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SALE AND LEASEBACK AND INTEREST SWAPS
WATER AUTHORITIES

Thank you for your letter of 21 November. I am sorry not
to have replied before now. Your proposals raise fundamental
jssues, and 1 wanted to give them careful consideration.

1 understand, and sympathise with the water authorities'
wish to act commercially. If they were private sector
organisations it would not be for me to object.. t{ what they
propose (although for some of “the .promosals 1 suspect their
finance directors would). But at present they are public
sector businesses; and their financial transactions have a
direct impact on public spending and borrowing. This means
that there have to be 1limits to the freedom they can enjoy

in raising finance. All other nationalised industries

are
in the same position.

1 will start with the gquestion of sale and leaseback,
setting out first the general policy considerations which
apply egqually to related proposals. A number of transactions
- including asset sales, indiscriminate local authority mortgage

book sales and sale and leaseback arrangements reduce public
spending and borrowing, but, unlike a reduction in spending
on goods and services, they do not reduce the demand for money;
and do nothing to help us achieve our macro- economic objectives
of lower inflation, interest rates and taxation. Indeed,
to the extent that these devices generate paper "savings"
which are nevertheless used to provide room for new spending,
they increase the overall demand for money, and positively
hinder progress towards our macro economic goals. There is
not even much of a presentational gain in lower (net) totals
because the Treasury Select Committee and other

informed
commentators are quick to point to these effects.
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In practice, 1 think our approach has to be pragmatic
and undoctrinaire. Oon the macro-economic grounds indicated
above we should reject all proposals to enter into transactions
of these kinds. However, we do allow some such transactions
to go ahead because they bring with them sufficient benefits
in terms of the achievement of other government policy
objections. Council house sales, for example, improve financial
conditions little ijf at all; but they are worth doing because
of the far reaching economic, social and political benefits
of increased home ownership. The case of local authority
mortgage books is explained in the Annex to the enclosed paper,
but except in unusual circumstances, the sale of mortgages
will not be instrumental in achieving a council house sale.
We have to make an assessment of the overall costs and benefits
of all such proposals, whether they involve new schemes Or
extensions of existing arrangements not reflected in plans
and decide on balance whether they should be allowed to go
ahead or not. in order that the basis of this Jjudgment is
clear, 1 am enclosing a note by officials which sets out the
arguments at greater length, and describes precisely how we
should aim to reach conclusions in these cases.

The enclosed paper includes an explanation of why we
do not think water authorities' sale and leaseback proposals
will improve financial conditions. 1f therefore they were
used to make room for increased expenditure, it would make
it more difficult to achieve our overall goals for inflation,
interest rates and taxation. in this case 1 do not think
there are other policy objectives which sale and leaseback
will bring nearer e~ it will not, for example, lead to an
advantageous change_.inp., the management of the assets, in which
. case 1 would have been more sympathetically inclined to the
proposal. 1f you felt there were other specific benefits
that outweighed the costs associated with the transaction
1 would be happy to discuss them further. But as matters
stand, for the reasons given above, 1 cannot accept the water
authorities' proposal.

on the use of the National Loans Fund (NLF) I should
make it clear that I do not see a case for allowing nationalised
industries to borrow long term in sterling from the private
sector as long as they remain in the public sector. The market
regards nationalised industry debt as broadly equivalent to
government debt, because it assumes an implicit Government
guarantee. Nationalised industries do not borrow on the
strength of their own credit standing, but on that of the
Government's. It makes sense, therefore, for their borrowing
to be raised Dby the Government jtself and channelled through
the NLF because:

(a) it enables the funding of nationalised industries
and of the Government itself to be co-ordinated through
the Government's operations in the gilt-edged market
and avoids the conflicts which would be likely if separate
operations were going on;

(b) it avoids the extra cost that would be likely because
nationalised industry debt, though almost equivalent
to Government debt, would not command gquite such fine
terms.
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So we cannot approach this as though borrowing by nationalised
industries and private sector bodies were on all fours.

