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Overview and Key Messages

The report to Council on 13 February 2014 ‘Revenue Budget and Council Tax
2014/15 established the Council’'s anticipated medium term financial position
through to 2017/18, confirming a likely budget saving requirement of between £20
and £30 million, after accounting for saving anticipated from the Council’s medium
term debt smoothing strategy.

Since that time, the Council has set three budgets covering 2014/15 - 2016/17.
Each of these successive budgets has progressively addressed this medium term
financial challenge by incorporating a range of efficiency and saving measures. The
period since the current medium term financial strategy was framed in February
2014 has remained fluid from a range of perspectives. As a consequence the
strategy has been kept under active review, with appropriate adjustments made
linked to a range of factors which have been subject to material change over the
course of this period.

The report to Council on 3™ March 2016 ‘Revenue Budget and Council Tax
2016/17’ outlined the most recent update of the forecast through to 2017/18. Similar
to previous updates, the Council’s financial outlook continued to remain uncertain,
over not just the medium term but also over the short term period leading into
2017/18. At that time it was anticipated that a residual budget gap of up to £6 million
potentially remained for the period through to 2017/18, albeit it was acknowledged
that the Council’s financial projections moving into 2017/18 included a range of key
assumptions which were subject to uncertainty and potential movement.

The purpose of this report is therefore to provide elected members with an update
on the Council’s current financial position, projected position moving into 2017/18
and the medium term financial outlook beyond 2017/18. The report will cover the
following key areas of the financial strategy for elected members:
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e The Council’s current financial position;

e The updated projection for 2017/18 taking account of key changes that have
occurred since March

e An updated outlook for the Council beyond 2017/18, particularly in light of
changed and uncertain economic environment following the June referendum
vote across the UK to leave the European Union.

e An outline of the key strategies and financial planning recommendations to
support the Council to address the medium term challenges in a financially
sustainable manner.

e Overview of the long term financial landscape for the Council, the key long term
financial risk that this presents and the short to medium term strategies that
require to adopted to plan for this longer term landscape.

Key Messages

The Council’s current financial position remains in line with the financial planning
assumptions made when the Council set its budget for 2016/17. In addition, Audit
Scotland has recently completed their audit of the 2015/16 accounts and the
audited financial position remains in line with that reported to Council in June 2016.
Notwithstanding the significant financial challenges to be faced in the forthcoming
years overall the Council's immediate financial position remains stable and
consistent with existing financial and service plans.

Uncertainty in relation to the forecast position for 2017/18 has shifted considerably
following the outcome of the referendum vote in June for the UK to Leave to
European Union. It is expected that moving into 2017/10 a saving requirement of
between £20 million - £30 million will be required to achieve a balanced budget.
After taking into account savings of approximately £20 million already planned for
2017/18, linked predominantly to the Debt Smoothing Strategy and also the Better
Council Change Programme, a residual saving requirement of up to £10 million
remains a possibility. Increased certainty for 2017/18 is not expected to be secured
until towards the end of 2016 and possibly moving into 2017.

Given the scale of uncertainty and potential for variability, it is important that the
Council plans for a range of potential outcomes over this short time horizon with a
central planning assumption of a £6 million residual saving requirement. In addition,
it is anticipated that moving forward beyond 2017/18 and through to 2020 an annual
saving requirement of significant scale is likely to continue over the medium term.
Given this outlook, it is important that the Council continues to adopt a sustainable
medium term perspective in developing the budget planning for 2017/18, ensuring
sufficient flexibility to manage in a sustainable manner the final position that
emerges over the coming months. In this context, the Corporate Management team
remain available to advise and work with political groups and elected members to
assist in the development of budget strategies for 2017/18 which remain flexible,
sustainable and focused on the delivery of key priorities detailed in the Council
Plan.

In sharp contrast to the position outlined to the Council in March of increasing

medium term certainty expected to emerge over the course of 2016, the outlook is

now considerably more uncertain and exposed to increased downside risk following
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the significant events that have subsequently occurred. It is still anticipated that the
Council will continue to be presented with a requirement to deliver significant year
on year savings to address the financial challenge of reducing resources set against
increasing cost and demand pressures. The scale of the annual saving requirement
is now increasingly uncertain and could potentially sit within a range of £16 million -
£27 million per annum in the period up to 2020. Subject to greater certainty
emerging over coming months and years it would be advised that the Council
adopts a central medium term planning assumption of being required to deliver
savings of £20 million per annum in the two years 2018 - 2020. There will be a
requirement to maintain an ongoing assessment of key factors impacting upon this
projection to ensure the Council is alert to the potential for any significant changes,
in particular if indications suggest an increasing risk of a shift to the upper end of
this projection.

