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This report provides guidance and makes recommendations as to the level and type of Reserves that the City Council should hold.

Recommendations:

The Executive, following consideration of feedback from the Corporate Resources Overview and Scrutiny Committee, are requested:

(i) To recommend to Council the establishment of the Reserves as set out in the Table at Paragraph 6.1 of the report, together with the proposals for purpose and usage of each Reserve as set out in paragraph 5.
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FS33/03


18 December 2003

REVIEW OF RESERVES AND BALANCES

1. INTRODUCTION

1.1
This report provides guidance and makes recommendations as to the level and type of Reserves which the City Council should hold.

2. LEGISLATIVE AND GOVERNANCE REQUIREMENTS

2.1 The requirement for financial reserves is statutory, with the Local Government Finance Act 1992 requiring authorities to have regard to the level of reserves needed for meeting estimated future expenditure when calculating the budget requirement.

2.2 The Local Government Act 2003, adds a further requirement that in the case of a controlled reserve (i.e. one specified by the Head of Finance), it is not appropriate for the balance of that reserve at the end of the financial year to be less than the minimum amount determined. It requires the Head of Finance to report to the authority if it appears that this is likely to be the case or that a controlled reserve is or is likely to be inadequate, together with the reasons and actions to be taken.

2.3 Whilst it is primarily the responsibility of the local authority and its finance director to maintain a sound financial position, external auditors have a responsibility to review the arrangements in place to ensure that financial standing is soundly based.  In the course of their duties external auditors review and report on the level of reserves taking into account their local knowledge of the authority’s financial performance over a period of time.  However, it is not the responsibility of auditors to prescribe the optimum or minimum level of reserves for individual authorities or authorities in general.

2.4 CIPFA has issued guidance on the establishment of Reserves and that guidance has been used in the preparation of this report.  CIPFA' does not accept that a case for introducing a statutory minimum or maximum level of reserves, even in exceptional circumstances, has been made, or that prescriptive guidance should be issued on the matter.  Their view is that local authorities, on the advice of their finance directors, should make their own judgements on such matters taking into account all the relevant local circumstances, and that such circumstances vary. 

2.5 Within the City Council, it is the full Council who are responsible for agreeing the level and utilisation of reserves, informed by the advice and judgement of the Head of Finance. Where the Head of Finance’s advice is not accepted this should be formally recorded in the minutes of the Council Meeting. 

3.
TYPES OF RESERVES

3.1 When reviewing their Medium Term Financial Plans (MTFP) and preparing their annual budgets local authorities should consider the establishment and maintenance of reserves.  Reserves can be held for three main purposes:

(i) A working balance to help cushion the impact of uneven cash flows and avoid unnecessary temporary borrowing – this forms part of general reserves

(ii) A contingency to cushion the impact of unexpected events or emergencies – this also forms part of general reserves

(iii) A means of building up funds, often referred to as earmarked reserves, to meet known or predicted liabilities. The most commonly established earmarked reserves are listed below:

Category of Earmarked Reserve
Rationale

Sums set aside for major schemes, such as capital developments or asset purchases, or to fund major reorganisations.
Where expenditure is planned in future accounting periods, it is prudent to build up resources in advance.

Insurance reserves.
Self-insurance is a mechanism used by a number of local authorities.  In the absence of any statutory basis sums held to meet potential and contingent liabilities are reported as earmarked reserves.

Reserves of trading and business units.
Surpluses arising from in-house trading may be retained to cover potential losses in future years, or to finance capital expenditure.

Reserves retained for service department use.
Increasingly authorities have internal protocols that permit year-end underspending to be carried forward.

4.
CURRENT CITY COUNCIL RESERVES

4.1 The current actual reserves as at 31st March 2003 held by the Council are set out in the following table.  The current projected balance as at 31 March 2004 takes into account all known and approved transactions at this point in time.


