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- Contents .
2 Appraisal of options based on those outlined in your paper dated
21% November 2003 to include a sensitivity analysis G
3 Independent guidance on technical issues including the balance sheet,
credit ceilings and the potential effect on the Housing Revenue
Account, including: 19

.= Clarification of the Eegafsty of usmg the Prowsmn for Credit
- Liabilities o capitalise the penalty payment.
= Whether the Council needs fo prove that the Provision for
Credit Liabiiities {or at least the amount that would be used)
is ‘cash backed, and if 50 how this should be done. -
= Whether this appiies only to the penaity payment or the
. lotal debt repayment.

m '._Whether if the Provision for Credit Liabi{:ties is used the General
Fund Credit Ceiling would increase as a result — and whether this
would increase Minimum Repayment Provision.

=  The effect of the whole exercise on credit ceilings (approximately
£11m General Fund & £2m Housing Revenue Account).

= Whether the Council wouid siill have credit ceilings with
effectively no debt.

=« Whether, in this case, a Minimum Repayment Provision wouid
still be required and the Eogzc of how this wcxuid tie in with
havmg no debt. i -

4 Conclusions and Recomméﬁdatioﬁs o o
CAppendices e 26

Appendix One — List of Loans

Appendix Two — Comparison of retaining and repaymg debt using
discounted cash flow at a discount rate of 3.5%.

Appendix Three — Comparison of retaining and repaying debt using
discounied cash flow at a discount rate of 4.7%.

Appendix Four - Comparison of retaining and repaying debt using
discounied cash flow at a discount rate of 3.5% - by loan

Appleby Business Centre, Bridge Street, Appleby in Westmorland, Cumbria CA16 5QH
Telephone: 017683-52347 or 521165 Mohile: 07971-321863. Fax: 017683-52346.
E-Mail: Adrian.waite@awics.co.uk. Website: www.awics.co.ul

Director: Adrian Waite BMA CPFA ACIH.
Comparry Number: 3713554, VAT Registration Number: 721 968% 13
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Adrian Waite (independent Consultancy Services) Limited

1.1

1.2

1.3

1.4

1.5

1.6 .

introduction

The option of repaying or rescheduling the Counci's long term debt has been
kept under review by South Derbyshire District Council over the last two to three
years. A full options appraisal has not yet taken place, due mainly to the
severity of the penalty that would be incurred on repaying any loans early. This
generally eliminates any on going cost savings in the General Fund Revenue
Account.

However, an opportunity now exists (until 31 March 2004) fo capitalise penalty
payments. This is ahead of the new prudential system for borrowing and capital
finance. o

in édditiom, th'e _'Counci_i _héé_ _achuired substantial capital receipts over the last
twio years from which, in accordance with reguiations, a substantial proportion

has been set-aside for debt repayment. The Council has now effectively

accumulated adeguate resources to repay all Public Works Loan Board debt,

including the penalty payment.

These set-aside receipts cannot be used to support spending. Furthermore, the

interest currently being earned.on these resources is relatively low compared to
that being incurred in debt interest, due to the level of current inferest rates.

In any event, the existing debt (which is mainly fixed) is a significant cost in the
Council's revenue account. Given all of these factors, a more formal appraisal
has been undertaken with a view to reducing the Council's lability utilising
accumulated resources currently in hand.

Th_e Couhéi] has asked me o :appraise these options based on those outlined in

_ the paper prepared by the Finance Services Manager dated 21% November

2003 to .include a sensitivity analysis; and to give independent guidance on
technical issues inciuding the balance sheet, credit ceilings and the potential
effect on the Housing Revenue Account. This report is my draft final report.

Appleby Business Centre, Bridge Street, Appleby in Westmorland, Cumbria CA16 6QH
Telephone: 017683-52347 or 52165 Mobile: 67971-321863. Fax: 917683-52546.
E-Mail: Adrian.waite@awics.co.uk. Website: www.awics.co.uk,

b

Director; Adrian Waite MA CPFA ACIH.
Company Number: 3713854, VAT Registration Number: 721 9668 13



AWICS '

ﬁi

mdependence

Enteqrifv.'.;',.:vg!ué. e

Adrian Waite {independent Consultanicy Services) Limited

1.?_ Ouis’{anqu Lonq—term debt

174 The Counc | currentiy has the feliewmg outstaﬂdmg iong~term debt portfolio.

'Amount
Lender | OIS Comment
(Em)
Public .| £8.04m o Made up of 20 nd!vduai ioans matuﬂng at various
Works | periods to 2039.
Loans ' Allloans are at fsxed interest rates to maturity.
Board G The average interest rate is 7.47%, the highest being
14.75%, and the lowest at 4.875%.