Looking to the longer term beyond 2020, the financial outlook identifies many issues
consistent with that outlined for 2017 — 2020, with financial challenges anticipated to
remain beyond 2020. This longer term outlook re-enforces the need for the Council
to continue to plan services and its finances over the medium to longer term on the
basis of:-

e reducing resources with uncertainty over when and at what level sustained
growth may return,

e rising cost and demand pressures expected to be a long term feature of the
Council’s financial outlook,

e an increasing and ongoing need for the Council to prioritise spend to focus on
the delivery of strategic priority outcomes, and

e that a focus on delivering change, transformation and savings will continue to be
a necessary feature of the Council’s planning arrangements

Recommendations

It is recommended that the Council:

o Notes the update on the Council’s current financial position.

o Notes the update on the anticipated outcome for 20107/18 and the range of
uncertainty that still exists in relation to a wide range of issues.

o Notes the update on the medium term outlook for the Council in the context of
current forecasts and the expectation of further significant budget reductions
for the Council through to 2020.

o Notes the anticipated position on capital grant and the recommendation to
continue to restrict the timeframe on new investment funded by capital grant
to the period confirmed by the Scottish Government.

o Approve the Council’s ongoing commitment to the financial planning principles
outlined at paragraph 5.5 and 6.2 below.
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Financial Outlook — Revenue Budget

Current Financial Position

The Council’s current financial position remains in line with financial planning
assumptions made in the setting of the 2016/17 budget. Audit Scotland has recently
completed their audit of the 2015/16 accounts which has confirmed that the audited
financial position remained in line with that reported to Council in June. Unallocated
reserves are currently just over £7 million and there is currently no dependence on
these reserves as part of the 2016/17 budget strategy approved in March 2016. As
reported to Council at the March budget meeting, it would not be recommended that
unallocated reserves fall below £7 million. Budget monitoring for 2016/17 to date
confirms all services remain in line with budget. Notwithstanding the significant
financial challenges to be faced in the forthcoming years, overall the Council’s
immediate financial position remains stable and in line with existing financial plans.

Update on Budget Strategy 2017/18

The report to Council on 13 February 2014 ‘Revenue Budget and Council Tax
2014/15 established the Council’s anticipated medium term financial position
through to 2017/18, confirming a likely budget saving requirement of between £20
and £30 million, after accounting for savings anticipated to flow from the Council’s
medium term debt smoothing strategy.

Since that time, the Council has set three budgets covering 2014/15 - 2016/17.
Each of these successive budgets have progressively addressed this medium term
financial challenge by incorporating a range of measures including savings secured
through the Better Council Change Programme, cost avoidance achieved through
demand and cost mitigation strategies and securing growth in the council tax yield
and investment income. The period since this medium term financial strategy was
framed in 2014 has remained fluid from a financial, economic and political
perspective. As a consequence the strategy has been kept under active review,
with appropriate adjustments and updates made linked to a range of factors which
have been subject to material change over the course of this period.

The report to Council on 3™ March 2016 ‘Revenue Budget and Council Tax
2016/17’ outlined the most recent update of the forecast through to 2017/18. Similar
to previous updates, the Council’s financial outlook at that time continued to be
uncertain, and it was anticipated it would remain subject to a series of potential
downside risks.

In March it was anticipated that after taking account of around £20 million of
planned savings already incorporated into the budget strategy for 2017/18, relating
primarily to debt smoothing, a residual budget gap of up to £6 million potentially
remained. It was recognised that this projection included, by necessity, a range of
key assumptions which were subject to uncertainty and potential movement, both
positive and negative. Most notably the areas of key uncertainty were focused
upon:

e Future grant settlement — the UK Government’s Comprehensive Spending
Review (CSR) in November 2015 and March budget statement in 2016 outlined
that the level of Scottish block grant that was expected to be available to the
Scottish Government would be subject to relatively limited growth over the
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medium term. In response to the November CSR announcement the Scottish
Government published a detailed budget for 2016/17 but did not provide any
material details of spending plans beyond this single year budget. It was
anticipated that this would be subject to review by Scottish Government
following the May 2016 Scottish Parliamentary elections, with a three year
budget announcement expected around September or October 2016. At that
time it was anticipated that given the relatively flat forecast in Scottish
Government resources over the medium term, should areas of the Scottish
budget that were protected in 2016/17 — Health, Police, Education - continue to
receive similar levels of protection, there would be little to suggest that the
medium term prospects for the local government budget was likely to materially
improve from the reduction experienced in 2016/17.

e Future Pay Settlements — no national agreement was secured beyond 2016/17
and this remains the case at present.

e Demand led Pressures — demographic and socio-economic demand led cost
pressures, in particular on both Children’s Services and Adult Social Care,
which are recognised to be a key determinant on the Council’s financial
position and can be subject to material movement over relatively short periods.

Government Grant Prospects

Since the updated outlook for 2017/18 was reported to members in March and
following the Scottish Parliamentary election in May, the Scottish Government has
reaffirmed key policy commitments for this new parliamentary period. This includes
a commitment over the course of this parliament to increase health spending by
£500 million above real terms growth, protect the policing budget in real terms,
invest additional resources in health and social care and double the provision of
free childcare hours. Given the limited growth prospects for the Scottish
Government budget that was expected over this period, this level of commitment to
major areas of spend by the Scottish Government sets an inevitable expectation of
a negative consequential impact for local government and anticipation of sustained
reductions in Scottish Government grant over the course of the current Scottish
parliamentary period.