Actual Balance

31/03/03

£
Predicted

Usage

2003/04

£
Projected

Balance

31/03/04

£

General Reserves:




General Fund Reserve
7,902,593
(2,974,475)
4,928,118

HRA Reserve
2,758,645
(466,104)
2,292,541

Earmarked Reserves:




Capital Projects Fund
1,109,995
(893,076)
   216,919

Renewals Reserve
2,972,550
4,238
2,976,788

DSO Reserve
   519,433
(235,328)
284,105

Collection Fund
   480,920
Not available
Not available

Lanes Capital Fund
   206,380
14,900
   221,280

Property Reserve
     33,000
(33,000)
0

Residents Parking
      (7,684)
0
    0

Building Control
   150,606
0
   150,606

TOTAL
16,126,438

11,070,357

13.5 In addition to the above, there are specific capital reserves which are not available for revenue purposes, and certain ones can only be used for specific statutory purposes.  Usable Capital Receipts, the Fixed Asset Restatement Reserve and Capital Financing Reserves are examples (NB. The latter two are not ‘resource-backed’ reserves i.e. they can’t be used to support additional spending). The Council also makes provisions for known liabilities (e.g. Insurance Claims) and these are also not included in the coverage of this report. Currently the Council does not have any real degree of self-insurance except for Policy excesses, and this will be subject to a full future review.

4.2 Recommendations on future reserves and their purpose and usage are made in the following paragraphs. For each Reserve held, there should be a clear protocol for their use, and the recommendations set out below have been made to consider the following issues:

· The purpose of the Reserve

· How and when the Reserve can be used

· Procedures for the Reserve’s management, control and review to ensure continuing relevance and adequacy.

5. PROPOSALS FOR FUTURE CITY COUNCIL RESERVES

The overarching principle remains as set out in the Council’s approved Medium Term Financial Plan (MTFP), that wherever possible reserves should not be used to fund recurring expenditure, but that where it is, this should be made explicit, and steps taken to address the situation in following years. 

In the case of all Reserves, the procedures for Management Control and Review will be that each reserve will be reviewed annually as part of the annual review of the Council’s MTFP, and will be monitored throughout the year and reported as part of the budget process.

5.1
GENERAL FUND RESERVE

(i) Purpose of the Reserve:

To be a general working balance / contingency to cushion the Council against uneven cash flows and budgetary impacts, or unexpected events and emergencies.

(ii) How and when the Reserve can be used:

The issues, which have been taken into account in reviewing the level of this Reserve, are judgements on:

· Cash flow requirements

· Inflation and interest rates

· Demand led pressures

· Planned efficiency and productivity savings

· Risks arising from significant new funding partnerships, major outsourcing arrangements or major capital developments

· The availability of other funds to deal with major contingencies.

The current target for this reserve is that it should equal 20% of Net Revenue Expenditure plus £1million as an emergency contingency.  The target amount is therefore £3.8m. Given consideration of the above factors, it is considered that the current target is reasonable and should be retained. This is particularly in the light of the Council moving towards a position of tighter base budgeting, which increases the risk to the Council from any economic downturn, and which could impact heavily on the income estimates. 

It is therefore recommended that the target for the General Fund Reserve is that it should equal 20% of Net Revenue Expenditure plus £1m, and that any balance over and above the target be transferred to the Projects Fund to support major council initiatives.

5.2 HRA / BENEFITS RESERVE

(i) Purpose of the Reserve:

Following the transfer of the Council’s Housing Stock in December 2002, it is expected that the Housing Revenue Account will be formally closed by 31st March 2004, following which the final balance remaining on the HRA Reserve can be determined and transferred to General Fund Reserves.  

(ii) How and when the Reserve can be used:

Members may recall that as part of the LSVT process, Council agreed that a minimum target balance of £1.6m was required to meet the additional costs of Housing Benefit (Rent Allowances) in the three year period prior to these costs being integrated into the City Council’s RSG allocation.  The situation regarding the Governments funding of Rent Allowances and Council Tax Benefits has now changed and is discussed in more detail in report FS48/03, which is considered elsewhere on the agenda. Because there is still a degree of uncertainty around future funding to be received from the Government, at this stage it is considered prudent to retain the earmarked funds to meet any potential residual benefit costs falling on the General Fund estimated at £905,000 for a two-year period. 

It is therefore recommended that until the situation on future Government funding for rent allowances is clarified, funding be retained within the HRA/Benefits Reserve sufficient to cover any potential rent allowance costs, with the remaining balance being transferred to the Projects Fund to support major council initiatives.

