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Options for External Debt Reduction
Brief Summary of Report
1. The Audit Committee agreed at its meeting on 15 November 2012 to receive a report setting out options for debt reduction. This report sets out details of the Council’s existing debt structure and the implications of adopting a programme of debt reduction.
Action recommended

	2. To consider the issues highlighted in this report. 


Reason for recommendation

3. To inform the Committee of the arrangements to manage the Council’s external debt. 
Alternative options

4. Based on the information contained within this report, the Committee may wish to request further information on specific issues relating to the Council’s external debt. 
Who will be affected by this decision?
5. Not applicable 

	Sources of Further Information
Capital Expenditure and Treasury Management Statistics 2011/12, CIPFA (available at: http://www.cipfastats.net/general/capitalexpenditure/default.asp?view=commentary&content_ref=16208&year=2011-12 )


Main Body of Report

Background

6. The Audit Committee agreed at its meeting on 15 November 2012 to receive a report on the feasibility of the Council adopting a long-term strategy of debt reduction, setting out the consequences of such a policy and how it might be managed.
7. The Committee considered a report at its meeting on 12 June 2013, which set out details of the Council’s capital financing and treasury management arrangements. These arrangements are summarised below, by way of setting out the context for the current level of external borrowing that the Council undertakes.
Capital Financing Requirement

8. A key prudential indicator which influences the level of external borrowing that the Council undertakes is the Capital Financing Requirement (CFR). The CFR represents the cumulative capital expenditure that the Council has undertaken to date which has not yet been financed from the Council’s own capital and revenue resources.

9. Capital expenditure is incurred each year and it may be financed from a variety of revenue and capital resources. These include capital grants and capital receipts from the disposal of assets. Capital expenditure may also be financed directly by being charged to the Council’s revenue budget. Any capital expenditure incurred during the year which has not been financed from the Council’s capital or revenue resources is added to the CFR.

10. In the absence of any other mechanism, the CFR would gradually increase over time as new capital expenditure is incurred which is not being directly financed from one of the above sources (capital grants, capital receipts and direct charges to revenue in the year). However there is a requirement to make a charge to the Council’s revenue budget each year known as the Minimum Revenue Provision (MRP). The MRP must be at least 4% of the CFR at the start of the year. In the absence of any new capital expenditure the CFR would decrease by 4% per year. As a result, in the absence of new capital expenditure, over a period of around 25 years all the accumulated capital expenditure that has not been directly financed from capital receipts, capital grants or direct revenue funding would be recharged to the Council’s revenue budget.

11. The Council’s Capital Financing Requirement at March 2013 was £588 million. The Council’s Minimum Revenue Provision in 2013/14 is around £22 million. Therefore in the absence of any new capital expenditure in 2013/14, the Council’s CFR would reduce to £566 million at March 2014. 

12. The Council’s CFR is in fact projected to increase to £621 million at March 2014. This reflects the fact that the capital programme for 2013/14 includes around £55 million of planned capital expenditure which is not being financed in the year from capital receipts or capital grants. Most of this increase represents slippage from previous years’ capital programmes, although the approved capital programme for 2013/14 also includes a number of schemes for which it is expected that borrowing will be required.

External Borrowing

13. In the absence of reserves, the Council would need to undertake external borrowing equal to the Capital Financing Requirement. However the Council has access to a variety of sources of internal funding, which means that it does not need to undertake external borrowing up to the CFR. The sources of internal funding include the Council’s general reserves and the ear-marked reserves held by council departments. The sources of internal funding also include the schools balances, which amounted to around £40 million at March 2013. In addition the Council holds developer contributions under section 106 agreements, which are held pending their application to provide the infrastructure needed for new developments.  
14. The Council is required to pay interest on certain of these internal sources such as the school balances, but not on general or departmental reserves, since this would amount to the Council paying interest to itself. The interest rate that is applied to schools balances is based on the rate of interest that schools would earn on short-term deposits if they were placed externally. 
15. As a result of the use of internal sources of borrowing, the level of external debt that the Council had at March 2013 was £333 million, significantly lower than the Capital Financing Requirement of £588 million at that date. The average interest rate on the Council’s external debt was 3.8% at March 2013. The external interest payments that the Council expects to make in 2013/14 are just under £13 million.