1 fully understand that the water authorities may want
to adjust the balance between their fixed and floating rate
debt. But 1 do not accept that early repayment of fixed rate
borrowing from the NLF ijs as difficult, or as expensive, as
you suggest. In any case, my officials are considering at
present how the NLF's floating rate facility might be improved
- which might help to meet the water authorities' objective.
But as 1 am sure you are aware, there are statutory constraints
on what the NLF can do, which means that it can never be quite

as flexible as a bank. The greater flexibility in obtaining
finance is of course one of the attractions of privatisation.

Our approach to interest rate swaps 1is also
reconsidered generally at present and 1 will write
separately about this in due course.

being
to you
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PUBLIC EXPENDITURE CONTROL: THE SALE OF ASSETS AND OTHER FINANCIAL
TRANSACTIONS

Onc important general objective of government policy is to roll back the boundarics of the
public scctor so as to cnlarge the arca within which frce enterprisc and a competitive
market cconomy can function. Sales of public scctor asscts however also havc an impact on
other government objectives in the cconomic ficld. This note thercfore cxamines the
jmplications of the sale of public scctor asscts and analogous financial transactions (such as
Jcasing) for the government's cconomic and public expenditure control policics. It discusscs
the varying cffects of such transactions in rclation to the government's objectives, and scts
out guidelines by which proposcd transactions can be assessed.

Macro-Economic Objectives and Assct Sales

2. A central clement of the government's cconomic policy, as sct out in the Medium
Term Financial Strategy, is to hold down the growth of public expenditure and borrowing, in
order to reduce inflation and also, without crowding out privatc scctor cxpenditure, to
create room for lower taxation. Lower expenditure is important at the micro-cconomic level
in helping to create opportunities.for the private scctor to develop and expand its supply of
goods and scrvices; but it is in relation to-the wjder macro-cconomic goals that public
cxpenditurc and the PSBR arc especially important. The public expenditurc mecasurc on
which most attention is focussed for both planning and control purposcs is the planning total.
However the monctary and macro-cconomic ecffects of various clements of the planning
total differ, and thus the composition of public expenditure (and of government revenucs)
has to be taken into account in sctting thc PSBR target that is consistent with the

government's macro-cconomic objectives.

3. In general, an increasc in public expenditure financed by a higher PSBR will, by raising
activity and prices, increasc the demand for moncy and hence make it harder to finance the
borrowing requircment in a non-inflationary way. Similarly an incrcasc in current recceipts
will reduce the demand for moncy. But a financial transaction such as a sale of asscts,
although rcducing the public expenditurc planning total (becausc the sale receipts arc
classified as ncgative public expenditure), will make little difference to the demand for
moncy since it will simply represent an exchange of claims (cg shares for cash) between the
public and private scctor. Thus where an increasc in gross cxpenditure is offsct by higher

assct sales so that there is no net change in the planning total, there will be an increasc in




the ‘demand for moncy just as if the PSBR bhad been incrcascd; and if this is not to put

‘.hcr prcssurc on intcrest rates or moncy supply (and hence future inflation) it will requirc
a lowcer PSBR.

4. Thc monctary impact of diffcrent types of assct salcs, although gencrally weak, varics
somcwhat. Sharc sales, cg as part of the privatisation programmc, have little impact,
especially where the paper on offer is likely to be a closc substitute for gilt-cdged stock.
The assct sale reduces the demand for gilts, at given interest rates; so a reduction in the
supply of gilts, to match the lower PSBR, docs little or nothing to casc the difficultics of
financing the PSBR in a non-inflationary way. Similarly, rcfinancing existing public scctor
loans, such as local authority mortgages or export credit, is likely to be offsct in monctary
terms almost cntircly by increased lending by the private scctor, especially the banks and
building socictics who take over the loans. Again this would do little if anything to reduce
the demand for monecy. Sales of rcal asscts, such as land or council houses, arc rather

different, and involve the private sector in raising new finance. But they still probably do

little or nothing to rcducc the demand for moncy.