5.3 PROJECTS RESERVE

(i) Purpose of the Reserve:

This fund was originally established from year-end windfall gains and underspends and is currently used to support the Council’s major capital initiatives.  It is recommended that the Reserve be retained to support the Council’s 3-year capital programme or any other major initiatives (including substantial reorganisations). The initial amount in the Reserve will be the excess amounts over and above the target agreed for the General Fund Reserve, plus any transfers from other existing reserves as a result of recommendations in this report. Thereafter, any windfall gains can continue to be used to replenish the Reserve (after allowing for any replenishment, which may be necessary to keep the General Fund Reserve at its target amount). However it should be noted that the anticipated windfall gains and underspends are expected to reduce over time as the Council’s base budgeting procedures become tighter. 

(ii) How and when the Reserve can be used:

Usage from the Fund will be subject to approval by the Council as part of the budget process wherever possible. However, on those occasions where major schemes or items of expenditure arise outside of the budget process, then these can be considered by the Council on an ad-hoc basis as supplementary estimate requests. This would be subject to the expenditure being in accordance with the Council’s approved objectives and priorities, or being a statutory requirement. As the reserve will be used for both revenue and capital expenditure it is proposed to rename the reserve as Projects Fund.

5.4 RENEWALS RESERVE

(i) Purpose of the Reserve:

This reserve was established in 1974 and its purpose was to make a sufficient annual revenue contribution to fund the future replacement of all of the Councils vehicles, plant and equipment.  A fundamental review of this fund has been undertaken by Internal Audit recently, and although the final report has not yet been issued to the Corporate Resources Overview and Scrutiny Committee for consideration, the draft recommendations of the study have been taken into account in making recommendation in this report.  The Internal Audit study has not found any evidence of over-provision of amounts held in the fund, except in relation to the contributions built up from the former Housing Department. However, because there is evidence that there are other items, particularly of an IT nature which are not adequately provided for, it is considered premature to make any recommendations for any release from the fund.   The recommendation is therefore that the balances contained within this fund be retained at the current levels pending further work and completion of the Internal Audit recommendations during the coming year. 

(ii) How and when the reserve can be used:

The allocation from the Reserve is to be approved annually by the Council as part of the budget process. The usage to be for replacement of specific items as set out in the detailed Renewals Plan.  As part of the ongoing review of this fund, it will also be investigated whether existing virement rules should be extended to the Renewals Fund.

5.5 PENSIONS RESERVE

(i) Purpose of the Reserve:

The results of the next triennial review of the Pension Fund will be available in December 2004, with new rates operative from 1 April 2005. Whilst the stock markets have recovered in recent months, and the fund holds a number of different asset types, it is clear that the triennial review will identify a substantial deficit on the fund. No further information is available as yet, but for Members information, a 1% increase in the employers contribution rate (currently 10.7%) will equate to a £140,000 increase in ongoing revenue costs. Current indications are that the increase will be ‘substantial’. Because of the severe impact this will have on the Council, it would be prudent to set aside some of the Council’s revenue balances to cushion the impact of the first 2 years increase. This would be an interim measure pending confirmation of the actual amount required and identification of savings to meet the deficit on an ongoing basis. It is considered that £1 million may be an appropriate figure to set aside, and this is recommended.

(ii) How and when the Reserve can be used:

The reserve will be drawn upon to cover any potential revenue shortfall in the short term arising from the triennial review of the pension fund, whilst the Council considers how best to meet the long term impact.

5.6 COMMERCIAL AND TECHNICAL SERVICES (CTS) RESERVE

(i) Purpose of the Reserve:

This reserve was established from surpluses arising from former DSO trading activities to cover potential losses in future years and to finance capital expenditure in the period when Compulsory Competitive Tendering (CCT) arrangements were still a statutory requirement.  Since the Reserve was established, the Best Value regime has abolished the CCT rules. In addition, the recent organisational review has established that CTS is no longer to operate as a trading organisation. It is therefore considered inappropriate for CTS to have a separate earmarked reserve and that any requirement they have should be dealt with as a call on the appropriate reserve of the Council as the requirement would be for any other Business Unit.  In the short term however, given the scale of the changes that CTS have absorbed, it would be prudent to retain a small reserve to cushion any short-term transition implications. It is therefore recommended that this reserve be phased out over 2 years with the balance being transferred to the Projects Fund, and  £100,000 will be retained in 2004/05 dropping to £50,000 in 2005/06 and nil in 2006/07.