In addition, the Scottish Government will move into a new fiscal environment with
enhanced powers being devolved under the Scotland Act 2016 - with
approximately 50% of the resources the Scottish Government will spend being
funded through devolved tax raising powers. This has added a new dimension of
risk and uncertainty to the Scottish budget. Moving forward over the medium term,
this devolution process will be governed by the new Fiscal Framework. The
mechanics of the framework are complex but in essence will mean that the
performance of the Scottish economy relative to that of the UK as a whole will be
key in determining whether the Scottish budget will fare better under the new
devolved arrangements than it would have had under the current arrangements.
This process of fiscal devolution is a major change and even in normal
circumstances would present a major new dimension of risk. In the current context
of Brexit and all the uncertainty that is associated with it, the risks appear to be
even greater. Indeed, the Fraser of Allander Institute this month published a report,
“Scotland’s Budget 2016”, which amongst other key conclusions stated that “Even
before the EU referendum outcome, the Scottish budget was facing real terms cuts
over the next few years driven largely by the plans set out by the previous
Chancellor George Osborne. Our new findings suggest that the Scottish budget
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could be cut by between 3% — 4% percent in real terms by 2020-21 and up to 6% —
around £1.6 billion — under a worst case scenario.”

Undoubtedly the most significant change over recent months was the unexpected
outcome of the UK referendum vote in June to leave the European Union. The
potentially far reaching impact of the referendum outcome was outlined in some
detail in a report to the Leadership Board on the 18" September. However, the
scale of uncertainty associated with both the exit process itself and the medium to
longer term impact of the UK leaving the EU is significant.

From an economic and financial perspective, there has been as predicted an
immediate reaction to the Brexit vote which moving forward over at least the short
to medium term is likely to have negative implications for the Council’s financial
outlook over and above that which was anticipated prior to the referendum vote
itself.

As outlined in the report to the Leadership Board, there is a general consensus of
deterioration in the economic growth prospects at both a UK and Scottish level
following the Brexit vote. In an immediate response, the UK Government has
already confirmed that the key fiscal target to move the UK public finances into
surplus by 2019/20 had been abandoned and will be pushed back by an as yet
unconfirmed period of time.

It is now expected that the UK Government will take some time to assess
developments before announcing consequential changes to the Comprehensive
Spending Review (CSR) as part of the Autumn Statement which has now been
confirmed as being the 23™ November. The poorer post Brexit referendum
prospects for economic growth in the UK will undoubtedly impact on the UK
Government’s forecast tax revenues placing additional pressure on public finances.

The net impact on public sector spending plans across the UK and subsequently in
Scotland will not become clearer until the new CSR announcement. Changes
arising from the new CSR may result in the UK Government’s programme for
reduction in public sector expenditure across the UK being deeper and or extending
for a longer period than was previously planned. This would have material risks for
both the Scottish Government’s budget and ultimately the Council’s financial
outlook moving into 2017/18 and beyond.

What is clear at this stage is that the overall risks to the Council’s financial outlook,
in both the short and medium term, have increased since the last update to
members in March and there is every prospect that as future spending plans of both
the UK and Scottish Governments are revised and confirmed the Council will face
increased cuts to government grant than those previously projected prior to the exit
vote.

As a consequence of these developing circumstances, the short term 2017/18
budget strategy has become increasingly uncertain:-

e Similar to 2016/17, the Scottish Government are expected to wait until after
the UK Government's Autumn Statement before announcing their draft
budget and local government settlement, raising the possibility of a late
funding announcement in December or potentially into the New Year.

e Given the uncertainty the Scottish Government have indicated that they will
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be committing only to a single year budget and therefore uncertainty over
future years will remain.

e There is an increased risk that the grant cut for local Government could
potentially be higher than that experienced in 2016/17. This will be a
particularly acute risk if the Scottish Government overall budget falls from
what was expected and they remain committed to their spending pledges to
Health and Police. In such circumstances the local government budget is at
high risk of disproportionately shouldering the majority of any reduction in
overall Scottish Government spending plans.

e At this stage, it is not clear what conditions may or may not accompany the
grant settlement offer to local government and what impact this may have on
the Council’s budget. In this respect the Scottish Government have to date
announced an intention to remove conditions associated with a Council Tax
freeze and introduce a cap arrangement providing scope for a maximum
increase in Council Tax levels of 3% moving into 2017/18.

The current budget strategy is framed on a grant cut of up to 3.5%, a broadly similar
level to the reduction experienced in 2016/17. Given the scale of uncertainty, it
would be prudent for the Council to plan for a potential range of grant cut, including
the possibility of a cut beyond 3.5 %. Planning on this basis will assist in developing
flexibility in the Council’s financial planning for 2017/18 and allow the Council to
respond to the risk of both a late and potentially poorer financial settlement than
2016/17. Variability from the 3.5% assumption can have a significant impact and
each +/-1% variation in the level of cut would represent approximately a £3 million
change in the estimated residual saving requirement for 2017/18 of £6 million.

Projected Cost Pressures in 2017/18

As referred to earlier in the report, the current projection for 2017/18 includes by
necessity a wide range of assumptions in respect to key cost pressures, which total
over £15 million, almost a 4% growth in the Council’s net cost base. It is expected
that over the coming months a number of these areas will become more certain in
scale allowing a firmer position for 2017/18 to be established.

