APPENDIX 1

Budget report 2017/18 - LOCAL GOVERNMENT ACT 2003
ROBUSTNESS OF ESTIMATES, ADEQUACY OF RESERVES AND THE
MANAGEMENT OF RISK
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BACKGROUND

Section 25 of the Local Government Act 2003 requires Chief Financial Officers
to report to their authorities about the robustness of estimates and the
adequacy of reserves when determining their budget and level of council tax.
Authorities are required to consider their Chief Financial Officer's report when
setting the level of council tax.

Section 26 of the Local Government Act 2003 gives the Secretary of State
power to set a minimum level of reserves for which an authority must provide in
setting its budget. The minimum would apply to “controlled reserves”, as
defined in regulations. The intention in defining controlled reserves would be to
exclude reserves that are not under the authority’s control when setting its call
on council tax, for example the balance on the Housing Revenue Account and
schools balances. There may also be a case for excluding other types of
reserve. Regulations to define controlled reserves would only be made in
conjunction with regulations setting a minimum.

It was made clear throughout the Parliamentary consideration of these
provisions that section 26 would only be used where there were grounds for
serious concern about an authority. The Minister said in the Commons standing
committee debate on 30 January 2003: “The provisions are a fall back against
the circumstances in which an authority does not act prudently, disregards the
advice of its Chief Finance Officer and is heading for serious financial difficulty.
Only in such circumstances do we envisage any need for intervention.” There
is no intention to make permanent or blanket provision for minimum reserves
under these provisions.

If the need to apply a minimum to an authority were identified, the minimum
would be set after considering the advice of the CFO to the authority and any
views expressed by the external auditor. The authority would be consulted on
the level to be set.

Any minimum set under section 26 applies to the allowance to be made for
reserves in the budget. There is nothing to prevent the reserves being used
during the year even if as a result they fell below the minimum. However, if in
preparing the following year’s budget it was forecast that the current year’'s
reserves would fall below the minimum the CFO would need to report to the
authority under section 27.
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REPORT OF THE CHIEF FINANCIAL OFFICER

The Chief Financial Officer for the London Borough of Havering has provided
the following assurance:

The London Borough of Havering prides itself on its record of creating
balanced budgets, delivering challenging savings programmes and carefully
managing its finances within each financial year. It is this track record which
has helped to build the foundations for the 2017/18 budget and will need to
continue via the MTFS through to 2019/20.

The confirmation of the four year financial settlement, whilst anticipated, is
disappointing. It will result in substantial reductions to Havering’s allocation of
Government funding. The failure of the funding formula to acknowledge the
significant financial pressures associated with rapid population growth
particularly in relation to its impact on social care services for children and
adults results in significant financial pressures for the Council to manage the
delivery of services in the forthcoming years. This is exacerbated by the effects
of the 2016/17 settlement introduction of the ‘core spending power’ calculation,
which removes government funding from those authorities which are
considered able to raise proportionately more council tax, without regard for the
need to spend to meet escalating demand for services As a consequence,
Havering continues to receive lower than the average level of funding for
London despite having the highest proportion of older people within its
population, which is a key driver of adult social care expenditure.

In light of the substantial savings made in recent years (£38.2m over the period
2014/15 to 2016/17), the challenge in preparing the budget for 2017/18 and the
MTFS has been to identify proposals which minimise the impact of budget
reductions upon delivering the Council’s priority services

However, the future financial position for Havering is very challenging. Whilst
the proposal contained within this report will achieve a balanced budget in
2017/18, a gap of £2.895m is forecast in 2018/19 and a further £6.325m in
2019/20. The Council will need to develop further savings and income
generation plans during 2017/18 and to consider its future Council Tax strategy
as part of developing the 2018/19 Medium Term Financial Strategy within the
context of further pressures and funding opportunities that may arise during
2017/18.

Consequently, while | have assessed the proposals contained in this report for
2017/18 as robust, with a sufficient safety net for any savings that are
ultimately non-deliverable, it is clear that further proposals for the MTFS will
need to be developed to enable the s151 officer to sign off the budget as
robust in future years.

All of the above comments are made in the context of a planning assumption
that the Council will agree to a Council Tax increase of 3.95% including an
Adult Social Care precept of 2% in 2017/18.



The budget reinforces the need for on-going robust financial management,
strict budgetary control and the on-going monitoring of savings delivery plans
with effective processes in place to promote these.

In assessing the robustness of estimates, | have drawn on the advice of service
chief officers that the proposals presented for 2017/18 can be delivered within
the available resources envelope.