(ii) How  and when the Reserve can be used:

Any usage from the Reserve will be subject to current Council policy as set out in the Financial Procedure Rules i.e. that all internal business unit surpluses and undistributed profits shall be earmarked within the Council’s reserves and retained for the benefit of the Council. Their application shall require the approval of the Executive up to £10,000 and the Council over £10,000. However in the light of the recent changes to the Key Decision and Virement limits approved by Council on 4th November, it is considered appropriate for that limit to be raised to £30,000, and this is recommended.

5.7 LANES CAPITAL RESERVE 

(i) Purpose of the Reserve:

The Lanes Capital Fund was established under the terms of the original agreement whereby the Council was permitted to charge up to 1% of capital expenditure to the gross rent account as a permitted deduction. This annual amount has created a Reserve Fund from which the Council’s share of any exceptional expenditure required on the Lanes could be met in future years. Under the terms of the new lease agreement, any requirement to fund up to the first 1% of capital expenditure will fall on the Council’s partner and the Council’s permission (not to unreasonably refused) would be required to spend in excess of 1%. The Council would ultimately meet its share of any further exceptional expenditure through a lower rent distribution for that year (once the rent guarantee has run out). Given this situation it is considered prudent to continue to set aside the annual contribution to meet any future liability.

(ii) How and when the Reserve can be used:

Any usage from the reserve would be subject to a formal report to Council.

5.8 ASSET DISPOSAL RESERVE

(i) Purpose of the Reserve:

Originally this Reserve was established as a Property Fund because at that time the Property section was not ‘not base level funded’ (i.e. it relied on obtaining a certain amount of external income or fee income from additional internal work to enable the Business Unit to break-even each year).  The purpose of the Reserve was to meet any surplus or deficit arising from the Property trading account each year (i.e. Property were entitled to a percentage ‘top-slice’ of Rent Reviews, Rate Reviews and Capital Receipts that they generated).  However in the 2002/03 budget process, additional budget was approved of £177,000 phased over 3 years to enable the Property Business Unit to become base level funded (i.e. from 2004/05 onwards Property is fully funded by the Council). It is therefore not considered appropriate for the fund to be retained for this purpose. 

However, it may be appropriate to retain a Reserve to enable work to be externalised in order to obtain Capital Receipts. The Council’s capital programme assumes a certain level of capital receipts per year (currently £500,000 per annum) to fund its capital programme. Often, external marketing assistance is required by a number of Business Units to enable the sale to progress, and current rules do not allow this cost to be offset against the capital receipt. Any costs associated with a disposal irrespective of whether incurred by City Council staff or by external contractors must be charged to revenue in the year in which they were incurred in accordance with proper accounting practices. Therefore a revenue budget is required, and it is recommended that £100,000 be set aside in a Reserve to enable external assistance for asset disposal.

(ii) How and when the Reserve can be used:

Any usage from the reserve would be subject to a formal report to Council. 

5.9 COLLECTION FUND

(i) Purpose  of the Reserve:

The Collection Fund is a statutory fund which the Council, as the billing authority, must maintain to record transactions on council tax and business rates. The year end surplus or deficit on the Collection Fund, in relation to council tax, is distributed to the preceptors i.e. Cumbria County Council and the Cumbria Police Authority, and to the Council’s General Fund in the following year. This redistribution is calculated on the basis of estimates of the year end balance made on 15 January each year which is reported annually to the Executive as part of the budget process. Therefore £446,800 of the balance on the fund as at 31 March 2003 (£480,920) was built into the 2003/04 council tax calculations as follows:

· Cumbria County Council
£337,240

· Cumbria Police Authority
£42,571

· Carlisle City Council

£66,989

(ii) How and when the Reserve can be used:

The Reserve can only be used for the purpose set out above and as such it is not available for the use of the City Council (except to receive its share of the annual surplus)

5.10 RESIDENTS PARKING RESERVE

(i) Purpose of Reserve:

This reserve accumulates the funds from the establishment and operation of the residents parking initiative. The Parking agreement between the City Council and Cumbria County Council stipulates that the balance on this reserve be reported to the County Council on an annual basis and be spent only on measures or schemes consistent with the provisions of the Local Transport Plan.