&y There arc further difficultics where the assct sales add directly or indircctly to bank

lending. Where the sales offsct on increasc in spending (ic net public expenditure and the
PSBR arc unchanged), the proportion of the PSBER that is financed by sales of gilts to
institutions and the public has to risc if the increased bank lending is not to add to monctary

growth. Thesc additional sales of gilts increasc the pressurc on interest ratces, crowding out

other forms of borrowing.

The incréasc in bank lending is likely to be greatest in the casc of refinancing of

6.

existing public sector loans (eg refinancing of fixed rate export credit or LA mortgages) or
sales of real asscts (cg land and council houses). Since higher gross spending is itsclf likely
to add to bank lending, there is a strong presumption that higher gross spending financed by

assct sales will exacerbate the management problem which the monctary authoritics alrcady

facc in the moncy markets.

7. To summarisc: public expenditurc objectives are defined in terms of the planning total

which, consistently with international conventions, is defined net of sales of asscts. But the
extent of assct sales within the composition of the total has important implications for the
fiscal stance and monctary conditions, and thus the government's objectives for inflation.
Using higher sales of real or financial asscts to finance higher gross spending will require a

reduction in the PSBR to leave the fiscal stance unchanged. Hence, higher cxpenditure

associated with higher assct sales cither reduces the scope for tax cuts, or mcans tighter
financial conditions for a given PSBR.

Other Objectives

8. From a purcly macro-cconomic point of view, thercfore, it would be helpful if the




government's expenditure objectives could be defined in terms of gross cxpenditurc. But the

government has other important cconomic objectives in rclation to assct sales, including:

1. the transfer of public scctor enterpriscs and trading activitics to the privatce
scctor (privatisation); and othcrwisc encouraging the privatc scctor to takc on,

unaided, responsibilitics formerly borne or assisted by the public sector.

thc transfer of physical assets to the private scctor where there arc
management, cfficiency, social or other micro-cconomic bencfits (cg council

housc sales).

The disposal of surplus public sector fixed asscts as part of thc cfficient
management of public sector resources (eg the initiative to sct targets for the

disposal of surplus land and cmpty buildings).

9. Sales of asscts can thus provide an important contribution to the Government's wider

objectives, particularly in relation to the micro-cconomic, political and social bencfits of
reducing the role of the state. Sales have thercfore been included in the planning total on

two bases:

counted against the planning total as a whole, but not individual programmes, ic
receipts from the privatisation programme, classified as special sales of asscts

(SSA);
counted against programme expenditurce, ic other salcs of asscts.

10. The trcatment of non-SSA sales reccipts gives departmental Ministers an incentive to
gencrate such receipts. The Survey discussions generally focus on net expenditurc, and to
the extent that reccipts arc increased a given nect target is consistent with higher gross
spending. The incentive opcrates diffcrently in-yecar, partly because the scope for
generating additional receipts is more limited and partly bccausc in some arcas the rules
governing the trcatment of unanticipated additional in-year reccipts constrain the extent to
which thcy may finance additional gross expenditurc. But, to the cxtent incentives do have
an cffect, the present definition of the planning total opcrates consistently with the full
range of the government's objectives only if account is taken of the changing composition of

public expenditure in macro-cconomic decision making.

11. In some cases, however, sale of an assct will bring no net advantage to other (non
macro-cconomic) objectives. Some transactions involve nothing more than the transfer of
title from the public to the private sector; while the management and usc of asscts remains

within the public sector (or as though it were in the public scctor). For example, the sale




and lcasc back of physical asscts will typically involvc only 2 transfer of title with little or
po managcrial or opcrational changes. In such cases there will often be a net disadvantage.
There may be a financial cost, in that the annual rental or leasing charge would bc greater
than thc cost of cquivalent public scctor borrowing. The problems for moncy market

management, mentioned in paragraph 5 above, may also arisc if the transaction involves the

purchascr borrowing from the banks or building socictics.

