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CIPFA is one of the leading professional accountancy bodies in the UK and the only one that
specialises in the public services.  It is responsible for the education and training of
professional accountants and for their regulation through the setting and monitoring of
professional standards.  Uniquely among the professional accountancy bodies in the UK,
CIPFA has responsibility for setting accounting standards for a significant part of the
economy, namely local government.  CIPFA’s members work (often at the most senior level)
in public service bodies, in the national audit agencies and major accountancy firms.  They
are respected throughout for their high technical and ethical standards, and professional
integrity.  CIPFA also provides a range of high quality advisory, information and training and
consultancy services to public service organisations.  As such, CIPFA is the leading
independent commentator on managing and accounting for public money.

CIPFA
8 North West Circus Place
Edinburgh
EH3 6ST

Contact: Angela Scott
Senior Manager – Policy & Technical Services
0131 220 4316
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SUMMARY OF CIPFA’s VIEWS

CIPFA is pleased to submit evidence to the Committee’s inquiry. In summary our
views are:

� democratic renewal cannot be achieved without genuine financial accountability
and autonomy at the local level

� the balance between central and local tax raising is wrong
� to achieve a shift in the balance of funding, business rates should be returned to

local authority control
� general grant should be the norm and specific grants should be used only on an

exceptional and strictly time limited basis
� the existing approach to distributing grant should be made more intelligible and

transparent rather than simpler
� a prudential framework for capital finance should be developed in Scotland
� PPP should be seen as one in a range of financing and procurement methods

available
� the use of the PSBR as a control mechanism should be reviewed in the light of

the new fiscal framework introduced by the Government in 1998.

1. GENERAL COMMENTS

1.1 The search for a robust and fair approach to financing local government has been
pursued – with varying degrees of enthusiasm – by successive governments since the
second World War.  The very fact that the search for a ‘good’ system is continuing at
the start of the new Millennium illustrates just how difficult it is to devise an approach
that effectively balances competing objectives and aspirations.

1.2 In 1976, the Layfield Committee – which probably came closest to attaining the
elusive goal – set out 8 requirements of a satisfactory financial system:

� accountability – in a democratic society the first requirement is that ‘the
government, whether central or local, should be accountable to the electorate’

� fairness between individuals – people in similar circumstances should be
treated alike

� fairness between areas – to take account of varying needs and circumstances
� consumption and investment – recognising that choices have to be made

between spending more now in order to save money later or vice versa
� financial arrangements should promote efficiency
� stability – ‘taxpayers, local authorities and the government should be able to

rely on reasonably firm expectations about future commitments’
� flexibility – the system needs to be ‘flexible enough to accommodate a wide

range of economic circumstances’
� comprehensibility – the accountability requirement ‘cannot be met unless

those who are responsible to the electorate for taking decisions are capable of
answering for those decisions’.
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1.3 Layfield recognised that these requirements cannot all be ‘equally satisfied’ and that
‘there is no single set of financial arrangements that will serve all purposes’.

1.4 In 1986 in its response to the Green Paper ‘Paying for Local Government’ CIPFA also
set out a series of  essential prerequisites for a financing system capable of sustaining
local government:

� a buoyant, locally set and locally collected tax (or taxes) capable of meeting
most (or all) of the net cost of local government services – ie after taking into
account income from charges

� reduced dependence on general government grant aid towards the cost of
local government services

� limited use of carefully targeted specific grants
� a local taxation system which ensures that all adults make some contribution

towards the cost of local services
� a local taxation system which makes local taxpayers aware of

� the authority raising the tax,  and
� the services supported by the tax

� local taxes which are perceived to be fair and based on the concept of ‘ability
to pay’ as opposed to the ‘benefit’ principle of taxation

� a local taxation system which can be administered efficiently and
economically

� a system which is readily understandable to the public at large.

1.5 More recently the European Charter of Local Self-Government stresses the
importance of local authorities’ financial autonomy and sets out principles that should
underpin local government finance and grant systems in member states.  Like
Layfield, these principles emphasize the importance of accountability, fairness,
stability and intelligibility (see Appendix A).

1.6 In CIPFA’s view these examples taken from each of the last three decades emphasize
the importance of keeping firmly in mind the principles that should underpin any
system of local government finance.  Unless this is the case there is a danger that
debate tends to focus not on the ‘big picture’ but on the details of formula changes
and statistical techniques.

1.7 In terms of the Committee’s own inquiry CIPFA would emphasize the importance of
identifying from the outset just how wide ranging its review will be.  If the intention
is to look at radical reform options, there are clearly greater risks involved – as
demonstrated so vividly by the community charge in the late 80s/early 90s.  In this
context although widening the taxbase via, say, a local income tax may seem
appealing, CIPFA would urge that any moves in this direction are thoroughly
researched and subject to extensive consultation.

1.8 If the Committee’s plans are less ambitious and designed to focus more on improving
the existing approach there are in CIPFA’s view a number of inherent difficulties that
need to be overcome before a good system is possible.  In particular:
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� the relationship between central and local government must be clear and
unambiguous

� the balance of funding between central and local government needs to change
� there should be a consensus over what a grant distribution mechanism

realistically can achieve
� the use of judgement within the grant distribution system needs to be carefully

controlled and its impact and implications recognised
� the grant distribution mechanism and its impact at local level should be

intelligible.

1.9 These general concerns are picked up in relation to the inquiry’s own terms of
reference in the remainder of CIPFA’s submission.
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2 THE BALANCE BETWEEN CENTRAL AND LOCAL FUNDING

2.1 In CIPFA’s view, the key issue preventing positive change to the revenue grant
system is the balance of funding between centrally provided and locally raised
finance.  If local democratic renewal and greater community involvement are to be
achieved, it is essential that local authorities enjoy financial autonomy and
accountability. This means that they must be responsible not only for raising the
majority of the money they spend but for deciding how it is used to meet local needs
and aspirations. If this were the case, authorities could be rightly held responsible for
the decisions they take and for demonstrating community involvement and
participation.

2.2 In CIPFA’s opinion, what is needed is a fundamental shift in the balance between
local and central tax raising towards a situation where more than half of local
authority spending is financed locally. Under the current system, where only around
20% of local expenditure is financed through local taxation local autonomy is severely
constrained, particularly given that central government as the major funder seeks to
exert influence over how funds are spent.

2.3 To have a positive effect a change in the balance of funding would need to be
accompanied by genuine local financial freedom. If central government continued to
influence or control spending patterns, changing the balance between the sources of
funding would be pointless.

2.4 In addition to the effect that the balance of funding has on local autonomy there are
significant behavioural implications arising from the sheer amount of money
involved.  As central government now provides so much of local government’s
funding, decisions over how that total is distributed are crucial.  Each local authority
effectively has a duty to its electorate to gain as much of the available funding as
possible with the result that significant time and energy is devoted in most if not all
authorities to understanding and seeking to influence the minutiae of funding
formulae.

2.5 The relative importance of the grant settlement can also have a distorting effect on
policy decisions at the local level with authorities less willing to follow avenues that
could adversely affect the data upon which their GAEs are based.

3 THE COUNCIL TAX

3.1 In CIPFA’s view, whether or not the council tax is perceived as fair depends on

� the progressiveness of the tax as reflected in the distribution of the bands
� the underlying valuations.

3.2 In CIPFA’s opinion, the bands as they currently stand are not sufficiently sensitive to
ensure that people receive similar bills for similar types of homes. In particular, in
authorities with a high proportion of Band A properties, there can be a substantial
proportionate difference in values between the lower and upper end. Similarly in
Band H, people with quite dissimilar properties receive the same bill.
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3.3 In relation to valuations it is critical to the system’s credibility that property values are
regarded as realistic and fair and do not become subject to the same criticisms as were
levelled at domestic property rates in the 1980s.  As an alternative to a ‘set piece’
wholesale valuation an annual series of representative samples could be used to
update the figures using actual selling prices. Professional bodies and the valuation
boards could work together to identify the necessary representative samples.

3.4 In CIPFA’s view, whilst the council tax system itself is relatively straightforward, the
relationship between the money it raises and that generated from the non-domestic
rate and grant is not.  In CIPFA’s view, it is essential to genuine accountability that all
council taxpayers are able to understand where their contributions go. In addition,
local authorities should be encouraged to develop information appropriate to the
needs of their taxpayers so that the taxpayers can have a clear understanding of what
they are paying for. To make this possible it may be helpful to review and rationalise
the detailed regulations governing the content of tax bills.

4 THE NON-DOMESTIC RATE, IN PARTICULAR WHETHER OR NOT IT
SHOULD BE RETURNED TO COUNCIL CONTROL

4.1 In CIPFA’s view the most straightforward way of achieving a shift in the balance of
funding would be to return the business rate to local authority control. CIPFA believes
that this is the right course of action to follow, not only because of the greater
financial independence and autonomy that it would afford local authorities but also
because it would

� re-establish effective links between businesses and local authorities to
complement authorities’ community leadership and economic development
roles

� reduce the gearing effect of the council tax.

4.2 In CIPFA’s view, the gearing effect has an invidious impact on local government’s
autonomy since the burden of any additional local expenditure above GAE is borne
solely by the council taxpayers. As a result local authorities are effectively
encouraged to spend at the level of their GAE. This has a particularly detrimental
impact on the funding of discretionary services and mitigates against authorities
taking full account of local priorities.