In January, Cabinet approved my recommendation to establish a Business Risk
Reserve with effect from 1 April 2017, into which the estimated underspend of
£5.4m on the corporate risk budgets will be transferred as part of accounts
closure. The Business Risk Reserve will provide a safety net against the risk of
non-delivery of savings and/or over optimism with funding assumptions within
2017/18.

The projected levels of earmarked reserves as referred to in section 3 below
have been established to meet planned projects or budgetary pressures and
are considered adequate at this time. The sums earmarked for these purposes
were agreed as part of the annual approval of accounts process and the use
and application of those reserves are reviewed quarterly as part of the budget
monitoring process. The General Fund Balance stood at £11.75m at 31 March
2016 and it is recommended that it be retained at this level.

In addition, the inclusion of a Corporate Risk Budget of £8.9m within the base
budget for 2017/18 will further support the management of budgetary pressures
through 2017/18. It should be noted that prior commitments of £5m have been
made against this budget thereby protecting services from further budgetary
reductions. The Corporate Risk Budget is forecast to reduce to approximately
£3m by 2018/19 and therefore it will become more difficult for the Council to
respond in a similar manner to future adverse financial pressures.

The Corporate Contingency budget remains at £2m which is adequate for the
risks that it is expected to cover. Whilst it is currently planned to reduce to £1m
in 2018/19, this will be kept under review during 2017/18 and in preparing the
2018/19 Strategy.

The budget does not provide specific funding for any unforeseeable,
extraordinary items of major expenditure, for example, the implications of
flooding. If such an event were to occur, it would need to be funding from the
existing general reserves and balances, if the general contingency were
exhausted.

Against such a challenging financial background, it will therefore be crucial that
reserves, both general and earmarked, continue to be managed in the medium
term in a way that gives due regard to the need to set a legally balanced
budget.

Debbie Middleton BA(Hons), CPFA
Section 151 Officer
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ROBUSTNESS OF ESTIMATES, RESERVES AND BALANCES

The budget has been prepared using the three year Financial Strategy agreed
by Cabinet in September 2016 as its starting point. This Strategy has been
developed through:

e The revenue and capital budget strategy statements, which are included as
part of this report;

e The forecast position as set out in the Cabinet report of January 2017 and
February 2017 and the proposals set out in those reports;

e The outcome and forecast impact on the Council of the Local Government
Financial settlement as reported to Cabinet in January 2017;

e A variety of announcements concerning the new funding system;

e The Autumn Budget Statement 2016.

As the development of the budget for 2017/18 has progressed, the position has
been the subject to review and challenge with Heads of Service, SLT, the
Leader of the Council, Cabinet Members and the Lead Member for Financial
Management. Due consideration has been given to the over-arching strategy
above along with the delivery of corporate priorities in undertaking these
reviews and this is reflected in the detailed budget proposals.

Budget proposals have been developed within the context of current and future
service plans. Furthermore:

a) the Council has reviewed its pressures alongside those identified by the
LGA and London Councils to provide a cross check/challenge;
b) In respect of savings, the proposals have been risk assessed against an

agreed set of criteria which will ultimately inform in-year monitoring;

C) A review of legislation takes place on an ongoing basis as part of the
budget development process to assess possible implications;

d) Financial modelling related to the new funding system and its impact on
Havering’'s budget has been under periodic review and refinement,
especially in light of the Autumn Budget Statement and the Provisional
Local Government Financial Settlement announcements.

At a more detailed level, budgets have been built having due regard to:

Staffing changes incorporating proposed restructures;
Inflation;

Contractual commitments

Existing budgets;

The proposals for budget adjustments and savings;
The impact of changes to specific grants.

The budget includes a contingency that will provide a reasonable level for
unforeseen issues that could arise during the year. This has had due regard to
a risk assessment. Further information on the basis of this is set out later in
this statement.

A review of the 2016/17 significant budget variances has taken place to assess
any impact on the 2017/18 budget outside of the proposals in order to:
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(a) Ensure action plans are in place where a possible adverse variance could
occur;

(b) Ensure use of any possible additional favourable variance is considered in
the context of the overall strategy;

(c) Inform the risk assessment of contingency and reserves.

The proposed budget provides a foundation from which to develop the financial
strategy over the period to 2019/20 and work will continue during 2017.