o Total annuat inte{est ES approxsmaieiy £620.000 per
year.

o The tc}tal penalty payment for repaymg the whole £8m
iscurrently around £2.5m. "

o However, this reduces as inferest rates rise. £2.5m is
considered to be the maximum payable given recent
increases in the Base Rate. it would be calculated at
the dat@ of repayment ' 5

Money | £1.0m a Afixed loan at 4.875%, maturing in 2032.
Market |o Total annuai mteres% is approxxmate!y £48,000 per

- year.

o Potentially, there ES_ a break clause every 6 months.

The lender has the option of reviewing the interest rate
every 6 months. if they wish 1o increase it, the Council

‘has the option of repayment. As a result of this, it is

considered that this !oan may be treated as a shori-

term loan for the purposes of considering whether

South Derbyshire District Council may be considered a
‘debt-free’ authority should a repayment of the public
works loans fund debt be made. i is understood that
the Finance Services Manager has confirmed this
matter with the external auditors.

1.8 Bank Deposiis

1.8.1 The Council currently has around £14m on shori-term deposit, placed in
accordance with iis approved lending fist. This has accrued mainly dus fo
substantial asset sales (housing land and council houses) and is currently

earning interest at an average rate of 3.46%.

Appleby Business Centre, Bridge Street, Appleby in Westmortand, Cumbria CA18 60OH
Telephone: 017683-52347 or 52165 Mobile: 07971-321883. Fax: 017683-52548.
E-Bzil: Adrian.waite@awics.co.uk. Website: www . awics.co.uk,

Director: Adrian Waite MA CPFA ACIH.

Company Number: 3713554, VAT Registration Number: 721 $66% 13
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Adrian Waite {independent Consultancy Services) Limited .

1.8.2.

1.9

1.9.1

1.8.2

1.8.3

1.9.4

1.10

1.10.1

1.10.2

Jt is important - fo note that although this level of deposils has been steadily

. “increasing overall since April 2001, it can fluctuate during the year depending

on the Council's overall daily-cash flow. However, current cash flow projections
stilt point fo a balance of around £12m at the end of this financial year.

Set aside Recelpts & Changes in Qverall Borrowing . -

As at the 31% March 2003, the Council had received in fotal approximately
£16.6m in set-aside capital receipts since the inception of the set-aside rules in
1990/91. This is projected fo total arcund £20m by March 2004, based on
current asset sales (mamly council houses) £12m has been generated over the
last 4 years alone. :

Effectively, some of this money has a!reédy been used to rapay debt, in
particular that previously being incurred on a temporary basis. As at April 2000,
the Council had temporary loans of just under £8m.

This debt was fully repaid during 2001/02. In addition, the Council has not
needed to enter into any form of borrowing over this period, and in accordance
with its Treasury Management Strategy, has effectively been able to finance
Government borrowing approvals over the last 3 years of approximately £2.5m.

The amount remaining would enable the whole of the Public Works Loans
Board portfolioc to be repaid including the associated penally payment
(approximately £10.5m).

impact on the Housing Revenue Account (Housing Revenue Account)

The total interest payabie on the Council's long term debt is approximately
£668,000 per vear. Of this approximately £153,000 (23%) is recharged out fo
the Housing Revenue Account in accordance with Government guidelines.

This reflects the amount of estimated debt outstanding in respect of the
Housing service, This is reimbursed by the Govermment through Housing
Subsidy and there is generally a neutral effect on the Council's Housing
Revenue Account. The net effect fo the Council is therefore approximately
£515,000 (£668,000 less £153,000) on the General Fund.

Treasury Management Policy

1.11.1

Sections from South Derbyshire District Council’s Treasury Management Policy
that appear to be relevant include:

“The Council will manage its exposure to fluctuations in inferest rates with a
view to containing its inferest costs, or securing its interest revenues, in
accordance with the amounts provided in its budgetary arrangements.” (para.

3.2.2)

Appieby Business Centre, Bridge Street, Appleby in Westmorland, Cumbria  CA16 60H 4
Telephone: 017683-52347 or 52165 Mobile: 07971-321863. Fax: 017683-52546.
E-Mail: Adrian.walte@awics.co.uk. Website: www.awics.co.uk.