4.3 CIPFA recognises that, as local authorities are not democratically accountable to
businesses through the ballot box, there is a danger that the return of the business rate
could provide an opportunity to make businesses bear a higher relative proportion of
increases in spending. This would be as damaging to local financial accountability as
is the current position. CIPFA therefore believes that there should be a link between
the business rate and the council tax yields and that this should be transparent to all
and applied consistently.

4.4 As the business rate base varies across the country, CIPFA sees a continuing role for
the Scottish Parliament in equalising the resources available to local authorities.
Otherwise local communities will receive widely varying standards of service across
the country.  However, in the interests of accountability and transparency the impact
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of equalisation should be made clear at the local level, possibly through information
accompanying tax bills.

4.5 A number of issues would need to be addressed before the responsibility for setting
the non-domestic rate for non-domestic properties could be returned to local
authorities. Those issues include

� the relationship between the council tax and the non domestic rate
� the approach to resources equalisation in the RSG system
� local authorities’ accountability to the non-domestic taxpayer.

4.6 If responsibility for the setting of the non domestic rate were to be returned to local
authorities, the relationship between council tax and non domestic rate would become
an issue because council tax is based on capital values whereas the non domestic rate
continues to be levied on rental values.

5 ISSUES IN RELATION TO THE GRANT SYSTEM

The role of local government

5.1 In CIPFA’s view, a robust and effective approach to financing local authorities must
be underpinned by a clear understanding of the relationship between central and local
government.  Whilst CIPFA recognises that local government needs to act in
partnership with central government to deliver key policy objectives a balance needs
to be struck to ensure that local democracy is not undermined and local authorities do
not become mere agents of central government.

Hypothecation and challenge funding

5.2 CIPFA recognises that ministers need mechanisms for ensuring that desired outcomes
are achieved. However, CIPFA believes that general grant should be the norm and
that specific grants should be used only on an exceptional and strictly time limited
basis This is because hypothecation not only leads to greater central government
control and higher levels of service prescription but also to an increase in the
bureaucracy relating to grant claims and their verification and audit and associated
costs.

 5.3 In CIPFA’s view it would be helpful if there were a general consensus about the
circumstances when specific grants should be used. In CIPFA’s opinion, specific
grants have a valuable role to play when

� the local authority is effectively acting as ‘postman’ for central government eg
administering housing benefit

� a new function is introduced eg the transfer of community care responsibilities
� spending is ‘lumpy’ eg in the case of homelessness or asylum seekers
� there is a desire to encourage experimentation
� paving the way for a new source of income.

5.4 In CIPFA’s view, when a specific grant is introduced it would be helpful if an ‘exit’
strategy were specified so that local authorities know where they stand and can plan
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ahead accordingly. An exit strategy may be that the specific grant is given for a single
year or rolled into general grant after 2 years. The important thing here is that local
authorities know from the outset how long and on what basis the stream of grant
income will flow and are thereby encouraged to plan for its withdrawal in terms of
either winding down the activity that is being funded or identifying alternative
funding arrangements.

The distribution mechanism & how it is used

5.5 In CIPFA’s view it is also important that there is a general consensus about exactly
what should be expected of any mechanism for distributing grant.

5.6 The current GAE system was intended originally purely as a mechanism for
distributing grant. GAEs themselves were conceived as a measure of relative need and
applied in a way that was designed to enable relatively consistent standards of service
to be provided across authorities. However, increasingly GAEs have been used to
influence local spending decisions. As a result, instead of being a measure of relative
need to spend to provide a standard level of service, GAEs have come to be seen as
the expected level of spend.

5.7 In CIPFA’s view, the use of GAEs to achieve objectives for which they were not
designed has undermined the credibility of the current approach to grant distribution.
It is important that any new approach is not hampered by unrealistic expectations of
what it can achieve.

The role of judgement

5.8 The ‘misuse’ of the GAE system reflects a general trend towards an increased role for
central government judgement.  This is perhaps demonstrated most forcefully in the
focus on outcome or performance based funding (often in the form of specific grants)
and ring fencing which involve judgements at individual local authority level about
how policy priorities are being met.

5.9 Given that local authorities are the vehicle by which key government policies will be
achieved or otherwise, this trend is understandable.  However, it does have
implications for the relationship between central and local government and for local
communities as a whole.

5.10 At the broadest level, the more judgement exercised by central government the greater
the likelihood that national priorities will dominate at the expense of local.  There is
also a risk that the distribution process itself could become a ‘political football’.

5.11 In addition, where judgement plays a significant role the behavioural response is
bound to be affected  – for example, if a local authority is seen to be rewarded for a
particular proposal or approach others will want to mimic this in subsequent grant
rounds.  This leads to a tendency to draw up ‘bids’ for grant that are more likely to
attract funds rather than focusing on local priorities.
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 Intelligibility

5.12 There is no doubt that the current approach to grant distribution is perceived to be
complex.  In CIPFA’s view it can be argued that as local authorities deal with
complex social problems and a wide range of services, the approach to distributing
funding needs to be equally complex if results are to be fair.  In this context and given
the sheer range of influences affecting funding levels, the emphasis should be on
making the approach to distributing grant more intelligible and transparent rather than
simpler.

The current formulae approach

5.13 In CIPFA’s view, the most compelling argument in favour of the continued use of
formulae to distribute grant is that it is relatively more objective and transparent. Of
course, CIPFA recognises that every approach to grant distribution entails some
subjectivity. However, the advantage of a predominantly formulae based system is
that subjective judgement is exercised in a generalised way in relation to the formulae,
the criteria on which they are based, their relative weightings and methodologies
rather than at the point of distribution.

5.14 That is not to say that there is no room for improvement on the current approach. In
CIPFA’s view, there are three areas where improvements should be made

� better statistical techniques that are relevant to the circumstances and applied
consistently

� more relevant and up to date data
� use of plausibility checks to confirm that the results produced by formulae

make sense in practice.

6 CAPITAL FINANCE

6.1 CIPFA has separately commented to the reviews of local government finance in
England and Wales that the current system of capital finance in England and Wales,
which is characterised by lengthy, detailed and complex regulation, acts as a block to
the achievement of best value in services through asset management and treasury
management policies and the promotion of partnership.  CIPFA has recommended
that the current regime in England and Wales is replaced by one that places greater
reliance on the role of the chief finance officer and on professional codes of practice
which would have statutory backing.

6.2 The capital finance system in Scotland has never adopted the detailed requirements
for capital finance that apply in England and Wales.  Nevertheless, the system in
Scotland is heavily regulated by statute and through centrally determined capital
consents.
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6.3 CIPFA recommends that a prudential framework for capital finance is developed in
Scotland in order to achieve

� better asset management by ensuring that local authorities are enabled to
consider revenue and capital solutions on an equal footing

� greater local ownership of spending proposals
� the promotion of partnership working.

6.4 A copy of CIPFA’s response to the green paper in England on the capital finance
elements is attached to this paper (Appendix B) and is recommended for consideration
in Scotland.

6.5 The conclusions of CIPFA’s work to date make it very clear that in order to meet the
wider objectives for asset management, any future capital finance system should be
based on a framework which identifies consequences from an accounting perspective.

6.6 Authorities need to be encouraged to make capital decisions from a whole life
perspective with regard to the consumption of the economic benefits arising from
assets.

6.7 CIPFA’s preference is for a system where one of the key assessments is the
affordability of depreciation charges that would hit the bottom line.  However, any
system of control based on the affordability of revenue consequences depends
fundamentally on the system for revenue support grant for capital investment being in
harmony with it. Therefore, maximising the potential for change from a new capital
finance system can only be achieved if change to the control system is accompanied
by change to the revenue support system.

7 THE ROLE AND COSTS OF THE PRIVATE PUBLIC PARTNERSHIP (PPP)

7.1 CIPFA believes that PPP should be seen as one in a range of financing and
procurement methods available to public service managers, in meeting identified and
planned investment needed to maintain and develop public services.

7.2 CIPFA has always stressed that the achievement of value for money and better/more
efficient services ought to be the prime mover in considering PPP and other methods
of financing.

7.3 CIPFA has taken the view that whether or not a proposed scheme promises better
value for money than any alternative, is a matter which is capable of being resolved
objectively and should not rest on a decision about the accounting treatment. CIPFA
could not accept a view that the achievement of value for money is necessarily
inconsistent with an on-balance sheet accounting treatment or, conversely, that is an
asset is on-balance sheet it must be ‘bad PFI’.
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8 PSBR

8.1 CIPFA recommends that the use of the PSBR as a control mechanism is reviewed in
the light of the new fiscal framework introduced by the Government in 1998.  At the
centre of this are two fiscal rules:

(a) the golden rule:  over the economic cycle, the Government will borrow only to
invest and not to fund current spending

(b) the sustainable investment rule:  over the economic cycle, net public sector
debt as a proportion of Gross Domestic Product (GDP) will be held at a stable
and prudent level, which is defined by the Treasury as being less than 40 per
cent.