In addition to securing a firmer assessment of emerging cost pressures, as always
detailed work is progressing with all Directors to identify opportunities to manage
new pressures through the re-allocation of existing resources to mitigate net cost
growth in the overall budget. Detailed below are the major areas of uncertainty in
relation to cost pressures and which are expected will be subject to ongoing
movement over the coming months as matters progress and which will impact on
the settled position moving into 2017/18.

e Pay award — negotiations in respect to pay are ongoing and it would not be
anticipated that they will be resolved for a number of months and potentially
into 2017. These negotiations will be undertaken in the context of a backdrop
where pay levels in the private sector have been increasing, moving forward
projections anticipate upward pressure on inflation from historically low levels,
set against the contrasting expectation of a further medium term period of
contraction in local government resources in Scotland. Each 1% increase in
pay level provides an additional £2.1 million of cost pressure in 2017/18 and
therefore similar to grant, movement in the finalised position can have a
material impact on the overall financial position. In addition, the Council has
remained committed to the payment of the living wage and has extended this
commitment in 2016/17 to all adult social care staff employed by external
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providers. The living wage announced for 2016 was higher than anticipated
increasing by almost double the percentage increase that was expected, with
the Living Wage Foundation citing a degree of “catch up” being included in this
increase. The new living wage is expected to be announced in November and
with an expectation of increasing inflation on the horizon there remains a risk
that this may increase beyond expectations, resulting in additional cost
pressure moving into 2017/18.

Demographic Pressures — the strategy includes a provision to address the
impact of additional service pressures arising from demographic and socio-
economic changes. The Council has over a number of years been successful in
implementing a range of strategies across both Children’s and Adult Services
aimed at redesigning service provision to achieve better outcomes whilst at the
same time lowering the cost of service provision. The full impact of a range of
these strategies are delivered over a number of years and as such continue to
build each year in their significance, supported by the impact of new measures
that continue to be designed and implemented by Directors. Work in this
respect is continuing with both the Director of Children’s Services and Chief
Officer of the Health and Social Care Partnership (HSCP). Over the coming
months greater certainty will be secured in respect to the net financial impact
that is achievable moving into 2017/18 taking into account changes in actual
demands levels that are being experienced during 2016/17. In addition, as part
of the 2016/17 budget and in line with the associated government grant
conditions, the Council passed over as part of the delegation of resources to
the HSCP, the full £8.779 million of new resources directed to support
investment in Adult Social Care. These resources were directed to support a
range of issues, most significantly to support the payment of the living wage to
all adult social care workers and to meet the financial impact of demand led
pressures. Based on the scale of demand pressure experienced in 2016/17 the
scope for these resources to continue to assist in meeting anticipated further
growth in demand in 2017/18 will assessed and become clearer over the
coming months. It is expected therefore that the net impact of demographic and
socio-economic pressures will be firmed up over the second half of 2016 and
the strategy updated accordingly.

National pension changes and apprenticeship levy — the Council will continue
over the course of 2016 and 2017 to implement changes arising from the UK
Government’'s national reform of the state and employee pension
arrangements, including the phased introduction of auto-enrolment and in
addition the implementation of the new apprenticeship levy from 1% April 2017.
Over the course of both 2016 and 2017, changes in relation to pension
arrangements and the apprenticeship levy are estimated to add over £10
million of additional costs to the Council’s net cost base. In particular, the final
impact of the introduction of auto-enrolment is subject to some uncertainty and
is dependent upon the degree to which employees chose to stay in the
Council’s pension arrangements once auto-enrolled. The expected final scale
of this cost pressure will not become clearer until the end of 2016 and
ultimately will only be confirmed during the course of 2017.

Non Domestic Rates — Notwithstanding any increase applied to the rate
poundage by the Scottish Government in setting their 2017/18 budget, the
Scottish Government is currently undertaking a revaluation exercise as part of
the non domestic rates system in Scotland. At present, indications would
suggest that similar to the last revaluation exercise in 2010, major Council
properties, such as schools, may see a material increase in valuation. This
however is yet to be confirmed and a number of decisions will also require to
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be taken by the Scottish Government as part of implementing the outcome of
the revaluation exercise, in particular the operation of any transitional
arrangements. Such arrangements are normally self financing within the
system and phase in over a number of years the impact of valuation changes,
both increases and decreases. Transitional arrangements operated in 2005 but
did not operate in 2010, where in general terms Council assets absorbed in a
single year the full impact of the uplift in non domestic rates costs following
revaluation. It is expected that the impact and operation of the revaluation
process will become clearer over the course of 2016 and any change in the
rate poundage confirmed as part of the Scottish Government budget
announcement. Only at this point will the degree of cost uplift in cost for Council
properties become clear.

e Utilities — the Council procures energy provision through national contract
arrangements delivered by the Scottish Procurement Directorate (SPD). As a
commodity, energy can be subject to significant short term volatility driven by a
wide range of factors that can shift and emerge very quickly. In recognition of
this the SPD employ a sophisticated forward purchasing strategy that seeks to
hedge against the risk of having to procure at the point of consumption and
being fully exposed to the prevailing price. Given the nature energy markets
and the potential for volatility, it is always difficult to be certain of future energy
costs over even a short term time period of a single year. Based on their
purchasing and hedging strategy, SPD normally provide a financial planning
guide on the forthcoming financial year prices around November or December.
Only at this point is there a firm view of the potential change required in energy
budgets and the strategy will be updated accordingly at this time.