Factors that affect the level of internal borrowing

16. The ability to use internal borrowing as a substitute for external borrowing depends on the availability of such sources of finance. For example the use of schools balances as a source of internal borrowing depends on the continued availability of such internal reserves. However the level of schools balances (£40 million at March 2013) is the result of budgetary decisions taken by some 300 individual schools, each of which has the discretion to draw on their reserves to finance current spending if they wish. In addition when an individual school converts to academy status, the accumulated reserves of that school transfers to the academy and are no longer available as a source of internal borrowing by the Council.

17. Similarly the use of general Council reserves to avoid the need for external borrowing depends on the continued availability of such reserves. To the extent that such reserves are ear-marked for specific projects, when those projects take place the reserves set aside for them will be spent and will no longer be available as a source of internal borrowing.

18. Conversely the Government has increasingly moved to funding capital projects by means of capital grants. Such capital grants are often transferred to the Council in advance of the capital expenditure being incurred. As a result, there are factors which serve to increase the short-term cash balances held by the Council. Such balances are then available to avoid the need for new borrowing, or to reduce the level of external debt as existing loans fall due for repayment.

19. The County Council’s cash balances at 28 June 2013 amounted to just over £100 million. This reflects mainly the short-term movements in the Council’s cash flow position that have occurred since March 2013. It is considered unlikely that this ‘cash-rich’ position will persist into the longer term, since the cash balances should reduce as the schemes take place for which these funds have been provided. However it does provide the opportunity for some reduction in external borrowing, if suitable loans could be identified for early repayment. 

Structure of external debt

20. The maturity structure of the Council’s external debt as at March 2013 is set out below. The maturity structure of the Council’s  external debt was in line with the approved prudential indicators for 2012/13.
	
	Prudential indicator

2012/13
	Actual 2012/13
	Actual 2012/13

	
	%
	%
	£m

	Maturity structure of fixed rate borrowing (at 31 March 2013)
	
	
	

	Under 12 months (inc. market loans)
	0-30%
	4%


	14

	12 months to 2 years
	0-30%
	17%


	56

	2 years to 5 years
	0-40%
	34%


	113

	5 years to 10 years
	0-70%
	25%


	84

	Over 10 years
	0%-100%
	20%


	66

	Total external debt
	
	100%
	333


Types of borrowing

21. The Council’s external borrowing at March 2013 comprises around £160 million of loans from the Public Works Loan Board and  £170 million of LOBO (lender option/borrower option) loans.

22. The Public Works Loan Board (PWLB) is the Government department within the Debt Management Office, which provides loans to local authorities on terms from one year up to 50+ years at fixed rates of interest. Historically local authorities have been able to access loans at lower rates of interest from the PWLB than they would be able to get themselves by borrowing in the money market.
23. LOBO (lender option/borrower option) loans are long-term loans taken in the money market, which contain provision for the lender to vary the interest rate at certain fixed intervals during the life of the loan (the ‘lender option’). In the event that the lender exercises their option to increase the rate of interest at these fixed dates, the borrower has the option to either agree to pay the new (higher) rate of interest or to repay the loan without penalty (the ‘borrower option’). 
24. For the purpose of managing the Council’s treasury activities, LOBO loans have been treated effectively as if they are loans to the earliest ‘lender option’ date. In the event that the lender exercised the option to vary (increase) the interest rate on the LOBO, the intention is that the loan would be repaid and any re-borrowing that is needed would be undertaken in the market. In practice it is considered unlikely that the lenders will seek to exercise their option to increase the interest rate on LOBO loans in the current interest rate environment. The rate of interest on the Council’s LOBO loans ranges from 3.50% to 4.27%. At the time these loans were taken out, they were cheaper than the comparable PWLB loans.