These rules reflect the Government’s view that “a key component to the new
approach to fiscal policy is to distinguish between current and capital spending”1

8.2 Another pertinent factor is the introduction of resource accounting and budgeting
throughout the public services.  It is CIPFA’s view that this will assist informed
decision making.  In essence, resource accounting means that money spent will be
recorded in the year it is used, not in the year it is spent (unless the two are the same).
So, instead of a new asset that is purchased through public procurement appearing in
the service revenue account when it is built, the cost will be spread over its lifetime.

8.3 It would be consistent with these developments to treat expenditure on the acquisition
of fixed assets through traditional procurement differently from current spending, by
controlling the former through prudential, sustainable investment limits.

                                                
1   Economic and Fiscal Strategy Report 1998, Cm 3978.
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Appendix A

EXTRACT FROM THE EUROPEAN CHARTER OF LOCAL SELF-
GOVERNMENT (PART I ONLY)
Strasbourg, 15.X.1985: ratified by the UK government in April 1998

Part I
Article 2 – Constitutional and legal foundation for local self-government
The principle of local self-government shall be recognised in domestic legislation, and
where practicable in the constitution.
Article 3 – Concept of local self-government

1. Local self-government denotes the right and the ability of local authorities, within the
limits of the law, to regulate and manage a substantial share of public affairs under
their own responsibility and in the interests of the local population.

2. This right shall be exercised by councils or assemblies composed of members freely
elected by secret ballot on the basis of direct, equal, universal suffrage, and which
may possess executive organs responsible to them. This provision shall in no way
affect recourse to assemblies of citizens, referendums or any other form of direct
citizen participation where it is permitted by statute.
Article 4 – Scope of local self-government

1. The basic powers and responsibilities of local authorities shall be prescribed by the
constitution or by statute. However, this provision shall not prevent the attribution to
local authorities of powers and responsibilities for specific purposes in accordance
with the law.

2. Local authorities shall, within the limits of the law, have full discretion to exercise
their initiative with regard to any matter which is not excluded from their competence
nor assigned to any other authority.

3. Public responsibilities shall generally be exercised, in preference, by those authorities
which are closest to the citizen. Allocation of responsibility to another authority
should weigh up the extent and nature of the task and requirements of efficiency and
economy.

4. Powers given to local authorities shall normally be full and exclusive. They may not
be undermined or limited by another, central or regional, authority except as provided
for by the law.

5. Where powers are delegated to them by a central or regional authority, local
authorities shall, insofar as possible, be allowed discretion in adapting their exercise
to local conditions.

6. Local authorities shall be consulted, insofar as possible, in due time and in an
appropriate way in the planning and decision-making processes for all matters which
concern them directly.
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Article 5 – Protection of local authority boundaries
Changes in local authority boundaries shall not be made without prior consultation of
the local communities concerned, possibly by means of a referendum where this is
permitted by statute.
Article 6 – Appropriate administrative structures and resources for the tasks of
local authorities

1. Without prejudice to more general statutory provisions, local authorities shall be able
to determine their own internal administrative structures in order to adapt them to
local needs and ensure effective management.

2. The conditions of service of local government employees shall be such as to permit
the recruitment of high-quality staff on the basis of merit and competence; to this end
adequate training opportunities, remuneration and career prospects shall be provided.
Article 7 – Conditions under which responsibilities at local level are exercised

1. The conditions of office of local elected representatives shall provide for free exercise
of their functions.

2. They shall allow for appropriate financial compensation for expenses incurred in the
exercise of the office in question as well as, where appropriate, compensation for loss
of earnings or remuneration for work done and corresponding social welfare
protection.

3. Any functions and activities which are deemed incompatible with the holding of local
elective office shall be determined by statute or fundamental legal principles.
Article 8 – Administrative supervision of local authorities' activities

1. Any administrative supervision of local authorities may only be exercised according
to such procedures and in such cases as are provided for by the constitution or by
statute.

2. Any administrative supervision of the activities of the local authorities shall normally
aim only at ensuring compliance with the law and with constitutional principles.
Administrative supervision may however be exercised with regard to expediency by
higher-level authorities in respect of tasks the execution of which is delegated to local
authorities.

3. Administrative supervision of local authorities shall be exercised in such a way as to
ensure that the intervention of the controlling authority is kept in proportion to the
importance of the interests which it is intended to protect.
Article 9 – Financial resources of local authorities

1. Local authorities shall be entitled, within national economic policy, to adequate
financial resources of their own, of which they may dispose freely within the
framework of their powers.

2. Local authorities' financial resources shall be commensurate with the responsibilities
provided for by the constitution and the law.

3. Part at least of the financial resources of local authorities shall derive from local taxes
and charges of which, within the limits of statute, they have the power to determine
the rate.
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4. The financial systems on which resources available to local authorities are based shall
be of a sufficiently diversified and buoyant nature to enable them to keep pace as far
as practically possible with the real evolution of the cost of carrying out their tasks.

5. The protection of financially weaker local authorities calls for the institution of
financial equalisation procedures or equivalent measures which are designed to
correct the effects of the unequal distribution of potential sources of finance and of the
financial burden they must support. Such procedures or measures shall not diminish
the discretion local authorities may exercise within their own sphere of responsibility.

6. Local authorities shall be consulted, in an appropriate manner, on the way in which
redistributed resources are to be allocated to them.

7. As far as possible, grants to local authorities shall not be earmarked for the financing
of specific projects. The provision of grants shall not remove the basic freedom of
local authorities to exercise policy discretion within their own jurisdiction.

8. For the purpose of borrowing for capital investment, local authorities shall have
access to the national capital market within the limits of the law.
Article 10 – Local authorities' right to associate

1. Local authorities shall be entitled, in exercising their powers, to co-operate and,
within the framework of the law, to form consortia with other local authorities in
order to carry out tasks of common interest.

2. The entitlement of local authorities to belong to an association for the protection and
promotion of their common interests and to belong to an international association of
local authorities shall be recognised in each State.

3. Local authorities shall be entitled, under such conditions as may be provided for by
the law, to co-operate with their counterparts in other States.
Article 11 – Legal protection of local self-government
Local authorities shall have the right of recourse to a judicial remedy in order to
secure free exercise of their powers and respect for such principles of local self-
government as are enshrined in the constitution or domestic legislation.
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Appendix B

EXTRACT FROM CIPFA’S RESPONSE TO THE DETR’S ‘MODERNISING
LOCAL GOVERNMENT FINANCE: A GREEN PAPER’

SECTION II: CAPITAL INVESTMENT AND BORROWING

1 INTRODUCTION

1.1 CIPFA welcomes the proposal in the green paper “Modernising Local Government
Finance” for a new approach to the capital control framework for local authorities.

1.2 The green paper states (paragraph 4.4):

“In the Government’s view, the present capital control system
blurs accountability, limits local financial freedom and has become
an obstacle to effective capital investment.  We need a new regime
where local authorities no longer have to get government approval
before borrowing, but which protects taxpayers and promotes
partnership working.  It should enable local authorities to consider
revenue and capital solutions on an equal footing, so that Best
Value will be what counts.   It should secure much greater local
ownership of all spending proposals.  A vital part of reform would
be greater consultation with the community about the council’s
investment plans and a clear understanding and debate locally of
their long-term financial implications.”

CIPFA fully agrees with this analysis.

1.3 The green paper raises the following specific questions in relation to capital
investment and borrowing:

� should we abolish the requirement that local authorities need Government
permission to borrow?

� are the safeguards that we have proposed sufficient to protect national and
local tax payers, and to promote private finance deals and partnership
working?

� how can we ensure that local people are properly consulted about investment
plans and understand their long-term financial implications?

� how should we allocate revenue grant to support capital investment?

1.4 The remainder of this section of CIPFA’s memorandum of comments on the green
paper contains CIPFA’s responses to these questions plus other comments CIPFA
wishes to make with respect to capital investment and borrowing.

2 SHOULD THE REQUIREMENT THAT LOCAL AUTHORITIES NEED
GOVERNMENT PERMISSION TO BORROW BE ABOLISHED?
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2.1 In CIPFA’s view, the current detailed statutory regime could be replaced with one that
places greater emphasis on the role of the S151 officer and on professional codes of
practice, such that borrowing takes place within a prudential framework.

2.2 Therefore, CIPFA agrees that the requirement that local authorities need Government
permission to borrow should be abolished once the professional code, ‘The Prudential
Code’, referred to later in this response has been established.

3 ARE THE SAFEGUARDS PROPOSED SUFFICIENT TO PROTECT NATIONAL
AND LOCAL TAXPAYERS, AND TO PROMOTE PRIVATE FINANCE DEALS
AND PARTNERSHIP WORKING?

3.1 It is CIPFA’s view that the safeguards proposed offer a robust framework for
protection of national and local taxpayers, and the potential for better decision
making.

3.2 The green paper proposes that the regime would be “backed up by the fundamental
principle of the balanced budget (enshrined in legislation) and accounting codes
(which also have the force of law).”

3.3 As the leading professional accounting body for the public services, CIPFA is
uniquely placed, if the Government wishes it to do so, to develop a professional code
of practice “The Prudential Code” to support the proposed new framework for capital.
Appendix A to this memorandum of comments provides further information and
discussion about the process that would be involved in preparing such a CIPFA code,
and what it could include.