Director: Adrian Waite MA CPFA ACH.
Company Number: 3713554, VAT Registration Number: 721 9663 13
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““The ‘Council recognise's that future legislative ‘or regulatory changes may
~impact on its treasury management activities and, so far as if is reasonably able

o do so, will seek to mm:mfse ‘the r:sk of these :mpacimg adversely on the

orgamsat:on para. 3.2.5)

Calculations carrded out by the Finance Services Manager

1.12.1

The Finance Services Manager has calculated the effect of the early

" redemption of Public Works Loans Board debt on South Derbyshire Council as
part of his ‘report of 21% November 2003. Supporting papers fo these
‘calculations have been requssted and reviewed. Unless otherwise stated | have

found no matters within these caiculations that | believe could properly have
been treated differently.

Appleby Business Centrg, Bridge Street, Appleby in Westmoriand, Cumbria CA16 60 5
Telephone: 017683-52347 or 52165 Mobile: 07971-321863. Fax: 017683-52546.
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Appraisal of options based én .{hose 'bﬁilined'ih your paper dated 21
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2.
- November 2003 to inciude a sensitivity analysis
2.4 introduction
2.1.1 This section reproduces the analysis conlained in the paper prepared by the
Financial Services Manager, with an appraisal and sensitivity analysis included
where appropriate.
2.2 Cost/Benefit Analysis
2.2.1 The starting point comes down o a basic analysis of comparing
o The financial effect of maintaining %hé set-as§dé capiial receipis on deposit
- and earning interest for the General Fund; fo -
o The savings on Public Works Loans Board debt in the General Fund, by
ut:izsmg the cap;tai recelpts now to redeem that debt.
222 The ana?ys&s prepared by the F inance Servnces Manager covers a period to the
- - year 2038 {which is when all ‘Public Works Loans Board debt would have
naturally matured). i assumes that the debt is fully redesmed during the last
guarter of 2003/04, and the first full year effect is therefore from 2004/05.
2.2.3 " The table beiow prowdes a summary
Years : 2004/0‘? 2097!1{) 2010/22 - | 2022/38 TOTAL
{note 1) (3 years) | (3vyears) | {12 years} | (17 years} | (35 vears}
T oo | £'000 {20006 . 1 £0060 - -] £000 £'000
Savings in  Public| 1,844 1,762 16,292 2,041 11,939
Works Loans Board
Interest Payments
{note 2} - '
Amount lost in | -146 -146 -585 -828 -1,705
Housing Subsidy
{note 3}
Loss of  Deposit| -1,089 -1,067 -4,026 2,965 -8,147
Inferest
{note 4)
Net Savings/ 609 549 1,681 -1,752 1,087
Cost {-} ' K .
{note 5)
Average per Year 203 183 140 =103
Net Present Vaiue 569 464 1,129 683 1,478
{note §)
Average per year 1860 155 84 -40
Appleby Business Centre, Bridge Sireet, Appleby in Westmoriand, Cumbria CA18 8QH &
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Nate ’i - Analysss of Years
The Fmance Sewsces Manager.has spkt the years on the following basis:
c  2004/07 - the Councll’s immediate financial planning period.

o 2_90_8;’1 0-— the_ following 3-year roEE%ng period.
g 2011/22 — the longer term uﬁti! the hénéﬁt tu%ﬁs ihto an overall cost.
0 2023/38 -~ the period when there is an overall cost.

This appears to be an appropriate way in which to regard the 36 year period
under corzs:deratzon

Note 2 - Savmgs in Pubhc Works Loan5 Baard interest Payments

The Finance Servaces Manager consi ders that these savings wouid be certain
as interest paymenis are fixed and known aver the life of individual loans. This
is an appropriate assumption to make as | understand that there is no facllity to
-sw&tch any of these ioans from a ﬂxed rate to a Varsabie rate basis.

Note 3~ Amount Eost in Housmg Subs:dy

The amount included in the Finance Services Manager's calculations
represents the difference between what would have been transferred to the
“Housing Revenue Account (and reimbursed via subsidy) and the lower amount
- with no Public Works Loans Board debt. This amount is mainly fixed and can be
reasonably predicted. It also takes into accourt the new arrangements from the
Prudential System for Capital Finance.