25. The maturity structure of the Council’s external debt shown in the table above indicates that there is £70 million of external borrowing with a maturity date of less than 2 years. However £60 million of this amount represents LOBO loans, which have a ‘lender option’ falling within this period, with the balance (£10 million) representing PWLB loans. As noted above, it is considered unlikely at present that the lender option will be exercised, in which case these loans will roll over at the existing rate of interest. Therefore the external debt which will be definitely repayable within the next two years amounts to around £10 million. It is currently expected that the Council will not need to borrow to re-finance these loans when they mature, because it has sufficient internal reserves to cover the repayments. 
Debt reduction options

26. The Council’s external borrowing is currently managed effectively on a net basis, with the Council’s reserves and other internal sources of funds being used to reduce the level of external borrowing significantly below the Capital Financing Requirement. 
27. The Council has cash balances currently (June 2013) of around £100 million. This would provide an opportunity for a further reduction in external debt. However it should be recognised that to the extent that these balances are earmarked for programmed spending, the use of them to reduce external debt may mean that the Council would need to re-borrow as the planned spending takes place.

28. In order to reduce the Council’s core level of external borrowing further, it would be necessary to generate additional sources of income. This could come from additional income from council tax (or alternatively by reductions in the budgets for other council services) or from other sources of external income. Other sources of external income might include additional capital receipts from the disposal of Council assets. However the expected income from future capital receipts has already been taken into account in the financing of the Council’s capital programme for 2013-16.
29. In the event that additional income is made available to reduce the Council’s external borrowing, the saving that would be made in interest payments would depend on the interest rate applicable to the individual loans that were repaid. Based on the average interest rate over the Council’s external debt (3.8%), the saving in interest costs would be £38,000 for each £1 million that is used to reduce external debt.

Implications of early debt repayment

30. The rates of interest on new PWLB loans vary according to the maturity of the loans with in general higher rates of interest applicable to longer maturity loans. The rates of interest that are payable on the Council’s various PWLB loans are higher than the current interest rates applicable to new borrowing of equivalent maturities. The PWLB allows early repayment of PWLB loans in the majority of cases, with the exception of loans that have less than one year still to run. However the PWLB applies a penalty for early repayment of loans, which reflects the fact that the Council could make a saving if it immediately re‑borrowed at the lower rates of interest that are currently available. The penalty (known as a premium) would be a lump sum payment that would be payable in the event of early repayment.
31. Details of the premiums that are currently applicable for early repayment of PWLB loans is set out in Appendix 1. The total premiums (i.e. the penalty payable for early repayment) that would apply for early repayment of the Council’s PWLB debt are around £19 million. The interest that is payable on the Council’s PWLB loans amounts to £6 million per year. Therefore it would take 4 years before the savings in annual interest payments on the Council’s PWLB loans exceeded the premiums payable for early redemption of these loans. While this option might seem attractive, in practice the Council does not have some £180 million of unallocated reserves available for early redemption of the Council’s PWLB debt (£158 million PWLB loans plus the £19 million premiums payable for early repayment). 
32. The Council’s LOBO loans are not typically eligible for early repayment, although it would be possible to seek to negotiate early repayment on a loan by loan basis. The Council’s treasury advisors, Arlingclose, estimate that early repayment of the Council’s LOBO debt is likely to involve penalty payments  (premiums) amounting to around £50 million. This suggests that early repayment of LOBO loans is not a realistic possibility. As noted above, if the LOBO lender seeks to increase the interest rate applicable to these loans at one of the review dates, the Council has the option to repay the loan without penalty.
Future borrowing requirements

33. This paper considers the implications of reducing the Council’s external debt. However it is possible that the Council may need to undertake new borrowing for capital purposes at some point in the future. As noted above the Council’s Capital Financing Requirement is projected to increase in 2013/14 from £588 million at March 2013 to £621 million at March 2014. This represents the new capital spending that is planned as part of the 2013/14 capital programme, which is not proposed to be financed from capital receipts, capital grants or direct revenue funding, net of the Minimum Revenue Provision that the Council is required to charge to the revenue budget in 2013/14. Therefore based on the Council’s current capital expenditure plans, it would expect to undertake new borrowing in 2013/14 of around £30 million to finance this capital expenditure. In practice this is unlikely to be needed, because the Council has unused cash balances at present. In addition, it is possible that there will be slippage in the 2013/14 capital programme so that the programmed level of capital spending (and borrowing to meet that spending) does not take place until later years.