3.4 Appendix A demonstrates that once the prudential code is developed and approved it
would have status both for local authorities and for individual members of CCAB
bodies in relevant positions in local authorities, and in particular for the chief finance
officer.

3.5 The process for determining local performance indicators and the definition of the
indicators would be specified in the code.  It is expected that three key areas would be
covered by the indicators:

(a) External debt

The level of external debt of a local authority will be a key element of a
prudential system.

CIPFA would recommend that a definition of external debt is adopted which is
consistent with generally accepted accounting practice.  This could be either
gross external debt or external debt net of external investments, or both.  The
definition of external debt could include both standard borrowing and other
long term liabilities.  Again, CIPFA would recommend that the definition of
long term liabilities used should be consistent with generally accepted
accounting practice.   The issues involved are discussed in more depth in
Appendix B on accounting standards and balance sheet treatment vis-à-vis
credit arrangement provisions of the LGHA 1989.
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Indicators based on external debt would be measurable on a regular basis,
transparent to audit, capable of local control within statutory limits, and
capable of being estimated over the medium term.
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(b) Capital commitments

Any prudential system will have to consider capital commitments as well as
actual debt.

It is impractical and inappropriate for local authorities to calculate measures
on this basis frequently.  Whilst actual debt can be determined on a daily basis,
total capital expenditure incurred cannot.   Expenditure will need to be
incurred within due process and with due diligence by services.  However, the
final determinations as to what constitutes capital expenditure are only made
after the year end, as is the final determination of the resourcing of this
expenditure by for example direct revenue contributions or useable capital
receipts.

Indicators based on capital commitments will be necessary to monitor and
manage resources, are capable of being estimated over the medium term, but
are only available as actuals after the year end.

(c) Treasury management

There is a CIPFA standard of professional practice for treasury management
and a CIPFA code of practice for treasury management in local authorities.
CIPFA is currently undertaking a revision of the standard of professional
practice for treasury management, and is developing a code of practice for
treasury management in the public services, which will replace the current
codes for individual sectors.   Exposure drafts for consultation are expected
early in 2001.

Within the principles laid down by the code of practice for treasury
management, the prudential code could specify local indicators which each
authority would be required to set.

Risk aversion is key to treasury management in the public services.  All
indicators for treasury management must be developed within this overall
context.

3.6 CIPFA recognises that the Government sees the need for statutory long stop
indicators, particularly in the early years of the new system.  However, it is vital that
these are “long stops” rather than micro controls at individual local authority level
which, rather than long stop controls to work within, are perceived as guidelines or
entitlements.  It is vital that the new framework allows local authorities to make their
own prudential choices.   Otherwise, the objectives for the new system described in
paragraph 4.4 of the green paper

� to enable local authorities to consider revenue and capital solutions on an
equal footing, so that Best Value is what counts

� much greater local ownership of all spending proposals
� greater consultation with the community about the council’s investment plans

and a clear understanding and debate locally of their long term financial
implications



                                                              LG/01/24/1

20

will not be achieved.

3.7 The green paper asks whether the new framework would promote private finance
deals and partnership working.  It is CIPFA’s view that the new framework will do
this.  It would assist both those schemes more suited to private finance deals or
partnership working and those more suited to other financing methods, to proceed
appropriately.  It will do this by enabling local authorities to consider options on an
equal footing, so that Best Value is what counts.

4 HOW CAN IT BE ENSURED THAT LOCAL PEOPLE ARE PROPERLY
CONSULTED ABOUT INVESTMENT PLANS AND UNDERSTAND THEIR
LONG–TERM FINANCIAL IMPLICATIONS?

4.1 It is CIPFA’s view that the development of asset management plans and strategies
(already under way) will improve local consultation and understanding of both the
direct impact for services and the long term implications of capital investment.

4.2 Further, the increased potential in the new framework for local choice over the
prudential limits for capital investment, and between capital and revenue schemes,
will provide much more meaning for the local debate and involvement in such
medium term strategies for local authorities.

5 HOW SHOULD REVENUE GRANT BE ALLOCATED TO SUPPORT CAPITAL
INVESTMENT?

5.1 This is obviously a vital issue — there is no point in having a framework which
encourages strategic choices unless the framework for financial support for such
choices is also addressed.

5.2 It is CIPFA’s view that revenue support for capital investment should be allocated in a
way which allows headroom for capital investment in a prudent manner, encourages
strategic local choice and enables capital and revenue options to be considered on an
even footing.

5.3 The green paper proposes two possible methods for allocating revenue support for
capital:

� up front capital grants
� revenue support over time.

5.4 CIPFA queries whether up front capital grants can have a major role within the
proposed new framework.  It is certainly true that capital grants can seem attractive to
the recipient — in that they provide immediate funds for long term expenditure.  Also,
at the margin, capital grants could have a role in supporting particular policy
initiatives from the Government.  However, as a source of major funding a regime
based on capital grants would cut across the objective of a system which wishes to
allow capital and revenue schemes to be considered on an equal footing — if a policy
could be achieved through either a capital or a revenue scheme, and funding for the
former was available immediately but funding for the latter would be dependant on
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future grant settlements, this would obviously skew the decision making process.
Furthermore, the extensive availability of capital grants would skew indicators for
borrowing and treasury management.  In addition, a system based on capital grants
could be easily adapted to a centrally prescriptive regime where applications are made
annually for specific funding, rather than a regime based on local choice and
strategies within any long stop constraints.

5.5 Therefore, if the new framework is adopted, CIPFA recommends that support from
Government is, except at the margin, provided through revenue support over time.

5.6 CIPFA has previously recommended, in earlier comments on the Government’s
modernising agenda, that the role which generally accepted accounting practice could
play in this regard should be further explored, particularly in respect of capital
receipts and of depreciation.

5.7 With respect to depreciation, the requirements of FRS 15 have now been incorporated
in the local authority accounting SORP.  CIPFA therefore recommends that,
following consultation with local government and with due notice, the DETR requests
information from all local authorities on statutory returns on the depreciation charged
to general fund assets (by type of asset if required), in order to further investigate
what the implications would be of depreciation “hitting the bottom line” in local
authority accounts, and being resourced through revenue grant.

6 OTHER COMMENTS

(a) PWLB

6.1 The role of the PWLB in the new framework should be considered.

6.2 Earlier this year, CIPFA gave evidence to the Treasury Sub Committee inquiry into
cash and debt management.  The CIPFA evidence concluded:

“It is CIPFA’s view that the PWLB should retain a central position
as lender to local authorities, offering low rate, simple borrowing.
However, it is also CIPFA’s view that borrowing should be less
prescribed by BCAs and SCAs and that greater flexibility of
borrowing instruments from the market, buttressed by a strong
professional Code of Practice for Treasury Management, should in
addition be encouraged.”

6.3 CIPFA recommends that this approach is adopted if the new framework proceeds.  It
would be consistent with this for the PWLB to be able to offer loans to local
authorities, provided that these loans fell within the local authority’s own prudential
indicators.

(b) Local authority investments

6.4 The green paper is silent on the issue of local authority general fund investments.
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6.5 CIPFA recommends that the statutory framework for local authority general fund
investments is also reviewed.

6.6 CIPFA would support a review of the investment regulations for local authorities and
a widening of the regime within the risk averse structures embedded within the
CIPFA Treasury Management Code.  In particular, the CIPFA would specifically
recommend that the following be included

� triple A money market funds
� simple derivatives per the CIPFA’s earlier submission to HM Treasury
� foreign based triple A products
� an extension to the current 364 day limit.

(c) PCL

6.7 CIPFA is concerned that the role of the PCL in the new framework is clarified as soon
as possible, in order to assist an ordered transition to a prudential framework.

6.8 It is CIPFA’s view that:

(a) once set aside and unless specifically released by statute, sums set aside as
PCL are effectively “locked up” in un-usable reserves in the accounts of local
authorities.  If the government so choose, this could be the position at the start
of any new capital finance regime

(b) if amounts which have been set aside are released, this is equivalent to new
borrowing

(c) the “balance” measured by unapplied PCL is meaningless and policy decisions
should therefore not be based on that balance.

6.9 Appendix C provides evidence to support this view.
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APPENDIX A

THE PRUDENTIAL CODE

1.1 This appendix contains further details of the process which would be involved in
preparing a CIPFA “prudential code” and what it could include, if CIPFA is asked to
prepare a code of practice as a corner stone for a new system of capital finance for
local authorities of the type envisaged in the recent consultation papers Modernising
Local Government Finance: A Green Paper in  England and Simplifying the System:
Local Government Finance in Wales.

1.2 This appendix contains information and/or discussion on the following:

� the status of CIPFA pronouncements
� the process for the development and approval of a prudential code
� a prudential system and external debt
� a prudential system and capital commitments
� a prudential system and treasury management
� single purpose authorities
� housing authorities.

2 THE STATUS OF CIPFA PRONOUNCEMENTS

2.1 CIPFA pronouncements are divided into the following levels:

� Type 1 – Standards of Professional Practice
� Type 2 – Statements of Best Practice or Codes of Practice
� Type 3 – Council Bulletins
� Type 4 – all other pronouncements.

2.2 Type 1 pronouncements are standards of professional practice.  They serve to define
CIPFA members’ professional obligations which are enforceable through the
Institute’s disciplinary regulations.