The calculation therefore considers the gross debt of the Council and the gross
costs and benefits of early debt repayment — including both General Fund and
Housing Revenue Account elements, and nets of these figures the loss of
housing subsidy as a result of lower capital financing costs.

Note 4 - Loss of Deposit Inferest

The Finance Services Manager has calculated this to represent the potential
loss of interest on bank deposits, which would reduce considerably if they were
used to repay Public Works Loans Board, including the penalty payment of
around £2.5m. The current average interest rafe being eamed of 3.46% has
been used, This amount reduces over the vears as it has been assumed that it
would be used fo repay debt in any case as required over the 35-vear period.

Appleby Business Cenire, Bridge Street, Appleby in Westmorland, Cumbria CA16 8QH 7
Telephone: 017683-52347 or 52165 Mohile: 07971-321863. Fax: 017683-52546.
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The Roval Bank of Scotland publishes a regular ‘Inferest and Exchange Rale
Outlook’ the latest of whzch was pubitshed in December 2003. This report states
: that SRR EERNEY T TR

“The Bank of Engfand kept mteresf rafes on hoid at 3 7‘5% i December, as we
had expected, following last month’s rate rise... We... anticipate a series of
L guarter-point interest rate increases next year — foilowmg the MPC meetings on
5" February, 6" May, 5" August and 4" November, which coincide with the
committee’s guarterly forecasting round — fo take UK rates back up fo 4.75% by

the end of next year. We... expect inferest rafes fo remain on hold throughout
2005 ”

| _ln the ionger—term mterest rates in the Umted ngdom are likely to be affected
by whether the Euro is adopted as the currency. it is generally thought that
iower rates of inferest would be expenenced n" the United Kingdom chose fo join
the Euro.

it is always difficult fo project interest rates with .accuracy, especially into the
longer term and so the use of the current rate of 3.46% could be considered
reasonable. However, it is pﬁjdent to carry out a sensitivity analysis on
variations in mterest raies .

Note 5- Ne’t Savmgsf{)ost

The Finance Services Manager has calculated the net savings or cost as the
net effect of ltems 2 to 4 in cash terms :

Note 6 - Net Present Vaiue

Net Present Vaiue is the accepted methodology used in such circumstances,
and the Finance Services Manager siates that he has cslculated it in
accordance with the Government's “Green Book.” it compares costs and
benefits that occur in different time periods. -

It uses a discount rate (3.5%) to calculate the present value of the differences
and produces a Net Present Value. If the folal Net Present Value is positive,
then the basis of what is being reviewed (in this case repaying debt) is
considered fo be viable. The rate of 3.5% is set by the government and its use
is therefore appropriate in this case.

The Net Present Value is effectively taking into account the future value of
money, i.e. £1 today wili be worth less in say 10 years. This does not have any
real effect in the short term, but is more of a guide 1o future values in the longer
term.

Appleby Business Centre, Bridge Street, Appleby in Westmoriand, Cumbria CA16 8QH g
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2.2.5

Commeniary

The Fmance Services Managers caEcu%a’i ion of Net Present Value in fotal is
£1.479m and is positive. As stated in note 6 above, this makes the option viable

' 335 the N@t Present \faiue gndacates overaﬂ savmgs '

-Anaiyssng the ﬁgures fufther indscaies quzte Sigmﬂcant cash savings in the short
to medium term of approximately £1.1m to 2010. ‘Even at the discounted level, it
still equates to over £1m in this period. The savzﬂgs mntznue to accrue for &
total of 18 years up to the year 2022, ' -

Beyond this, the loss of deposit interest would be greater than the saving in

" debt payments. This is more acute from 2027, and in cash terms over 17 years

amounts to around £103,000 per year. However, the Net Present Value, which
is probably a fairer reflection due fo the time perlod involved, equales io
approximaiely £40,000 per year.

Sensztmty Anaiysss interest Rates

- As prev;ousiy hxghtsghted ihe interest on the Public Works Loans Board debt is

fixed and the housing subsidy element is fairly stable and is not considered
material here in any case. Ei‘f’ectzve!y, ihe onty vari abie is the interest rate used
for deposit inferest.

The current rate of 3.46% is likely to change. As noted above, recent market
indications suggest that this will be upwards over at least the next 18 months,
possibly hitling around 5% at sometime during 2005, The tables below show the
Finance Services Manager's calculation of the effect of an increase in rates at
various levels.