Changes to the Council Tax System

Full details have yet to emerge from the Scottish Government over proposed
changes to the Council Tax arrangements from 2017/18. Changes in the banding
arrangements for those property bands E — H along with some enhancements to
the existing Council Tax reduction scheme are expected to raise a net £100 million
across Scotland. The detailed implementation arrangements continue to be subject
to ongoing discussions as do the distribution arrangements linked to the proposed
application of the additional net funding raised from the changes. The Scottish
Government have indicated that it remains their intention that this funding will be
provided directly to head teachers. Given there is no detail as yet on how this will be
achieved it is not anticipated at this stage that this will have any positive impact on
the Council’s forecast budget deficit

Projected Funding Gap

Given the scale of uncertainty that still exists in relation to a range of significant
areas, it is anticipated that the projected overall cost pressure of £15 million will be
subject to some movement over the coming months. Additionally, as outlined
above, there is now increasing uncertainty in relation to the Council’s grant
prospects in 2017/18 and an increasing risk that it could potentially be in excess of
that experienced in 2016/17.

As noted earlier, after taking account of around £20 million of savings already
accounted for in the 2017/18 strategy, the previous forecast of a residual saving
requirement of up to £6 million i.e. a top end projection would now be presented as
a central planning assumption i.e. a total saving requirement in 2017/18 of £26
million.
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The recent changes in the Council’s financial environment present a much more
uncertain set of circumstances, with an increased risk of variability from this central
forecast. For example, a residual saving of up to £10 million (total saving of £30
million in 2017/18) would arise should the Council’s grant be cut by 4.5% and cost
pressures overall settle marginally above current provisions. Equally, should the
Council’s grant be cut by 2.5%, a range of the cost uncertainties settle below
current provisions and work with Directors in relation to the base budget is
successful in releasing existing resources to meet new pressures, there may be
limited or no residual saving requirement beyond the £20 million already accounted
forin 2017/18.

The final scale of saving for 2017/18 is likely to sit somewhere within a range of £20
million to £30 million in total. Certainty in this regard is however unlikely to begin to
emerge until the end of 2016.

Given the scale of uncertainty and potential for variability, it is important that the
Council plans for a range of potential outcomes over this short time horizon. This
will assist in mitigating the risk of having to respond within a limited time period to
set a balanced budget for 2017/18 following what is anticipated will once again be a
later than normal confirmation of the financial settlement for local government.

Further and as outlined in section 4 below, it is anticipated that moving forward
beyond 2017/18 an annual saving requirement of scale is likely to continue over the
medium term. Given this outlook, it is important that the Council continues to adopt
a sustainable medium term perspective in developing the budget planning for
2017/18, ensuring sufficient flexibility to manage in a sustainable manner the final
position that emerges over the coming months. In this context, the Corporate
Management team remain available to advise and work with political groups and
elected members to assist in the development of budget strategies for 2017/18
which remain flexible, sustainable and focused on the delivery of key priorities
detailed in the Council Plan.

Medium Term Financial Outlook to 2020 — Revenue Budget
Medium Term Grant Prospects

The current Comprehensive Spending Review (CSR) period for the UK Government
which was announced in November 2015, extended through to 2019/20. At that
time the UK Government set out their plans to move the UK fiscal position into a
planned surplus position by 2019/20. As referred to above, this will now be subject
to revision by the UK Government with an updated CSR announcement planned for
November 2016. This is expected to outline revised spending plans over this period
taking into account the UK Government’s assessment following the post Brexit vote
impact. Outwith the UK Government’s existing announcement of postponing the
objective of moving the public sector budget into surplus by 2020, it is difficult to
predict with any certainty what decisions the UK Government may make in revising
the CSR and how they intend, if at all, to adjust previous spending plans in
response to the changed environment for the UK.

Equally, it is difficult to predict at this stage how the Scottish Government’s budget
will be affected over the medium term based on UK Government’s revision of the
CSR and how the forecast level of devolved tax revenues over the medium term
may change from those previously forecast by the Scottish Government. Currently,
recognising the scale of uncertainty and period over which this may continue to
persist, it is difficult to envisage a set of circumstances where the medium term
outlook for the Scottish Government budget is likely to improve from the high level
position outlined in their budget announcement in December 2015. It is more
probable that any material movement would result in potentially less resources
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being available for planned spending in Scotland over the CSR period. Coupled
with the policy priorities already set out by the Scottish Government and the
inevitable implications this has for the existing local government budget, there is
now an increased risk that over the medium term the level of annual grant reduction
applied by the Scottish Government to the local government budget in 2016/17,
may continue not just into 2017/18 but over the medium term through to at least the
end of the current decade. The recent report by the Fraser of Allander Institute,
“Scotland’s Budget 2016”, concurs with this outlook citing

“Local government will likely be a focal point for debate. As an area of ‘unprotected
spend’, our analysis suggests that the grant to local government could be reduced
by around £1 billion on a like-for-like basis by 2020-21 — with increases in business
rate and council tax income only partially offsetting these cuts.”

Based on a potential range of average annual reduction in grant levels of between
2% - 4% the loss in grant to the Council would be approximately £6 million - £12
million per annum. At this pace of reduction, by 2019/20 grant levels would be
between £18 million - £36 million less in cash terms than 2016/17 presenting
significant ongoing challenges for the Council.