2.3 Type 2 pronouncements are statements of best practice or codes of practice.  They are
only issued after consideration and formal approval by the Institute Council.  Type 2
pronouncements apply to organisations, usually in a specific public service sector.
The prudential code would be a type 2 pronouncement.

2.4 The green paper envisages codes which will have the force of law.  This implies that
the prudential code should have a status in statute of at least the equivalent of proper
practice under the LGHA 1989 Act.  This would need to be established and enshrined
in legislation.

2.5 In respect of CIPFA members, Standards of Professional Practice require members to
comply with all statutory requirements, technical and professional standards
promulgated by the Institute (including codes of practice), standard statements of
accounting practice and any other formal guidance.  Similar professional obligations
exist for members of other CCAB bodies.  This will cover the prudential code.



24

2.6 Once the prudential code is developed and approved, therefore, it would have a status
both for the local authorities concerned and for individual members of CCAB bodies
in relevant positions in local authorities, and in particular for the chief finance officer.

2.7 The relationship of the code and external audit is also of relevance.  Any
simplification of the current complex statutory framework for capital finance in local
authorities ought to make matters more straightforward in respect of external audit.

3 THE PROCESS FOR THE DEVELOPMENT AND APPROVAL OF A
PRUDENTIAL CODE

3.1 The development work for the prudential code would be undertaken through a
reference group reporting to the Treasury Management Panel.  In the first instance, an
exposure draft of the prudential code would be developed.  The exposure draft would
need to be considered and approved by the CIPFA Treasury Management Panel and
by the CIPFA Technical Committee, to which the Treasury Management Panel
reports.  The comments of CIPFA’s Local Government Committee would also be
sought.

3.2 The exposure draft would be the subject of consultation with practitioners, regulatory
bodies and other stakeholders.

3.3 The results of the consultation would be considered and the code finalised by the
reference group for this work reporting to the Treasury Management Panel.  The code
would need to be considered and approved by the Treasury Management Panel,
Technical Committee and the Institute Council.

3.4 The reference group would be an inclusive group.  Its membership would need to be
discussed and agreed by the Treasury Management Panel.  It could be expected to
include representatives from:

� the CIPFA Treasury Management Panel
� other CIPFA panels, for example LAAP
� the Local Government Association
� the Welsh Local Government Association
� the Association of London Government
� treasurers societies
� H M Treasury
� DETR
� the Welsh Assembly
� the Audit Commission
� organisations that offer treasury management advice to local authorities
� the CIPFA Secretariat.

3.5 Because of the detailed technical nature of the work, and the amount of and timescale
for the work, it would be beneficial if a significant amount of dedicated CIPFA
Secretariat resource can be allocated to the research work for and initial drafting of
the code, for consideration by and input from the reference group.  Practical pilots for
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the code through ‘shadow running’ in a number of authorities during its development
would also be advantageous.

4 A PRUDENTIAL SYSTEM AND EXTERNAL DEBT

4.1 The March 2000 CPWP report to CLP, “The Capital Finance Review : A new
prudential system”, included a possible shortlist of eight indicators which had been
discussed by the CPWP technical group.   The technical group has emphasised that
this was not a definitive list and that the process of research and consultation to
develop CIPFA’s prudential code will provide a structured way to develop a final set
of indicators.

4.2 The indicators were chosen in order to cover three key areas.  The three areas are
considered in this and the next two sections of this report.

Definition of external debt

4.3 The level of external debt of a local authority will be a key element of a prudential
system.

4.4 CIPFA would recommend that a definition of external debt is adopted which is
consistent with generally accepted accounting practice.  This could be either gross
external debt or external debt net of external investments, or both.  The definition of
external debt could include both standard borrowing and other long term liabilities.
Again, CIPFA would recommend that the definition of long term liabilities used
should be consistent with generally accepted accounting practice.  The issues involved
are discussed in more depth in Appendix B on accounting standards and balance sheet
treatment vis-à-vis credit arrangement provisions of the LGHA 1989.

4.5 A significant advantage of using a measure of external debt in a prudential system is
that the actual level of (gross and/or net) debt can be established as a question of fact
at any given time.  Indeed, it is standard practice in local authorities for actual
external debt for standard borrowing and approved investments to be monitored on a
daily basis, as part of standard treasury management practice.  Actual other long term
liabilities and investments, such as investments in local companies, can be monitored
relatively easily on demand.

4.6 It would also be feasible to estimate future levels of external debt for the medium
term, say 3 to 5 years ahead, taking into consideration the local authority’s strategic
capital programme, asset management plan and treasury management strategy.  The
prudential code would need to include guidance on the processes necessary to
undertake the estimates.

What would be the nature of the PI(s) in relation to external debt?

4.7 This would need to be considered during the development of the code.  However, a
clear ‘front runner’ from the earlier work of the CPWP groups is a measure related
directly to a measure of the local authority’s revenue stream.

4.8 There is an obvious analogy here with the new fiscal framework introduced by the
Government in 1998.  At the centre of this are two fiscal rules:
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(a) the golden rule:  over the economic cycle, the Government will borrow only to
invest and not to fund current spending

(b) the sustainable investment rule: over the economic cycle, net public sector
debt as a proportion of Gross Domestic Product (GDP) will be held at a stable
and prudent level, which is defined by the Treasury as being less than 40 per
cent.

These rules reflect the Government’s view that “a key component to the new
approach to fiscal policy is to distinguish between current and capital spending.”2

4.9 This appendix assumes that the golden rule would apply to all local authorities in any
new capital finance system.

4.10 The question arises as to whether there would be one statutory long stop indicator for
local authorities similar in nature to the sustainable investment rule, but related to the
local authority’s revenue stream rather than GDP, or whether it would be for each
authority to set its own local PI.

4.11 An overall prudential limit for the long term could be combined with transitional
arrangements to control maximum yearly increases.

Conclusion

4.12 PI(s) based on a sustainable investment rule would be a measurable on a regular basis,
transparent to audit, capable of local control within statutory limits, and capable of
being estimated over the medium term.

5 A PRUDENTIAL SYSTEM AND CAPITAL COMMITMENTS

5.1 Any prudential system for capital finance will have to consider capital commitments
as well as actual debt.

5.2 This is akin to the credit ceiling approach of the current system.

5.3 PIs for capital commitments will need to consider:

� looking forward, the level of capital expenditure which the authority has
already committed but not incurred

� looking forward over the medium term (3 to 5 years) the level of capital
expenditure which the authority plans in total

� looking backwards, the level of capital expenditure which the local authority
has already incurred and which has yet to be financed.

5.4 The definition of what constitutes capital expenditure for the purposes of the PIs
would need to be established.  CIPFA would recommend that the definition is

                                                
2 Economic and Fiscal Strategy Report 1998, Cm 3978.
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consistent with generally accepted accounting practice, plus any capitalisation
directions (currently s40(6) of the LGHA 1989).

5.5 It is impractical and inappropriate for local authorities to calculate measures on this
basis frequently.  Whilst actual debt can be determined on a daily basis, total capital
expenditure incurred cannot.  Expenditure will need to be incurred within due process
and with due diligence by services.  However, the final determinations as to what
constitutes capital expenditure are only made after the year end, as is the final
determination of the resourcing of this expenditure by for example direct revenue
contributions or useable capital receipts.

5.6 The opening balance of unfinanced capital expenditure incurred at the start of the new
system is likely to be the closing credit ceiling.  However, the individual
circumstances of each local authority will need to be examined by that authority and
agreed with its external auditor.  For example, credit approvals can currently be used
to justify credit arrangements as well as borrowing and for those authorities opening
adjustments may be necessary to better reflect unfinanced capital expenditure.

5.7 During the development of the prudential code, further research will be necessary on
the relationship between capital commitments and actual debt; and how capital
expenditure which is not financed immediately (through direct revenue contributions,
capital grant or capital receipts) and which therefore potentially may require external
borrowing is to be written down will need to be determined.

Conclusion

5.8 PI(s) based on capital commitments will be necessary to monitor and manage
resources, are capable of being estimated over the medium term, but are only
available as actuals after the year end.

6 A PRUDENTIAL SYSTEM AND TREASURY MANAGEMENT

6.1 There is a CIPFA standard of professional practice for treasury management and a
CIPFA code of practice for treasury management in local authorities.  CIPFA is
currently undertaking a revision of the standard of professional practice for treasury
management, and is developing a code of practice for treasury management in the
public services, which will replace the current codes for individual sectors.  Exposure
drafts for consultation are expected early in 2001.

6.2 The code of practice for treasury management (both existing and proposed) is a high
level document which sets out the principles and practices to be followed by an
organisation in its treasury management activities.  In addition, it requires as a
minimum a report to the relevant Committee or to Council:

� at or before the start of the financial year on the strategy for treasury
management for the forthcoming year

� at least once a year a report on the outcomes of those activities.
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6.3 Within the principles laid down by the code of practice for treasury management, the
prudential code could specify local PIs which each authority would be required to set
of the type envisaged in the earlier CPWP report on PIs for treasury management.

6.4 It is vital not to place too much emphasis on numerical treasury management PIs in
isolation from the good practice processes established by the code of practice for
treasury management.

