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PURPOSE

To consider issues paper on draft prudential indicators for three |levels of debt for
consideration for revisionsto the draft Prudential Code.

REPORT

1

Theissue

Thedraft Prudentiad Code requires three levels of prudentid indicators for debt:

prudentia limit
authorised limit
estimates of maxima

M atters arising:

@

(b)

(©

The proposa to have threelevels of indicator for debt rather than one was
adversdy commented on in a significant number of responses to the
exposure draft of the Code.

A common comment was that there is no need (or that thereis aneed to
explain the need for) three different levels in relation to debt.

Furthermore, it was evident at the first set of roadtestingworkshops that
there is confusion as to what is meant by the different levels proposed in
the draft without further explanation.
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2 Ideas for Consideration

@

(b)

(©)

(d)

(€)

(f)

Within the draft Code, estimates of maxima are intended to be based on the
loca authority’s estimates of most likdly, prudent but not worst case scenarics
Thus they link directly to the Authority’s plans (and prudential indicators) for
both capitd expenditure and for capita expenditure unfinanced; aso to their
estimates of cashflow requirements for the year, including for temporary
revenue purposes.

The draft Code aso requires that the CFO establishes procedures to monitor
actud performance against the estimates of maxima, stating:

“It will probably not be significant if these estimates are
breached temporarily on occasions due to variaions in
cashflow. However, a sustained or regular trend abovethe
estimated maxima would be significant and should lead to
further investigation and action as gppropriae.”

Thus, the estimates of maxima are seen in the draft Code as akey management
tool for in-year monitoring. A topica football andogy can be made with the
“yelow card” estimates of maxima compared with the “red card” limit for
debt.

Within the draft Code, the authorised limit for debt is a limit — ie once the
Authority has set its own authorised limit, it is required not to breach it. The
limit must, therefore, be set so as to dlow for unusud temporary cashflow
positions. The Authority will need to besurethat it is prudent for it to reach
this limit on occasion — but not on a regular basis because the estimate of
maxima.is the main management control.

In addition to being useful for internd management control, CIPFA has
suggested that the estimates of maxima are more relevant for macro economic
estimates than the authorised limit.  This is because if the limits set by al
locd authorities for a particular year are added together, the tota will
inevitably exceed, by a significantly large amount, the likdy maxima for
externd debt for locd authorities a any point in the timeframe concerned.

In summary, it is suggested that estimates of maxima are useful for interna
management control and macro economic planning.  However, they cannot
operate as absolute limits because they areestimates. Conversdly, if they are
required to operate as limits, then they will have to be set too high to be
meaningful for thefirst two purposes.

Thisistherationade for having estimates of maximaand authorised limits.
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(9 Both estimates of maxima and authorised limits would be based on the
Authority’s plans. The Authority would need to assure itsdf that these are
prudent and affordable. The estimates of maximawould be based on the most
likely scenario  The authorised limits would in addition need to provide
sufficient headroom over and above these for unusua cash movements.

(h) In the draft Code, the third level of the prudentia limit can be either equa to
or geae than the authorised limit. It was introduced because it was
considered that some loca authorities might wish to authorise a limit that is
less than the limit that it could, gven its economic circumstances, prudently
Set.

0] One reason for this was felt to be debt free authorities, or those with a low
level of debt compared to resources, who may not wish to borrow al that they
can prudently afford to do.

()] At the first set of roadtesting workshops, participants did not consider that
having a theoreticd levedl over and above those directly associated with the
Authority’s plans was meaningful or added vaue.

(K) It has aso been suggested that having athird leve of indicator in relation to
debt builds in acontingency to addressrisk. Thisis further discussed in Paper
No PCSG 8 02/03.

RECOM M ENDATION

The PCSG isasked to consider thisissues paper on draft prudential indicators for three
levels of debt for consideration for revisionsto the draft Prudential Code.
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