Council Tax Income

As referred to earlier, the Scottish Government have indicated an intention to
remove the application of a grant condition linked to a continuation of the Council
Tax freeze and introduce arrangements to support a cap on increases set at 3%.
Details have yet to be confirmed on how this arrangement will operate and if it is the
Scottish Government’s intention to operate such a mechanism beyond 2017/18. If
implemented, it does however open up the opportunity for the Council to consider
as part of setting annual budgets an annual increase in Council Tax levels following
the long term period it has remained frozen since the first year of the freeze in
2008/09. It should however be noted that for context, each 1% increase in Council
Tax will yield just under £0.7 million of additional income.

In addition to any potential changes in future Council Tax levels, it is anticipated that
the Council Tax base will continue to grow over the medium term at relatively
limited but nevertheless steady pace of around 0.5% per annum. This anticipated
growth reflects the level of development activity currently occurring and expected to
commence over the coming years across Renfrewshire. However, on a note of
caution, the house building sector was disproportionately impacted by the
immediate fall-out from the Brexit vote and it remains to be seen whether there is
any lasting impact which has a consequential slowing in the future pace of
development activity across the UK and ultimately within Renfrewshire.

Future Spending Pressures and Commitments

It is anticipated that moving forward beyond 2017/18 the Council will continue to
experience year on year spending pressures, increasing demand for services and
the impact of existing commitments made by the Council. As outlined earlier in the
report, it remains challenging to predict with certainty the scale of cost pressures
the Council will face on a year to year basis given the extent of uncertainty and
variability of pressures the Council is exposed to as a large and complex public
sector organisation. Taking account of a range of scenario outcomes, the potential
scale of annual cost pressures could range from £10 million to £15 million. Detailed
below are a range of the most significant areas that will influence this position over
this period and which remain consistent with the 2017/18 position outlined earlier in
the report:-
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o Pay and Living Wage - despite the backdrop of an anticipated reduction in
resources, it is expected that pay pressures and increases in living wage costs
will be a recurring feature of the Council future financial landscape. Assuming
annual pay awards of between 1% - 2% and living wage increases in the ranges
experienced over recent years, an annual cost pressure of approximately £3
million - £6 million per annum would be anticipated.

o Demographic and Demand - similarly, increasing demand and demographic led
pressures are anticipated to remain an ongoing challenge each year for Council.
Notwithstanding the success the Council has achieved in mitigating the
associated cost growth, net annual cost pressures of this nature have ranged
from £1 million to £3 million over recent years and typically remain subject to a
degree of uncertainty moving from one year to the next with short term
acceleration in growth remaining an underlying risk. In addition, after a period of
reducing numbers, primary school rolls forecasts suggest that moving forward
these are expected to begin increasing over the medium term. This may drive
additional demand for teaching resource, in particular if maintaining a pupil
teacher ratio is a specific condition of future local government settlements.

o National Policy Changes - changes in national policy have remained a significant
driver of new cost burdens for the Council. As outlined earlier reform of public
sector and UK state pension arrangements coupled with the Apprenticeship Levy
is expected to add over £10 million of additional cost to the delivery of existing
services. Although difficult to be definitive, there remains the risk that national
policy changes at both a UK and Scottish Government level will continue to
create new cost pressures for the Council through introducing new or increased
costs associated with being a large employer, introducing new statutory
responsibilities on the Council or through indirectly creating new or increased
demand for existing Council Services. An area of uncertainty in this respect
relates to the ongoing implementation of Welfare Reform changes at both a UK
level and as a result of powers being devolved to the Scottish Government. In
respect to each of these areas, the shape, scale and timing of change is subject
to uncertainty as are the full implications for the Council in terms of costs to
deliver existing services and wider demands that may arise for Council services
as a result of the changes. Additionally, the Scottish Government’'s commitment
to double the number of hours of free childcare has potentially significant risks,
both from a financial perspective but also in terms of service delivery and long
term sustainability.

o City Deal - in addition to external pressures the Council has agreed to future
commitments as part of delivering City Deal. City Deal represents a significant
regional economic programme that will drive economic growth and create jobs
across the region. It involves amongst other things over £1.1 billion of new
infrastructure investment across the City Region, with £275 million being
delivered within Renfrewshire. The infrastructure investment is funded
predominantly by government grant provided by both the UK and Scottish
Governments. The Council’'s contribution to delivery of the projects within
Renfrewshire amounts to just under £18 million which will be delivered through
prudential borrowing, the impact of which will not feature in the Council’s
financial strategy until post 2020. In addition and in order to accommodate the
payment of government grant support over a 20 year period set against the
delivery of investment over a shorter period, there will be a requirement for the
Council to temporarily support a proportion of the costs associated with the
delivery of the investment programme. The financial impact of this commitment is
already emerging and will incrementally build up over the coming years in line
with the infrastructure delivery, forecasting to peak in terms of associated annual
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interest costs in 2021/22. Thereafter, this commitment will gradually reduce as
the grant payments are made over the full 20 year period of the funding
agreement.

Future Funding Gaps

In sharp contrast to the position outlined to Council in March of increasing medium
term certainty expected to emerge over the course of 2016, the Council’s financial
outlook is now significantly more uncertain and exposed to increased downside risk
than it was only a few months ago following on from the significant events that
subsequently occurred. However it is still anticipated that the Council will continue
to be presented with a requirement to deliver significant year on year savings to
address the financial challenge of reducing resources set against increasing cost
and demand pressures. The scale of the annual saving requirement is now
increasingly uncertain and as outlined above could potentially sit within a range of
£16 million - £27 million per annum. Subject to greater certainty emerging over
coming months and years it would be advised that the Council adopts a central
planning assumption of being required to deliver savings of £20 million per annum
in the two years 2018 - 2020. There will be a requirement to maintain an ongoing
assessment of key factors impacting upon this projection to ensure the Council is
alert to the potential for any significant changes, in particular if indications suggest
an increasing risk of a shift to the upper end of this projection.