Conclusion

6.5 Risk aversion is key to treasury management in the public services.  All PIs for
treasury management must be developed within this overall context.

7 SINGLE PURPOSE AUTHORITIES

7.1 Whilst this would need further consideration during the preparation of the code, there
is no immediately apparent reason why local PIs would need to be different for single
purpose authorities.

8 HOUSING AUTHORITIES

8.1 The interaction between the current local authority capital finance and housing
subsidy arrangements is complex.  This means that treasury management decisions
which, on the face of it and looking at the accounts as a whole, would be beneficial
can impact adversely on the local authority’s general fund because of the housing
subsidy implications.  The reverse can also be true.

8.2 Such a situation is clearly not optimum for public finances as a whole, but the matters
are highly complex and structurally embedded.

8.3 If this situation continues into the new system, it will complicate PIs for local
housing authorities.  However, whilst it is not the focus of this report, there may well
be opportunities to ensure that the current perverse incentives do not continue into the
new system.

9 CONCLUSION

9.1 CIPFA would be happy to prepare a prudential code to underpin a new system of
capital finance for local authorities, if requested to do so.
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APPENDIX B

ACCOUNTING STANDARDS AND BALANCE SHEET TREATMENT VIS-À-VIS
CREDIT ARRANGEMENT PROVISIONS OF THE LOCAL GOVERNMENT AND
HOUSING ACT 1989

1 INTRODUCTION

1.1 CIPFA’s view is that reliance can be placed on accounting standards for the
recognition of assets and liabilities on local authority balance sheets.  Indeed, this is
one of the primary purposes of the published statements of accounts of local
authorities.  The following is an extract from the section on the purpose of the
statement of accounts from the CIPFA/LASAAC Code of Practice on Local Authority
Accounting in the United Kingdom 2000 (the SORP – statement of recommended
practice):

“The Code of Practice has been prepared on the basis that the
purpose of a local authority’s published Statement of Accounts is
to give electors, those subject to locally levied taxes and charges,
members of the authority, employees and other interested parties
clear information about the authority’s finances.  It should answer
such questions as:

� What did the authority’s services cost in the year of
account?

� Where did the money come from?
� What were the authority’s assets and liabilities at

the year-end?”

(underlining added).

1.2 The remainder of this appendix looks primarily at the requirements of SSAP 21
(Accounting for leases and hire purchase contracts) and FRS 5 (Reporting the
substance of transactions) and how these are incorporated in the SORP, since these
are the two accounting standards most closely aligned to the issues through which the
LGHA 1989 sought to address what it termed credit arrangements.  The report also
looks at the recent ASB discussion paper on leases, which presents a position paper
that has been developed internationally by the G4 + 13.    Finally, the report looks
briefly at FRS 15, Tangible fixed assets.

1.3 Two points must be kept in mind when considering this matter:

(a) whilst balance sheet requirements and the credit arrangement provisions of the
1989 Act address the same issue – long term liabilities – it must not be
expected (or necessarily desirable) that the two will result in exactly the same
results.   Whilst the results will be broadly similar, details will vary.   For

                                                
3 The G4 + 1 comprises members of the accounting standard-setting bodies from Australia,

Canada, New Zealand, the UK and the USA.  Representatives of the International
Accounting Standards Committee attend as observers.
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example, the detailed rules on whether or not a lease constitutes a credit
arrangement are not always the same as the differences made in accordance
with accounting standards between an operating and a finance lease, notably
for buildings (see paragraph 2.6 below)

(b) this appendix deals with the balance sheet treatment of assets and liabilities,
where reliance can be placed on accounting standards in local authority’s
statements of account.  Currently, the charges to the consolidated revenue
account for fixed assets and liabilities – the equivalent of the profit and loss
account in the private sector for local authorities – in many cases do not
follow the requirements of accounting standards because of the current
statutory regime.   Most notably, the consolidated revenue account is charged
with MRP (minimum revenue provision) as defined by statute rather than
depreciation as calculated in accordance with accounting standards.  Also, the
profit or loss on the disposal of fixed assets is treated differently from what
would be required by accounting standards because of statutory requirements.
Longer term, CIPFA recommends that these revenue aspects are further
researched and examined.  However, reliance can be placed now on the
balance sheet for the identification of assets and liabilities.

1.4 This appendix does not consider the situation in respect of local authority companies,
which would also need to be specifically examined in the context of the proposed new
framework for capital controls.

2 SSAP 21, ACCOUNTING FOR LEASES AND HIRE PURCHASE CONTRACTS

2.1 Credit arrangements are forms of credit which do not involve the borrowing, as
defined by the 1989 Act, of money by a local authority.   There are two main types of
credit arrangements, leases and any other contract under which land, goods services or
other benefits are received by an authority more than a full financial year in advance
of payment.  Certain types of leases are specifically excluded from the definition of
credit arrangements.

2.2 SSAP 21, which was issued in 1984, introduced the accounting distinction between
finance and operating leases.  It led to some assets that had previously been regarded
as off balance sheet being recognised on balance sheet.

2.3 SSAP 21 differentiates operating and finance leases by the principle that with a
finance lease most of the risks and rewards of ownership are passed to the lessee.  A
finance lease is viewed as an outright purchase by the lessee which is financed by
borrowing from the lessor and an operating lease is viewed as the provision of a
service.  One indication of whether the risk of the use of the asset has passed to the
lessee (and hence a finance lease) is given by comparing the present value of the
minimum lease payments with the fair value of the asset.  If the lease payments are
greater than 90% of the fair value then it is likely that the arrangement is a finance
lease.  However, the 90% test cannot be applied in a mechanistic way.  The overriding
principle is to establish whether the purchaser has substantially all the risks and
rewards of ownership.

2.4 Assets acquired under finance leases have to be capitalised and the liability to pay
future rental recognised in the balance sheet.  The asset is recorded on the balance
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sheet at its fair value.  The fair value is based on the market value, ie the open market
price that other assets similar in type and condition are bought and sold for.  The fair
value may not be the same value as the total amount of rental payments that an
authority has to make under the lease agreement.  For example, an authority leases a
vehicle for five years with total lease payments of £26k, but the fair value is assessed
at £20k.  Upon inception, a fixed asset value of £20k is recognised together with a
liability for £20k.  When lease payments are made, they have to be analysed (in
accordance with methods stipulated in SSAP 21) between principal and interest
elements.   The interest element will be charged to revenue and the principal element
will be matched against the balance sheet liability.

2.5 In contrast, with operating leases, the authority does not recognise the asset on its
balance sheet, but merely records the rental payments when made to the lessor as a
revenue cost.

2.6 The criteria for establishing whether assets should be recognised under capital
accounting and those for determining that a credit arrangement exists are not
identical.  For example most leases of land and buildings will be operating leases
according to the definitions in SSAP 21, but the statutory framework allows only
operating leases of vehicles, vessels, plant, machinery and apparatus.

2.7 The local authority accounting SORP includes the requirements of SSAP 21.

3 FRS 5 REPORTING THE SUBSTANCE OF TRANSACTIONS

3.1 SSAP 21 and FRS 5 both deal with the same fundamental question of substance over
form, but they adopt different approaches, reflecting the development of thinking by
standard setters since the introduction of SSAP 21.   What is meant by substance over
form is that accounting statements should be prepared so as to reflect the reality or
substance of the transactions and activities underlying them, rather than only their
formal legal character.

3.2 FRS 5 states that where a transaction falls not only within the scope of FRS 5 but also
directly within the scope of another standard, “the standard ….. that contains the more
specific provisions should be applied”.  For simple stand alone leases, SSAP 21
contains the more specific provisions and should be applied, although in determining
whether a lease is an operating or finance lease, the principles of FRS 5 must be
followed.

3.3 FRS 5 was produced in response to concern over “off balance sheet finance” in the
private sector.  It was issued in 1994.   The purpose of the standard is to ensure that
reporting entities report the substance of transactions in their accounts.   The FRS sets
out how to determine the substance of a transaction (including how to identify its
effect on the assets and liabilities of the entity).   The FRS sets out general principles,
rather than give hard and fast rules for every situation.

3.4 Unconventional finance such as deferred purchase arrangements and PFI are covered
by FRS 5.  In September 1998 the ASB published an amendment to FRS 5 as an
application note ‘Reporting the substance of transactions : private finance initiative
and similar contracts’.   This was prepared by the ASB in response to the need for
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clarification of how the principles and requirements of FRS 5 should apply to PFI
transactions.  It is also appropriate for other contracts of a similar nature.

3.5 A key step in determining the substance of any transaction is to identify whether it has
given rise to new assets or liabilities for the entity and whether it has increased or
decreased an entity’s existing assets or liabilities.  Assets are, broadly, rights or other
access to future economic benefits controlled by an entity.  The FRS highlights risk as
evidence of whether or not an entity has an asset.   Liabilities are broadly an entity’s
obligation to transfer benefits.   Evidence that an entity has an obligation is if there is
some circumstance in which the entity is unable to avoid an outflow of benefits.  Once
identified, an asset or liability should be recognised in the balance sheet, provided that
there is sufficient evidence that an asset or liability exists and that it can be measured
as a monetary amount with sufficient reliability.