(ii) How and when the Reserve can be used:

The Reserve can only be used for the purpose set out above and as such it is not available for the use of the City Council (except as agreed by the County Council).

5.11 BUILDING CONTROL RESERVE

(i) Purpose of Reserve:

This reserve accumulates the funds from the Building Control function, a statutory ring-fenced service, which must break-even over a rolling 3-year period. Any surplus generated must be spent on improving service delivery. The current balance on the reserve is £150,606, the use of which will be reviewed once the new rules have been received which are effective from 1 April 2005. 

(ii) How and when the Reserve can be used:

The Reserve can only be used for the purpose set out above and as such it is not available for the general use of the City Council (however this will be reviewed once the new Guidance has been received from the Government).

5.12 NEW DEAL RESERVE

(i) Purpose of Reserve:

This is currently not established as a Reserve but is accounted for on a rolling annual basis. It is however recommended that in future this be properly established as a Reserve, which will accumulate the funds generated from the contacts operating under New Deal regulations.  The money does not belong to the Council but is to be used to re-invest in the New Deal initiative. It should be noted that the reserve is used to cushion peaks and troughs in the income received much of which is out-with the control of the Council.

(ii) How and when the Reserve can be used:

The Reserve can only be used for the purpose set out above and as such it is not available for the general use of the City Council (however this will be reviewed annually in accordance with guidance issued on the subject).

6. SUMMARY OF SUGGESTED COUNCIL RESERVES

6.1
The table below sets out a summary of the suggested Council Reserves. The projections for future years have been estimated on the best information available. 


Actual Balance

31/03/03

£
Projected

Balance

31/03/04

£
Projected

Balance

31/03/05

£
Projected

Balance

31/03/06

£
Projected

Balance

31/03/07

£

General Reserves:






General Fund  Reserve
7,902,593
3,800,000
3,800,000
3,800,000
3,800,000

Earmarked Reserves:






HRA /Benefit Reserve
2,758,645
905,000
905,000
0
0

Projects Reserve *
1,109,995
1,816,683
1,240,169
1,240,169
1,240,169

Renewals Reserve
2,972,550
2,976,788
2,237,955
1,813,119
1,953,475

Pensions Reserve
0
1,000,000
1,000,000
1,000,000
1,000,000

CTS Reserve
   519,433
100,000
50,000
0
0

Lanes Capital Reserve
   206,380
   221,280
236,180
251,080
265,980

Asset Disposal Reserve
     33,000
    100,000
100,000
100,000
100,000








Collection Fund
480,920
Not available
Not available
Not available
Not available

Residents Parking
      (7,684)
      0
0
0
0

Building Control
   150,606
   150,606
150,606
150,606
150,606

New Deal
89,000
89,000
89,000
89,000
89,000

TOTAL
16,215,438
11,159,357
9,808,910
8,443,974
8,599,230

*
In the case of the Projects Reserve it should be noted that the projections take account of the proposed capital programme which is considered elsewhere on the agenda. However they do not take into account any potential call on the Reserve which may be required to fund any recurring or non-recurring revenue budget shortfall.

7. CONSULTATION

7.1
The report will be considered by the Corporate Resources Overview and Scrutiny Committee on 12th January 2004.

8. RECOMMENDATIONS

8.1
To recommend to Council the establishment of the Reserves as set out in the Table at Paragraph 6.1 of the report, together with the proposals for purpose and usage of each Reserve as set out in paragraph 5.

9. IMPLICATIONS

· Staffing/Resources – There are resource implications in the retention of the Aset Disposal Reserve.

· Financial – Contained within the report.

· Legal –  None

· Corporate – CMT considered the report at their meeting on 3rd December 2003.

· Risk Management – Risk is a significant factor that has been taken into account in making the recommendations contained within this report.

· Equality Issues – None

· Environmental – None

· Crime and Disorder –None

· Impact on the Customer -

ANGELA BROWN

Head of Finance

Contact Officer:
Angela Brown



Ext:
7299

Financial Services

Carlisle City Council

10 December 2003
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