34. Depending on the scale of debt that is repaid, a programme of external debt reduction may increase the risk that the Council needs to re-borrow in the future, especially if the sources of internal borrowing currently available (the Council’s reserves and departmental balances) reduces as a result of current and future budget constraints. Any new borrowing that is undertaken in the future may be subject to higher interest rates than currently apply to the Council’s external debt, depending on the external interest rate environment when this takes place.
Comparison with other local authorities

35. The analysis of external debt produced by CIPFA shows that the Suffolk’s external debt per head of population was £467 as at March 2012 (the most recent date for which comparative figures are available). Compared with other shire counties, Suffolk’s debt per head was the 8th lowest (out of 25 counties which returned data) as shown below. The external debt per head among shire county councils ranged from £255 to £743 as at March 2012, with an average of £520. This indicates that Suffolk has a relatively low level of external borrowing per head compared with other shire counties.
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APPENDIX 1

Suffolk County Council PWLB loans 
Premiums for early repayment
The breakdown of the County Council’s external borrowing across different types of debt is shown below.

	
	Maturity
	Amount 
	Interest rate

	
	Years
	£
	%

	PWLB Maturity
	12.12 
	145,600,000
	3.637%

	PWLB Annuity
	3.57 
	83,150
	5.250%

	PWLB EIP
	6.28 
	11,890,244
	4.546%

	Total PWLB
	
	157,573,394
	3.707%

	LOBO
	54.89 
	175,000,000
	3.892%

	Total external debt
	34.12
	332,573,394
	3.833%


The PWLB loans that are eligible for early repayment and the associated premiums for early repayment are shown below.

	Loan no.
	Repayment date
	Principal
	Interest rate
	Premium

	481568
	15/10/23
	10,600,000
	4.750%
	(2,234,055)

	483357
	15/11/24
	10,000,000
	4.250%
	(1,645,134)

	485680
	15/09/21
	10,000,000
	4.875%
	(2,127,277)

	486856
	15/09/22
	1,382,963
	4.750%
	(285,471)

	486857
	15/09/22
	8,617,037
	4.750%
	(1,778,730)

	487026
	15/10/24
	20,000,000
	4.625%
	(3,999,519)

	491182
	15/01/56
	20,000,000
	3.700%
	(881,522)

	496644
	10/08/14
	5,000,000
	2.750%
	(143,405)

	496645
	10/08/17
	5,000,000
	3.710%
	(555,191)

	496646
	10/02/30
	5,000,000
	4.540%
	(957,338)

	497875
	09/09/16
	25,000,000
	2.240%
	(1,253,102)

	497876
	09/09/17
	25,000,000
	2.520%
	(1,611,409)

	Maturity loans
	
	       145,600,000 
	3.637%
	(17,472,154)

	486374
	01/02/17
	83,150
	5.250%
	(7,629)

	Annuity loans
	
	83,150
	5.250%
	(7,629)

	486065
	15/12/21
	4,390,244
	4.625%
	(756,055)

	487354
	15/01/23
	5,000,000
	4.375%
	(788,633)

	488472
	15/02/14
	2,500,000
	4.750%
	N/A#

	EIP* loans
	
	  11,890,244 
	4.546%
	(1,544,688)

	Total PWLB
	
	157,573,394
	
	(19,026,155)


Notes:

*EIP = equal instalment of principal.
# N/A = not available for early repayment.
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