3.6 The local authority accounting SORP includes the principal requirement of FRS 5 as a
basic and fundamental concept, emphasising the need to look beyond the formal legal
character of transactions.   The ASB application note on the private finance initiative
and similar contracts is included as an appendix to the SORP.  In addition, CIPFA’s
consolidated guidance notes on the application of the SORP provide a number of
practical examples relevant to local authorities.

3.7 CIPFA’s guidance notes on capital accounting include the following:

“All assets acquired with financing that does not take the simple
form of borrowing should be reflected as fixed assets in the
balance sheet, together with the future financing liability.   Assets
acquired without cash consideration should be capitalised at fair
value.  Assets acquired under deferred purchase arrangements must
be capitalised and the related loans accounted for as a liability
under the substance over form concept, even if they are not strictly
debts of the authority.”

4 ASB DISCUSSION PAPER, LEASES : IMPLEMENTATION OF A NEW
APPROACH

4.1 This discussion paper was issued in December 1999.  It presents a discussion paper
which has been developed internationally.   The main recommendations are:

(a) For lessees, the objective should be to record, at the beginning of the lease
term, the fair value of the rights and obligations that are conveyed by the
lease.

(b) Leases that are at present characterised as operating leases (and therefore not
included in the balance sheet) would give rise to assets and liabilities – but
only to the extent of the fair values of the rights and obligations that are
conveyed by the lease.  Thus where a lease is for a small part of an asset’s
economic life, only that part would be reflected in the lessee’s balance sheet.

(c) The fair value of the rights obtained by a lessee would in general be measured
as the present value of the minimum payments required by the lease, plus any
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other liabilities incurred.

(d) Lessors should report financial assets (representing amounts receivable from
the lessee) and residual interests as separate assets, since they are subject to
quite different risks.  The amounts reported as financial assets by lessors
would, in general, be the converse of the amounts reported as liabilities by
lessees.

4.2 In the press notice which introduced the discussion paper the ASB’s Chairman, Sir
David Tweedie, said:

“Leases provide a huge source of finance.  For some time users
have expressed support for treating operating leases and finance
leases more consistently in accounts.  Leasing is a particularly
flexible form of asset financing;  the challenge is to capture the
effects of flexibility in the assets and liabilities recorded by lessees
and lessors.  The approach proposed in this Paper is quite simple:
lessees and lessors would each account for the rights and
obligations that arise from the contracts they have entered into.
There is no need to resort to artificial (and easily avoidable)
thresholds.”

4.3 All the organisations that participate in the G4 + 1 have agreed to publish the Position
Paper in their own jurisdictions.   They will consider, in the light of comments
received in response to the Position Paper, whether its proposals should form a basis
for developing new accounting standards.  In the UK, it is intended that these
proposals should lead to a revision of SSAP 21.  Before this can happen, the ASB
would issue a financial reporting exposure draft (FRED).   Once approved, the
resultant financial reporting standard (FRS) would be incorporated into the SORP in a
manner appropriate to the local authority sector and taking into consideration any
relevant statutory provisions then in force.

5 FRS 15, TANGIBLE FIXED ASSETS

5.1 FRS 15 was issued in 1999.  Its objectives are to ensure that:

(a) consistent principles are applied to the initial measurement of tangible fixed
assets

(b) where an entity chooses to revalue tangible fixed assets the valuation is
performed on a consistent basis and kept up to date, and that gains and losses
on revaluation are recognised on a consistent basis

(c) depreciation of tangible fixed assets is calculated in a consistent manner and
recognised as the economic benefits are consumed over the assets’ useful
economic lives

(d) sufficient information is disclosed in the financial statements to enable users
to understand the impact of the entity’s accounting policies regarding initial
measurement, valuation and depreciation of tangible fixed assets on the
financial position and performance of the entity.
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5.2 The requirements of FRS 15 have been incorporated within the local authority
accounting SORP, in many cases by including the precise wording of the FRS.
Significant exceptions, and the reasons for them, are detailed in paragraphs 5.3 to 5.5
which follow.

5.3 In one very important respect, the SORP is more onerous in its requirements than the
FRS.  The FRS codifies the practice in the private sector whereby the valuation of
tangible fixed assets is optional – assets may be carried at either current or historical
value.  However, where a revaluation policy is adopted, the FRS imposes conditions
to prevent ‘cherry picking’ which assets are revalued and when.  In contrast, the local
authority accounting SORP requires that all fixed assets with the exception of
infrastructure and community assets must be subject to revaluation.  Infrastructure
and community assets are required to be carried on the balance sheet on an historical
basis.  These have been requirements of the SORP since the 1994/95 accounts.

5.4 FRS 15 specifies that for cost/benefit reasons, the details on valuation specified in
paragraphs 45-52 of the FRS may not be appropriate for charities and other not-for-
profit and public sector organisations adopting a revaluation policy, in which case
alternative approaches may be acceptable;  and that generally these approaches will be
addressed in the relevant sector-specific guidance and SORPs.   In this connection,
and accordingly, the SORP requires:

� when an asset is included in the balance sheet at current value, it should
formally be revalued at intervals of not more than five years and the revised
amount should be included in the balance sheet

� a full valuation may be performed on a rolling basis to cover all properties
over a five year cycle

� a full valuation of a property is conducted by either a qualified external valuer
or a qualified internal valuer.

5.5 The SORP therefore implements the balance sheet aspects of FRS 15.  However, two
significant revenue aspects of FRS 15 are not incorporated:

(a) gains and losses on sales of fixed assets are not taken to revenue because
statute requires the proceeds of sales to be transferred to specific capital
receipt reserves

(b) a charge is made to services which is equivalent to depreciation calculated in
accordance with FRS 15 but this is replaced in the consolidated revenue
account with the statutory MRP.

6 CONCLUSION

6.1 The overall conclusion of this report is that reliance may be placed on accounting
standards for the recognition of assets and liabilities on local authorities’ balance
sheets.

6.2 More specifically, accounting standards, and in particular FRS 5, ensure that
unconventional finance deals such as deferred purchase agreements and others that
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section 48 of the 1989 Act sought to capture are properly reflected in the balance
sheets of local authorities.



LG/01/24/2

LOCAL GOVERNMENT COMMITTEE
INQUIRY INTO LOCAL GOVERNMENT FINANCE

Response from Audit Scotland

Audit Scotland welcomes the opportunity to make a contribution the Committee’s
investigation into local government finance.  The Terms of Reference of the inquiry are broad
and include a number of issues that relate to matters of policy. As an independent audit
organisation it is, of course, inappropriate for us to express a view on policy matters.
However, the Public Audit Model applied to local government is wide in its scope and
provides the opportunity to review and report on matters of governance, accountability and
value for money, all of which are potentially relevant to the Committee’s inquiry. The audit
process, therefore, plays a significant role in many aspects of local government finance and
we would offer the following observations, which may be helpful to the Committee’s
deliberations.

Council Tax

In February 1998, the Accounts Commission carried out a Value for Money (VfM) study with
the aim of encouraging Councils in Scotland to consider potential improvements in the
collection and administration of council tax.  The ensuing report Council Tax Collection made
a number of recommendations for Councils to improve collection levels.  A later report, It
Pays to Pay, was prepared by CoSLA and the Scottish Executive and made similar proposals.
Following the publication of these reports, the Scottish Executive established an
Implementation Working Group and three sub-groups to take forward these
recommendations.  Audit Scotland is represented on the Finance and Audit sub-group, which
has the remit of examining the possibility of writing off community charge debt and
considering incentives for improving council tax collection. 

Grant System

Although not a statutory requirement in Scotland, Audit Scotland arranges for the certification
by appointed external auditors of claim forms for a number of specific grants.  For other
grants, the Scottish Executive is content to accept certification by a Council’s internal
auditors.  In either case, the primary purpose of certification is to provide a measure of
independent assurance that grant has been used for approved purposes only. The total value of
specific grant in 2000/2001 was £517m, which represented some 9.2% of total Aggregate
External Finance.

There are also hypothecated resources (for example the Excellence Fund), which are not
subject to independent verification. In general terms, it is appropriate to consider whether
there is a need for independent assurance where resources are earmarked for a defined
purpose and, if so, what form that assurance should take. This would be no less relevant were
the emphasis to move from controls over inputs, such as hypothecated resources, to outputs in
the form of Public Service Agreements or comparable mechanisms.

Agenda item 1
Local Government

Committee

25 September 2001
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Capital Finance

Audit Scotland’s appointed auditors currently certify the capital payment returns that
Councils are required to submit annually to the Scottish Executive.  The Committee may be
aware that the Capital Planning Committee, comprising officials from CoSLA and the
Scottish Executive, have recommended that the current system of capital allocations be
replaced with a self-regulated prudential regime in which local authorities determine their
own capital expenditure, within defined parameters.  Audit Scotland is represented on the
working group which has been set up to consider what is necessary and desirable in terms of
setting such parameters. In the event that a self-regulated regime were to be introduced, Audit
Scotland would envisage a key role for the appointed auditor in verifying the measures which
would be needed to provide assurance that capital investment and borrowing levels were
subject to appropriate controls.

PPP

The Committee may be interested to note that Audit Scotland is currently considering the
scope for a VfM study into Public Private Partnerships, probably within the local government
sector, in the near future. 

Audit Scotland welcomes the opportunity to submit these comments from an audit
perspective and would be happy to provide further information to the Committee if required.