Other Medium Term Considerations

This medium term saving requirement will in itself present the Council with major
financial and organisational challenges. However, it should also be noted that sitting
alongside this is a range of additional considerations that will also require to be
taken into account as part of the medium term planning which is progressed by the
Council over this period, including:

Over the course of the current financial strategy through to the end of 2017/18,
the Council has utilised temporary investment capacity to invest in a range of
priority areas including the Tackling Poverty programme, Invest in Renfrewshire
employability programmes and Early Year’s initiatives. Moving beyond 2017/18
these temporary funding arrangements will begin to come to an end and there will
be a requirement for the Council to consider the sustainability or otherwise of
these services, set against the resources that will be available and the strategic
priorities of the Council. In addition, an added complication in this respect relates
to future uncertainty around EU funding post 2018 and which in addition to
Council funding is a key element of funding existing employability programmes.
As reported to the Leadership Board, at present certainty has yet to be secured
around the continuation of funding for such programmes covering initially from
2018-20 and indeed in the longer term once a UK exit from the EU is negotiated.
This similarly will need to be carefully monitored and as certainty emerges over
future funding arrangements appropriate transitional planning put in place.

The potential saving requirements detailed above do not provide for any capacity
for new investment. Over the course of the existing financial strategy running
through to 2017/18, the Council has achieved investment in key priorities through
the redirection of existing resources and through directing temporary revenue
surpluses to support targeted time limited investment programmes. The nature of
the Council’s medium term financial outlook, both in scale and potential for
movement, means that the Council will need to continue to adopt a strategic and
sustainable plan linked to the delivery of priorities approved in the Council Plan
and agreed with partners in the Community Plan. The existing Council Plan runs
until 2017 and will be subsequently updated identifying refreshed strategic
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priorities moving forward. These strategic priorities will continue to provide a clear
focus in future budget decisions, where the delivery of core services must be
balanced with the increasingly limited resources that will be available to the
Council in the future. In this context it is important that the Council’s underlying
financial strategy maintains a sustainable medium term perspective whilst at the
same time recognising the ambitions of the Council to direct investment to
support the delivery of key outcomes. Directing investment to such areas of
priority in a climate of reducing resources will inevitably require the Council to
make difficult choices to support the re-direction of existing resources and which
will have natural consequences for the level of services provided in other areas of
provision.

In its current form the benefits the Council’s financial position has accrued from
the debt smoothing strategy was anticipated to drop off to a much reduced scale
moving beyond 2017/18. Given it is anticipated that the Council will be moving
into a further period of sustained and significant cost reductions beyond 2017/18,
a review has been undertaken to reassess the approach associated with the
implementation of the final stages of the current strategy. It is now intended that
resources previously earmarked to deliver accelerated debt repayment will now
be utilised to directly support the revenue budget over the medium term through
providing relief from annual debt charges. This change in approach will allow a
further phase of debt smoothing savings moving beyond 2017/18 to be
established for a defined medium term period after which the benefit would drop
away. This will provide additional opportunity through this period of further more
immediate financial challenge and assist in protecting core front line services and
mitigate against unnecessary reductions in service provision in anticipation of a
return to growth in resources over the medium to longer term. In addition, the
change in approach will also provide access to a flexible resource to support the
Council to deliver the inevitable scale and pace of change that will be required to
meet the overall financial challenge, including costs associated with continuing to
resize and reshape the workforce.

Long Term Outlook Beyond 2020

Looking beyond 2020 and into the longer term, it becomes inevitably more difficult
to forecast. This would be the case in normal circumstances, however the difficulty
in this regard has been magnified by the wider uncertainty associated with the UK’s
planned negotiation to exit the EU and what the longer term impact of this will be on
the UK, Scotland and ultimately Renfrewshire as an area.

Notwithstanding such difficulties, it is important that the Council continues to adopt
a long term outlook, not just in planning the delivery of strategic outcomes and
services, but also from a financial perspective to ensure that major medium to long
term risks to the Council’s financial sustainability are identified early, even though
there may be uncertainty over their specific timing, scale and ultimate effect.
Maintaining a longer term perspective ensures that early consideration of
appropriate strategies is undertaken to plan for the expected emergence of the
respective risks ensuring the Council remains pro-active in responding to
anticipated changes in its long term environment.

Attached at Appendix 1 to this report is a Long Term Financial Strategy which sets
out the current perspective of the Council’s long term financial outlook. Many of the
issues identified remain consistent with that outlined for 2017 — 2020, with
challenges anticipated to remain beyond 2020 for the Council. The long term
strategy provides a more detailed overview of some of the key workstreams in place
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and under development to manage increasing demand, avoid future costs and
create greater capacity and opportunity for promoting prevention and early
intervention. Such approaches will assist in protecting core services and vulnerable
users and ensure services remain targeted, focused on the delivery of improved
outcomes and importantly financially sustainable. This long term financial strategy
will continue to be developed and aligned to the policy priorities of the Council as
set out in the current and future Council Plan.

