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REPORT OF THE DIRECTOR OF CORPORATE SERVICES



TO THE LEAD MEMBER FOR CORPORATE SERVICES


ON MONDAY, 15TH SEPTEMBER, 2003 


TITLE :
ODPM CONSULTATION PAPER – SUPPORT FOR LOCAL AUTHORITY CAPITAL INVESTMENT

RECOMMENDATIONS :
That the proposed response to the consultation paper is approved.


EXECUTIVE SUMMARY :

The ODPM has issued a consultation paper concerning proposed arrangements for revenue support for local authority expenditure as a result of the planned introduction of the new prudential code for capital finance with effect from 1st April, 2004.

This report sets out the details of those proposals and Salford’s suggested response.


BACKGROUND DOCUMENTS :
ODPM  letter dated 8th August, 2003 

(Available for public inspection)


ASSESSMENT OF RISK :
Low



SOURCE OF FUNDING :
Revenue Budget



LEGAL ADVICE OBTAINED :
Not applicable in this instance 



FINANCIAL ADVICE OBTAINED :
Report prepared by the Head of Finance



CONTACT OFFICER :
John Spink

Tel No : 793 3230








E-mail : john.spink@salford.gov.uk

WARD(S) TO WHICH REPORT RELATE(S) :
Potentially all


KEY COUNCIL POLICIES :
Budget Strategy


REPORT DETAILS

INTRODUCTION

The Government plan to introduce a new prudential system for local authority capital finance with effect from 1st April, 2004, subject to the enactment of the Local Government Bill currently passing through Parliament.

In anticipation of the introduction of the new system, CIPFA has produced a new prudential code, which has been the subject of a previous report to Lead Member, and draft regulations have also been issued for consultation by the Government.

In addition, revised arrangements are required to replace the existing system of revenue support through FSS and RSG. 

On 8th August, the ODPM issued a consultation paper on proposed arrangements with a deadline for responses of 19th September.

This report concentrates on the details of the Government’s proposals for revenue support for capital investment and a suggested consultation response.

KEY FEATURES OF THE CONSULTATION PROPOSALS

The requirement to consider changes to the system of revenue support for capital investment follows on from the new prudential system in that this will allow local authorities to determine their own level of borrowing.

Government borrowing approvals will therefore no longer exist. However, they will only want to continue to provide revenue support to a level of borrowing that they consider is acceptable within their own public expenditure plans and will not want to make it open-ended, which a prudential system might conceivably do.

The key features of the proposals are therefore as follows :-

· Long-term vision to move to Government support for depreciation charges as a means of improving the incentives for the efficient use and maintenance of capital assets. Capital grants would support new capital investment with revenue grant towards maintenance based on depreciation charges. This will require greater focus than at present on the impact of depreciation when taking decisions about maintenance programmes (and their adequacy) and use of assets. Preliminary work on possible approaches will begin in 2004/05 with a possible target of 2006/07 for implementation.

· Short-term Government support options :






         - continue with supported borrowing through RSG in a similar manner as at present using an indicative supported borrowing level for determining the capital financing FSS ; or

- provide capital grants for supported new investment

· PFI support will continue but the credit regime will be considered to ensure no bias in favour of any particular procurement options.

An internal briefing note is attached at Appendix 1 which sets out the key requirements of :

· the draft CIPFA prudential code for capital finance

· the draft capital finance regulations

· the consultation paper on support for local authority capital investment

· the consultation paper on housing capital financing

in order that this report can be considered in context.

SUGGESTED RESPONSE

The principle of using depreciation charges as the basis for Government revenue support as the long-term vision is supported on the basis that this would be transparent and consistent with private sector accounting requirements and the Government’s resource accounting. Equally, it should provide an incentive for the better management and usage of assets. The transition from the system of short-term support to that proposed for the long-term will require careful evaluation as to the impact in the year of change and whether any transitional arrangements will be necessary.

As far as the short-term system of support is concerned, there is no overall financial difference between the two options, but on balance Salford would prefer a system of capital grants for the following reasons :- 

(a) consistency with the system for supporting HRA capital expenditure through the major repairs allowance ; and

(b) to overcome the lack of transparency in the share of debt outstanding and capital financing costs between the General Fund and the HRA which can appear to create a distortion in favour of the HRA by the application of the major repairs allowance, with the consequent impact upon General Fund capital financing costs,

provided the capital grants are not ring-fenced, other than for the financing of General Fund capital expenditure.

The overall level of Government support under the new system should be consistent with future planned support under the current system as reflected in the 2002 Comprehensive Spending Review.