12. It is somctimes argucd that any reduction in public spending or borrowing is ipso facto
advantagcous to the government in that it crcates a favourable impression in financial
markets. But there is no benefit in 2 purcly cosmetic reduction in public expenditure or the
PSBR. Parliament (most recently the TCSC in their report on the Autumn Statement), the
financial markets and other commentators arc increcasingly making their own adjustments to
the government's cxpenditure and PSBR objectives and achievements to make allowance for
the typc of financial transactions discussed in this note. lnd‘ccd cosmetic expenditure
reductions, where they lcad to incrcascs in gross expenditure, damage the long term

integrity and credibility of expenditurc control.

Direct Private Scctor Financing of Public Sector Activitics

13. A financial lecasc, whether or not associated with a sale of the assct, is onc way in

which private scctor capital may be dircctly introduced (ic rather than by the government

itself borrowing from the private scctor by cg sclling gilts) into the financing of public

scctor activities or projects. The injection of private finance might be used to ach

PSBR lower than otherwisc, but w

icve a
ill probably take the form cither of increascd bank
lending, or of finance raiscd from the capital markets. In the casc of bank finance, this will

dircctly offsct the beneficial cffect of a lower PSBR on the demand for moncy. If the

finance is raised from the capital markets - cither cquities or debentures - this will tend to

displacc gilt salcs, to an extent which will depend on how closc a substitute the newly issucd

company sccuritics arc for gilts. It is likely, whatever the source of private finance, that

any nct cffect on the demand for money will be small.

14. The arguments of the prcvious scctions may therefore be extended to the private

financing of public projects or activitics, which arc scen as analogous to the sale of asscts.

If there is no offsctting reduction in the PSBR, there w

ill be an increasc in activity and

prices, and upward pressurc on interest rates. In some cases therc may still be a

micro-cconomic benefit from private scctor participation in the management of the public

scctor project and activity. Any such benefit will need to be sct against the costs to the

public sector, in particular any difference between the implied cost of finance and thc cost

of the public sector itself financing the activity, ic the cost of borrowing in the gilts




market. Thus the "Ryric Rules” governing the use of private scctor financc (for nationaliscd
industrics investment) require that the net yield of the project should be greater than if it
were publicly financed by at lcast cnough to cover the incrcased cost of raising risk capital
from the financial market. Thesc rules also require that the compctition with other private
scctor borrowers be fair; if the lender is in effect being offcred a risk frcc sccurity cg
because it is explicitly or implicitly guarantced by the public scctor, there is a clcar
comparison with investment in gilts, and a dircct substitution of finance with no scope for
macro or micro advantage. They also apply in the special casc of private financing of
housing association activities. Although classified to the private scctor, housing
associations reccive the majority of funds for capital projects and subsidy to mect their

revenuc deficits as public grant.

15. Similar principles apply to salc and lcascback, or other leasing proposals. There is no
advantage to such schemes when their only cffect is to reducce (or avoid an incrcasc in) the
planning total, PSBR or other control total (cg, in the casc of a public corporation, its EFL).
This consideration is reflected in the requirement for financial lcases to be capitalised for
expenditurc control purposes by nationaliscd industries and local authorities (a principle now
followed in the private scctor with SSAP 21). The implicd cost of finance (or rental or
lcasing charge) is also likely to be greater than the implied cost of government borrowing
(taking account of any leakage of tax allowances to the private sector). On the other hand
there may be micro advantages. Somc leasing dcals can bring operational flexibility or
other managerial benefits that could not be available if the asscts were purchased, and
implementation may be justified on that basis (the capitalisation rules do not apply to
opcrational, as opposed to financial lcascs). Alternatively the involvement of privatc scctor
lenders may be part of a policy of switching from a grant-bascd scheme within the public
scctor to a loan-bascd scheme, which in some circumstances might be more cfficiently
managed if bascd on private finance. The key yardstick for any private financing scheme is
its justification in terms of cost, cfficiency and related (micro) criteria, and not as a mcans

of circumventing public expenditurc controls.