The long term outlook outlined in the strategy re-enforces the need for the Council
to continue to plan services and its finances over the medium to longer term on the
basis of :-

e reducing resources with significant uncertainty over when sustained growth may
return and at what level over the long term,

e rising cost and demand pressures expected to be a long term feature of the
Council’s financial outlook

e an increasing and ongoing need for the Council to prioritise spend to focus on
the delivery of strategic outcomes, and

e a focus on delivering change, transformation and savings continuing to be a
necessary feature of the Council’s long term planning arrangements.

In the delivery of the existing medium term financial strategy through to 2017/18,
the Council agreed to a set of financial planning principles to underpin the delivery
of the strategy and to support long term financial sustainability of the Council. Given
the context outlined for both the short, medium and potentially long term, these
principles remain equally valid for the Council moving forward. It would therefore be
proposed that the following principles continue to underpin the delivery of the
medium term strategy through to 2020:

(1 The Council has an ongoing commitment to efficiency, modernisation of
service delivery and prioritisation of resources on the delivery of key
strategic outcomes.

(i) The Council strives to maximise income, grow its tax base and attract
external funding.

(iii) Investment in service transformation and early intervention/ prevention,
including lifecycle maintenance to protect existing investments in our
assets is given appropriate priority.

(iv) Any new borrowing decisions taken by the Council are capable of
repayment on a sustainable basis and overall debt levels are contained
within affordable long term parameters.

(V) The Council’'s core budget is not underwritten by the use of general
reserves or speculative capital receipts.

(vi) Council reserves are maintained at a level which provides appropriate
financial resilience to the Council and the core services it provides and
should be subject to ongoing annual review in the context of the risk profile
faced by the Council.

15



6.1

6.2

6.3

Financial Outlook - Non-Housing Capital Investment

Similar to the revenue budget, the Council has no visibility of capital grant
levels beyond 2016/17 and this is unlikely to emerge until December or January
as part of the Scottish Government budget announcement and the specific
detail of the local government settlement. Similar to the revenue grant, this will
be heavily influenced by the UK Government CSR announcement in
November, as well as decisions the Scottish Government may take in relation
to the prioritisation of available resources.

In considering its strategy for investment, the Council has sought to ensure
capital spending remains affordable, financially sustainable and deliverable
within the resources that are available over the medium to longer term. In
addition, as part of prudently managing its investment commitments, the
Council has restricted making investment commitments supported by capital
grant until firm figures are confirmed by the Scottish Government, and has
sought to protect its existing asset base moving forward through planned and
responsible maintenance programmes. In this context, the Council has
previously agreed that the medium term investment strategy will progress on
the basis of continuing to adopt the following financial planning principles:

o Any new capital borrowing undertaken by the Council will be
underpinned by specific investment cases which are capable of
delivering efficiencies to support the annual costs of the associated
borrowing and or those costs being supported by savings delivered
through the Council’s wider budget planning process.

° Future years capital grant funding will continue to be prioritised in the
first instance to support ongoing lifecycle maintenance and renewal
programmes across the Council’s asset base to protect the assets the
Council currently holds and its ability to deliver services to citizens.

o Investment commitments will only be taken forward on the basis of
capital receipts that have been secured and received by the Council
with no reliance being placed on the predicted future generation of
receipts from planned disposal programmes.

° The Council will continue to actively pursue other sources of funding to
maximise support for investment opportunities including external grant
funding sources, partner contributions and where appropriate bid funds
which may become available through the Scottish Government and
other sources.

It is proposed that moving forward over the medium term the Council continues
to commit to these financial planning principles and given at present there is no
visibility of capital grant funding beyond 2016/17, it is proposed that the
updating of the capital programme, focuses only on known and estimated
resources that are expected to be confirmed in December or January. Officers
will be available to work with political groups and elected members as required,
to develop proposals for capital investment, in line with the financial planning
principles agreed by Council.
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Implications of this report

1 Financial Implications — The report details an estimated budget position over the
period 2017-18, and highlights the likelihood of the need for further budget savings
over the medium term period through to 2020. The forecast position through to 2020
has been updated from the position presented to members in March 2016 following
on from the Scottish Parliamentary elections and referendum vote for the UK to
Leave the European Union.

2 HR and Organisational Development Implications — integration with the Council’s
workforce planning arrangements will continue to be a key measure required to help
address the forecast medium term reduction in Council resources.

3 Community Plan/Council Plan Implications - The Council remains committed to
Community Planning priorities and the priorities outlined within the Council Plan will
be key to providing strategic context to support prioritising future budget decisions.

4 Legal Implications — N/A

5 Property Implications - N/A

6 Information Technology Implications - N/A

7 Equal Opportunity Implications — Equality Impact Assessment will continue to be a
key consideration in the development budget proposals.

8. Health and Safety Implications — N/A

9. Procurement Implications — N/A

10. Risk Implications — the report sets out the range of financial risks that are likely to
be faced by the Council in the short, medium and longer terms and the requirement
for the Council to actively manage these to maintain long term financial sustainability
whilst increasingly focusing the reducing resources that will be on the delivery of key
strategic priorities in line with the Council Plan.

List of Background Papers

Author Alan Russell — 0141 618 7364
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