(NB. Officers of the Finance Division will be attending a seminar on the new capital finance arrangements on 12th September and if there are any issues arising therefrom which necessitate any additional comments to the response suggested above, they will be reported verbally).

RECOMMENDATION

It is recommended that the proposed response to the consultation paper is approved.

ALAN WESTWOOD

Director of Corporate Services

Appendix 1

PROPOSED NEW ARRANGEMENTS FOR CAPITAL FINANCE

1. DRAFT CIPFA PRUDENTIAL CODE FOR CAPITAL FINANCE

Requirements :

· Each LA to set its own prudential borrowing limits

· Credit approvals abolished, but 

· RSG support for capital financing costs to continue

· Prudential indicators to be used to set, monitor, review and report on for 3 years ahead

· Indicators to be determined for :








-     ratio of financing costs to net revenue stream (General Fund and HRA separately)

·  impact of revenue and capital spending plans on Council Tax and housing rents

-     total capital expenditure to be incurred (General Fund and HRA separately)

· capital financing requirement (General Fund and HRA separately)

· net external borrowing not to exceed capital financing requirement for 2 years ahead

· external debt limits (authorised and operational)

· upper limits for fixed and variable interest rate exposure

· upper and lower limits for the maturity profile of borrowing

· upper limit for investments greater than 364 days 

Questions :

· Will final CIPFA code permit delegation of decisions on setting limits to an appropriate Committee?

· There has been some debate at CIPFA about the appropriateness of the 2nd indictor, ie impact on Council Tax and rents - can we find out the latest on this 

2. DRAFT CAPITAL FINANCE REGULATIONS

NB. Need to have regard to what is in primary legislation contained in the Local Government Bill currently going through Parliament.

Key features :

· Will give statutory backing to CIPFA's Prudential Code and Treasury Management Code.

· Credit arrangements - to be known as "qualifying liabilities" - defines what counts or does not count, and how to calculate the cost. Retirement benefits are specifically excluded. The cost of a credit arrangement is to be treated as a sum borrowed.

· What will be treated as capital receipts additional to the definition in the Bill. Will include repayments of loans and grants to an LA which they have made for capital purposes, eg to HAs, and disposal of mortgage portfolio. Will exclude capital receipts (and notional capital receipts) less than £10,000.

· New pooling arrangements for RTB capital receipts to be redistributed back to LAs by Government to enhance capital spend according to need. 75% of RTB and 50% of housing land receipts to be pooled. Pooled receipts may be reduced by related administrative costs.

· Voluntary transfers to registered social landlords are excluded from pooling, as are other housing receipts if they are used for capital expenditure on affordable housing and regeneration. 

· LAs can choose to use non-pooled receipts to finance capital expenditure or redeem debt or credit liabilities.

· A "capital allowance" can be established for capital expenditure on affordable housing and regeneration incurred up to 3 years before disposal of the interest in enhancing the value of that housing land, and can be reduced when it is drawn on to set against the capital receipt.

· Non-money receipts, except for housing nomination rights, will be treated as a notional receipt for pooling purposes. A pooling payment of a non-money receipt will be treated as capital expenditure.

· RTB receipts may be reduced by repurchase costs :




                     - where the purchaser sold back an ex-RTB dwelling and exercises RTB on another dwelling

- where an ex-RTB is repurchased within 5 years and sold again within 3 years of repurchase.

· Non-housing and non-pooled receipts may be used to meet capital expenditure, repay debt or meet any credit arrangement not charged to a revenue account.

· Computer software is an added category of permissible capital expenditure.

· MRP to continue for general fund in much the same way but with a new basis being the Capital Financing Requirement in place of the Credit Ceiling and some transitional differences. MRP is no longer required for the HRA. A voluntary higher charge than MRP continues to be permissible.

· Commutation will continue but be discretionary. There is a new, "simplified" formula. Where the commutation adjustment reaches the point where it exceeds MRP then self-financed borrowing will be permissible, provided it is affordable, and capitalisation directions will be available to meet the outstanding revenue losses.

Questions :

· Local Government Bill

What gaps might there be between what is stated in primary legislation and what the regulations cover, ie are there any specific issues we might want to see covered in the regulations that are not covered by the Bill or the current draft regs ?

· LA Companies

How will the new rules for accounting for companies affect local authorities ? What are the changes to be made under anticipated revisions to CIPFA's accounting code mentioned in para 1.14 of the commentary to the draft regs ? Do we have them yet ? What difference will they make?