Expenditurc Control Arrangem cnts

16. These macro-cconomic and other cffects arc complex and cannot be readily be
mecasurcd against cach other. For the purposc of cxpenditure control the issucs nced to be

scparated and clear rules and guidclines given to departments.

17. Two rules arc proposcd; they apply to all new schemes involving financial transactions
that havc not becen previously agrced, and to any action to cxtend or widen the usc of a

previously agreed scheme:

A. Financial transactions (ic transactions which have negligible effects on activity,




priccs and the demand for moncy) should only be undertaken where they bring

micro-cconomic bencfits in terms of thc management and usc of rcal asscts

(para 8).

In a casc where a financial transaction can bc shown to bring significant

micro-cconomic bencfits, approval can only bc given where these bencefits

outweigh the costs. These costs will include the dircct additional cost of raising

finance from the private scctor, by comparison with the government itsclf

financing the activity by borrowing in the gilts market.

18. The Trcasury must be consulted in any instance where, in the view of the department,

there is a case for procceding under these rules. There arc threc options:

(i) not to go ahcad with the transaction;

to go ahcad but not to count it against thc departmental programme (or rclated

control total), ic to count it within special sales of asscts:

(iii) to allow the transaction to offsct cxpenditure within a departmental programmc.

19. Where there is judged to be no net benefit, option (i) will be appropriate. In a few
cascs, cstablished practice or previous Treasury agrecement may point to option (iii); for
example, ncw cfforts to encourage council house sales, for which the present arrangements
(which arc given statutory force, but which arc currently under review) allow the usc by

local authoritics of a prescribed proportion of receipts; and disposals of surplus land and

cmpty housing following Ministers' recent initiative. But for the balance of cascs, there is a

presumption that the middle coursc (SSA trcatment) will be appropriate. This trcatment

will properly allow the Treasury to decide whether the macro-cconomic implicatio

be reflected in a lower PSBR or,

ns should
to the extent they arc not, to judge whether (and where)
spending should be increased or taxes reduced. Where the incentive effect of any proposal in

rclation to the range of government's objectives (para 10) is wecak, or where there is

uncertainty about the scale of receipts so that unplanned incrcascs would otherwisc finance

incrcases in expenditure not allowed for in sctting the PSBR target, SSA is more likely to be
appropiatc.

20. The attached anncx bricfly asscsses against thesc rules three proposals that have been

madc rccently.




Rcecent Proposals

1. This anncx bricfly asscsscs three proposals that have been madc by the Department of

the Environment in recent months:

the salec and lcascback of asscts by the water authorities would involve only a
transfer of title. It would thus bring no micro benefits (and possibly a financing

cost). It clearly fails against the criteria in paragraph 17.

Sales of local authority mortgages to banks or building socicties (where this is
not nccessary to sccure the sale of the underlying real assct) similarly fails. To
the extent that somc mortgage sales have alrcady been accepted in the context
of steps to reduce cash limit overspending in 1984-85 and in the Survey decisions
for 1985-86, this will have been reflected in public expenditurc plans and
judgements on the fiscal stance. In this casc the Trecasury's concern applies to
any incrcasc in the amounts involved in thosc ycars, and to the usc of this

mecthod of finance in futurc years.

the refinancing of housing association loans would allow a nominal reduction in
cxpenditure which, on present DOE propoals, would be offsct by higher spending
clsewhere. This nominal reduction would arisc as Housing Corporation loans
were repaid, but it would represent no morc than a transfer of financial claims
from the public to the private sector, with no accompaning benefit of any kind -
indced there would probably be costs rather than benefits, because the private
scctor finance would almost certainly be more expensive. It should also be noted
that Housing Corporation guarantces of (private scctor) associations' borrowing
would have similar effects overall. Such schemes arc thercfore not acceptable

in their present form.

8 All three schemes fail in the first instance because they do not transfer asscts to the

. private scctor in any cffective sense, ic in terms of the management and usc of the assct, as

opposcd to the transfer of title. There arc thus no micro benefits to sct against the costs.
Indeed, without any transfer of management initiative, there is unlikely to be any chance of

micro bencfit.