¢ At an average rate of 4%

Years 2004/07 | 200710 | 2010722 | 2022/38 TOTAL
(3 years) | (3 y_ears) {12 years} | (17 years) | (35 years)
£'000 £'000 £000 £000 £000

Net Savings/ 436 383 1,053 -2,215 ~340

Cost (-} o

Average per Year | 140 127 88 -130

Net Present | 410 323 715 -B77 571

Value ' '

Average peryear | 137 108 60 -52

Appieby Business Centre, Bridge Street, Appleby in Westmorland, Cumbria CA18 60H G
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This is effectively the break-even point and shows that even with a relafively
small increase in interest rates there would be an overall cost over 35 years, as
the potenii_ai interest on bank deposits outweighs savings on debt interest.

However, the Nei Present Value remains positive because the cash advantages

are mainly experienced during the beginning of the period, and there would stil

be quiie considerable savings for 18 years, the discoumad cost from 2022
: -onwards bemg relatlveiy small. S

- .4 Atan average rate of 4.5%

- Yearé; o .| 2004/07 | 2007110 | 2010/22 2022139 TOTAL
: | {(3years) | (3years) | (12 years) | (17 years) | (35 years)
ol e000 £000 | £2000 £'000 £'000
Net Savings/ - . 281 229 472 -2,644 -1,662
| Average per-Year | 94 76 39 ~156
Net Present Value 1| 263 183 332 -1,057 -26%9
Average per year. | 88 64 28 52

The Finance Services Manager has caiculated that at this ievel, the Net Present

"Value becomes negative, which according to the Government's "Green Book”
would not make this option viable. However, there would still be savings for 18
years, albeit much lower compared to present rates. The discounted loss value
‘overihe Eater years is still fairly small on average.

2 At an average rate of 5.5%

Years 2004/07 | 2007110 | 2010/22 2022138 TOTAL
o (3 years) | (3years) | {(12vyears) | (17 years} | (35 years)
£'000 £'060 £'000 £:000 2000
Net Cost -34 -79 -§92 - -3,501 -4.306
Met P_resent Value -31 -85 434 -1.418 -1.847

This shows that at an average interest rate of 5.5%, the option of repaying debtis

not viable from the first year as the potential interest earned on deposits would be
more than the savings on debt repayment.

Appleby Business Centre, Bridge Street, Appleby in Westmorland, Cumbria CA16 8GH 10
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2.31

Risk Analysis

The table below sets out and assesses t'he ‘potential risks and implications
involved that have been identified by the Finance Services Manager.

Risk

Likelihood -

Comments & Effect

Challenge of legally
capitalising the
penalty payment.

Very Low

Finance Services Manager - This has been a
‘grey area” for sometime. The uncerfainty

Hwas removed by recent regulations and the
| Audit Commission has effectively confirmed

these. However, the option will be removed
when the new Prudential System is
introduced on 1% April 2004.

Adrian Waite — This matier is considered in

paragraphs 3.1.and 3.3.

Future regulations
allow spending of
set-aside receipis.

Low

| macro-economic
| considers that this money has already been

Finance Services ~ Manager - Some
authorities have retained receipis in the hope
of this. it has been considered previously {o
boost ‘the economy in times of recession.
There are technical and logistical problems
around this issue, which is why it has nof yet
heen implementad.

Adrian Waile — The Treasury fakes account
of set-aside receipts when caiculaling the
public  sector: borrowing reguirement, so in
terms the government

spent. Government alsc wishes o see
resouwrces allocated on the basis of need

| rather: than on the basis of past levels of

capital receipis. It is therefore uniikely that
set aside receipts will become available to
fund future expenditure.

Increase in interest
Rates on shori ferm
deposits

High

Finance Services Manager - As per the
previous sensitivily analysis. Although the
figures in the model are the potential retumns
and which are being eamed now, the
Council's current 3-year financial projection
does not yet reflect the full implications.
Therefore, thers are additional savings
compared 1o the current base budget. This is
considered further below.

Adrian Waite — My observations are shown
below.

Appleby Business Centre, Bridge Street, Appleby in Westmorland, Cumbria CA16 8QH i1
Telephone: 17683-52347 or 52165 Mobile: §7971-321863. Fax: 017683-5254¢€,
E-iail. Adrisn.walte@awics.co.uk. Website: www.awics.co.uk.

Director: Adrian Waite MA CPFA ACIH.

Company Number: 37135854, VAT Registration Number: 721 2669 13