Does this offer improved scope to use LA companies as investment vehicles ? 

· PFI

Will PFI become less attractive ?

· Credit Arrangements

How does the proposed treatment of credit arrangements differ from current rules ? 
   

Will they make any difference in practice (ie if we inflate our borrowing limit to allow for them does this make the effect cost neutral other than the revenue cost and not mean we need to set aside a notional capital receipt) ?

What happens with the treatment of any overhanging credit arrangement when the current rules expire ?

What does "in accordance with proper practices" mean in regulation 5 ?

How, for example, will a long-term lease of land or property be treated in future ? Is it possible to show the difference, if there is one, with the current rules ? The LGA is suggesting that property leases will not be treated as credit arrangements if they are treated as operating leases - any views on this, particularly how this is able to be done in practice ?

· Capital Receipts

Does the inclusion of disposals of mortgage portfolios at regulation 8 also include repayments and redemptions of mortgages on individual properties ? or could this be caught by the £10,000 de minimis rule in many instances ?

· Capital Expenditure

Are there any additional categories of expenditure we would want to see treated as capital ? (Redundancy payments, added years lump sums, staff compensation/buy-out costs ?)

· MRP/Commutation

Can the new formula be exemplified for 2004/05 to 2006/07 please and compared to what would be the case if the current rules were rolled forward. We need to be able to prove (or disprove) the Government's intention of minimal disruption.

Where commutation reaches the point of exceeding MRP and a capitalisation direction is given, is my reading correct that the regulations intend to cover all subsequent years' losses (is the commutation adjustment indefinite or is there a cut-off date ?) ? Is this immaterial as it is unlikely to happen in Salford's case ?

Assuming the commutation calculation is the same as currently, am I correct to interpret regulation 24(1)(a) and (b) to mean that when we reach the point at which interest is no longer reduced, which appears to be 2009/10 from JB's working papers, we can ignore interest increases?

· Retirement Benefits

Does the requirement of regulation 25 re retirement benefits cut across our current accounting practice (or intended practice, assuming we decapitalise redundancy and lump sum payments in 2004/05) ?

· Investments

Need to look out for new code of guidance to replace current Approved Investment Regulations - would there be anything we would want to see included ?

3. CONSULTATION PAPER ON SUPPORT FOR LOCAL AUTHORITY CAPITAL INVESTMENT

Key features :

· Long-term vision to move to Government support for depreciation charges as a means of improving the incentives for the efficient use and maintenance of capital assets. Capital grants would support new capital investment with revenue grant towards maintenance based on depreciation charges. This will require greater focus than at present on the impact of depreciation when taking decisions about maintenance programmes (and their adequacy) and use of assets. Preliminary work on possible approaches will begin in 2004/05 with a possible target of 2006/07 for implementation.

· Short-term Government support options :






         - continue with supported borrowing through RSG

- provide capital grants for supported new investment

· PFI support will continue but the credit regime will be considered to ensure no bias in favour of particular procurement options.

Questions :

· Should we preferring capital grants to supported borrowing ? Can we marshal the arguments for this ? Can JB model the effect on 2004/05 to 2006/07 capital financing costs if new investment was wholly funded from grant instead of borrowing, compared with his recent projections for the prudential code and using the same base figures. I think we should find that general fund financing costs are dampened and more passed on to the HRA, thus attracting more subsidy, than if we have supported borrowing, but can that be tested please.

4. CONSULTATION PAPER ON HOUSING CAPITAL FINANCING
Key features :

· HRA credit ceiling and mid-year subsidy credit ceiling replaced and MRP removed.

· Paper is based on the presumption of supported borrowing continuing.

· The HRA part of the Capital Financing Requirement will be the basis for determining HRA financing costs and subsidy entitlement.

· Pooling of HRA capital receipts and removal of set-aside requirement (see also above).

· Housing Regional Boards will determine HRA supported borrowing limits for subsidy purposes for 2004/05 onwards.

· Demolition costs will no longer be chargeable to the MRA.

Questions :

· Can we model the calculations of the HRA CFR, determination of HRA financing costs and HRA subsidy for 2004/05 to 2006/07 and compare with what would have happened under the existing system using JB's base data information for the recent projections for the prudential code.

· What will be the effect of the way in which the MRP calculation for general fund will be influenced by the manner of determination of the HRA CFR (paras 58 and 59) ?

· In the definitions at para 62 :

· should premia be added in to the definition of financing costs ?

· can the definition of net revenue stream be set out in figurative form and compared with that used for the recent projections for the prudential code to identify any differences.
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