THE ADEQUACY OF ESTIMATES, RESERVES AND BALANCES

As set out in section 1, local authorities are required to maintain adequate
balances to deal with unforeseen demands upon financial resources. It is the
responsibility of each authority to set its level of reserves based on local
conditions, but taking into account national factors. Although a view can be
sought from the external auditors it is not their responsibility to prescribe or
recommend the appropriate level. In setting the level, the Authority should take
into consideration the advice of their Chief Finance Officer (CFO), taking into
account all local relevant circumstances.

The Strategy agreed by Council in July 2009 set out that the minimum level for
of the General Fund Balance will be £10m. This Strategy has been maintained
since that time. The General Fund Balance stood at £11.750m at 31 March
2016. An annual review of the balance has taken place as part of the budget
setting process. The risk assessment is attached at Annex 1 and the CFO'’s
advice is that the minimum level of reserves. Given the increasingly uncertain
financial climate and financial pressures, it is recommended that the minimum
General Fund Balance requirement should remain at its current level of
£11.75m which represents 7.2% of the Council’s net 2017/18 budget including
levies.

After taking account of the most recent projection in the current year and more
significantly the outcome of the Local Government Financial Settlement, it is
anticipated that the Council’s general reserves will remain at £11.75m as at 31
March 2017.

Members will be aware that the working balances provide protection against
unforeseen events that could impact on the authority. Reserves must be used
carefully and can be used only once. As reflected in the revenue budget
strategy, the Council will not utilise General Fund Balances to subsidise its
budget or suppress council tax increases. Further it will not use any specified or
earmarked reserves to subsidise its budget or to suppress council tax
increases on an on-going basis as this is neither financially sustainable nor
prudent. It may, in exceptional circumstances, utilise appropriate specified or
earmarked reserves to bridge short term forecast budget shortfalls to facilitate
delivery and implementation of projects and service initiatives that will generate
additional income or reduce on-going expenditure to achieve a balanced
budget. Approval of decisions to utilise reserves in this manner will require the
approval of a robust business case including implementation plan.

The Council maintains a number of earmarked funds for specific purposes and
their use is planned and approved for these purposes. Often they are used to
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comply with accounting policies, manage arrangements across financial years,
or to fund known future commitments. The most significant are for the
following:

(@) Insurance Reserve (6.9m), which is part of the Insurance Self-Funding
Arrangement to meet future liabilities incurred but not yet claimed.

(b) Strategic Reserve to support corporate transformation (£27.6m) — these
funds are earmarked for the various transformation programmes across
the Council — as well as priority projects and bridge funding for schemes
such as the Property Strategy and the Leisure contract cash flow.

The sums established within earmarked reserves were agreed by SLT as at 1%
April 2016 and were fully allocated to projects or liabilities. The balances will be
reviewed again as at 31 March 2017.

Other reserves continue to be expended/ planned in accordance with their
specific approved purpose. A review has taken place of these as part of the
budget finalisation.

The working balances of the HRA are also subject to a risk assessment; this
will be included in the report to Cabinet on the HRA budget for 2017/18.

OPPORTUNITY COST OF RESERVES

Holding general reserves to meet unexpected events or emergencies is a
necessary requirement. However, there are opportunity costs and benefits of
holding cash balances, which can be measured in different ways, depending on
what these resources were alternatively to be used for. For example, holding
cash gives a financial benefit in contrast to using the cash to fund capital
expenditure. The financial benefit would be the difference between the
investment return and the total borrowing cost. At the current time due to low
interest rates, these are in fact broadly neutral. However, a cost of around 4%
will be incurred in respect of a requirement make revenue provision to repay
debt.

On this basis, for every £1m of cash held, the purely financial benefit could be
deemed to be £0.040m per annum or approximately £0.400m per year for
balances of £10 million. This is dependent on prevailing money market
conditions, which in the current economic climate can fluctuate significantly.
Using the balances to repay debt earlier would not achieve a matching saving
given the costs around early redemption and the similarity in short-term lending
rates and long-term borrowing rates. For information, £1m equates very
approximately to 1% on the level of Band D Council Tax.

If, however, this is considered in the context of using these balances to fund
one off expenditure, then the opportunity cost is the improvements that would
accrue from that expenditure. This might for example be improvements in
services, increased performance or some other measure and would be
assessed via a business case. Such items have been considered by officers
during the course of developing the MTFS, but these have not generally been
included within the final proposals or the detailed budget given the broad
financial constraints within which Havering is operating.
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Should these items be included within the budget, they would obviously provide
a basis for additional and/or improve services; with the need to appreciate that
reserves exist for various reasons, and once expended, either have to be
replenished, or the funding terminated. This is the opportunity that is being
potentially foregone by holding general reserves. However this is only relevant
to the extent that such proposals align to Council’s priorities and Medium Term
Financial Strategy.

