfilling this duty. The Code sets out a practical approach to meeting the clause 3 duty. This applies particularly to the requirement in paragraphs 28 to 33 to look at plans for three years ahead and known significant events beyond that timeframe. But other aspects of the Code, including the treasury management provisions, also play a role in assessing affordability in the light of the uncertainty that must affect any prediction of the future. It is important that all involved in operating the prudential system understand both the breadth of the clause 3 duty and the importance of each part of the Code in helping authorities to fulfil that duty.

3 The current draft of the Code clearly adopts this broad interpretation of affordability in paragraphs 28 to 33. However, a superficial reading of paragraph 26 could in our view lead someone to assume that the statutory provision is concerned only with the affordability of the immediate cost. It would be unfortunate if this understanding was reached early on in reading the Code, with the risk that it is not corrected by the text that follows. Therefore our view is that paragraph 26 should be amended to make it clear that "can afford to borrow" in clause 3(1) and (2) has the broad meaning which is described in this response.

4
Secondly, we would like to express our support for the requirements in paragraphs 39 and 40 of the Code to prepare estimates of the impact of capital investment decisions on the levels of council tax and rent. This represents a significant improvement in the transparency of the capital planning system. Our understanding is that these estimates will be based on the state of knowledge of the authority at the time and its current policies. As the Code makes clear, the estimates will not be fixed but will be revised each year on a rolling basis.

ODPM

June 2003






1 	Or precept, or levy, as appropriate.
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