LG/01/24/3

1

LOCAL GOVERNMENT COMMITTEE

BRIEFING PAPER

Stage 2 of Budget Process 2002/03

1. Introduction

The purpose of this paper is to set out proposals for consideration of stage 2 of the
budget process.

2. Background

Members will recall that the Local Government Committee considered the
Executive’s spending proposals, as outlined in its Annual Expenditure Report, The
Scottish Budget in May this year. The Committee took evidence from the Minister for
Finance and Local Government, COSLA, Falkirk Council, Perth and Kinross Council,
Dundee City Council and Orkney Islands Council at stage 1 of the process.
The Committee’s views were reported to the Finance Committee and were included
in its formal report to the Parliament. 

3. Developments

In its report to the Parliament, the Finance Committee made specific reference to the
Committee’s concern about the information contained within the Annual Expenditure
Report (AER) falling short of what was required to allow meaningful scrutiny of the
budget. The Finance Committee invites the Committee to consider this issue and
enter into dialogue with the relevant Executive department to reach agreement on
what information will be produced in next year’s AER.
A reply to the Committee’s comments has also been received from the Minister for
Finance and Local Government, Angus MacKay, which is attached to this report in
Annexe A.
The Executive published the draft budget report on 20 September. All Members
should have received a copy of the report.  

Agenda item 2
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25 September 2001



LG/01/24/3

2

4. Stage 2 Process

The purpose of stage 2 is for the Committee to comment on the draft budget and
report to the Finance Committee by 1 November. 
Given that a substantial amount of evidence was taken at stage 1 of the process it is
proposed to restrict oral evidence to the Minister for Finance and Local Government
and supporting officials who will be invited to give evidence to the Committee at its
meeting on 2 October.
Members will recall that Professor Arthur Midwinter was appointed as adviser to
Committee for the budget process. He will be advising the Committee at stage 2 and
will be attending the meeting on 2 October. An issues paper and questions will be
produced in due course to accompany the oral evidence session.

5. Recommendation

The Committee is invited to consider and approve the contents of this report.

Eugene Windsor 
Clerk to the Committee 
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Minister for Finance & Local Government
Angus MacKay MSP

Trish Godman MSP
Convener
Local Government Committee
The Scottish Parliament
EDINBURGH
EH99 1SP

Victoria Quay
Edinburgh EH6 6QQ

Telephone: 0131-556 8400
scottish.ministers@scotland.gsi.gov.uk
http://www.scotland.gov.uk

10 September 2001

_____ ___

BUDGET PROCESS 2002/3: LOCAL GOVERNMENT COMMITTEE REPORT

In my response to the report of the Finance Committee on the Budget Process 2002/03, I
indicated that relevant Ministers would respond to issues raised in the reports of individual
Committees.

In its report, the Local Government Committee identified a number of issues for
consideration. For ease of reference, this reply follows broadly the order in which the issues
are covered in your  original report.

Spending Review 2000

The Committee commented on the current gap between total Grant Aided Expenditure (GAE)
and the actual level of local authority expenditure. In my evidence to the Committee, I
emphasised that GAE allowances are not spending targets or limits, but form part of the grant
distribution formula. The level of Scottish Executive support for local government revenue
expenditure will increase by 20% over the 3 years of the current Spending Review period,
with the commitment for further increases for new burdens. With the abolition of indicative
expenditure guidelines from this year, it is for each local authority to set its council tax and
total budget, taking account of the views of local electors.

With reference to capital investment, the 2000 Spending Review provided for a 69% increase
in the allowance for local authority capital expenditure over 3 years. The allocation formula
ensures that all councils are benefiting from at least a 20% increase in their unhypothecated
single capital allocations between last year and this, with further increases for 2002-03 and
2003-04. Significant allowance has also been made within the revenue settlement to support
Public private partnership projects. Authorities are also able to support capital investment
from capital receipts.
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Public private partnerships

It is for local authorities to satisfy themselves that Ppp is better value for money than
traditional procurement and this would normally be certified by auditors.  We are providing
revenue support for a number of approved Ppp projects over the next 25 years.  These
projects had to meet specified conditions including a value for money test.  The approved
initiatives include schools projects in Highland and Aberdeenshire and a waste management
project in Argyll & Bute, which demonstrate that Ppp projects are viable in rural areas, if they
are structured properly.

Budget Flexibility

On budget flexibility, we are reviewing with COSLA the current section 94 controls on local
authority capital expenditure and considering the potential for alternative prudential
arrangements. Additional flexibilities have already been introduced to allow local authorities
to manage their capital programmes more efficiently, including allowing for carry forwards
between years and for authorities to exchange capital allocations for revenue to support Ppp
projects.

Revenue Grant Distribution

Following representations from Dundee City Council, the Committee expressed concern
about the suggested “mismatch” between the inherited budgets and grant allocations of a
minority of councils. The revenue grant distribution formula has been established over many
years, through consultation between central and local government, and seeks to provide an
equitable distribution of total Scottish Executive grant support between all 32 local
authorities. Following local government re-organisation, a number of major reviews have
been undertaken of factors taken into account in the distribution formula, including
deprivation, population dispersion, island costs etc. Where these reviews have identified
evidence of significant additional costs, further adjustments to the formula have been agreed.
For example, for the current year, the allowance for the impact of deprivation in schools has
been increased by £16 million to over £42 million. 

Through the current distribution formula, Dundee City Council receives the third highest
grant allocation per person amongst mainland councils. Of the 5 other councils identified by
the Committee (Argyll & Bute, Glasgow, Midlothian, Inverclyde and West Dunbartonshire),
4 receive grant allocations per capita above the Scottish average.

The Committee expressed concern about the distribution of the significant funding we
provided to meet the additional costs of the McCrone recommendations. The total provision
for and distribution of the McCrone funding was agreed with COSLA.  The resources have
been allocated through the established GAE formula, which has been used to distribute
additional funding for teachers pay increases over many years. The formula uses pupil
numbers as an objective measure of authorities’ relative expenditure needs and also takes
account of the additional costs of small rural and islands schools, deprivation and ethnic
minorities. Ultimately, the actual cost to each authority will depend on its individual policy
decisions, for example on teacher numbers.

The Committee also expressed concern about the unpredictable nature of the costs to local
authorities of referrals by Children’s Panels into secure and residential accommodation. It is
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for local authorities to manage their budgets and maintain appropriate reserves to respond to
unexpected expenditure demands. 

Gender Impact

The grant distribution formula takes account of factors which have been identified and agreed
as having an impact on the relative cost of local authority services. Elements of the existing
formula take account, indirectly, of gender effects; for example the age based indicators for
social work services for older people, or the number of school pupils staying into a sixth year.
If any evidence was identified of other gender effects on local authority budgets, these would
be assessed with local authorities as part of the wider consideration of grant distribution
issues.

Departmental Report

The Committee’s report expressed disappointment about the lack of detail on the targets for
local authority revenue and capital expenditure within the budget documents. The vast
majority of the funding we provide to local government is through unhypothecated general
grant provision. It is for each authority to set its expenditure priorities from these resources.
However, we rely on local authorities to deliver our national policy priorities and
commitments. We are exploring with COSLA options for better linking national and local
policy priorities, through local outcome agreements; which we are piloting this year. This
includes consideration of how these priorities can better be expressed in terms of outcomes
and outputs.  With reference to council tax levels, as noted above, with the abolition of
expenditure guidelines, it is for each authority to determine its council tax level.

I note and agree the Committee’s comments about the need for accuracy in the budget
documents. 

I hope this reply is helpful in clarifying the issues raised in the Committee’s report on the
Budget Process 2002-03.

ANGUS MACKAY
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LOCAL GOVERNMENT COMMITTEE

MINUTES

23rd Meeting, 2001 (Session 1)

Tuesday 18 September 2001

Present:

Trish Godman (Convener) Mr Keith Harding
Dr Sylvia Jackson (Deputy Convener) Tricia Marwick
Mr Michael McMahon Iain Smith
Ms Sandra White

The meeting opened at 2.00pm.

1. Items in private: The Committee decided to take items 4 and 5 in private.

2. Allotments Inquiry: The Committee took evidence from—

Glasgow City Council:
Grant Findlay, Assistant Horticultural Officer (Lead Officer)
Stewart Arthur, Events Manager (Administration)

City of Edinburgh Council:
Herbert Coutts, Director of Recreation
Ian Woolard, Parks Development Officer (Allotments)
Dr Michael Cuthbert, Allotments Strategy Consultant

Dundee City Council:
Peter Sandwell, Business Development Officer, Leisure and Parks
Department

3. Committee Newsletter: The Committee considered proposals for a Committee
newsletter.

The Committee agreed that trades unions with an interest in local government
should be included in the target audience.

The Committee further agreed to explore options for publishing the newsletter in
languages other than English or Gaelic in response to specific requests.

4. Police and Fire Services (Finance) (Scotland) Bill (in private): The Committee
considered a draft Stage 1 Report. The Report as amended was agreed to.



5. Witness expenses (in private): The Committee decided to approve expenses
incurred by a witness in connection with the meeting on 4 September.

The meeting closed at 4.02pm.

Eugene Windsor
Clerk to the Committee
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