It is important that in considering the level of working balances that the issue of
the opportunity costs and benefits of such an approach is also considered and
that Members weigh up the potential benefits against the risks. The other
important factor in making this judgement is to consider is that balances can as
indicated only be spent once, and can realistically only be used to support one
off expenditure, or to allow time for management action to be implemented to
address ongoing expenditure requirements.

As stated above, the use of significant levels of balances to fund ongoing
spending or reductions in Council Tax can pose material financial risks,
especially given that the Council’'s ability to generate funds to replenish
reserves through Council Tax is severely restricted by the Council Tax capping
regime. Hence the level of reserves held overall requires a balance to be
struck between the opportunity cost of holding balances against the unknown
risks facing the Council and the need to safeguard the provision of local
services if such risk were to crystalise.

REVIEW OF RESERVES AND CONTINGENCY

The assessment of the sums required for reserves and contingency purposes
is reviewed regularly, taking into account the various risks facing the Council,
the level of risk, the actions taken to mitigate risk, and the financial assessment
of the risk. The review include consideration of the Corporate Risk Register,
with the objective of ensuring that all such risks having a potential financial
impact are covered in the reserves and contingency assessment.

The outcome of this review is set out in Annex 1 to this Appendix. This shows
each risk and the detail associated with it, and includes a cross-reference to
the Corporate Risk Register. Each risk is evaluated in term and a financial
assessment is made of the potential costs arising and the degree of likelihood,
which in turn drives the sum for which provision is being made.

The Corporate Risk Register is kept under review by the Senior Leadership
Team, so any changes are then reflected when the reserves and contingency
assessment is updated.



RISK ASSESSMENT FOR GENERAL BALANCE / CONTINGENCY 2017/18

REVIEWED AT 20 JANUARY 2017

ANNEX 1

Contingency

General Balance

Risk Risk Owner Risk Description Assess- Value of Value Value of Value
(incl Corporate Risk ment of Assess- Having Assess- Having
Register item) Risk ment Regard ment Regard to
(counter to Risk Risk
measures £000 £000 £000 £000
in place)
1. Failure to Balance 4 year financial settlement includes a significant
the MTFS over the reduction in grant funding over the four year cycle to
period to 2019/20 S151 2019/20. The impact has not yet addressed as part of Medium t
SLT MTFS development. A gap of £9.2m exists in the MTFS edium to 9,200 9,200
CRA4Failure to deliver a over 2018/19 and 2019/20 and represents a financial risk High
balanced budget to the Council.
2. Failure to achieve Mitigating action plans have been presented which to
in year budget cover £7m overspend in 2016/17 (as reported to January
balance in year S151 Cabinet). If these are not brought into line it will place
overspending SLT further risk on budget strategy. The Business Risk Medium 7,500 2,000
CRA4Failure to deliver a Reserve will provide a buffer of £5.5m approx. Latest
balanced budget forecast projections suggest that pressures may be
closer to £7.5 m leaving a risk exposure of £2m
3. Impact of changes The amount of Housing Benefit we claim for a unit of
in homelessness temporary accommodation has a £40 per week element
legislation called a management fee. This pays for managing the
CRA4Failure to deliver a property, and the cost of managing the individual. That is
balanced budget Director of Housing | ceasing from April 2017. In its place there will be a High 1,500 1,500
transitional lump sum payment and we are due to be
notified in a letter by DCLG in January £0.5m provided for
within Corporate Risk Budget although overall costs
could be £1m to £2m
4. Reduction in ESG Reduction in ESG funding will require savings in 2016/17
CRA4Failure to deliver a Director of and beyond. There is a gap of £0.7m to be found. There
balanced budget Children’s Services is a long term pressure of £0.2m which could potentially 700 700
increase if short term measures are not converted into
longer term savings.




Risk

Risk Owner

Contingency

General Balance

Risk Description Assess- Value of Value Value of Value
(incl Corporate Risk ment of Assess- Having Assess- Having
Register item) Risk ment Regard ment Regard to
(counter to Risk Risk
measures £000 £000 £000 £000
in place)
5. Apprenticeship levy
implementation Cost of apprenticeship levy is factored into the MTFS
CRA4Failure to deliver a SLT although current estimates suggest that there is an 250
balanced budget under-provision of £0.250m.
ASSESSMENT HAVING REGARD TO RISK Overall
LIKELIHOOD — MINIMUM LEVEL REQUIRED Medium 7,500 2,000 11,650 11,650

Risk




